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Four Basic Market Types

* Perfect Competition

e Monopoly

e Monopolistic Competition
e Oligopoly
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Four Basic Market Types

e Perfect Competition (no market power)

o Large number of relatively small buyers
and sellers

 Standardized product
* Very easy market entry and exit
« Non-price competition not possible
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Four Basic Market Types

* Monopoly (absolute market power subject
to government regulation)

e Onefirm, firm isthe industry
 Unique product or no close substitutes

 Market entry and exit difficult or legally
Impossible
* Non-price competition not necessary

2003 Prentice Hall Business Publishing Managerial Economics, 4/e Keat/Young



Four Basic Market Types

e Monopolistic Competition (market
power based on product differentiation)

 Large number of relatively small firms
acting independently

 Differentiated product

 Market entry and exit relatively easy

« Non-price competition very important
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Four Basic Market Types

e Oligopoly (market power based on product
differentiation and/or the firm’ s dominance
of the market)

o Small number of relatively large firms that are
mutually interdependent

 Differentiated or standardized product
* Market entry and exit difficult

* Non-price competition very important among
firms selling differentiated products
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Four Basic Market Types

MARKET TYPE

MARKET CHARACTERISTICS

PERFECT
COMPETITION

NOoNOPOLISTIC
COMPETITION

CILICOPOLY

NONOPOLY

Number and size of
firms

Type of product
Market entry and exit

Non-price competi-
Homn

Very large number

of relatively
small firms
Standardized

Very easy

Impossible

KEY INDICATORS OF COMPETITION

Large number
of relatively
small firms

Differentiated

Fasy

Possible

Small number
of relatively
laree firms

Standardized or
ditferentated

Ditticult

PPossible or dif-

ficult

e

Unique

Very difficult or
impossible
Not necessary

Market power
Long-run economic
profit

MNone

Mone

Low to high
None

Low to high

Low to high,
stibject to
muttual inter-
dependence

High
High, subject to
reculation




Pricing and Output Decisions
In Perfect Competition

e The Basic Business Decision

The decision to continue competing in a
market depends upon the answers to the
following questions;

e How much should we produce?

e |f we produce such an amount, how much profit
will we earn?

* |f alossrather than a profit isincurred, will it
oe worthwhile to continue in this market in the
ong run or should we exit?
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Key Assumptionsin Perfect
Competition

e Pricetaker

 Distinction between short run and long
run

* Objective isto maximize profit or
minimize loss in the short run

o Opportunity cost isincluded in
decision making
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Key Assumptionsin Perfect
Competition

* Review of terminology

e Economic cost includes explicit costs and
opportunity costs

* Normal profit occurs when revenue just covers
all of the firm’'s economic cost

e Economic loss occurs when revenue failsto
cover the firm’'s economic cost

e Economic profit occurs when revenue more
than coversthe firm’'s economic cost
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Key Assumptionsin Perfect
Competition

MORMAL PROFIT FCONCMIC PROFIT FCoNOMIC Loss

Revenie SR00 00 GEA0 000 il O
Accounting cost 450 000 450 000 450 (000
L".'ppul'tulli by cost S0 S S0
Profit i SA0 00 |S20 00

Note: Accounting Accounting profit of Accounting

profit for £50,000 $100,000 excoeds the profit of $30,00

equals the opportu- opportunity cost of 1% less than the

nity coet of $50,0 SH0,000, opportunity cost

af A0 (00,
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Key Assumptionsin Perfect
Competition

e The Demand Curve Facing
the Firm

e Sincethefirmisaprice
taker, the priceto the firm
for each unit remains the
same no matter how much
the firm sells. P

* Perfectly Elastic since
consumers are willing to buy
as much asthefirmis

willing to sell at the going
mar ket price.

 Horizonta at the market
price
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Key Assumptionsin Perfect
Competition

 Marginal Revenue

and Average Revenue

o Sincethefirm receivesthe
market price for each unit
sold, and this market price p

does not change, the
firm’s marginal revenue
(MR) and average revenue
(AR) curves are aso

horizontal at the market
price.
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Competition

Key Assumptionsin Perfect

e Marginal Revenue

 Margina revenuetellsus
how total revenue changes
aswe sell an additional
unit.

