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Unit5

Marketstructures

Marketisastructureinwhichthebuyersandsellersofacommodityremaininclosecontact.

 Basicfactorsfordeterminationofmarketstructure:

 Numberofbuyersandsellers,

 Natureoftheproduct,

 Knowledgeaboutthemarket,

 Freedomofentryorexitofthefirms,

 Degreeofpriceinfluence,

 Degreeofcompetitionamongfirms

inthemarket.

 Mainmarketformsare:

 Perfectlycompetitivemarket,

 Puremonopoly,

 Monopolisticallycompetitivemarket,

 Oligopoly.

PERFECTLYCOMPETITIVEMARKET

o Aperfectlycompetitivemarketorperfectcompetitionisamarketstructureinwhichtherearealargenumber

ofproducers(firms)producingahomogeneousproductsothatnoindividualfirmcaninfluencethepriceof

thecommodity.

o Inthistypeofmarket,thepriceisdeterminedbytheindustry(aggregateofallthefirmsproducingthesame

product)throughtheforcesofdemandandsupply.

AssumptionsofPerfectlyCompetitiveMarkets

 Verylargenumberofbuyersandsellers:Thenumberofbuyersandsellersissolargethatnoneofthemcan

influencetheprevailingpriceinthemarket.

o oncethepriceisdeterminedbytheindustry,eachfirmandbuyerhastoacceptit.Afirmis,

therefore,aprice-takerratherthanaprice-maker.

 Homogeneousproduct:Productssoldinthemarketarehomogeneous–i.e.,theyareidenticalinall
respects,includingquality,color,size,weight,design,etc.

o Theyareperfectsubstitutesforoneanother.

 Freeentryandexitoffirms:Buyersandsellersarefreetoenterorleavethemarketatanytimetheylike.

o Newfirms,inducedbylargeprofits,canentertheindustry,whereaslossescausetheinefficient

firmsleavetheindustry.

 Perfectknowledge:Thebuyersandsellershaveperfectknowledgeaboutthepricesandcostsprevailingin
thedifferentpartsofthemarket.
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o Allfirmshaveequalaccesstoknowledgeaboutthemarketandtechnology,resultinginsameper-

unitcostofproduction.Clearly,thisleadstotheemergenceofuniformpriceoftheproduct.

 Perfectmobility:Thereisperfectmobilityofgoodsandfactorsofproductionwithoutanyhindranceor
obstruction.

o Thefactorsarefreetoentertheindustry,ifconsideredprofitable,andtoleavetheindustrywhen

remunerationisinadequate.

 Absenceoftransportcost:Inperfectcompetition,itisassumedthatthereisnotransportcostforconsumers
whomaybuyfromanyfirm.

o Thisensurestheexistenceofasingleuniformpriceoftheproduct.

Example:mostagriculturalproduct’smarket.

DistinctionBetweenPerfectCompetitionandPureCompetition

 Competitionissaidtobepurewhenthefirstthreeconditionsexplainedabovearesatisfied.Itmeansthat

purecompetitionexistswhenthereisaverylargenumberofbuyersandsellerswhodealinahomogeneous

productandwhentheindustryischaracterizedbyfreeentryandexit.

 Incontrast,competitionissaidtobeperfectwhenallsixoftheconditionsexplainedabovearesatisfied.

RevenueofaPerfectlyCompetitiveMarket

 Revenue:Therevenuesofafirmarethereceiptsthatitobtainsfromsellingitsproducts.Hence,thecurve

depictingtheamountsofrevenuethatitreceivesbysellingthevariousquantitiesofacommodityiscalled

therevenuecurve.

 Similartocosts,revenueshavethreemaincategories:TotalRevenue(TR),AverageRevenue(AR),and

MarginalRevenue(MR).

Total,AverageandMarginalRevenue:

 TotalRevenue(TR):TotalRevenuereferstothetotalamountofmoneythatthefirmreceivesfromthesale

ofagivenamount

o Totalrevenuecanbeestimatedbymultiplyingthequantitysoldbyitssellingprice,

TR=P×Q (5.1)Where;Pisthepriceperunit,andQisthequantityofoutputsold.

