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The Firm and Market Structures

Topics covered in this module include:

o Demand Concepts: Own-price, cross-price, and income elasticity.

*  Supply Concepts: labor supply, labor product, labor cost, and income.

*  Market Structure: Different market structures are also covered, such as
monopolies, oligopolies, and perfect competition.

The concepts covered in the module are used to analyze the profitability of firms in different
market structures.

2. PROFIT MAXIMIZATION:
PRODUCTION BREAKEVEN,

SHUTDOWN AND
ECONOMIES OF SCALE
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Profit-maximization,
Breakeven &
Shutdown Points of

Revenue under
conditions of Perfect
& Imperfect

Breakeven
Analysis

The Shutdown
Decision

Understanding
Economies &
Diseconomies of Scale

Production
I
Firm maximizes

Competition

B.E.P »TR=TC, a
point where a

Under perfect profit by

competition: producing Q firm earns normal

* Demand curve is where P = SMC economic profit.
horizontal. & SMC s rising.

* TR curve is linear with
slope equal to price per

unit.
Under ||"n.perfect * Sunk costs must be ignored to
cogmetltl;n. . | continue to operate in the SR.
emand curve Is —vely * A firm, covering its variable cost,
sloped.

should operate in the SR.
* Shutdown point— min. AVC.
* Breakeven point:—»min.ATC.

* TR curve rises in the
range where MR is +ve
& demand is elastic &
then falls in the range

. Rev cost SR Decision LR
where MR is —ve & . -
. ) relation Decision
demand s inelastic. TR=TC Stay in mkt. Stay in
mkt.
TR =TVC | Stay in mkt. Exit mkt.
but < TC
TR<TVC | Shutdown Exit mkt.
production
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* Short-run: time period during
which at least one of the factors of
production is variable.

* Long-run: time period during
which all factors of production are

variable.

Short & Long
run Cost Curves

* SR avg. total cost
curve (SATC): Avg.
total cost curve when
some costs are fixed.

* LR avg. total cost
curve (LATC): Avg.
total cost curve when
no cost is fixed.

Defining Economies &
Diseconomies of Scale

Economies of scale:

+ lin perunitcost by T
in production.

* LRAC curve with a —ve
slope.

Diseconomies of scale:

* /N in per unit cost by T
in production.

* LRAC curve with a +ve
slope.
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3. INTRODUCTION TO MARKET
STRUCTURES STRUCTURE
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Economist’s Four Types of Structures

Perfect
Competition

Monopolistic
Competition

Oligopoly Monopoly

Factors that determine Market

Market Number D Barriers to Pricing Non-Price Firm's Non-pr!c.e AIIocatlYe/ Long-run
Structure of Sellers il Ent B Competition Demand AL LR T rofits
Differentiation i Firm P n efficiency P
Perfect .
Competitio Many Homogene;ous/St Very Low None None Perfec.tly None Hl'ghly 0
N andardized elastic efficient
Elastic
over some
Monopolisti Advertising price . Less efficient
c . . and Product | ranges | Considerabl
. Many Differentiated Low Some . . than perfect 0
Competitio Differentiati and e .
. . competition.
n on inelastic
over
others
. Considerabl
Advertising -
Some or . e fora Less efficient
Oligopol Few Homogeneous/st High Considerab and Product | Kinked differentiat | than perfect Positive
gopoly andardized & Differentiati | demand P o
le ed competition.
on .
oligopoly.
. . Considerab . . - .
Monopoly One Unique Product | Very High le Advertising | Inelastic | Somewhat Inefficient High
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4. MONOPOLISTIC COMPETITION

Characteristics:
Demand Analysis in Monopolistically

. i) Many Buyers & sellers
Competitive Markets

ii) Differentiated Products
iii) Low cost Entry & Exit
iv) Firms have some control over

Monopolistic Competition firm

has a downward sloping demand o .
Monopolistically Competitive Firm in the

Short Run:
* Profit is maximized where MR = MC

curve due to product
differentiation

Price > MC

Price = ATC - Long-run
MR < Price

* No well defined supply schedule
* Output level is determined at a point

SR-Economic Profit encourages SR-Economics losses encourage firms

new firm to enter the market to exit the market:

resulting in: i) Decrease in number of products

* M number of products offered. offered

+ Reduction in demand faced by ii) Increase in demand faced by
remaining products.

iii) Shift the remaining firms’ demand
curve to the right

iv) Increase the remaining firms’ profit

firms already in the market
* Incumbent firm’s demand curve
shift to the left.