 Margina revenue
represents the slope of the
total revenue curve.

e Since MR is positive and
constant, the total revenue

(TR) curveisincreasing at
a constant rate.

2003 Prentice Hall Business Publishing Managerial Economics, 4/e

Keat/Young



= Sdlecting the Optimal Output Leve
= Total Revenue—Total Cost Approach

e Compare the total revenue and total
cost schedules and find the level of
output that either maximizes the firm’s
profits or minimizes its loss.
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} Selecting the Optimal Output L evel
Total Revenue — Total Cost Approach

ToTaL [OTAL

[OTAL FIxED VARIAELE ToTaL ToTaL
CUANTITY PRICE [AEVEMUE COoRT 08T CORT PrROAT

(L) () (TR (THC] (V) (1) (m)
i 110 il 1o o [0 000 — 000
] 110 110 100 Sl 155710 —45 .71
2 110 220 100 105600 205,610 —14.41)
3 110 ERll 100 153410 25340 610
4 110 4400 100 2004 510 SR 135.20
5 110 ol 100 26250 S6h2.50 18750
i 1110 il 1000 33120 131.20 225.80
i 110 77 10 41510 51510 254 i
2660
9 1110 g 100 b5 A0 74530 24450
L 110 11000 1o SO0 0 SO0 00 RN
11 110 1210 1000 Ui 70 1086710 123.30
12 110 13200 1000 1 2008 510 1300 A0 1040

2(




= Selecting the Optimal Output L evel
"= Total Revenue— Total Cost Approach

e Graphically, find
the output level
that maximizes
the distance
between the total
revenue curve
and the total cost
CUrve. T

Q
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Selecting the Optimal Output L evel

. M arginal Revenue—Marginal Cost Approach

 Marginal revenue Is the revenue the
firm receives from selling an additional
unit.

 Marginal cost isthe cost the firm
Incurs by producing an additional unit.

 |f marginal revenue exceeds marginal
cost it Isworthwhile for the firm to
produce and sell an additional unit.
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Selecting the Optimal Output L evel

Marginal Revenue—Marginal Cost Approach

* MR=MC Rule

* A firm that wants to maximize its profit (or
minimize its loss) should produce a level of
output at which the additional revenue received
from the last unit is equal to the additional cost
of producing that unit. In short, MR=MC.

o Appliesto any firmthat wishes to maximize
orofit.

» For the perfectly competitive firm, the rule may
oe restated, P=MC. Why?
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Selecting the Optimal Output L evel

Marginal Revenue—Marginal Cost Approach

AVERACE AVERAGE AVERACE
MARCIN AL FIXED VARIABLE [OTAL M ARSINAL MARCINAL
LIUANTITY EVEMUE CORT osT CORT oS8T [PROFIT
i (ME =P = AR (AFC LAV (AC) Y L (Ml

| 1010

| 110 0000 5570 15570
2 1110 S0 =7 80 102.80
3 110 3.3 5130 8463

sl A
49 40 GO0
Rl .71

il 110 25.00 51.20 Th.20 SIRYY 5010
- 110 70,00 =2 50 79 50 =7 70 5290
g 110 1667 50 0 7is7 OB 130
7 110 1.1 70 2030 7350 SRR 26110
5 110 12,50 G 80 7730 103.30 6.70
a 110 111 71.70 22 8] 174 G0 — &40
10 1110 1000 e LA L L T
3 110 9.00 80 70 a5 79 186 70 —TR.70
22240 —112.090

12 110 83 10080 10013 ===
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e Graphically, find
the output at which
MR=MC. Labe
this Q*

 Profit=TR-TC
=Q*P—-Q*-AC
=Q*¢(P- AC)
=Rectangle DABC
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Economic Profit, Normal Profit,
L oss, and Shutdown

* Inthe following table, the market price
has fallen to $58.

e How much should the firm produce Iin
order to maximize profits?

 Why?

