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cOMPETITION

g 1. What is Perfect Competition?

sertect competition is that situation of the market in which there are large number of buyers
g cellers of homogeneous product. It is not possible to make any distinction between the units of
e commodity being sold by different sellers. Under perfect competition, price of the commodity 15
setermined by the industry. At the price so determined, all the firms can sell any number of units of
e commodity. One price of the commodity tends to prevail in the market. As a result of the
sssumption of large number of sellers and homogeneous production, a firm operating under perfect
-gmpetition Is a price-taker and not a price-maker. In the words of Prof. Bilas, “The perfect

-ompetition s characterised by the presence of many firms. They all sell identical products. The seller (s
¢ orice-taker not price-maker.”

Note: Under perfect competition, demand (DD) or average revenue (AR) curve, i.e., price curve
s equal to marginal revenue (MR) curve. Therefore, DD curve is parallel to OX-axis which signifies
=at AR = MR
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Price Determination Under
Perfect Competition

S LA

Perfect Competitive Market

Perfectly Competitive Market is a situation
where large number of buyers and sellers are

engaged in the purchase and sale of
identically similar commodities, who are in
close contact with one another and who sell
freely among themselves.




Perfect Competitive Market

* Features
— Free and perfect competition
— Large number of sellers
— Large number of buyers
— Homogenous Product
— Free entry and exit
— Perfect Knowledge
— Perfect mobility of factors of production



Price Determination Under Perfect
Competition

 Total Demand

— The amount which people are willing to buy at
various prices.

* Total Supply

— The amount which the producers are willing to
put on the market at various prices.

Equilibrium between Demand &

Supply Price
Table 1
Equilibrium between Demand and Supply
Price Demand - Supply Pressure on price

5 12 |

10 10 2 D>S Excess

15 , 8 4 Demand
20 6 6 D=S Equilibrium
25 4 8
30 2 10 D<S Exccss
35 1 12 Supply




ate demand for the commodity is equal to 1ts aggregate supply. [t s illustrated with

whit b ng Table 1 and hig 1
o help of followng
'he Table I_EﬁEgn_de_r P_er_fect _Co[npetitiqn , s
— — 4? ineh r
— ply of Good-X | Price per unit Demand for
Sup

Lt'.lm:icl-x in dozen)

AU

- 50 5 10

(ndozem) |

30 3 30
20 2 40
I I
10 1 50 % @ %
QUANTITY
Table 1 indicates that when price of good-X is ¥5.00 Figiire 1
' . . igure
ser dozen. 1ts supply is of 50 dozens and demand is for 10
rs of

jozens Since supply is more than demand, there will be competition among the selle

J
good-X. Due to this competition price of good-X will fall. Fall in price will contract supply but extend

gemand. When price falls to 3.00 per dozen, then demand becomes equal to supply. Thus, 2300
oer dozen is the equilibrium price of good-X. If due to certain reasons price falls to 22.00 per
dozen then demand will be more than supply. It will lead to competition among buyers. As a result
orice will begin to rise till it reaches ¥3.00 per dozen. At this price, once again an equilibrium
netween demand and supply will be established.

in Fig. 1, units of good-X are shown on OX-axis and price on OY-axis. DD is the total demanc
curve. It slopes downward from left to right. SSis the supply curve of industry. It slopes upward from
eftto right. Supply curve (SS) and demand curve (DD) intersect each other at point E. In other words.
<upply and demand are equal (30 dozens) at point E. Thus, 3.00 will be the equilibrium price and
pont £ will be equilibrium point.

If price rises to 25.00 per dozen then supply (50 dozens) will be more than demand (10 dozens
5 1 shows that at the price of ¥5.00 excess supply is equivalent to AB. In this situation supp'y
ﬁf_’nq more than demand, price will fall and once again be Z3.00 per dozen. In case price falls t¢
?200 per dozen, then supply (20 dozens) will be less than demand (40 dozens). In Fig. 1. CD shows
‘h°"l9e of supply. In this situation demand being more than supply, price will rise and once again
“£ 7300 per dozen. ’

r
r

Fie
dﬂn.:d lhmdlcates that price of good-X is determined by the industry at that point where
is equal to supply. Price of the good, under perfect competition 15 therefore

’J“T'E'”Y.ln '
» zﬂA}:d t;yzthe industry and each firm has to sell its product at this very price 1t shown Dy
n {B) ’

]'“Fi 'r
5 the ezuj :JJ total demand curve DD intersects industry’s supply curve SS at point Thus, point
| T
rum point and OP is the equilibrium price. Fig. 2(B) refers to firm s demand curve



