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UNIT 13 PERFECT COMPETITION Structure



Mcnuiog of Pcrfccl Co~npctition 13.2.1' Cl~afilctclislics 13.2.2 I I I ~ ~ ~ ~ c ~ I ~ ~ o I I S ~ ~ ' ~ ~ ~ C C ' I ~ ~ I I . I I C I ~ I ~ ~ S ~ ~ C S Pricc Dctcn~ii~inlio~~ r111dcrPcrrccl Co~~ipclitio~i Equilibrio~nof tlic Fir111 1 3.4.1 Sllorl Run 13.4.2 I,ollg ltu11 Supply curvc or:^ Fir111unclcr Pcrrcct Con~pclition 13.5.1 Shon 1tu11 13.5.2 L o ~ l


Kcy Words Answers to Chcck Your Progrcss Tcniiin;rl Qucslioes



13.0 OBJECTIVES After studying t1li.s r111ityoc~sllor~ldbc ilblc Lo: 8



D c i k c Pcrrcct compctitior~ Espli~ii~ ho\v pricc is dctcr~nilicdondcr pcrl'ccl con~pctitio~l



@



Explain tlic cquilibri~~rl~ orlhc firm ill the shorl 11111 :ind in t l ~ clong l-un



@



D c r i ~ ~llic c s ~ ~ p pcl u! ~n c 0Si1 [inn in lllc sl~o;.lmn :~ndill tllc louy n111



A fir~lfsoi!jccli\.c is la c;lrrl I ~ ; I S ~ I I I I I I ,~~rolils. I Prolil is tllc difl'crcr~ccb b t \ \ , c c tot;~l ~ ~ rc\.cnui :111dtot;11 casl. You lii~\.cslr~tlictl(in u ~ ~1iI t or Block 3) ;~boul\.ariot~sI! pcs of cosls : I I I ~Il~cir. .bclla\~io~!r \\.ill1 cl1;111gcs ill 11ic Ic\,cl of o n t p ~ ~Int . 1111ilI2 ! O ~ I II;I\-C stu~liccl111~' I I I C ~ I I ~ol' ~II~ lolal r ~ \ ~ c n n;~\.cr.agc c. r c \ , c ~ ~ ~nrltl r c .r~largi~~:~l rc\.c~luc;11ld tllcir ~.cl;~lionslrip. Thcrc 111:iybc 1 rlirl'crc~~l111:11,kct C O I I ( ~ ~ I ~ O1111tIcr I I S \\,l~icl~ :I (ir111 OIIC~;IICS. 5111 \\,II:IICI.C~ I I ~ : I bc ~ IIIC 111:lrkct I i co~lditiou.lllc Iirr~l's111ili11o),jccli\.c is to cilrn ~ ~ i i ~ s i ~proliis. n u m A lirm is s:~idto bc ill cql~ilibriuu~ \\.IICII' it, is c a r ~ ~ inl ~l i g~ s i ~ l ~ pl.oliis. ulu This \\.ill clc(~cndI I ~ O Illic I 11ricc;istl ! oulp\~l.111 Illis unit !.ou \\.ill sl~ltl~. 1 . 1 1cquilibri~u~~ ~ oSa I?rm 1111clcrl)cil'cct co~~lpclit ion. You ' / \\.ill srrtdy ill p;~~.IicuI;~r ~Iic~~lc;ining orl~cl-l'ccicnnlpclirio~~. c q ~ ~ i l i \ ~(>(':I r i i ~l7r111 ~ i ~in ~1101'1nln ! and in long nln. 111 ~lrcc11t1you \\.ill stud!, ]lo\\ to clcri\'c { l ~supplx c cunScof;^ lirnl i n sllorl I 17111illid ill lorlg nu]. I



13.2 MEANING OF PERFECT COMPErTITION I



Porfcd Competition



Perfect compctition is said to prc\lail in a market which has tllc bllo\viog clii~mc~cristics: 1) Very Inrge numl~elof lluycrs and sellers: Tlic nun~bcrofscllcrs in ;I perfectly colnpctiti\fcmarkct is so lorgc t11;d tlie posihon of a singlc scllcr in tllc nlarkcl is just likc :I drop in tlie occno. Tlic outpot oFa s i ~ ~ gfirm l c is :I llcgligiblc part of the lot;~l outpi~tin tlic lnarkct. So a single Iir~n'sdecisions do not affcct Llic morkct. Any incrcasc or decrcasc in output of a single finn has only a ncgligiblc cffccl on tllc mnrkct supply. Similarl!l no siligle b~ryercall affcct tlic markct dcmand. His fiosition in thc markct is also just likc a drop in die ocean. 2) Hornoccncous product: The sccond chnraclcristic of a pcrfcclly ~ompcliti\~c markct is that tlie product produced by all 1hc f i n i ~ in s thc markel is idcntical in cacli and c\:cry rcspcct i.e. it is lioniogeneous. It also iliiplics Llint the scnriccsofrcrcd by thc sellcrs to thc buycrs arc Iiomogcneous. So tlic b u y s and scllcrs of tllc product li:~\.cno i~ttacliI I I C I I ~ .Scllcrs are indiffcrcnt lo \vliom Ihc!'scll and buycrs ;Ire ilidirfcrcl~lfrom \vliom they buy. 3)



Pc~l'cctlalowletlge: 111such n markcl llic bu!.crs and scllcrs ha\lc pcrfccl kno\vledgc of tlic 111arkc1.Tlicy know tlic nlli~igpricc in tlic lni~rkcl.So lhcrc is no scopc for liiggling. All buycrs know bout Ilic prcvniling pricc so no scllcr can cllargc a liigllcr pricc bccilllsc ifan). scllcr trics to do so no buycr will buy from liiln.