 Should the firm shut down and produce
nothing?
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Economic Profit, Normal Profit,
L 0oss, and Shutdown

AVERACE AVERACE AVERAGE ToTaL

MARCINAL FIxED WVARIABLE ToraL Marcinal  MarciNaL [PROFIT

CUANTITY REVENUE oSt COsT ) ST PROFIT R Lioss

(0 (MR =" = AR) { ABC) (AVC) (AC) (M) (M) ([P — AL

il 58 — 1o00n
J 58 100.00 55.70 155.70 23.70 2.30 —07 70
2 =4 5000 52,80 102,80 49.90 810 — RG]
: 53 133 5130 84.63 48.30 970 70,80
4 53 25 1) 51.20 76.20 50.90 710 —~7280
; 53 20.00 5250 7250 /.70 0.30 —7250
6 58 16.67 55.20 71.87 68.70  —10.70 —83.22
7 S8 14.20 50.30 73.59 B0 =500 6013
8 S8 1250 64.80 7730 330 4530 g5y
0 5 1111 71.70 8281 126.90 SOBI0 g
10 ah 10.00 80,00 0.0 154.70 —96.70 — 32000

3£ PR e 7
1 s o0 8970 ogyo B0 LRI eg
D70

12 58 8.1 100,80 100,13 ol —164.90 — 61356




Economic Profit, Normal Profit,
L 0oss, and Shutdown

AVERACE AVERACE AVERAGE ToTaL

MARCINAL FIxED WVARIABLE ToraL Marcinal  MarciNaL [PROFIT

CUANTITY REVENUE oSt COsT ) ST PROFIT R Lioss

(0 (MR =" = AR) { ABC) (AVC) (AC) (M) (M) ([P — AL

il 58 — 1o00n
J 58 100.00 55.70 155.70 23.70 2.30 —07 70
2 =4 5000 52,80 102,80 49.90 810 — RG]
: 53 133 5130 84.63 48.30 970 70,80
4 53 25 1) 51.20 76.20 50.90 710 7280
: 53 20.00 5250 7250 /.70 0.30 —7250
; 58 16.67 55.20 71.87 68.70  —10.70 8300
7 S8 14.20 50.30 73.59 B0 =500 6013
8 S8 1250 64.80 7730 330 4530 g5y
0 5 1111 71.70 8281 126.90 SOBI0 g
10 ah 10.00 80,00 0.0 154.70 —96.70 — 32000

3£ PR e 7
1 s o0 8970 ogyo B0 LRI eg
D70

12 58 8.1 100,80 100,13 ol —164.90 — 61356




Economic Profit, Normal Pr ofit,
L 0oss, and Shutdown

o Graphically.
 Thefirmincursaloss.
At the optimum output

level priceis below
average Cost.

* However, sinceprice | ™~
is greater than average - i Lo i
variable cost, the firm
IS better off producing
In the short run. Why? =5
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Economic Profit, Normal Pr ofit,
L 0oss, and Shutdown

« Contribution Margin

e The amount by which
total revenue exceeds
total variable cost.

e = TR-TVC P = 458 b L o

i ontribu tion ko = AR = ME
o |f the contribution I edioost
margin is positive, the v-...-
firm should continue

to produce in the short

run.
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L 0oss, and Shutdown

e Should thefirm
always operate at
aloss in the short
run?

 Inthegraph, the
price hasfallen to

$50. How much ,

output should the
firm produce?

o Why?
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Economic Profit, Normal Profit,
L oss, and Shutdown

e The shutdown point is the lowest price at
which the firm would still produce.

e At the shutdown point, the priceisegual to
the minimum point on the AV C.

e If the price falls below the shutdown point,
revenues fall to cover the fixed costs and
the variable costs.

 The contribution margin is negative.

 Thefirm would be better off If i1t shut down
and just paid its fixed costs.
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Economic Profit, Normal Profit,
L oss, and Shutdown

 What are the
firm’s profitsin
the graph at the
right?
 Normal Profits
e TR=TC

AL

AVC

D= AR = MR

|_.'::-. [_;:l
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The Competitive Market
In the L ong Run

 Inthelong run, the pricein the
competitive market will settle at the
point where firms earn a normal profit.

e Economic profit invites entry of new
firms (why?) which shifts the supply
curve to the right, puts downward
pressure on price and reduces profits.
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The Competitive Market
In the Long Run

