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Answers to Questions for Review 

7.1 It is very tempting to say ‘yes’ to both (a) and (b) but the correct answer to each is 

‘no’. A firm is interested only in the gap between its total revenue and its total cost. 

Regarding (a), there is no point producing and selling more output in order to raise 

more revenue, if the extra revenue would not cover the extra cost involved: this 

idea is developed in later chapters. Regarding (b), a firm can always minimize its 

costs by producing nothing, but this will not get it any profit at all! 

 

7.2 The explicit costs are the wages of £20,000 for the secretary, the £10,000 rent for 

the office, the £5,000 spent on other inputs, and the £500 interest paid to the bank 

(that is 10% of £5,000); this gives a total of £35,500. The implicit costs are the 

depreciation of £2,000, Claire’s £40,000 loss of earnings, and the £500 loss of 

interest on her savings (that is 5% of £10,000); this gives a total of £42,500. So the 

total cost is £35,500 plus £42,500, which is £78,000. Subtracting that from the total 

revenue of £100,000 gives the profit as £22,000. 

 

7.3 (a) The discussion in the chapter about sole proprietorships and partnerships may 

suggest that the cost of their labour is the £30,000 they could have earned in their 

last jobs. However, costs are always looked at from the point of view of the firm’s 

owners, in this case the shareholders, and the cost to the shareholders is an 

explicit cost of £35,000 for each director.  

(b) The dividends will fluctuate in line with profits. On the basis of the shareholders’ 

agreement, if the firm makes a loss one year, there would be no dividend; in 
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practice, some companies retain some of their profits in good years so that they 

can use these retained funds to pay dividends in years when they make losses. 

 

7.4 The ratios are 80% in X and 30% in Y. However, the combined share of the 

remaining two firms in X is 20% of the market, which is more than the combined 

share of the two largest firms in Y, so these remaining firms in X may have 

significant power, despite the high concentration ratio in X. 

 


