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Price Takers
* Price Takers produce identical products and

each seller is small relative to the market.
» Each seller has little or no effect on the

market price.

¢ Each firm can sell as much as it wants
at the market price

« It is unable to sell any output at a price
greater than the market price

« Example: agriculture (wheat, corn, soybeans)

« Itisalso called a purely competitive market.
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Price Searchers
 Price Searchers face a downward sloping

demand curve for their product.

* The amount that the firm is able to sell is
inversely related to the price it charges.

« Examples:
* Nike

« General Motors
* Exxon
« most retail stores

Copyright ©2006 Thomson Business and
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Why Study Price Takers?

» Why do we study price taker markets?

The competitive price-taker model ...

« applies to some markets, such as
agricultural products.

« helps us understand the relationship
between individual firms and market
supply.

» increases our knowledge of competition
as a dynamic process.
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What are the Characteristics
of Price-Taker Markets?
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Characteristics of the
Competitive Price-Taker Markets

» The characteristics of price-taker markets:
« homogeneous products

— all firms produce an identical product
many firms

— there are numerous suppliers in the market

small firms
— each firm supplies only a small portion

of the total market output
no entry / exit barriers

— firms may freely enter and exit the market

Copyright ©2006 Thomson Business and
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Prlce Taker’s Demand Curve

Market forces (supply & demand) determine price.

 Price takers have no control over the price that they
may charge in the market. If such a firm was to
charge a price above that established by the market,

consumers would simply buy elsewhere.

e Thus, the firm’s demand curve is perfectly elastic
—itis horizontal at the price determined in the market.

Price Firm Price  \arket Market

demand

Firms must
\\\\\\\ take the e Market
5 market price. supply
P P
Firm’s
demand
Output l———————— Output
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How does the Price-Taker

Maximize Profit?
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. ™| Marginal Revenue

1 » Marginal Revenue is the change in total
revenue divided by the change in output.

Marginal (MR) = change in total revenue
RETEILE change in output

* In a price taker market, marginal revenue
(MR) = market price, because all units are

sold at the same price (market price).

Copyright ©2006 Thomson Business and
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M| Profit Maximization when
wga| the Firm is a Price Taker
« In the short run, the price taker MC
will expand output until the

Price

marginal revenue (MR) is just
equal to marginal cost (MC).

« This will maximize the firm’s
AN

profits (rectangle PBAC). p
* When P > MC, production of the | - \\ d (P =MR)

unit adds more to revenues than A
costs. In order for the firm to
maximize its profits it will expand

output until MC = P.
« When P < MC, the unit adds more
to cost than revenue. A profit

maximizing firm will not produce increase q decrease q
in this output range. It will reduce
output until MC =P, q Output

) Copyright 2006 Thomson Business and
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Total Revenue / Total Cost Approach

¢ An alternative way of viewing the firm’s profit

maximization problem focuses on total revenue (TR)
and total cost (TC).
At low levels of output TC > TR and, hence, profits

are negative. After some point, TR may exceed TC.
Profits are largest where this difference is maximized.

Total  Total | Average and/or Profits occur where
Revenue Cost  Profit | marginal product TR>TC TC
Output  (TR) (TC) (TR-TC)

0 0 25.00 -25.00

- Profits maximized
2. 1.0 33':75 23':75 100 -.~{ Where difference ...

is largest

8 40 48.00 -8.00

10 50 5025 -0.25 |3 7

12 60 5325 675 |3 ¢ [Losses oceur
14 70 5925 h

15 75 64.00 i

16 80 70,00
450 v oueut

18 90 85.50 —— .
! 20 100  108.00 -8.00 2 4 6 810 12 14 16 18 20 .
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Marginal Revenue /
Marginal Cost Approach

e At low output levels MR > MC.

» After some point, additional units cost more than the
MR realized from selling them.

 Profit is maximized where P = MR = MC.

Marginal Marginal

Revenue Cost  Profit | Price and
Output (MR) (MC) (TR -TC)| cost per Unit

0 — - -2500

2 5 $ 3.95 -23.75

5 $150 -800 4 MR
10 5  $100 - 25
12 5 $175 675 ?
14 5  $350 10.75
15 5  $475 11.00-
16 5 $6.00 10.00 : tout
18 5 §8m 4% | A—
20 5 13.00 -8.00 2 4 6 8 10 12 14 16 18 20
€@ umpotisipge B Eiomics Alighe e

, M| Operating with Short-Run Losses

L VR
[ The firm operates at an output
level where MR = MC, but here

ATC

ATC > P resulting in a loss.

« The magnitude of the firm’s
short-run loss is equal to the size
of the rectangle CABP;

AVC

« A firm experiencing losses but
covering average variable costs

=MR)

I will operate in the short-run.
« A firm will shutdown in the

short-run whenever price falls

below average variable cost (P,).

« A firm will exit the market in the
long-run when price is less than

average total cost (ATC).

Output

, Copyight ©2006 Thomson Busines and
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The Firm’s

Short-Run Supply Curve
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Short Run Supply Curve

e The firm’s short-run supply curve:
« A firm maximizes profits when it produces
at P = MC and variable costs are covered.

e A firm’s short-run supply curve is the
segment of its marginal cost curve above
average variable cost.