4)



F1.e~entry i~ntlcsit of fil-ms: In srlcll a n~:lrkcllllcrc is co~l~plctc frccdom for tlie clltry of nc\v firms in rlic markcl and csit of csisling firms from lhc n~arket.Howcvcr. this c~lldilio~i applics only for the l o ~ nln g as in tlic sllorl nu). by Ilic dcfil~ilionof short-n~n. kl~cnunlbcr of firnis in thc niarkct docs llot cl~angc.



of tllc fiIctot*s of protluction: In :I pcrfcclly con~pclili\~c n~;lrkclall tllc 5 ) ~i\:'isihilit~ f;lctors of procl~~ction are pcrl'cctly di\.isiblc illlo sni;~lll~o~l~ogclicorls unils. A firm can \.:In ils oulpul.



-Tlicsc cl~al-aclcrislicsIin\.c \.crl\ imporlant iniplicalio~~s for en i~idi\~idu:ll lir~il.Lcl us now study tlicsc implic:I 1'1011s.



13.2.2 Implic;ltions of the Characteristics



1"



?



Tlic prescncc of 1 . c largc ~ nambcr ol'scllcrs impl!~t l i i ~ rno sillglc scllcr Ilas i~nyapprcci;~blc inrh~c~lcc of lhc lolal supply of t l ~ cproduct. An!' cl~:lngcin liis Ic\.cl oTo11lp111 \ \ i l l Ila\,c a ~~cgligiblc cl'fcct 011lotal suppl!,. So a siliglc lirm cannot inlluc~lcctllc price of tllc producl. Tlic pricc is dclcrnlincd by tlic forccs of dclii:~ndand supply ol'tlic 111:1rkclils ;I \\hole. Ho\v Iliis pricc is dclcrniiacd will bc csplnillcd ill llic ncsl s c c l ~ o of111is ~i unit. An inrlicidual finii lakcs the pricc ol'llic product as givcn and il c:lnnol influcl~ccil as ils contributiol~lo l l ~ c toel supply or tllc product is ncgligiblc. An! cllilogc in firni's oulpol \\.ill only bc ncgligiblc \?isa \,is tllc lotal ~nilrkcloulpul so il call scll C\.CIIllic cllaligcd orllpnl :I[ tllc salnc pricc. Tlius in :I pcrl'cctly conlpctiti\rc markcl iln indi\*idr!;~lfirlii is ;I oricc 1;lkcr and lior pricc ninkcr. This pricc of lhc producl is clclcrn~incdby Illc I'brccS o f d c ~ i i ; ~and ~ l d st~pply;IS :I \vllolc. In such ;I si1u:llion i,c. \\IICII :I scllcr can scll lilorc or lcss :I[ llic s:l~ncpricc. thcn lllc scllcr is f;~ccda p~rfccll!~clastic dcn~andc u n c Sr~cli:I dcnl:llld cun c is :I Iiori~onlalstr;liglit lilic p;lr:lllcl ID S :~sis.D C I I I ; I c1111.c I I ~ is tlic AR (;I\ cr:~gc~ C \ ' C I I I I Ccun ) c. So tllc ;1\'6ragc rc\tcnilccun'c for :\ single scllcr is Ilorizolil;\l slr:~igl~l lint p:lr;lllcl lo s-;lxis You Ila\.c sludicd ill prc\vious r111i1 111;lt\\hen AR is COIISI~IIII M R is al\\.i~!fscqrl:ll lo AR Hc~lccIIIC AR cun*cis also t11c'MR cunvco f a scllcr ill o pcrfccrl! co~npctiti\c ~n:~~.ltcl. TIIC~ l i ; ~ ~ . i ~ c t cor ~i s' tI i~~o ~ n o g c ~ prodr~cl ~ c o u s rulcs ol~ttllc possibilil! ol-:l~i!~ si~lglcscllcr allrilcling a buycl- :;IICI tl~usbci~lgablc 10 cllalgc i~ liigllcr pricc. So no scllcr c:111cll;~rgc;I price highcr tllan l.llc 1)ricc dctciniincd by lllc n~;lrl


call only bc :III i ~ ~ s i g ~ ~ i liaclio~l l i c a ~ ~of l (Iic lolal oulpul ill lllc ~ll:lrkcl.T'li~ts; I I ~i~ldi,iduill , scllcr c;lnllo( clli~rgca pricc Iliglicr 111i111 IIIC lliilrk~lprice : I I I ~I ~ C 1101 C ~ clliirgc i1 pricc Io\\cr than tl~cmar kc^ pricc \vhcn lic C:III scll ill1 his ou(pi11at lllc ~narkctpricc. Thc cli:~r:~ctcristic of rrcc cnlry aid frcc csit clisilrcs 11i:11 a firnl \\.ill c:i1-110111! 1101-111al profils in llic l o ~ nln. ~g Thus llic cliaracrcrislics of'p~rrccrl!~ co~iipclili\~c ~iiarkcti~ilplyTor n si~iglcproduccr th:~t:'



1)



2)



3)



Hc call scl l ally oum$cr of u~iilsorouIp111\villiin liis c:lpacily at o ~ i iind c thc samc price. \.is ii \+istllc lolal mnrkcl cnpncil!.. Hc llns 110 His capi~cityto proddcc is insigr~ific;~~~l i~illnc~icc on pricc of Uic producl \\llicli is dclcr~liincdby tlic forccs of mi~rkctdemand iald ~iiarkclsupply. Ir lic ;llrcmpIs lo cllnrgc lllorc t11:111(IIC I I I ~ I ~ ~pricc C I IIC ~vill~ O O S C:III his clistonicrs ; I I I ~ lic \\,ill not cl1;lrgc ;I lo\vcr pricc bccnusc IIC Ciln scll any quantity at thc gi\:cn pricc. A fir111ciln cilnr only norrn:tl profils i l l lllc long nlll.



