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Market structure 

Perfectly competitive market 

The nature of perfect competition 

      Perfect competition is one of the several market models. It is an extreme situation where 

competition reaches its maximum possible degree. The model of perfect competition, however, 

cannot be realistically expected to exist in totality in everyday life. It is highly theoretical, but the 

model provides a useful tool of economic analysis and helps the economic to make sense of the 

real market situation where the following conditions are found: 

a) Many buyers and many sellers: This implies that the number of buyers and sellers is so 

large that the share of each buyer (what each buyer purchases) in total demand and the share of 

each seller (what each seller offers for sale) in total supply is so small that no single buyer can 

affect the market price by changing his demand, nor can a single seller by changing his supply. 

This is likely to be true in the case of many agricultural products. For example, there are many 

million producers of Teff and innumerable consumers buying it. If one peasant decides to supply 

more Teff his decision does not affect the market. Similarly, if one consumer decides to buy 

some extra Teff this will have no influence on the market price.  

b) Identical product: All the products offered by individual suppliers must be exactly the 

same so that buyers will be completely indifferent as from which seller to buy.  

c) Perfect knowledge: This means that all participants (buyers and sellers) have knowledge 

about prices, quality, output levels and all other market conditions. Thus, no consumer would 

pay more than the market price and no supplier would be willing to sell for less than the market 

price. It follows that there will only be one price prevailing throughout the market, at any 

moment of time. This however, does not mean that price is always the same but when it changes, 

it must change for everyone at the same time.  

d) Freedom of entry and exit: There is no government interference in the form of price 

control, and no restriction which would prevent firms entering into the industry or leaving it.  

      Under conditions of perfect competition, the interaction of the market supply and demand 

determines the market price for the industry, and each firm in the industry takes the price as 

given. 
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Revenue function of a competitive firm  

     Total revenue is the money value of the total quantity sold. It is the product of the price that a 

firm changes and the quantity of output it sells at this price. The demand curve for a firm under 

perfect competition, as mentioned earlier, is horizontal. It follows that an individual firm can 

only make quantity adjustment at a fixed price, and its total revenue increases proportionately 

with sales volume.  

     shows that it the firm decides to sell 1 unit at the market price of birr 4.00, its total revenue is 

birr 4.00. When it sells 2 units, its total revenue is birr 8.00. Total revenue is birr 12.00 when 3 

units are sold and so on. Due to the fact that total revenue increases proportionately with sales, 

the total revenue curve is a straight line passing through the origin (fig.8.2). The slope of the total 

sales revenue line is known as marginal revenue. Marginal Revenue (MR) is the extra revenue 

obtained when quantity sold is increased by one unit (  ). For example, when quantity sold 

increases from 2 to 3, total revenue increases from 8to12. Thus, MR equals 4( ). Each time the 

firm sales a unit of output, total revenue increases by a constant amount (MR) which is equal to 

the market price. Thus, under perfect competition price and marginal revenue are equal (see 

column 1 and column 4 of table 8.1). The relationship between price and average revenue (AR) 

can be shown as:  

Total revenue (TR) = price (P) x quantity (Q)  

Hence, for a firm operating under conditions of perfect competition the following equality holds 

true (the horizontal line in fig. 8.2):  

                     Price= Marginal Revenue= Average Revenue  

the revenue function of a perfectly competitive firm  

8.1.3. Level of output for the profit-maximizing firm  

    Profit-maximizing is a popular objective of business firms. Profit is the difference between 

total sales revenue and total cost. A producer makes investment in an industry and stays there 

only if there is normal profit. Normal profit, therefore, is the rectum that the firm must receive in 

order to be willing to carry on production. In other words, it is the amount of profit which is 

equal to the firm‟s opportunity cost of staying in the industry. If there is no normal profit, then no 

one is induced to start business. Normal profit is the minimum profit in the industry, and it is 

considered as cost in economics, the profit greater than the normal profit is known as economic 

profit or surplus profit. It is not regarded as cost. 

   From an accounting point of view, the firm regards all explicit costs as costs of production, but 

not implicit costs. It follows that to the accountant profit is the difference between total revenue 

and total explicit cost. But, to the economist profit is total revenue minus total explicit cost and 

total implicit cost. Thus,  
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             Accounting Profit=Total Revenue-Total Explicit Cost,  

            Economic Profit=Total Revenue-(Total Explicit Cost+ Total Implicit Cost).  

 

Monopoly  

      A pure monopoly concerns the existence of a single seller of a good for which there is no 

close substitute. 

Characteristics of monopoly markets  

a) There is only single seller so that there is no distinction between firm and industry,  

b) The product it unique and there is no close substitute,  

c) The monopolist can exercise control over the price. The monopoly firm is, therefore, a 

price-maker, 

d) The existence of barriers to entry into the market. No other firm can supply the product 

because of legal, geographical or technological restrictions, 

e) There may or may not be advertisement.  