» The market’s short-run supply curve:

 The short-run market supply curve is the
horizontal summation of the all the firms’

short-run supply curves (segment of firms’
MC curves above AVC).

Copyright ©2006 Thomson Business and
Economics. All rights reserved.
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The Short-Run
Market Supply Curve

Copyright ©2006 Thomson Business and
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Supply Curve for the Firm & Market

« Given resource prices, the firm’s marginal cost curve

| (above AVC) is the firm’s supply curve.
* As price rises above the short-run shutdown price of P,,
the firm will supply additional units of the good.

* The short-run market supply curve (S,,) is merely the
sum of the firms’ supply (MC) curves.

« Note that below P, no quantity is supplied as P < AVC.

Price Firm Price Market
Supply Curve S, (ZMC)
MC sr
ATC
P; Py
— %
p2 VC P2 ....................
P, Py
Output : Output
9 9 G Q Q, Q
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| Questions for Thought:

1. How do firms that are price takers differ from
those that are price searchers? What are the
distinguishing characteristics of a price taker

market?

2. Why is market competition important? Is there

a positive or negative impact on the economy
when strong competitive pressures drive firms

out of business? Why or why not?

Copyright ©2006 Thomson Business and
4 wumprofistpage W) Economics. Allights reserved.

| Questions for Thought:

3. Which of the following is a competitive price
taker?

a. McDonald’s, a restaurant chain that competes

in numerous locations

b. a bookstore located a few blocks from a major
university

c. a Texas rancher that raises beef cattle

4. “A restaurant in a summer tourist area that is

highly profitable during the summer but
unable to cover even its variable costs during
the winter months should operate during all

months of the year as long as its profits
during the summer exceed its losses during
the winter.” Is this statement true?

Copyright ©2006 Thomson Busi d
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Price and Output

in Price-Taker Markets
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Economic Profits and Entry
« If price exceeds average total cost, firms

will earn an economic profit.
» Economic profit induces both:

« the entry of new firms, and,
« expansion in the scale of operation of

existing firms.
 Capital moves into the industry, shifting
the market supply to the right. This will

continue until price falls to ATC.
* In the long-run, competition drives

economic profit to zero.

Copyright ©2006 Thomson Business and
Economics. All rights reserved.
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Economic Losses and Exit
« If average total cost exceeds price, firms

will suffer an economic loss.
* Economic losses induce:

« the exit of firms from the market, and,
« areduction in the scale of operation of

the remaining firms.

» As market supply decreases, price will rise
to average total cost.

 Thus, profits and losses move price toward
the zero-profit long-run equilibrium.

Copyright ©2006 Thomson Business and
Economics. Allrights reserved.
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Long-run Equilibrium

« The two conditions necessary for long-run equilibrium in

a price-taker market are depicted here.

[« The quantity supplied and the quantity demanded must be
equal in the market, as shown below at P, with output Q.

« Given the price established in the market, firms in the
industry must earn zero economic profit (P = ATC).

Price Firm Price Ser Market
WIS fe
P, d|| P
Output Output
i Q
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Adjusting to Expansion in Demand

« Consider the market for toothpicks. A new candy that

sticks to teeth causes the market demand for toothpicks to
increase from D, to D, ... market price increasesto P, ...
shifting the firm’s demand curve upward. At the higher
price, firms expand output to g, and earn short-run profits.

« Economic profits will draw competitors into the industry,
shifting the market supply curve from S, to S,.

Price Firm Price Sl Market
”{'C ATC
Py f dz P,
Py d; Py
D, MD.
——p g g JO 2
Output itput
G: 9z QQ e
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Adjusting to Expansion in Demand

« After the increase in market supply, a new equilibrium is

established at the original market price P, and a larger rate
of output (Q,).

* As the market price returns to P,, the demand curve facing
the firm returns to its original level.

« In the long-run, economic profits are driven down to zero.
« Note that here the long-run market supply curve is flat (S;,).

Price Firm Price Sl Market
”{'C ATC
i l\\ /dz "
S
Py d,[| P "
D
< g H 1 2
Output S = Output
G G Q:Q,Q;
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Adjusting to a Decline in Demand

« If, instead, something causes market demand for toothpicks
to decrease from D, to D, ... the market price fallsto P, ...

shifting the firm’s demand curve downward, leading to a
reduction in output to g,. The firm is now making losses.

« Short-run losses cause some competitors to exit the market,

and others to reduce the scale of their operation, shifting the
market supply curve from S, to S,.

Price Firm Price SZ Sl Market
LIE sare

Py l dif| Py

P, . —, [ S
i ND, D
P — N 2] JO

Output tput

G O Q Q e
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Adjusting to a Decline in Demand

« After the decrease in market supply, a new equilibrium is
established at the original market price P, and a smaller
rate of output Q.

* As the market price returns to P,, the demand curve facing
the firm returns to its original level.

« In the long-run, economic profit returns to zero.

« Note that here the long-run market supply curve is flat S;,.