13.3 PRICE DETERRIIINATION UNDER PERFECT



COMPETITION As ~ i i c ~ i t i o ~ci~rlicr ~ c d lllc pricc or 1.11~producl in ;I pcrrcctly co~iipclili\:cmarket is deternlined Tor tllc ninrkct :IS a \vholc b!' tlk rorccs or 11i;lrkctd~111i11ld illid 11i;lrkcI S L I ~ ~ Tlic I ~ . price so delcniiincd is tllc gi\~cnpricc ;II \vIiicll :i scllcr can scll any qui~r~lil!..Ho\v is tliis price detcnuincd'? This has bccli cspli~incd~vitllIIIC hclp or ligurc 13. 1.



I7lgurc 13.1



:



I'ricc Detcr~ninatio~~ under Perfect Competi1l1111



X-asis itlei1surcs tlic quantit)~(dcmandcd and supplied) and Y-asis mcasurcs thc pricc. DD is llle markct dcmand curvc \vhicl\ slio\\ls thc markct dcninnd (dcmnnd by all co~lsu~ilcrs togclhcr) for tlic product at difrcrcrit priccs. SS is tlic ~llarkclsupply cunlc t\lllicll sliows tlic ~liarkctsupply (snpply by a11 the fir~listogether) nl diffcrcril priccs. You can scc in tlic diagram that at sonlc prices liiarkct dcmand ig tilore tlian markc1 supply and ;it somc priccs market alpply is Inore tlian ~narkctdcmand. Bill at OF pricc the nii~rkctdelilalid and ~narket supply are equal and tliis is thc pricc lllnl will prcvail in the market. This is called tllc market price or equilibrium pricc. Olicc this pricc is detenliilied by the forccs of market denland and n~arkctsupply. this beco~ilesthe pricc for an individual scllcr \vho can scll his output at tliis price and lic cannot clialigc tllis pricc, However, it docs not nlcali that tlic equilibriun~pncc can ncvcr changc. Changes in market dcmatid andlor nlarkct supply call changc tliis pricc. If liiarket de~naltdincreasc9i.e. DD cuwc shins upward tlic~lthe equilibrium pricc \vill rise and a dccrcasc in dcmnnd or downward shift i ~ DD r cumc \\fillreduce thc rna~kctpride. Tllc nctv markcl pricc will thcn bc lllc givc11priccr Tor Llic individual produccr, This is slrown ill figurc 11.2. Similarly if thc liiarket sapply i~~crcascs (SS cun'c shirting downwards) or lilarkct supply Tails (SS cunrc shifting up~vnrds)lhc~illic equilibrium pricc will fill1 or risc. This is sho\yn in f i g ~ r 13.3. c



5igure 13.2 : Incrcnsc t ~ rdccrease In ~ r a r k c idcmund ant1 Its cPPcct on pricc



Figurc 13.3 : 111crcnsc o r dccrcrsc In roarkct supply nnd its cfCccl on pricc



CHECK YOUR PROGRESS A 1) Stntc :~nyrlircc clii~r;~ctcristics ora pc~.rcctlyc o ~ ~ ~ p e t i tlnarkcl. ivc



.....................................................................................................................



2)



Whicli of I'ollowing S I ; I L C I I I C I ~arc ~ S '/irrc ; ~ n d wliicl~:ire I%lse. H o ~ ~ i o g c ~ ~ prodi~ct c o i ~ s I ~ ~ C ; I I I tlic S product uscd by cvcry bodg/. i) ii) In :I pcrfccrl! co~npcliti\*c 111:lrkcttllcrc is v c ~ y1:lrgc nulnbcr of scllcrs :111diI bilycrs.



~ C W



iii) U~idcrpcrfccl compclilion ;I firm is ;I pdcc lakcr ; I I I ~1101 ;I 1)ricc lixcr. )



3)



The d c m a ~ ~CIIIVC d I;lccd by a fin11 u ~ ~ d c r p c r ~col~~pclilioli ~ccl is pcrl'cclly cl;~stic.



~ iin i lLhc b1:lnks:



a singlc lirm hiis ........inllumccon 1llctot;il n1:irkct supply i) Undcrperfcct co~i~pctilion ii) Under pcrfeet c~n;~>ctition A R oiii fir111is ........