(1) Effect of Change in Demand on Price: Supply Y D,
remaining unchanged, if demand increases price o N :
rises and if demand decreases price falls. In other \ .
words, price varies with demand. In Fig. 3, P
quantity demanded and supplied is shown on = _ [Pz~
OX-axis and price on OY-axis. SS is the supply W N E. S
curve. DD is the original demand curve. The two & ! N )
intersect at point E. So, OP is the equilibrium price \ \D
and OQ the equilibrium quantity of demand and S s
supply. Supposing demand increases ang o
assumes the form of D,D; curve. This new gﬁm?nwm
demand curve (D;D,) intersects supply curve SS
atpointE,. It means that when demand increases
to OQ; price also rises to OP,. On the contrary, H
when demand decreases and takes the form of B ¢
D:D2.itintersects supply curve SS at point E, which b &, /s
1s the new equilibrium point. Correspondingly, OP, I “IN\E / -
i1s the new equilibrium price. It signifies that when
demand decreases to 0OQ,, price also falls to OP,.

(2) Effect of Change in Supply on Price: Demand al °
remaining unchanged, if supply InCreases price
falls and if supply decreases price rises. In other o a._a O
words, price varies inversely with supply. In Fig. 4, QUANTITY

Figure 3
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s Effect of Simultaneous Change in Demand and Supply on Equilibrium
Price

In order to simplify our study, we have confined ourselves to studying the effect of change in
jemand and change in supply independent of each other. However, there may be situations when
supply and demand happen to change simultaneously. Let us study the effect of simultaneous
changes in demand and supply with reference to Fig. 5(A, B, C). Fig. 27(A) relates to a situation when
ncrease in demand is proportionately greater than the increase in supply. Fig. 27(B) relates to a
stuation when increase in demand and supply is proportionately equal to each other. And Fig. 27(C)
'elates to a situation when increase in su pply is proportionately greater than the increase in demand.
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Figure 5

i Fig. S(A), DyD, is the initial demand curve and 5,5, the initial SPPP'V curve. OP, 'Z
®quilibrium price and OQ, the equilibrium quantity. Due to incregse In Eiemand. dem«?:s
Curve shifts to D,D, and due to increase in supply, supply curve shifts to S-S H_O“'e‘_’e' N
3 situation when increase in demand is proportionately greater than the Im-'eabe;g;::);d
rI”"*"Quenthf- price increases to OP. and quantity to OQ. Implying that whel

. | ‘ 5 num qu.mtlty
"Creases more than supply, price tends to rise along with a rise in equilibn .
- “onsequer
"o ' “h other consed
o " %(B), increase in demand and supply 1s proportionate to ea h ¢ ases from oQ: to

cncte
Prce 1emains unchanged at OP; even when equilibnum quantity
Q0
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® 3. Importance of Time Element in the Determination of Value

It 1s evident from the above discussion that price of a good is determined at 3 poInt w
demand i1s equal to supply It 1s our experience that once the wheat arrives at the mMarket, SUPply of
wheat becomes constant but price of wheat either rises or falls. The reason for this change in Dn::
change in demand for wheat, supply being fixed. It means that price of wheat has been inﬂuencel;
more by its demand. Likewise, there are some goods whose price is influenced more by Suppl,
Whether the price of a good will be influenced more by demand or supply depends on the time taken
by demand and supply to adjust themselves. Importance of time element in the determination of
value has been examined by Marshall. According to him, shorter the period, greater will pe the
influence of demand on price; and longer the period, greater will be the influence of supply in the
determination of price. Marshall has divided time element necessary to bring about equilibriyn
between demand and supply into four periods:

Nere

Time Element

U I 7

— — |
Very Short-Period Short-Period Very Long-Period ||

| \ 4
4 | b
‘ Market Price Sub-Normal Price | Trade Cycle 'l
.|

(1) Very Short-Period: It refers to that time period in which supply of a commodity cannotbe
increased beyond its existing stock, if the demand has increased. The firm does not have
time to increase its stock. Supposing your college canteen has a stock of 100 rasgullas !
10'0 clock on Monday. But 200 rasgullas are demanded by the students for their party by
110 clock. Obviously, the canteen contractor cannot prepare additional 100 rasgullas
within one hour at his disposal. He is helpless. He can supply 100 rasgullas only of which"®
has the stock. In very short period supply can, at best, be increased upto the existing StOCE
which consists of 100 rasgullas in this example. Since supply is fixed in the very Sh-or{;
period, so demand plays greater role in the determination of price. The price that O™
prevail in the very short period is called Market Price.