: :
5 (short run)
5{long run|
New firms
enter in the
Short-run long run to
\ economic proft 1‘1“ L purstie
:'. F; F?n:ga' [ O O O o g gl g g g g I"ll:l'.l l-"'-l n.l I L-
AN rArdrd |'|'|'|'.|'|'.|'|'.|'|'.|'|'.|' T =1
Ty r.r..'.r.r.r.r.r.r.r.r.r.r ir J!I-" & '||'|_'.|‘||:
r i I R e i |'
| i s I rs ranr

¢ Q Q)
T_';piml firm Market



The Competitive Market
In the L ong Run

e Economic loss encourages exit of
existing firms (why?) which shifts the
supply curve to the left, puts upward
pressure on price and increases profits.
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The Competitive Market
In the Long Run

Firms
exitin the
Iung I

hu Short-run 5
economic loss

(but positive contribution

margin

Silong run)

S (short runi)

S A2 i A A AT AR AR A AR JAF AR IF I g pr
e A FEAL A FE AR AFFAFAFAEF A FFOF
Y Y Y Y Y Y Y IR Y Y F Y Y Y Y YY)
e A AR AP F A EFEFE AR FAF A2
Y Y N P Y Y e
AL FAEFFi A AE SRS CFEE R AP FEFT D

Q )
Typical firm Market



Pricing and Output Decisionsin
Monopoly Markets

* A monopoly market consists of one
firm.

e Thefirm is the market.
* Power to establish any price it wants.

e Thefirm’'sability to set priceislimited
by the demand curve for its product,
and In particular, the price elasticity of
demand.
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Pricing and Output Decisionsin
Monopoly Markets

* Inthe graph,
assume

e Demandislinear
which implies that
MR islinear and
twice as steep. P2

e MC Is constant.

e How much should
the firm produce to

maximize profit? TN
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Pricing and Output Decisionsin
Monopoly Markets

 |nthe graph, assume

e Demandislinear
which impliesthat MR
IS linear and twice as

steep.
e Diminishing returns.
e How much should the
firm produce to
maximize profit?
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Pricing and Output Decisionsin
Monopoly Markets

« Using the information in the following
table, determine how much the firm
should produce In order to maximize
profits.
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Pricing and Output Decisionsin
Monopoly Markets

AVERACE
[CTAL WMARCINAL Total Toral MARGINAL Toral
QUANTITY [*RICE REVENUE [LEVENUE CosT CosT CosT [*ROFIT
(i (') (TR} (MR] (AL) (TC) (ML i)

0 180 0 100,000 o A
| 170 170 170 15570 155.70 2 0
2 160 20 150 102,80 205600 90
3 150 150 130 84.63 253,00 B30 0610
1 140 560 10 76.20 304,80 W90 s
; 130 650 % 7250 36230 P70 ag750
6 120 720 70 7187 131.20 6570 aeesn
7 10 770 50 73.59 515.10 8390 ye4qp
] 1000 S00 A 7730 AR A0 103.30 15160
0 §10 10 8281 74530 L2090 70
10 A S0 - 10 R RN 154.70 — 10000
11 70 770 - 08.79 108670 1670 31670
12 60 720 S0 e 130040 22 55040




Pricing and Output Decisionsin
Monopoly Markets

AVERACE
[OTAL WARCINAL ToraL Toral WARCINAL ToTaL
CIUANTITY [*RICE EVENLE [LEVENLIE CoeT CosT CosT [*ROFIT
(i (1) (TR) (ME} (AL (TC) (MC) ()

( 150 i 10300 (00 =T
| 170 170 170 155.70 155.70 SR TE
2 160 20 150 102,80 205600 90
3 130 450 130 84,63 253,00 4830 40610
| 140 60 10 76.20 30450 U0 95500
5 130 650 2 72,50 362,50 787 50)
[ 6 120 720 7187 13120 25880
(7) 110 770 7350 515.10 R0
z 100 200 3 7730 61840 101330 181,60
g ) 810 10 8251 745,30 12690 170
10 2l S00) —10 00 00) VR 154.70 —100.00
11 70 770 =30 05,79 108670 18070 _ay470
12 fi(] 720 30 10913 1308 /i 22290 — 550 G0




Pricing and Output Decisionsin
Monopoly Markets

* Graphically: :

o Set output where
MR=MC

* Atthisoutput, PG
read the priceto 72X
set off of the - o
demand curve.

* Profits = rectangle
ABCD Q-6 \MR 2

AL
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