'I'ltcr~ryof



Pricc



13.4 EQCIILIBRI[ClM OF THE FIRM You Iiii\lc Icn'nlt h o \ price ~ is dctcniii~lcdill :l pcrfcclly conipcliti\.c mnrkct. This pricc is n gi\.cn pricc for an illdi\riduaI finii. The fir111llns no role in detcniiining !his pricc 1101- can it changc this pricc. Ho\\lcvcr, the indi\.idunl fiml h:~sto dccidc llow much to producc so Ihnt its profits Inny bc rnauimu~~i. 111 olllcr words tlic firm llns lo acliic\~call cquilibriu~iiIc\.cl of 011Qut. Yo11have sludicd in Ille prc\fioi~s scclions o r this unit tllilt lllc pricc o r tlic product fora fir111 is givcn i~ndrcllliiills const;lnt :11 ;dl I C \ ~ C I ofoulpul. Pricc is S : I I ~ ~;IS C :I\.cr;lgc rc\:cntlc (AR). So AR is consl:lnl ;I( :111I ~ \ ~ cofoull~ul ls of :1,l?n11.Wllcll A R is collslant hcIR is cquill lo .4R..So . . t111dcrpcrCect corllpc~ilio~l ;I firr~i'sAR cul-\'c is ; I Ilorizollli~lslr;iiglll lirlc p:lrallel (a Y- xis ;III[IAIRCIII-YC ~ ( i i ~ ~ c i\ d\ icl l 1s i t Tlii; i < 


Figurc 13.4 : Dcmrnd curve nf r ilrln undcr pcrfcct co~npctllion



YO[Il i ; ~ \sct ~ ~ d i c111d 1111it 1.2 l l i ; ~ t:I Iirrli ~ ~ r o c l t t11:1t ~ c c It\ ~ cl oroi1111t1t;I[ \ \ l ~ i c111;11gili;iI l~ COS~ is cqual lo m:~rgi~l:llrc\ c ~ i u cTo rcpcat. \\*llc~l lil:~rginalcost is lcss tlli~ll~n;irgi~l;~l rci couc. productio~islioulrl bc iocrc;lscd as it \\auld add lilorc to ~-c\~cnuc Illan lo costs ;lad tlrus i11crc:1scpro171s '



Wlicn ~li;irgi~i;ll cost is grc;ltcr LII;III ~ll;lfgin:lli ~ \ ' ~ ~ i ~ ~ c p r o d unusc stl i be o ~clccrc;~sccl i as tlic Iilsl unil praduccd is rcsulli~~g in losscs. Tl~crcfo~:~, il follo\\~sIliilt ~ ~ r o f i\\,o~iltl ts bc ~ll;~si~niscd \\.lien 111:11.gin;llcost crlr~:lls~narginillrc\.c~ltlci.c. a,llc~~'tllc l:,s~.ul;i;produc~fladds ;IS ~llocllto I-C\.CI~IIC :ISil':lcIds to cost. Tllus ~ l l cprofit ~ n ; ~ s i r. ~ ~ i .s i ~ l g\\.ill . o ~bc ~ t tll;lt p r ~ tot \\-l~icllM C = MR. -f-llisis slln\v~~ ill, Iigllrc 13 5 . .



1



I



Marginal cost and Marginal revenue are equal at Imo l e \ ~ lof s output. At OQ, Ic\.el of output. MC and MR are both equal to TQ,. At it wollld be profitablc for tlic fir111to incrcasc its outpul as for additional output tlic marginal cost is lowcr than niargi~lalrcvcnuc. So tlic fir111can increase its profits by extending its output upto OQ. At OQ level of output MC = MR. A I I ~ from dlis levcl of output no profitable change in output is possible. If tlie Finii prodr~ccsniorc t h a OQ kvel, MC > MR so it will lose, if tlic firni produces lcss tlla~tOQ tllc~iMC < MR and the firm wo~lldbe forcgoiiig tlie profits it could cam. Hence OQ is tlic level of output that tlic fiml will produce. At this level of output MC = MR and any cllange in output would bc lcss profitable for Clic linii. So firm ~villproducc OQ level of output. not OQ, lcvel of output. This is how a fin11dcterniincs its level of output both in tlie sllort nlll as well as ill tllc long m l . It can sell this output only st tlie price detenilined for the nlarket as a whole. This lc~rclof output is hiown as equilibriuni level of output. The equality of MC and MR docs dcterniinc the level of output that a firni sllould produce, it docs not tell wlietl~erthe fir111cnrn profits or not or how much profits. For this we have to study t l ~ cost e of productioa. As yo11 know there are different types of costs in thc short nil1 and in the long nin, wc will study the cquilibriuni of the firnl separately for sliort run and for long nln.



13.4.1 Short Run You have studied in unit 12 that there are fiied costs and variable costs in tlle sliort nln. Fixed costs arc costs wliicll do not varl)' with changes in outpd. A firm has to bear tliese costs whetller it produces or not. prodl~ccsIllore or Icss. Variable costs are costs which \laq wiUi variations ia tlle lcvcl of output. Wc coinpare the average cost of producing tlle equilibrium levcl of output with tlie price at which it can bc sold. I ) If tllc finn's average cost (AFC + AVC) of production of cquilibriunl output is less than thc price tlien the fin11 would be ~ r n i n s~ipemormal g profits and is placcd in the nlost adv,mtageous situation. This is sllown in fig~lrc13.6. 2) If tllc finii's average cost of producing equilibrium output isJust equal to the price at



wllicli h i s output can be sold, then the fir111would earn only ijornlal profits as normal profits arc a part of the cost of production. Tliis is shown in figure 13.7. 3) If tlie firm's average cost of production is greater Uian the price but tlle average variable cost is lcss than the price then Ule price cover the avenge variable costs and a part of the avcrage fixed costs. A part of averagc fised cost is not covered by price and tile firm has to bear it. If tlic firni closes dowu then it will ]lave to bcar the whole ofthc tised costs. So its losscs will be Illore than tllc losses it incures if it continues to producc. Hcncc thc firm \\,ill continue producing the product as it reduccs ils losscs. Tl~isis slio\vn in figure 13.8.
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Ffgurc 13.6 : Firm earning supcrnurmal proflts



