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pRICE DETERMINATION 
UNDER PERFECT 
COMPETITION 

1 What is Perfect Competition? I . 
rerfect competit ion is that situation of the market in which there are large number of buyers 

f "IJ ~eilers of ho:--:1ogeneous product. It is not possible to make any distinction between the units of 

·"€ cJmmodity being sold by different sellers. Under perfect competition, price of the commodity 1'.; 

~eterm1ned 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 

assumption of large number of sellers and homogeneous production, a firm operating under perfect 

:~'Tlpet1t1on is a price-taker and not a price-maker. In the words of Prof. Bilas, "The perfect 

:~mpet1tt0n LS characterised by the presence of many firms. They all sell identical products. The seller is 
c :mce-taker not price-maker." 

Note: Under perfect competition, demand (DD) or average revenue (AR) curve, i.e., price curve 

1s eQual to marginal revenue (MR) curve. Therefore, DD curve is parallel to OX-axis which signifies 

:,at AR= MR. 



~ Price Determination Under 
Perfect Competition .,. __ ,. a , .. ... 

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 
. . 

vanous 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 

·i,f {: Price . 
. ,. 

Demand . Supply 1, • Pressure onprlce i - ,.; .~ ". ·::'! : I • 

s 12 1 
10 10 2 D>S Exccu 
IS I 8 • 4 Demand 
20 6 6 D=S Equilibrium 
2S 4 8 
30 2 10 D<S Excess 
3S I 12 Supply 



regate demand for the commodity is equ;il to its aggregate supp ly It ,s illustrated w ith 

ch ag9 
· 

,,hi f following Table 1 ;ind F,g l 

•he help o . . 

· Tabl~ 1 Price Under Perfect Compet1t1on 
- - - -

~ uPplY of QoOd-X 
Price per unit Demand for 

(ill cloS•D) 
(t) Oood-X In dozen) 
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Figure 1 

dozens Since supply is more than demand, there will be compet,t,on among the sellers of 

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

demand. When price falls to ~ 3.00 per dozen, then demand becomes equal to supply. Thus, ~ 3 00 

oer dozen is the equilibrium price of good-X. If due to certain reasons price falls to ~ 2.00 per 

dozen then demand will be more than supply. It will lead to competition among buyers. As a result. 

price will begin to rise till it reaches ~ 3.00 per dozen. At this price, once again an equilib rium 

between 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 demand 

::urve. It slopes downward from left to right. SS is the supply curve of industry. It slopes upward from 

,eft to right. Supply curve($$) and demand curve (DD) intersect each other at point E. In other words. 

supply and demand are equal (30 dozens) at point E. Thus, t 3.00 will be the equilibrium price and 

D01nt E will be equilibrium point. 

If price rises to t 5.00 per dozen then supply (50 dozens) will be more than demand (10 dozens\ 

rig 1 shows that at the price of t 5.00 excess supply is equivalent to AB. In this situat ion supply 

~~ing more than demand, price will fall and once again be ~ 3.00 per dozen. In case price falls to 

1 
OO per dozen, then supply (20 dozens) will be less than demand (40 dozens). In Fig . 1 CD show::

~ of supply. In this situation demand being more than supply, price wi ll rise and once aga,n 

~ noo - -' per dozen. 

thtn Fig 
1. indicates that price of good-Xis determined by the industry at that point where 

1('1 

1nd 
•s equal to supply. Price of the good, under perfect competition 1s therefore 

ermined b 
r :3~ 2 Y the industry and each firm has to sell its product at this very pricP It ,5 shown by 

1A, and 2(8) 

lr1 F,g. 2lAJ to t Id 
E 1\ the e . · a emand curve DD mter~ects industry's supply curve SS cH po int E Thus, point 

qud1br1um p t d O ·1·b . 
o,n an pis the equ1 I num price. Fig. 2(8) refers to f, rm s demand curve 

C 



(1) Effect of Change in Demand on Price: Supply y o, 
' remaining unchanged, if demand increases price ' D ' s 

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 
~p 0 2 ' 

OX-axis and price on OY-axis. SS is the supply w 
' u 

ci:: P2 ' curve. DD is the original demand curve. The two a.. ·D, 

intersect at point E. So, OP is the equilibrium price 
' D 

and OQ the equilibrium quantity of demand and s ' 
supply. Supposing demand increases and ...0, ). 