Following are the main sources of monopoly  

a) Legal restrictions: In some cases, the government creates monopolies by law. It means 

that the government may establish or take over an industry and then prevents competition. It is 

illegal to compete with it. The Ethiopia post service is an example of government monopoly.  

b) Natural factor endowments: When one company or country is the sole or dominant owner 

of some kind of natural resource, it will have an effective control over the supply of the resource 

and over the supply of any manufactured products derived from that resource. For example, 

Brazil has a dominant position on the world coffee market.  

c) High entry costs: In some industries the relatively high set-up costs create a formidable 

barrier to entry. In such cases, the existing monopoly firm, producing large quantity of output, 

benefits from economies of scale.  

d) Patent: Government encourages invention or innovation by granting exclusive production 

rights for a period of time to those who discover new products or new methods of production. As 

long as the patent is in effect the firm has a protected position and is a monopoly. That is the 

patent grant gives the inventor a monopoly power for the specific period.  
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e) Efficiency: Effective management minimizes wast and leads to efficiency in production. 

This enables the firm to drive rivals out of business by undercutting price.  

f) Agreements between producers: In addition to a sole supplier monopoly, it is also 

possible to find a number of firms acting together to create monopoly power. Such agreement is 

illegal in some countries. An example of international monopoly through collusion is 

Organization of Petroleum Exporting Countries (OPEC). 

Short-run price determinations under monopoly  

Although the monopolist is the only supplier in an industry, his aim is mostly profit 

maximization. Due to the fact that the monopolist is a single supplier, the firm‟s demand curve is 

the usual downward sloping industry demand curve. Faced with a downward sloping demand 

(AR) curve, the monopolist has the power to determine either price for his product or the 

quantity he wishes to sell. But he cannot determine both of them at the same time. His power to 

influence price, however depends on the ability to ban entry and the availability of close 

substitutes. For determining the level of output where profit is maximized, the monopolist is 

required to equate MR and MC. Under perfect competition the firm‟s horizontal demand curve 

represents its MR as well as price. For the monopoly firm, however, MR will not be the same as 

price. As the downward sloping demand curve indicates, he reduces the price of the units sold in 

order to sell an extra unit of output. Therefore, MR is less than price, for the monopolist. Fixing 

his output at the level where MC=MR, he gets the price from his demand curve.  

   In fig. 8.8 for equilibrium output perfect competition may earn normal profit economic profit 

or incur loss in the short-run. It may also shut-down if its total revenue is not sufficient to cover 

its total variable costs, in the short-run. In the long-run also if there is no normal profit the 

monopolist will leave the industry. However, unlike the firm under perfect competition the 

monopolist may make economic profit in the long-run due to barrier to entry  

The elasticity of demand affects total revenue  

   Recalling out discussion in chapter 3 of the relationship between total revenue and the price 

elasticity of demand we make the following analysis: 

a) If price decreases from K to P (fig. 8.9 part A) total revenue increases from zero to N 

(fig. 8.9. part b). This is so because demand is elastic which implies that MR is positive (KQ).  

b) At the price p demand is unitary elastic and revenue is at its maximum. If total revenue is 

constant with a change in price MR equals zero.  

c) If price decreases from p to zero (fig. 8.9 part a). Total revenue decreases from N to M 

(Part b) because demand is inelastic. This implies that MR is negative (the segment of MR curve 

below the horizontal axis in fig. 8.9. part a.  
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The monopolist cannot produce output for profit maximization, when demand for his output is 

inelastic. The reason is under such circumstances, MR becomes negative, but MC is always 

positive. Thus, the two cannot be equalized profit is not maximized.  

 

Price discrimination  

      Price discrimination is a situation of changing different consumers‟ different prices for the 

same product. Price discrimination is practiced when it is possible to improve profit beyond the 

amount provided by the usual MR=MC profit maximizing rule. In other words it is a means of 

increasing the seller‟s profit taking advantage of the fact that some consumers are prepared to 

pay higher prices than others.  

Price discrimination should not be confused with price differential. Not all price differences 

represent price discrimination. If price differences reflects cost difference (for example transport 

cost, or service charges), they are not at all discriminatory. For instance, the different prices 

charged fro the first and second class travel on trains or airplanes, difference between whole sale 

and retail prices, are not price discrimination. 

Some necessary conditions for price discrimination  

a) Separate markets. It must be possible or uneconomic for consumers to buy in the lower 

priced market and resell in the higher priced marked. 

b) The existence of monopoly power. The seller must be the only supplier so that competing 

firms will not be able to undertake production and undercut the monopolist in the higher priced 

markets.  

c) Different elasticizes of demand. The above mentioned two conditions make price 

discrimination profitable, elasticity of demand must be different in the different markets.  