The cqrtilibriunl levcl ol'oulput is OQ as at tllis Ic\lcl blC = MR Price = OPorTQ AC
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perfect Cempctition



7lh'eo ry ofPrice



Supernornlal profit per unit



= =
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Price - AC



TQ-SQ TS



Tolnl supernormal ilonl~alprofils = TS x OQ (Shaded arca)
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13.7 : rirlll t a r ~ ~ 11111'1ll:l~ i ~ ~ g prllfit~



00



Pricc = OP or R Q AC ol'prodocing OQ Ic\*cloF'ootput= R Q :. Pricc = AC



So lllcrc iirc only normi11profils.



1) lf tllc pricc is Jusl cqir:il to ;tr.crrlgc \.at-ii~blccost 11ic11~ l i cfirlii's losscs :lrc cqlrid to fiscd cosls. If thcfinii slops production still it \\'ill II;IYC to incur thc l i w d cosls. So thc firm jvill co~ltinucto prodticc as i t is ablc 10rcco\.cr its \ arinblc costs a i ~ dfisctl costs it has 40 bear\~hetheril produccs or not. This is sho\vn i l l figurc 13.9. 5)



lrthc pricc is lcss than tllc a\*cragc\*i~riablc cost llici~lllc lirm's losscs iirc cqual to llic lised costs plus n p:irl O ~ Y ~ I - i acosts. b l c Tliis i~ici~ns Illat if thc finn rcmili~lsit1 production it tvill iricrcnsc its losscs bcc:lt~scil is ]lor ablc lo co\ cr C\.CII t l ~ c\.;iri;lblc costs. I1 can rniaiil~iscits losscs b!. no1 producillg. l'llis is sho\vn i l l figurc 13.10.



Frorn tllc abovo lir.c situatior~si t is clc:lr Lllel tlrc fir111will stop production iF' i t is pl;lccd it1 situation 5 \vhcrc lhc pricc of tllc product is lcss tlliln tllc :r\'crilgC \ t n r ~ ; ~ bcost. l c 13) doing so il \\.ill rcdiicc i t s losscs. II'it stops produclion its losscs arc cqual to lotal liscd cosls. But i T i t produccs its losscs arc grcntcr 111:111l01;iI fi~cclC O S ~ Sas il is 1101 :~blc10 get back its \':~r'i:iblc c o ~ (t : I \ ~-I. . ~ C.I!'('\ C Y
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Flgurc 13.8 : Flrm covering only a part of nxcd costs
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Price, cost & Revcnuc



Price. cost & Revenue



Theory of Price



'Oulput = OQ Pricc = OP or TQ AVC ofOQ I c \ ~ofoutput l =SQ AC of OQ Icvcl oroulput = RQ AFC of OQ level of output = RS Pricc (TQ) is lcss Ihan AVC (SQ) So if the Tim1 produces its total loss wo11Idbc equal to fiscd cosls a i d a part of variable costs (KSTP). So by rcnlaining i~rproductionits losscs are morc tllan llic losses iC il stops produclion. In all otl~crsituations i.c. situatio~iI lo 4 thc fin11 is earning supcnior~ualprofits (situation 1) or nonii;~lprofits (situation 2) or is mi~~imising its losscs (situntio~~ 3 and 1). On tlic basis ~Flliisa~ialysisJJIC cat1 now slatc tlie cqnilibrium conditions of a fir111under perrect compctition in tlie short nln. Conditions of cquilibriuni r c profitnblc \,aria1) MC = MR. This equality should be a1 a lcvcl oCout11ut fro111~ \ ~ l i cno tion in oulput is possiblc. Iii otlicr words tl~iscqualitjl should bc nchic~rcdduring tlic risi~igphase of MC ct1n.c. l'liis condition dctcn~lincsthc cquilibl-ium Ic~lclof output.



'



2) Pricc or AR 1 AVC, This means that pricc or AR 11111~1bc grcalcr tli;in or cqu:ll to avcrage variable cost. Ifprice is greatcr than AVC tlic~iUic fimi ~ v i l bc l citlicr earning supcnior~iialor noniial profits or at lcast cov.ering a part o r fiscd cosls and thus rcducing its losses depending i~polithc difrercncc bclnocenpricc and AVC. I C this dirrcrcncc is greater t l i a ~AFC ~ thcn tllc Sinii cams supcr~ionnalprolits. If this difrcrcricc is cqu:~llo AFC. tlic firm gels nonnal profits. If tliis diffcrcucc is lcss than AFC alid is posilivc. tlieli the finn is mi~iil~iisillg its losscs. ICtliis diffcre~lccis zcro thco ~1icfirm isiust ablc lo coj'cr its \-ariablc cost and continucs lo producc. Hencc the short nln equilibrium or the finn under perrect compctition is not a parlicular siluation but is a raligc of all sucli situations in \~liiclithc pricc is at Icasl cqual to the avcrage ~ariablccost.



