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This chapter discusses how a particular firm makes a
decision to achieve its profit maximization objective.

A firm‘s decision to achieve this goal is dependent
on the type of market in which it operates.

Four major types of markets:

1) Perfectly Competitive Market,

2) Monopolistically Competitive Market,

3) Oligopolistic Market, and

4) Pure Monopoly Market.

CHAPTER FIVE
THE MARKET STRUCTURE 1. Perfectly Competitive Market

 Perfect Competition is a market structure characterized by a complete absence
of rivalry among the individual firms.

 Pure Competition (perfectly competitive market) assumptions:

1. Large number of sellers and buyers 4. Homogeneous (identical) product

2. Perfect mobility of factors of production 5. Freedom of entry and exit

3. Perfect knowledge 6. No government interference

 The interaction of market supply and market demand determines the market 
price., and each firm in the industry takes price.

FROM THESE ASSUMPTIONS,

A single producer under perfectly competitive
market is a price-taker.

 That is, at the market price, the firm can supply whatever quantity it
would like to sell. Once the price of the product is determined in the
market, the producer takes the price (Pm) as given.

 Hence, the demand curve (Df) that the firm faces in this market
situation is a horizontal line drawn at the equilibrium price, Pm.

•

Short Run Equilibrium of The Firm
The main objective of a firm is Profit Maximization. If the

firm has to incur a loss, it aims to minimize the loss. Profit
is the difference between total revenue and total cost.

Total Revenue (TR): it is the total amount of money a firm
receives from a given quantity of its product sold.

 It is obtained by multiplying the unit price of the commodity and
the quantity of that product sold.
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Since the purely competitive firm is a price taker, it will
maximize its economic profit only by adjusting its output.

 In the short run, the firm has a fixed plant. Thus, it can
adjust its output only through changes in the amount of
variable resources. It adjusts its variable resources to
achieve the output level that maximizes its profit.

There are two ways to determine the
level of output at which a competitive
firm will realize Maximum Profit or
Minimum Loss.

i. Total Revenue and Total Cost;

ii. Marginal Revenue and Marginal Cost.
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 QUESTION: A firm is operating in Perfectly Competitive Market having:

– Fixed cost=700 Birr; Total variable cost= 550 Birr ; Total Cost=1250 Birr 

– Total Revenue= 650 Birr

 Solution: 

 Profit=Total Revenue(TR)-Total(TC)=650-1200= - 600 Birr(Loss) BUT….

 The firm should stay in the businesses b/c AVC=550/Q <P=650/Q

 If Total Revenue changes to 500 Birr, profit=500-1200= -700 (Loss) BUT…..

 The firm should shut down the businesses b/c AVC=550/Q >P=500/Q
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Natural Resource Endowments

V) High Entry costs
vi) Agreement between producers

5.4. Monopolistically Competitive Market
This market model can be defined as the market
organization in which there are relatively many
firms selling differentiated products.

It is the blend of Competition and Monopoly.

– The competitive element arises from the existence of
large number of firms and no barrier to entry or exit.

– The monopoly element results from differentiated
products, i.e. similar but not identical products. A seller
of a differentiated product has limited monopoly
power over customers who prefer his product to
others. His monopoly is limited because the difference
between his product and others are small enough that
they are close substitutes for one another.
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NOTE….
• The model of Monopolistic Competition assumes a large number

of firms. It also assumes easy entry and exit.

• This model differs from the model of perfect competition in one
key respect: it assumes that the goods and services produced by
firms are differentiated. This differentiation may occur by virtue
of advertising, convenience of location, product quality,
reputation of the seller, or other factors.

• Product differentiation gives firms producing a particular product
some degree of price-setting or monopoly power. However,
because of the availability of close substitutes, the price setting
power of monopolistically competitive firms is quite limited.

• Monopolistic competition is a model characterized by many firms
producing similar but differentiated products in a market with
easy entry and exit.