 AverageRevenue(AR):AverageRevenueisthetotalrevenue(TR)dividedbythequantitysold(Q),oritis

theper-unitrevenue.

AR=TR/Q=PxQ./Q=P

 MarginalRevenue(MR):Marginalrevenueisthechangeintotalrevenueresultingfromoneunitincreasein

thesales.

o Marginalrevenuecanalsobeestimatedasthechangeintotalrevenuewiththesaleofnunitsofa

productinsteadofn–1unit.Thus,
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MR=TRn–TRn–1

TR,ARandMRunderPerfectCompetition

Inperfectcompetition,afirmcansellanyamountofoutputatagivenmarketprice.Itmeansthatafirm’sadditional

revenue(MR)fromthesaleofeveryadditionalunitofthecommodityisjustequaltothemarketprice(P)or(AR).

Hence,averagerevenueandmarginalrevenuebecomeequalandconstantinthegivensituation.

Inaperfectlycompetitivemarketstructure,averagerevenue(AR)andmarginalrevenue(MR)arebothequalto

marketprice.

ProfitMaximizationorProducer’sEquilibriumintheShortRun

Therearetwoapproachestofindingoutthelevelofoutputatwhichacompetitivefirmmaximizesitsprofit.They

are:

 TotalApproach(TRandTCapproach)

 MarginalApproach(MRandMCapproach)

Rememberthatthetotalprofitofafirmistheexcessoftotalrevenue(TR)overtotalcost(TC),thatis,

TotalProfit=TR–TC

ITotalRevenueandTotalCostApproach:Afirmisinequilibriumatthatlevelofitsoutputwherethedifference

betweenTRandTCismaximum.

Mathematically,profitismaximumwhenTR–TCismaximum

Sinceprofitisthedifferencebetweentotalrevenueandtotalcost,therefore,profitatanylevelofoutputisgivenby

thegapbetweenthetwocurvesofTRandTC.Thus,fromtheTRandTCcurvesofafirm,itispossibletofindout

thelevelofoutput,whichgivesthefirmmaximumprofit.Thisoutputleveliscalledoptimaloutput(youcanseethe

graphfromyourtextbookpage193)

IIMarginalRevenueandMarginalCostApproach:Ingeneralafirm’sprofitmaximizingconditionisMR=MCand

MCisrising.Butforacompetitivefirm,thisconditionisexpressedas:

P=MC(becauseinperfectcompetition,price=AR=MR)

(youcanseethegraphfromyourtextbookpage194)

NotethatthepricelinecanintersecttheMCcurveattwopoints,i.e.,fallingMCcurveandrisingMCcurve.The

profit-maximizingconditionofP=MCholdstimeonlythewhenpricelinecutstherisingMCcurve.MCmustbe

higherthanMRafterequilibriumcondition.Hencetoachieveequilibrium,acompetitivefirmchoosesitslevelof

outputintherisingportionoftheMCcurve.Thus,wemayconclude,acompetitivefirmmaximizesitsprofitwhen

MR=MC,andMCisrising

ProfitMaximizationintheLongRun

NormalEconomicProfit:

Ineconomics,ifafirmcoversalltheeconomiccostsofproduction—thatis,ifitcoverstheopportunitycostofall
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theresourcesusedinproduction,itissaidtoearnnormalprofit(orzeroprofit).

Afirmunderperfectcompetitionwillbeinequilibrium(stateofprofitmaximisation)inthelongrunwhenitearns

onlynormalprofits.Thekeytolongrunequilibriumisfreeentryandfreeexitoffirmsintheindustry.Iftheexisting

firmsaremakingabnormalprofitsintheshortrun,newfirmswillbeenteringtheindustrytoearntheseabnormal

profits.Thetotalsupplyoftheindustrywillincrease.Asaresult,theequilibriumpricewillfall.Asthepricefalls,so

willabnormalprofits.