13.4.2 Long Run A gcncral c1iar:lclcristic of long nil1 pcriod is ilia1 llic fir111h;ls lhc clioicc of c1i;inging llic scalc ~ ' ~ p r o d u c l iIot ~in\.ol\*cs ~. cllanging fiscd cosl. As srlcli irll costs arc ~ i ~ r i i ~ in l ) tlic lc long run. In Llic long nlti :i lirm has tlic option to unt1crl:lkc or tiot lo undcrlakc production. Any Sin11 thinks in lcr~nsor undertaking produclion only IYIICII it csl~cctslo rcco\.cr ils cntirc cost, lftlicrc ;Ire indicalions that [lie cost may not bc rccovcrcd tlic finn Iiiay dccidc 11otlo clilcr llic industry wlicn thcre is no fcar of loss. As st~cliOia-c are n o losscs irt cquilib~.iumin thc long lun. A firm must rccovc14thc entire long run ;n'cr;~gccost. Anothcr cliaracterislic oflo~lgnln pcriod, pcculiar lo pcrfccl compclilion. is lli:~ltlicrc is frccdom of cntn lo finns illlo industry nlid csit froni indusl~>.Nclv lin11s clilcr ; I I ~ ~ndttsln~ nrlien lllcrc arc prospccls of supcmonual profils. Tlicir c n t ~ ?raiscs ~ tlic outpul of llic indaslqr and has advcrsc cffcct on pricc. Tlic pricc conlinucs of supcr~ionnalprofils. Tlicir c ~ i l nraiscs lhc output oCllic industry ;nid has nd\*crsccrrccr on pricc. Tlic pricc continucs lo f:111 rill nli llic finns arc carniag.jtrs1 nonlial profils. Fir~iis1ca1.clllc ~ I I [ I ~ I S ~ I > IYIICI~ ' l11cy III'C fnciltg IOSSCS. Tlicir csil rcduccs Ilic output of llic induslqnand Icad lo risc in pricc till all thc firms :Ire carniog al Icasl Lhc lior~iialprolils. So ill pcr-fcct comlictition. ill thc Ion:: run, ir i'il-n~ciIrIis ticither sul)croor.ni;rl I).-ofits nor losscs but ,just ~ ~ o ~ . ~I)rofits. n : r l 111tliis silualion lo~ignlli altcrtlgc cosl is cqu;~llo avcragc rc\ cnuc.



For any



li1.111lo



bc in cquilibriunl in lllc long nln llic ,.)llo~\i~ig conditions niusl bc rulfillcd:



I)



Pricc musl bc a1 Ic:isl cqu;ll lo or grc;~lcrlIi:111:ivcr;lgc 1ol;11cost.



2)



ll~ill'gill~~~ Cosl= ll~~lrgill;l~ re] CII~IC.



.7)



111;11'yi1l:ll C O S ~11111~1bc grc:~Icr1Ii;11i111:irgill:il~ C \ . C I I I I Lbc!.o~itI ' lllc MC = M R oulpul Ic\ cl.



Tlic above co~iditio~is lin\ie bcen esplai~icdin detail in illlit 12. A brier csplanalion of these conditions is as rollows. Price I I I U S ~be g~iltLL~. thirn o r i ~ IeiIst t equill to A\'eri~t(cTotill Cost (ATC) It is bccausc in tlic long 1x11a firnl espccts to rccovcr all its costs. It is not prcpared to face loss bcc;luse it lias Uie optioli or1101undertaking production at all. It docs 1101llieali Uiat a fir111 must eani supcrnonoal prof ts. The fin11 is satisfied with just nornlal profits wliicli are a part of total cosl. 11 is pcculiar to perfect compctition that a fin11 in the long nln earns iust nonlial profits. 1)



2) MalqginillCast is equibl to Marginill Revcnuc If MC is less than MR. a fin11 call add to its profits by produci~~g more. If MC is gcater than MR. the fir111can a~loidfall in profits by producing less. W1ic11MC = MR a fin11cannot add to its profit by eitlicr cspanding or contracting its output.



~ i ~ l . ~ i nCost : r l must he gl-eater t h i ~ nMiwginill Revenue beyond MC = MR output Ievcl If MC is less tlian MR after MC = MR oulpl~tI c ~ ~itc lwill be possiblc for a fir111to fi~rllieradd to its profits by producing niorc. It mcruis that this MC = MR output le~lclis not a maximum profit output Ic\,cl. IT MC is grcatcr than MR bcyond tlic MC = MR output Icvel. it is not possiblc for tlic firm to add to its profit by produci~~g more. This MC = MR output lcvcl is the masi~nunlprofit output Ic\-cl. So all MC = MR situations arc not rnasimum profit situatioiis. 0 1 1 1 that ~ ~ MC = MR sitl~atiollis the maximum profit situi~tionbeyond wliicli MC is grcafcr thali MR Look at Iigurc 13.1 1. 3)



Figurc 13.11 :



Equllih~iuttt of



t l ~ eflrm In the long-run.



The threc conditions arc (i~lfillcda t point E nfllcrcLAC cI1n.c is tarlgc111lo llic AR cun'c at its mini~numpoint. This langcncy is pcculiar to pcrrcct compcti(ion :ind ilnplics that AR = AC at tlic cquilibriu~no1191utIc\,cl. It may not bc so in otlicr markcc I'ornls.