(2) Short-Period: It refers to that time period in which supply of acommodity can bel
only up to its existing production capacity, if demand has increased. There s noté

ncrease’
noug”

- . du5tr\‘

time for a firm to install new machines nor for the new firms to enter the Inrs you

Supposing | inQ mi il for full 24 hou™
PPOsing you have a carpet manufacturing mill. If you run your mill for 20 carpe®

can produce 10 carpets at the most. Supposing demand for carpets increases t0

[

N ¢

per day for two days only. You will be unable to meet this additional demanto nstd!
. . . | e

Maximum production capacity is limited to 10 carpets only. You do not have nmys grea“?r

: . a
new looms to increase your production Thus, even in short-period, demand pl




B 5. Difference between Short-Period and Long-Period

Distinction between short-period and long-period needs further elaboration Follgwe
observations may be noted in this context. '
(1) In the short-period, supply can be changed only by varying the variable factors. The -
factors cannot be changed. On the other hand, in the long-period all factors are varizs -

The supply can be changed according to demand.

(2) In short-period, there is not enough time for new firms to enter the industry. The exstr;
firms cannot install new plants. But in the long-period new firms can enter the industry 2
old firms can leave it.

(3) In the short-period, supply can be increased upto the existing capacity but In
long-period supply can be increased or decreased, according to the demand.

(4) In the short-period, demand exerts comparatively greater influence on the determinatc’
of price but with the passage of time the significance of supply tends to increase, anc 0™
long-period both supply and demand are of equal significance.

B 6. Price Determination in Very Short-Period (Market Price)
Price that is determined by the industry in very short period is called Market Price.

h Definition

@ (1) Determination of Market Price

Market price s the price of a commodity prevailing at a given time  Supposing the market price
of potatoes i1 the morning was 2200 per kg It 1s the price that comes to prevail in the marketin Ver;
Short-perlod when the supply of a commodity can be increased upto its stock only. Very shortvpeno‘
price is, therefore, influenced by the demand It demand increases in the very short-period, then prrc;
3150 increases and if demand decreases then price also decreases However, price will be determmém
atthat point where demand for the commodity 1s equal to its supply To study price determination

. are divided into two parts (1) Perishable goods, and (1) Durable good5
~ d gOOdS r
very short-perod,




() perishable Goods
@

- oods which perish very quickly are called perishable
OO

nelastic :
ne \ cannot be decreased so quickly. So,
wpply

it is demand that plays dominant role in the
rermination of price. Price rises with increas
dete

e In demand and falls with decrease in demand
~etermination of market price of perishable go
\

ods is explained with the help of Fig. 7
In this figure, quantity of perishable good is shown

1 OX-axis and price on OY-axis. SS is very short-period

T Market Supply of Penshable Gonds
wupply curve of the industry. 1t is perfectly inelastic. It is a D, S

;.enucal line parallel to OY-axis signifying that in the very DZD

short-period supply remains fixed at OS level. DD is initial o \\

demand curve. It intersects supply curve SS at point E. So '

OP will be the market price. If in the very short-period
demand increases, as shown by new demand curve D,D,

PRICE (?)
o

R, E:
then the new equilibrium will be at point E,. It means that \DD'
equilibrium price of the same quantity OS will rise from OP o
0 OP,. If in the very short-period demand decreases as OL g 2 >
shown by the demand curve D,D, then the new

: QUANTITY
equilibrium will be at point E; and the new equilibrium
price of the same quantity OS will fall from OP to OP..

Figure 7
® (ii) Durable Goods

Some goods can be stored for a long time, for example, wheat, soap, oil, tea-leaves, etc. Firms
selling such products have a minimum 1 reserve price below which they will not sell these products.
When price falls below this reserve price in the market, the sellers instead of selling these
durable Products at a loss put the same in the store

and wait for the demand to increase and the price

10 rise. Thys, supply of durable goods can be increased or decreased upto a_imit even in very
short-period. It ma

y however, be noted that supply can be increased only upto the quantity lying
in the stacks. Market price of durable goods will be determined at a point where demand is equal to
*UPPly as shown in Table 2 and Fig. 8. Y Durable Goods

Table 2. Market Price of Durable Goods X
s“pl‘lY of Rice Price per kg. |Demand for Rice |
(Quintais) () (Quintals) —p o
5 5 25 % Pl
10 7 20 g ol =t
15 9. 15 ’
20 1 10 y S
25 13 5 fool
30 15 2 l
Q v N -
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® 7. Price Determination in Short-Period < T, (... M Gl = Red o