Thus,thelong-runprofitmaximisationconditionforaperfectlycompetitivefirmis:

•P=(AR)=LAC(i.e.,normalprofits)

•MC=MR(profit-maximisationrule),andalsothattheLMCcurvecutstheMRcurvefrombelow.

DerivingtheSupplyCurveofaPerfectlyCompetitiveFirm(intheShortRun)

Thesupplycurveofafirmshowswhatvariousquantitiesofacommoditythefirmiswillingandabletosupplyat

differentprices.Thequantitywhichaperfectlycompetitivefirmiswillingtosupplyataparticularprice(i.e.,

equilibriumoutput)isdeterminedbytheequalityofMCandMR=AR=P.

Thefollowingfiguresshowtheequilibriumoutputatdifferentprices,whenafirm

•faceslosses

•earnsnormalprofitsand

•earnsabnormalprofits.

(youcanseethegraphfromyourtextbookpage197and198)

PUREMONOPOLY

 Monopolyisoneofthemajortypesofimperfectmarkets.

 ThetermmonopolyisderivedfromthetwoGreekwords,viz,‘Monos’and‘polus’.‘Monos’meanssingle,
and‘polus’meansaseller.

 Thus,monopolyisamarketstructureinwhichthereexistsonlyasinglesellerofaproduct,whoisthesole

produceroftheproduct,andthatproducthasnoclosesubstitute.

Assumptions(Features)ofMonopoly

Thefollowingareassumedtobethefeaturesofamonopoly.

 SingleProducer:Thereisasinglefirmproducingthecommodityinthemarket.

 NoCloseSubstitutes:Forthemonopolytoexist,asingleproduceristhenecessaryconditionbutnota

sufficientone.Itisalsoessentialthatthereisnoclosesubstituteforthecommodityinthemarket.

 BarrierstotheEntry:Entryintotheindustryiscompletelybannedorotherwisemadeimpossible.Ifnew

firmsareadmittedintotheindustry,theconditionofmonopolybreaksdown.

 IndependentPricePolicy:Amonopolistfirmcanadoptanindependentpricepolicy—i.e.,itcanincrease
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ordecreasepricesasitlikes.Itisinthissensethatasellerundermonopolyissaidtobethepricemakeror

pricesetter.

 PriceDiscriminationisPossible:Undertheconditionsofmonopoly,pricediscriminationispossible.It

impliesthatamonopolistcansellitsproductatdifferentpricestodifferentcustomers.

Inshort,monopolydependsontwofactors:

o absenceofclosesubstitutes;and

o restrictiononcompetition.

Example:ElectricitymarketinEthiopiaandEthioTelecom.

ReasonsfortheExistenceofPureMonopoly

 Patentrightsfortheproductsorproductionprocessesgivelegalmonopolyrightstofirms;

 Governmentpoliciessuchasrelatedtograntinglicencesorimposingforeigntraderestrictions(likequotas,

etc.)resultinlimitingthenumberofsellers;

 Ownershipandcontrolofsomestrategicrawmaterials;

 Exclusiveknowledgeoftechnologybythefirm;

 Itmaybethatthesizeofmarketcanaccommodateonlyasinglefirm.Thetechnologymightbesuchthat

onlyalargeoutputcanreaptheeconomiesofscale.

ProfitMaximizationUnderPureMonopoly

Inthissection,profitmaximisationorafirm’sequilibriumdeterminationundermonopolyisbasedonthefollowing

assumptions:

 Themonopolistdoesnotchargediscriminatingprices(butinrealitythemonopolistchargesdifferentprices)

 Themonopolistisrationalinthesensethatshe/heaimsatmaximisingprofits.

 Theindividualbuyerisaprice-taker,

 Therearenorestrictionsonthemonopolistwithregardtoher/hisprice.Also,thereisnothreatofentryby

otherfirmsintotheindustry.