The efficiency loss of monopoly 

    In the view of most economists, the monopolist often produces less output at a greater cost per 

unit and charges a higher price than a perfect competitor. As far as the monopolist faces cost 

conditions similar to those confronting the perfect competitor the argument will hold. However, 

if the monopolist‟s cost conditions are sufficiently different from that of the perfect competitor 

the argument may not hold. In particular, if economies of scale exist these will be exploited by 

the monopolist but will not be available to the perfectly competitive firms because of their 

relative small scale of production. In this case, the monopolist could well produce a greater 

output at a lower price to the consumer than would prevail under perfect competition. 
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 Monopolistic competition  

    The real world is neither perfectly competitive nor perfectly monopolistic. The type of 

competition found in the real world lies between the two extremes. This form of competition is 

known as „imperfect competition‟. Monopolistic competition is one form of imperfect 

competition. It is a market structure in which many sellers compete to sell a differentiated 

product. As the name suggests, it combines some aspects of both perfect competition and 

monopoly.  

Characteristics: 

a) Many sellers and buyers: The market consists of large number of producers and 

customers. But the number may not be as large as that in perfect competition.  

b) Product differentiation: Product differentiation is the production of different varieties or 

brands of the same product in the industry which consumers buy according to their preferences. 

Each supplier‟s product has unique qualities that cause some buyers to prefer it to products of 

competing firm. The difference can be in quality, style, colour, durability, Brand name etc. the 

products of the many sellers are close substitutes for each other, but the individual seller has an 

element of monopolistic control over its own product.  

c) Free entry and exit: In the monopolistically competitive markets, it is easy to set up new 

firms, and firms established in the industry find it easy to exit.  

d) No collusion: It is difficult for the firms to act in concert because they are many they may 

not recognize their interdependence. This means that the firms do not cooperate to fix prices so 

as to increase their profits. 

Short-run equilibrium for a firm under monopolistic competition   

   The typical monopolistically competitive firm faces a downward sloping demand curve, and 

thus it has some control over its product price. That is, a firm‟s demand curve is not perfectly 

elastic as it in perfect competition. Certainly, it is much more elastic than the demand curve for a 

monopoly firm. Because products are differentiated, the monopolistically competition firm 

determines price like a monopolist. Price costs increase quantity demanded by capturing part of 

the competitor‟s market. Unlike a perfectly competitive firm, a monopolistic competition firm 

can raise its price and not lose all of its sales. In a monopolistic competition, some consumers 

will remain loyal to the firm‟s product and continue to purchase it even though the price has 

gone up and there are close substitutes.    

Long-run equilibrium for a firm under monopolistic competition  

    Fig 8.10 shows a monopolistic competitive firm‟s short-run equilibrium position. To 

maximize profit, the firm produces q where MC=MR. charging price p the firm makes PRST 
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economic (net) profit, because the ATC curve is less than price. But in the long-run price and 

ATC will be equal and firms in the industry earn only normal profit (fig. 8.11). at point a the 

firm‟s demand curve is tangent to its ATC curve. At that point even though price equals ATC it 

is not equal to the minimum ATC. The minimum point of ATC is at the point where the MC 

curve intersects the ATC. It follows that by comparison with perfect competition, monopolistic 

competition is less efficient. There is one test for efficiency minimum ATC. Since, in the long-

run the perfect competition products at the minimum point of ATC and the monopolistic 

competition does not obviously the monopolistic competitive firm change higher price and 

products less output than the perfectly competitive firm. This is referred to as the wastes of 

monopolistic competition. From the stand point of the society‟s welfare, there is one important 

offset to these wastes. That is under perfect competition the product is identical. But under 

monopolistic competition consumers are provided with product variety. To the extent that people 

feel butter of with these choices, there will be an offset to the wastes of monopolistic 

competition.  

Non- price competition  

    For monopolistic competitive firms there is not only price competition but also non-price 

competition. Given demand conditions each firm attempts to maximize profits by choosing the 

price and output for which MR equals MC. In addition to this each firm usually attempts to 

change the demand condition it faces in an attempt to expand its market. The efforts that the firm 

makes to change its demand conditions is referred to as non price competition. Advertisement is 

one of the most common types. By telling consumers about the characteristics of products, their 

prices, and where they are available, firms try to increase their sales revenue.  

Typical monopolistic competitors  

     Although it is difficult to identify industries that precisely our description of monopolistic 

competition, the following ones approximate barbershops, grocery stores, laundries, clinics 

stores, beauty shops, textile manufactures, furniture producers.  

Oligopoly  

    The other type of market imperfection is oligopoly. Oligopoly is a market structure where a 

few sellers dominate the industry.  