Thc cqualits bct\vccn AR and AC in pcrrccl co~iipctilio~~ in tllc long nlli Icutls lo ~ I I Ii~llcrcsling rcsult. Thc rcsulr is dcri\.cd in thc rolloning manllcr. Wc arc given that AR=MR .........:( i ~ ) at Equilibrium. and



MC = MR



AC=AR/



(condition) ......(b) (oiitconc) .........(c)



i



,



From(;~),(b) and (c).n r c lind tlial: 'MC=MR=AR=AC Tliis cqu:~lit!, is ~>cc~~li;lr* LOpcrfccl conlpclilion tl~r~t too in casc or loug nu1 cquilibriu~nor a fimi only.
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i ) III llic sllorl ron u~iilc~-pcrI.ccl C ~ I I I I ? C I ~ I ;I~ U171.111 I ~ is i l l c i l ~ ~ i l i l ) ~\\. i1 l1 ~ ~ 1l1R,14' ~ ~ is cc[si;~l . . lo ................. ..:. ;11rcl p1.1cc 1s ctl11:lllo ..................... orgl-2;11~'1.rll~lll .......



I



)



1Vliicli of clic follo\ving s t : l ~ c ~ i i carc ~ i ~'I'l'anc s ;ill11 \\ Iiicli ;ire B~;LBSV. ~ I S lllc AVC C I I ' ~ ) ~ O Lc(yl~ilil)~.ii~li~ I I I C ~ ~ ~ 01.1l1)111 ~ i:; i) A lii.111 C;II'HS S I I ~ ) C ~ I I O I . I II~I; I~ .~O ~\\.IICII jlisl 'cqu:~llo pricc. ii)



... 111) i



A lit-IN'S AC i l l [lit sliorl ra11c r ~ ~ ~ i l i b lis- i;ll\\,:~\s ~ ~ ~ i i !;,sc:ilcr l11;1r1 tllc price. 111 llic slios~rllli ;I 111-111 ~111cIcr ~ ~ c r ~cct ?c ~l ~ ~ p c r iisl iilko ~c ~q ~ ~ i l i k r i ~\ \i)a~~CiI tlic \ price: ~ > i * tlic ~~r'oducl is c(111i1llo or grcalcr lli;11i tlic :\VC,' ofpl-c~rlr~ci~i[!, c(11.1ilibr-iul11 outpc~l.



Undcr- 11crTccr collll~cririolii l l tiic cllorr n111llic pricc of rho ~)~otiucr i.4 a l \ \ ; l f ~ c ;t l ~ ~ro; ~ l bill
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.13.5 SUPPLX CURVE OF A FIRM UNDER PERFECT



COMPETITION >



&L ,



Supply cun.c is :I cuneclllar slio\\ s tlfc Ic\-cl oToulpul at dirrcrcnt priccs. How niucli \\.ill a firm prodrlcc :it :I g i ~ c npricc and ho\\ \\.ill ils Ic\-cl oToii,lput \ m y \villi \larialions in tlie givcn pricc? In ollicr \\~ords1v11:il \\.oulcl bc Llic sul~pl!. cunfEoTa Iirlii tuiclcr perfccl compctition? Tllc qucslion is di\.idcd in, l\vo parls: i) . Short 11111 ~uppl!~ tunrc oT tlic fir111and ii) Long nin supply ci1n.c oT tlic fir~ii.



13.5.1 ~ h o r~i u o Y o ~ , l i a \ ~iilrcady c sludicd that a fir111wdcr pcrTcct compclilion produccs that lc\lel of output aLdiicli, irs M C = M&. And MR is al\\fn!,s equal lo AR undcr pcifccl competition because AR 'LC. pi-iccnisgi\z,md,and.constantTor a fir~ii.So 111ldcrpcrrcct compctirion a finn produces that Ievcl o r oucput i ~ \\~liicli t MC = Pricc. So gi\.cli tlic pricc tliiit poilit oT llic marginal cost curvc ar \~,llichit ilitcrsccts ~ i i dAR c q c is a point oT tllc supply c11n.c o r tlic firm. 11lhe Illarkel 'pricc riscs. Ilic gi\,ca pricc Tor llic fimi :ilso riscs aud tllcrc ~vilibc :i new point of intersection 36



or tl~cMC crlnlc alld AR cr1n.c. So ll~crc\\,oultl,bc:I nc\\. poi111ofll1c suppl!. cl1n.c oflllc firnl. as t l ~ '1;larkct c pricc cllangcs: thc AR linc ortllc firnl clli~ngcsill~d Illc poillt of In this intcrscction of AR lint and MC cun;c :\Is0 cl\:~ngcs.Tllc diTTcrc111poiuts ol'i~~tcrscclio~l or' MC curvc and AR linc at difrcrcnt priccs slio\\. lllc Ic\,cl or olrtpul i.c. thc suppl!. or tllc fir111 at each pricc. All Lllcse points arc t l ~ cpoint of thc rising pllasc or MC cunnc.Sillcc tllc fir111 will not produce in llic short nln if thc pricc < AVC. all those points on tllc MC cnnnc\vllich. lic bclow A V C cunle are irrelc\ranl for thc firm as .:will 1101producc in ilny ortllcsc situations. Hence the rising phase of Lhe MC cunrc above thc a\-cri\gc\,i~riablccost c u n c is ule supply curve of the fimi ill thc short nm. This can bc mgrc clearly 'understood \\'ill\ lllc help of a diagram. Look at figure 13.12.



OUL~U' Figure 13.12 : Short-run supply curve of u flrnl undcr pcrrect cotnpctilion



Any price below OP, will not induce tlie.fiml to produce thc product as bv rc~ilaini~ig in production it will increase its losses. It will not bc ablc to covcr its \~;irinblecosls. At price OP, the fin11 is able to cover its variablc costs, so it will produce OQ, output. So at OP, price tlie supply is OQ, and Poilll T is a point on SS curve. Al price OP, thc supply is OQ, and point TI is a point on SS curve. At price OP, the supply is OQ, aiid point T,is a ljoilit on SS curve. At price OP, thc supply is OQ, and point T3is a point on SS cunre.