Themonopolistcancontrolboththepricesandthesupplyoftheproduct.Butatanypointoftimeshe/hecanfixonly

oneofthem.Eithershe/hecanfixthequantityofoutputandletthemarketdeterminethepriceoftheproductonthe

basisofmarketdemand;orshe/hecanfixthepriceoftheproductandletmarketdemanddeterminethequantity

whichshe/hecansellatthegivenprice.

Inordertodeterminetheprofit-maximizationoutputofamonopolist,weneedtocombinethemonopolist’srevenue

curvesandcostcurvesandapplytheprofit-maximizationrules.Asfarascostcurvesareconcerned,theyhavethe

sameU-shapeforthemonopolistasforacompetitivefirmbecausetheydepicttechnologicalconditions,whichare

commontoalltypesofmarketstructures.Similarly,profit-maximizationrulesarethesameinall
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ProfitMaximization

TheprofitofamonopolyfirmismaximumatthelevelofoutputatwhichMR=MCandMCisrising.

(youcanseethegraphfromyourtextbookpage204and205)

Profitmaximisationundermonopolyconditionscanalsobeexplainedbyusingthetotalrevenueandtotalcost

approach,justaswedidinthecaseoftheperfectlycompetitivemarket.

3.MONOPOLISTICALLYCOMPETITIVEMARKET

 Monopolisticcompetitionreferstoasituationwheretherearemanysellersofadifferentiatedproduct.

 Thereiscompetition,whichiskeen,thoughnotperfect,betweenmanyfirmsmakingverysimilarproducts,

whichareclosebutnotperfectsubstitutes.Sincetheproductsaredifferentiated,eachsellercan

independentlydecidehis/herownprice-outputpolicies.

CharacteristicsofaMonopolisticallyCompetitiveMarket

Themajorcharacteristicsofamonopolisticallycompetitivemarketarethefollowing:

 ManySellers:Thesellersare“manyandsmallenough”.

o Theyaremanyinnumberandnosellerisbigenoughtoinfluencethemarketprice,whichis

determinedbyindustrydemandandsupply.Thus,

o thereisnosignificantinterdependencebetweensellers.Eachsellerpursuesanindependentoutput-

pricepolicy.

 ProductDifferentiation:anothermainfeatureofmonopolisticcompetitionisproductdifferentiation.

o Therearemanyfirmsproducingaparticularproduct,buteachfirmintroducesitsproductas

differentfromothers.

o Thebasisofthisdifferentiationmaytaketheformof

 qualitydifference,

 advertisement,

 patentrights,

 trademarks,etc.

 FreeEntryandExitofFirms:Newfirmscanenterthemarketiftheyfinditprofitable.

o Similarly,inefficientfirmsalreadyoperatinginthemarketarefreetoquitiftheyincurlosses.

Becauseofthisfeature,monopolisticcompetitionalsogivesrisetonormalprofitinthelongrun,just

likeperfectcompetition.

 SellingCost:Animportantcharacteristicofmonopolisticcompetitionisthatfirmsundermonopolistic

competitioncompetewitheachotherbyincurringsellingcostsorexpendituresforsalespromotion.
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o Sellingcostistheexpenditureincurredbythefirmtopromotethesaleofitsproductthroughvarious

salespromotionmeasures.

o Thesalespromotionmeasuresmaytaketheformofpersuasiveorcompetitiveadvertisementlike

advertisementinnewspapers,T.V.commercials,etc.

 Non-PriceCompetition:Non-pricecompetitionisanessentialpartofmonopolisticcompetition.

o Firmsundermonopolisticcompetitioncompetewitheachothernotmerelybyprice-cutting,butalso

onthebasisofnon-pricecompetition,i.e.,producingdifferentiatedproducts,incurring

advertisementexpenditure,etc.

 IndependentPricePolicy:Afirmundermonopolisticcompetitioncanfollowanindependentpricepolicy.It

caninfluencethepriceofthecommoditytosomeextent.