. X { O,
The sub-normal price is the price which is determined in the short-period. In shoﬂfﬁ'eno& the

Industry can increase the supply upto existing production capacity of firms, Industry's supply curve r
short-period is the summation of firmswes. The short run supply curve of the firm is ths:
portion of marginal cost curve which is above the average variable cost curve. In other words, the
firms will continue to produce in the short period even when they cover their average variable cos:
Dy the prevailing price and suffer the loss of average fixed casts. It is because even if the firm shuts
down or ceases to produce in the short-period it will continue to bear the fixed costs. Industr
short-run supply curve will be relatively more elastic than the very short-period supply curve. fig ¢
shows the determination of sub-normal price. In Fig. 9, output is shown on OX-axis and price ¢°
OY-axis. SS is industry’s short-run supply curve. It slopes upwards. DD is original demand curve. oo

curve intersects short-run supply curve at point E. So OP will be the equilibrium price and CX
equilibrium output.

An increase in demand will increase equilibrium price

and output in the short-run. For example suppose that
demand curve shifts from DD to D,D, in Fig. 9. The shift in

the demand curve will cause a shortage at the old price OP
with the result that the price will eventually be pushed upto
OP . At the same time, each firm will adjust its output rate
upward so that its marginal cost will equal the higher price,
with the result the industry’s output will increase to 0Q, as
shown by equilibrium point £,. Conversely, dye to decrease
in demand, the demand curve will shift from pp tq D.D. It
will intersect the supplys curve at point £, At npew
.. equilibrium point E;, the price will fall to OP, ang output to
OO

PRICE (%)




S METETTUIN RO Unaer
g 8. Price Determination in the Long-Period or Norm

Normal price comes to prevail in the long period
price 1s influenced more by supply than demand
» Definition

« According to Marshall, “Normal Price is that pric
tume is given to the forces of demand and supply

al Price Determination

Its also called long-perod price Normal

e which tends to prevail in a marke
to adjust themselves *

It is clear from this definition that normal price is one that tends to Prevail i the long penod
Under perfect competitign, In the long-run, supply ets}'_éu‘f_f_l_ognt time to adjust itself to the changed

conditions in demand. [f gﬂdply is less than demand, price will rise and so will the profits of the
producers. Rising profits will tempt new firms to e

_nt;e_r the industry and existing firms to expand
themselves. Thus total supply will increase and all the producers will get normal profits only 1t
““jupply is more than demand, price will fall and pr

oducers suffer losses. Some of the producers may
“leavé the industry under pain of loss. Thus, total supply will decrease and once again price will nse to
its normal level.

t when tull

® Determination of Normal Price

Y

Determination of normal price is explained with the t _ ,\‘_\INO":‘:' Pr",“: .
help of Fig. 10. In this figure, quantity of the product is /1o o l
shown on OX-axis and price on OY-axis. Total demand L1 e —NA B
curve is DD and LS is the long-run supply curve. Demand . ¢ ) /
and Supply curves intersect each other at point E. Normal g P s
price, therefore, is determined at OP. If due to some x . T G // I
reasons industry raises price from OP to OP, then normal ) //'I N
Price again reverts back to OP. It is so because OP, is not S ! ! 0
the equilib[mrrg;grice. At OP, price, demand is OQ, and 0 e
supply is OM. Supply being more than demand, the | QUANTITY 3,
industry will have to lower the price to OP. If, on the =y :

contrary, industry lowers the price from OP to OP,, then o 2 | E)é'—?.ur{e IC?H ar vﬂ‘i&' |
this price too will not stay for long. It is so because at OP, price, qemand l? Oql and supply 1SON. (e,
demand is more than supply. This will induce the industry to raise the price to OP.where demandbls
equal to supply. However, it may be noted that the long-run supply curve will not :Iway: | :
uPward sloping. Its slope will depend upon the law of returns to scale or costs under whic
Production takes place.

g1 Long-Run Price or Normal Price and Returns to Scale

Normal price is influenced by the returns to ;cale. It may bg noted thdtdll? ::th\:::::;md
supply curve of an industry corresponds to its marginal cost. which in turn de:)enh :;0,“; e ek
toscale. As such, change in marginal costs causes change in normal price. In t ,,: o O.’ e
always equal to marginal and average costs. The proportion in which th(; r:zrl:“(umm et
Will change as a result of increase in production depends upon the law of 1 :

Production is obtained.
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