So points T, T I . T, and T,are the poi~ltson finn's supply cunle. Tlicse points arc also on thc Marginal Cost Curve. So the MC cunreof tlie finn is its supply cunfe.But it is not the 1\'11olc of lhc MC cunlc which is the supply curvc. Only that rising part of (lie MC cunlc is thc supply cuwc which starts from its point of iiitersection with MR or AVC and thcrcaftcr lics abovc AVC. 8



Thus TR (die darker part of SMC ci~rve)is thc supply cunte o i tlie finil.



13.5.2 Long Run In the short runthe rising phssbof the MC curvc above the AVC curvc is thc supply curve of the firm, Similarly the ri,sing phase of Ule MC curve abovetlic AC cilrve is thc supply curve of the firnl in tlie long kn.In the long run if l11eprice is lcss than A C thc fin11 will not produce, so that part of the rising MC clirve which lies above tl1EAC curve cannot form tlie supply curve of the firm. This is show~iin figurc 13.\3.



Th*-f



Price



Output Figure 13.13 : Long-run supply curve of s firm under perfect compctltlon



In the long run if price < AC the fir111will incur losses and close down. So at aprice.< AVC the supply will be zero. sort& supply curve will start at a price wliich is equal to AC.



In the diagram such a price is OP, and tlie starting point of the supply curve is T. T is also a point on MC curve. At this price supply is OQ,. At price Op,the output (firm's Supply) is OQ,. At price OP, the supply is OQ,.



So points T, T,, T, are the points on supply curve as well as the MC curve. Thus the MC curve of the firm is also its supply curve, but not the whole of the MC curve, , only that part whicli starts from its equality with MR or price or AC and then lies above AC curve. Thus the darker part of MC curve (TR)is the supply curvc of the firm.



CHECK YOUR PROGRESS C I) Whicli of tllc following stntenlents are Tluc and which are PitBse'? i) Uaideh perfect competition a finti has la0 sllpply cunlc. ii) If tlie price < AVC finn's ou(yu1\vill be zcro. " iii) Tlie MC c11n.c of a fin11 is its supply curve in the sliort nai. iv) I11 t11c long run Uic supply conx of s iinn is Lhc rising MC curve above tlie AC awe.



v) That part of tl~cMC cunlewhich lics below Lhc AVC cilnle can nevcr bc a part of tlle sltoHt ntn supply curve of the tinu.



13.6 LET US SUM UP .



.



Perfect competition is a market structure which has the following characteristics; i) Large number of buyers and sellers ii) Product is l~o~iiogcneous iii) Free enhy apd,exitof firm iv) Buyers and Sellers have perfect knowledge of Ihe market v) Perfect divisibility of the factors of production. These conditions imply tliat no single firm can iifluence the price as its. contribution to total market supply is negligiblc. Price is determined for the market as a whole 


well as in the long nln. In the short run another condition of equilibrium of the finn is that AR (Price) must at least be equal to AVC i.e. Price (AR) 2 AirC. In tile long nln the second equilibrium condition for a finn is equality of AR (Price) and AC.



In the long run equilibriun~under perfect con~petitiona finn's AC, MC, AR (Price) and MR are all equal. Under perfect competition in the short run the rising phase of MC curve is its supply curve which lies above the AVC curve. In the long run that part of firm's MC curve is its supply curve which lics above the AC curve.



13.7 KEY WORDS Homogeneous J



: Aproduci ofwhich a11 theunits are absolutely alike in every respect.



~r~uilihrium output : That level of output at whicll tlle producer gets maximum profits. Shut dona point : The point at whicll price is equal to average variablc cost. Supernormal ~ ~ r o f:i Positive t difference betwcell Price ,and AC.



13.8 ANSWERS TO CHECK YOUR PROGRESS A) 2)



i) False ii)False iii)True iv)'kue \:)True



3)



B) 3)



4) C)



i) negligible ii) constant iii) equal to iv) nornlal profits V) the nlarket denland and nlarket supply '



i) MR ii) greater than iii) less than, AVC iv) MR, AVC, AVC v) equal to vi) Price i) False ii) False iii) True iv) T n ~ ev) False



i) False ii) Tnle iii) False iv) Tnie v) True



13.9 TERMINAL QUESTIONS I ) Define perfect conlpetitidn. How is price deternlined undcr pcrfect comnpetition'?



2) Esplain the equilibrium of a firm under perfect competition in the short.run. 3) What is nuxllt by equilibriuni level of output'? Statc the conditions of short run equilibritin~of a fin11 under perlect competition. 4)



Esploin thc long mn equilibrium of a finu undcr perfect coolpetition.



5 ) Illustrate that in thc long nln equilibriunl undcr perlect co~llpetitiol~ a finn's MC, AC,



MR and pricc arc all cqual. t



6) Esplain thc supply long nm.



CIINC



of a fir111underperrcct competition in ihc short run and in the



V1



t



7) , 'Under pcricct co~llpctitiona firnl call earn only nonnal profits in the long nul'. Eyplain. Note: These questiolls help you to understand the unit better. Tly to \\'rile answers for thcm. But do not send your answers to tllc University. Thcse arc for your prrrcticc only.
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