ProfitMaximizationUnderMonopolisticallyCompetitiveMarkets

 Theconditionsforprofitmaximizationundermonopolisticcompetitionarethesameasinthecaseofperfect

competitionandmonopoly.Herealsowedetermineprofitmaximizingoutputbycombiningthecostcurves

(whichare,asusual,U-shaped)withdemandcurves.Notethatbothmonopolisticfirmsandmonopolistically

competitivefirmshavedownwardslopingdemandcurvesfortheirproducts.Yetthereisanimportant

differencebetweenthetwo.Thedemandcurveofafirmundermonopolisticcompetitionisflatterormore

price-elasticthanthatofamonopolisticfirm.

4.OLIGOPOLYMARKET

 Oligopolyisamarketsituationwhereafewlargefirmscompeteagainsteachotherandthereisanelement

ofinterdependenceinthedecision-makingofthesefirms.

 Eachfirmintheoligopolyrecognizesthisinterdependence.

 Anydecisiononefirmmakes(beitaboutprice,productorpromotion)willaffectthetradeofthe

competitorsandsoresultsincountermoves.

CharacteristicsofOligopolyMarkets

Oligopolymarketshavethefollowingcharacteristics:

 NumberofSellers:Thenumberofsellersissmall,andeachselleriscateringtoasignificantpartofthe

marketdemand.

 Interdependence:Anoligopolisticfirmisnotindependentinmakingdecisions.

o Ithastotakeintoconsiderationtheactionsandreactionsofitsrivals(competitors).

 NatureoftheProduct:Thefirmsunderoligopolymayproducehomogeneousproductsordifferentiated

products.

o Accordingly,wemayhave“oligopolywithoutproductdifferentiation”(orpureoligopoly)and

“oligopolywithproductdifferentiation”.
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 ImportanceofSellingCosts:Inviewoftheintensecompetitionandinterdependenceofthefirmsunder

oligopoly,

o thefirmscompetewitheachotherthroughvarioussales-promotionmeasureslike

 pricecutting,

 discounts,

 door-to-doorcampaigns,

 advertisement,etc.

Therefore,sellingcostsandadvertisementareveryimportantunderoligopolymarketstructure.

 BarrierstoEntry:Theexistenceofoligopolyinthelongrunnecessitatestheexistenceofbarrierstothe

entryofnewfirmstotheindustry.

o Intheabsenceofthesebarriers,theoligopolymaynotretainitscharacteristicoffewsellersinthe

longrun.

 IndeterminateDemandCurve:Animportantfeatureofoligopolyisthatthedemandcurvefacedbyan

oligopolistfirmisindeterminate.

o Anoligopolistfirmcannotignorethereactionsofrivalfirmsinviewoftheinterdependenceofthe

firms.

Themethodsofcollusion(coordination)amongoligopolyfirmsmaybeclassifiedasfollows:

 Cartel:Acartelisanexplicitagreementamongindependentfirmsonsubjectslikeprices,output,market

sharing,etc.

o Thedesireofthefirmstohavelargejointprofitsinducesthemtoformcartels.

o Normallysuchadesireisshortlivedandtherefore,theformalagreementofcartelsisnotalong-

termphenomenon.

 PriceLeadership:Anotherformofcollusionispriceleadership.

o Inthisformofco-ordinatedbehaviorofoligopolists,onefirmsetsthepriceandtheothersfollowit

becauseitisadvantageoustothemorbecausetheyprefertoavoiduncertaintyabouttheir

competitors’reactions.

o Priceleadershipismorewidespreadthancartels,becauseitallowsmemberstohavecomplete

freedomregardingtheirproductandsellingactivities,andthusismoreacceptabletothefollowers

thanacompletecartel,whichrequiresthesurrenderingofallfreedomofactiontothecentralagency.

 ConsciousParallelism:Thisiscoordinationbasedontheunderstandingofeacholigopolistaboutthemarket.

o Inotherwords,eacholigopolyfirmusesitsunderstandingaboutthemarkettomakeitsown

decisionandanticipatethebehavioroftheremainingoligopolyfirms.
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