0 
Q a, 0 2 assumes the form of D1D1 curve. This new 

QUANTITY 
demand curve (D1D1) intersects supply curve SS 

Fiqure 3 at point E1 . It means that when demand increases 
to OQ1 price also rises to OP1. On the contrary, y 

..,s, 
when demand decreases and takes the form of D 

/ 

D2D,. it intersects supply curve SS at point E
2 

which 
P, ,S: 

,s the new equilibrium point. Correspondingly, OP
2 Iv 

is the new equilibrium price. It signifies that when -p w 
u 

demand decreases to OQ2, price also falls to OP
2

. ii P2 n. s, 
(2) Effect of Change in Supply on Price: Demand D 

/ 

remaining unchanged, if supply increases price s / 
~ 

S2 falls and if supply decreases price rises. In other 0 
a , Q 0 2 

words, price varies inversely with supply. In Fig. 
4

, QUANTITY 

11·1 Figure 4 



1 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 
demand 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. S(A, B, C). Fig. 27(A) relates to a situation when 
increase in demand is proportionately greater than the increase in supply. Fig. 27(8) relates to a 
situation when increase in demand and supply is proportionately equal to each other. And Fig. 27(C) 
relates to a situation when increase in supply is proportionately greater than the increase in demand. 
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. h . •r I demand curve and SLS1 the initial supply curve. OP1 15 
19. (A), D1D1 1s t e in1 ia . . . d mand demand eq l"b • d OQ the equilibrium quantity. Due to increase in e ~ , u11 num price an 1 . S S However ,t 1s curve shifts to D2D2 and due to increase in sup~ly, supply curve shifts to : -' · ,n supply 

. d · proportionately greater than the incr ease a situation when increase in deman ,s hen demand 
Consequently, price increases to OP i and q~antity to ~Q: lmplymg t~1~1~r~1111 quJnt,ty. 
increases more than supply, price tends to rise along with <, r ,se Ill t">ql - uently 

I t ile, LCllSe<t 
t i ) lri r ,g S(B) inrr et1~e "' demand and supply is propo1 tioniltP to eac , _0 e t,0 111 LJQ1 to ' {tty 1n c. t t>d'.-i ~ pr,cp rerna,n~ urir hanyed c1t OP1 f>Vt>n when equil1br1u111 ciuctn 

oo. 



OQ1 to OQ. 

■ 3. Importance of Time Element in the Determination of Value 
-, "0,i ~ 

It 1s evident from the above discussion that price of a good is determined at a point wh 
· h h h · ere 1ts demand 1s equal to supply It is our experience t at once t e w eat arrives at the market 

. . . supply of 
wheat becomes constant but price of wheat either nses or falls. The reason for this change in 

. . price 1s 
change ,n demand for wheat, supply being fixed. It means that price of wheat has been infl 

. . . uenced 
more by its demand. Likewise, there are some goods whose price 1s influenced more by sup 

1 
Whether the price of a good will be influenced more by demand or supply depends on the time ta~:n 

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 be 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 equilibrium 

between demand and supply into four periods: 

Time Element 

Very Short-Period Short-Period Very Long-Period 

Market Price Sub-Normal Price Trade Cycle 

(1) Very Short-Period: It refers to that time period in which supply of a commodity cannot be 

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 at 

l0'o clock on Monday. But 200 rasgullas are demanded by the students for their party by 

ll'o 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 he 
. . · f ng stock 

has the stock. In very short period supply can, at best, be increased upto the ex1s 1 

which consists of 100 rasgullas in this example. Since supply is fixed in the very sho~ 

period, so demand plays greater role in the determination of price. The price that cornes tL 

prevail in the very short period is called Market Price. 
. . b . ncreased 

(2) Short-Period: It refers to that time period in which supply of a commodity can e I h 
I . . . h ·s not enou9 

on Yup to ,ts exutcng production capacity, if demand has increased. T ere 1 . tP' 
. . . . h induS ' 

t ime for a firm to install new machines nor for the new firms to enter t e 0u 
. II 24 hours, y 