Differences between Monopolistic Competition & Perfect

* In perfect competition, there is no * For competitive firm * Unlike perfect

excess capacity in the long-run, P=MC competition, in

firms produce at their efficient * For monopolistically monopolistic

scale. competitive firm P > competition explicit

In monopolistic competition, MC cost include

output is at less than efficient advertising or

scale of perfect competition marketing cost
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Demand Analysis and
Pricing Strategies

* Demand depends on degree
of pricing inter dependence
In case of price collusion,
aggregate market demand
curve is composed of
individual production
participants
In case of non-collusion, each
firm faces an individual
demand curve

* Duopoly: It is an oligopoly

with only two producers in
the market.

Economics

5. OLIGOPOLY

Characteristics:

i) Few sellers

ii) Industry dominated by small
number of large firms

iii) Product offered by each seller
is close substitutes for the
products offered by other firms

iv) Independent firms

v) Barrier to entry & exit are high

vi) Firms have substantial control
over price

vii) Products are differentiated
through advertising & other
non-price strategies.

* Cartel: A collusive
agreement that are made
openly & formally
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* Price Collusion: An
agreement among firms
on the quantity produced
and price to charge.

* Profit increases.

* Uncertainty of cash
flows reduces.

* Provide opportunities to
create barriers to entry

Factors necessary for a collusion
to be successful

i) Small number of firms in the
industry

ii) Products produced by firms are
identical/same

iii)Similar cost structure

iv)Orders received by firms are
small in size & are frequent

v) Severe threat of retaliation by
other firms in the market

vi)Degree of external
competition.
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Pricing Strategies

L Nash Equilibrium: Cournot Assumption:
Price interdependence: ) L
; L . * Game theory: Study of how people Profit maximizing output
* Firm pricing decisions

depend on each other behave in strategic situations by each. firm is .

« Firms face two demand Nash equilibrium occurs in a non- determmeq by assur.mng'
curves i.e. kinked game situation when a participant gﬁt(;ﬁ?ge in other firms
demand curve is unwilling to deviate from its

strategy having considered their

opponent’s strategies.

Supply Analysis in Oligopoly Market Optimal Price & OlfltPUt in Oligopoly

* No well-defined supply schedule * There is no single optimum price &
* Output level is determined at point output analysis that is appropriate
where MR = MC for all oligopoly market situations.
* In the long run, firms either
generate positive profits or

Dominant firm: A firm is referred to breakeven

as dominant when firm’s market
share > 40%.

Greater Lower cost First market Greater
Capacity structure advantage customer
loyalty
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6. DETERMINING MARKET

STRUCTURE

Econometric Simpler Measures
Approaches

i) Concentration Ratio

a) Market power can be measured by CR = Sum of sales value of the largest x

estimating the elasticity of demand & firms/ Total market sales.

supply in a market + 0<CR<100%

* Highly elastic - close to perfect + CR = 100% for monopoly

competition * CR = 0% for perfectly competitive
* Inelastic < Firms have market industry
power ii) Herfindahl-Hirschman Index (HHI):

b) Using cross-sectional regression « HHI =3 squared market share of the it"

analysis instead of time series analysis firm
* Complex method * HHI =1 - Perfectly competitive industry

* Different specifications of * For M firms in the market with equal

explanatory variables market share:
HHI = (1/M)

* Not direct measure of market power

* Less appropriate as a profitability
measure as it ignores elasticity of

demand
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