Characteristics:  

a) Barriers to entry: These refer to conditions that hinder the entry of new firms into the 

industry. These barriers may be in the form of ownership of resources, large capital 

requirements, control of patents by existing firms.  
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b) Few sellers: „Few sellers‟ does not necessarily mean the number of sellers is very small. 

The number of firms may be large but few firms account for the major portion of the industry‟s 

productive capacity. That is others are insignificant as their market share is concerned.  

c) Recognized mutual interdependence: Each firm recognizes that its profits are heavily 

dependent on the actions of the other firms in the industry.  

d) Types of product: Under oligopoly products are either identical or differentiated. 

      There is no other market structure that is more difficult to analyze than oligopoly. The 

difficulty arises from the interdependence nature of oligopolistic decisions. Oligopolists have a 

common interest in setting price so that monopoly profits are made and an individual interest in 

attempting to get the maximum possible profit. These interests are conceptualization of how rival 

firms react when any oligopoly firm takes such decisions.  

     Since oligopolies in the real world are so diverse, oligopoly models in the theoretical world 

should also come in various shapes and sizes. In this material, we consider the two situations-

close collusion and cutthroat competition.  

     It is apparent from the foregoing discussion that firm‟s profits are visibly dependent not only 

on its own individual actions but also on the actions of a few others as will. Thus oligopolists 

have a strong incentive to collude to establish a mutually agreed upon price and output collusion 

can take many different forms. A group of firms acting together to determine price and output 

decisions is known as “cartel”. If the firms make argument, the oligopolists market structure 

becomes converted to something more closely approximating monopoly. In such cases the price 

and output decisions of the oligopoly will be the same as those of the monopoly firm, discussed 

earlier in this chapter. Just as like the case of the monopolist price is higher than the minimum 

point of the ATC curve, and therefore the oligopolistic has a higher price and lower output than 

the perfect competitor. 

    Even though the agreements among oligopolists pulls the market toward the monopolist‟s 

price and output if firms cheat on the reached agreement the market is pulled toward competitive 

solution. Firms that find it profitable to cheat by lowering their price will frequently do so by 

granting „secret‟ price concession to some or all of their customers. In this case the collusive 

agreements are not likely to be successful.  

We now investigate the situation of oligopoly with no collusion, which is a „cutthroat‟ 

competition. In such cases „price wars‟ frequently take place and thus each firm will have to 

consider other firms reactions careful before changing price. The uniqueness of this situation 

leads us to the phenomenon of the „kinked‟ demand curve illustrated in fig 8.12. The kinked 

demand curve of the fiercely competitive oligopolists is based on the oligopolists‟ assumption 

about this rivals behaviour in response to his own actions. The oligopolists can do three possible 

things increase price decrease price or not change price. In fig. 8.12 the oligopolists demand 
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curve ABF is kinked at point B. at this point the firm‟s price and output are p and q respectively. 

The graph suggests that if an individual oligopolist raises price above p other firms will not 

follow him. Instead, they will keep their own price constant and attract consumer away from the 

firm which has raised the price to increase its market shares. In this case the oligoplist‟s demand 

curve (AB segment) is very elastic. On the other hand the oligopolist cannot increase his share of 

the market by lowering his price below p due to the fear that rival firms in the industry may 

match the price cut. The part of the demand curve below the kink (BF) therefore, is inelastic. 

Hence, under very competitive oligopoly price usually does not change and is stable at the kink. 

The MR curve the AC segment of the MR curve is corresponding to the AB portion of the 

demand curve and its DE segment is corresponding to the BF segment of the demand curve.  

     The discontinuity takes place because the elasticity of the demand curve for the oligopolist 

changes at the kink. Elasticity is very high above the kink as sales revenue fall as sales gains are 

very small when rivals match price cuts. The discontinuous part of the MR curve implies that 

even when costs are changing as long as MC remains within the discontinuous segment of the 

MR curve changes in costs will have no effect on profit maximizing price and output. So where 

should the oligopolist produce? The firm maximizes produces q where MR and MC are equal. In 

our case if MC rises from MC1 to MC2 this has no effect on the price the firm changes or the 

output it produces.  

     The fear of a destructive „price war‟, which hurts every firm in the industry often, prevents 

price competition in an oligopoly. In such circumstances, oligopolists engage in non-price 

competition like advertisement, attractive packaging, improved after-sales services, free gift 

scheme etc. 

Oligopolistic industries  

    Although it is common to analyze monopolistic competition and oligopoly separately it is not 

always easy to draw very sharp distinctions between the two types of market structure. From the 

point of view of the number of products and the ease of entry some industries might be classified 

as monopolistically competitive. On the other hand from the point of view of recognized mutual 

interdependence it might be reasonable to classify the same industries as oligopolistic. That is 

they cannot be so easily classified. However goods like oil, steel, tires, synthetic fibers, soap, and 

electric bulbs are usually produced under conditions of oligopoly. 