Firm i Market
Price SZ Sl

MC aTC

Price

SIr

Py T d;

P, H d, P, A\ i
i < I\D D
i=—p output 2 Butput
G O QQ Q
TR BeSS 3
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Long Run Supply

e Constant-Cost Industry:

industry where per-unit costs remain

unchanged as market output is expanded

« occurs when the industry’s demand for
resource inputs is small relative to the total
demand for the resources

« The long-run market supply curve in a
constant-cost industry is horizontal.

, Copyight ©2006 Thomson Busines and
4 umpofistpige B Economics. Allighs reserved

Long Run Supply
* Increasing-Cost Industry:
industry where per-unit cost rises as market
output is expanded
« results because an increase in industry output
generally leads to stronger demand and
higher prices for the inputs
e The long-run market supply curve in a
increasing-cost industry is upward-sloping.
« This is the most common type of industry.

Copyriht ©2006 Tromsn Busines and
@ umpofirstpage W) econamics, Al ighs reserved
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Long Run Supply
 Decreasing-Cost Industry:
industry were per-unit costs decline as market
output expands
« implies either economies of scale exist in
the industry or that an increase in demand
for inputs leads to lower input prices
» The long-run market supply curve in a
decreasing-cost industry is downward-
sloping.
 Decreasing-cost industries are rare.

Copyright ©2006 Thomson Business and
4 wumprofistpage W) Economics. Allights reserved.

Increasing Costs & Long-Run Supply

« Consider an increase in the market demand that leads to a
higher market price, leading to short-run profits for firms.

« Economic profit entices some new firms to enter the market
and others to increase the scale of their operation ...shifting
the market supply curve out. The stronger demand for
resources (inputs) pushes their price up. Consequently, the
firm’s costs are now higher (ATC, & MC,).

Firm Market

MC.

Price 2ATC2 Price a S,
MC ATC, o2 SN A

\

\ D,
o

g 1
Output = Output
9y Q Q
€ e O "

Increasing Costs & Long-Run Supply
* The competitive process continues until economic profits
are eliminated. This occurs at equilibrium price P, <P,
and output level Q;> Q, .
« Because this is an increasing-cost industry, expansion in
market output leads to a higher equilibrium price.
* Thus, the long-run supply curve S is upward sloping.

. Firm . Market
Price Price
MC. 1
S,
P2 ..................... Slr
AW

i i D
9, Output Q; Q,Q; Output
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Supply Elasticity
and the Role of Time
« In the short run, fixed factors of production
such as plant size limit the ability of firms
to expand output quickly.
« Inthe long run, firms can alter plant size
and other fixed factors of production.
» Therefore, the market supply curve will be
more elastic in the long run than in the
short run.

1T
'qH
T

Copyright ©2006 Thomson Business and
4 wumprofistpage W) Economics. Allights reserved.

* The elasticity of the market Price
supply curve usually increases
as time allows for adjustment
to a change in price.

| » Consider the market supply
curve Sy,. Given price P, at
time 1, (51 is supplied. P,
« If the market price increases to
P,, initially Q, is supplied, but | P1 |-
|5 with time the number of firms
i and their scale changes.

Il « Given this new higher price, as
time passes, larger and larger
quantities of the good are
brought to market (Qs, Q,, Qs).

il The slope of the market supply 0 UQQ QO Qs

curve becomes flatter and flatter Outout
(more and more elastic) as the t;=1week  t; =3 months P
time horizon expands t,=1month t, =6 months
18 |'"-|r A Copyright ©2006 Thomson By a
E‘- W _! 4 umpofistpige B e moris. Al g s
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4 H' Profits and Losses

» Firms earn an economic profit by
producing goods that can be sold for more
than the cost of the resources required for
their production.

Profit is a reward for production of a
product that has greater value than the
value of the resources required for its
production.

Losses are a penalty for the production of a
good that consumers value less highly than
the value of the resources required for its
production.

Copih ez Thamson s
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Competition
Promotes Prosperity
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Competitive Process

» The competitive process provides a strong
incentive for producers to operate efficiently
and heed the views of consumers.

» Competition and the market process harness
self-interest and use it to direct producers
into wealth-creating activities.

Copyrigt €200 Thason B
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| Questions for Thought:

1. If the firms operating in a competitive price
taker market are making economic profit, what
will happen to the market supply and price in
the future?

2. How will an unanticipated increase in demand
for a price-taker’s product affect the following
in a market initially in long-run equilibrium?

a. short-run market price, output, and profitability
b. long-run market price, output, and profitability

Copyright ©2006 Thoms
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| Questions for Thought:

3. Which of the following will cause the long
run market supply curve for most products
supplied in competitive price taker markets to
slope upward to the right?

a. higher profits as industry output expands

b. higher resource prices and costs as industry
output expands

c. the presence of economies of scale as the
industry output expands

4. Which of the following is true? Self-interested
business decision makers operating in
competitive markets have a strong incentive to

a. produce efficiently (at a low-cost).
b. give consumers what they want.
c. search for innovative improvements.

) Copyright ©2005 Thoms
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End
Chapter 21
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