Supposing you have a carpet manufacturing mill If you run your mill for fu pets 
· . 20 car 

can produce 10 carpets at the m ost. Supposing demand for carpets increases to y0ur 
d f . . I d rnand. 

per ay or two days only. Yo u will be unable to meet this add1t1ona e · stall 
. ·rne to ,n 

maximum production capacity is limited to 10 carpets only. You do not have ti eater 
I • . . d lays gr 

new ooms to increase your production. Thus, even in short-period, deman P 



■ 5. Difference between Short-Period and Long-Period 
Distinction between short-period and long-period needs further elaboration Foi!c,,,-: 

observations may be noted in this context. 

(1) In the short-period, supply can be changed only by varying the variable factors. The ;IX€': 

factors cannot be changed. On the other hand, in the long-period all factors are variac~ 
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 ex1st.r; 
f ,rms cannot install new plants. But in the long-period new firms can enter the industry a"c 
old firms can leave it. 

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

(4) In the short-period, demand exerts comparatively greater influence on the determinar,~
of price but with the passage of time the significance of supply tends to increase, ano in:~~ 
long-period both supply and demand are of equal significance. 

■ 6. Price Determination in Very Short-Period (Market Price) 
Price that 1s determined by the industry in very short period is called Market Price. 

~ Definition 

• Market Pnce 1s the price of a commodity which prevails in a m arket at a pdrt1cula1 cw:c> 

• (1) Determination of Market Price 
·r Market price 1'=> the JJrice of ct commodity prevailing dl a given time Suppo':.ing the ,nar~et pnl 

of po tatoes 1n the rno rrnng Wd'> t 2 00 per kg It 1~ the price that com es to prevail in the market in ve" 
short -period when th£:- supply of a comrnod1ty Cdll be 111creased upto ,ts stock only. ve,y short-per iod 

. -5 therefore. influenced by the dem,1nd If demand increas~~ in the very short-period, then pnce price 1 , 
· ed . ses and 1f demand decredses the1, µ, 1CP dlso deneast:>S However, pnce will be deterrrun also increa 

1n 
here d ernand fo r the c ommod,ty 1s equal to ,ts suµply To study prrce determination at that point w d . d goods are d1v1ded ,nto two p art s (1) Pe nshable goods. and (11) Durable goo s. very short -peno , 

AA 



ishable Goods (I) per 
• Good!> which perish very_ qu1ekly are called perishable goods, fo r example, fresh vegetables, lk grapes. etc. Goods which go out of fashion shortly are also called perishable goods, for 
'
111 le fashionable clothes, shoes, etc. Supply of such goods at any given time 1s fixed or perfectly t>,;1r11P d . I . t tC 1f deman increases, supp Y cannot be increased so readily and if demand decreases ,relJS d . . . · 1 cannot be decrease so qu1ekly. So, it 1s demand that plays dominant role in the ,\,pp Y · p · · · h · · · 1111nation of price. nee nses wit increase in demand and falls with decrease 1n demand cteter . . l)t>terrnination of market pnce of perishable goods is explained with the help of Fig . 7 

ln this figure, quantity of perishable good is shown 
0

n ox-axis and price on OY-axis. SS is very short-period 
supply curve of the industry. It is perfectly inelastic. It is a 
vertical line parallel to OY-axis signifying that in the very 
short-period supply remains fixed at OS level. DD is initial 
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 D1 D1 then the new equilibrium will be at point E1. It means that 
equilibrium price of the same quantity OS will rise from OP 
to OP1. lf in the very short-period demand decreases as 
shown by the demand curve D.:J)2 then the new 
equilibrium will be at point E2 and the new equilibrium 
price of the same quantity OS will fall from OP to OP2. 

• (ii) Durable Goods 

Y Market Supply of Penshable G on<1s 

s 

D. 

Q._ ___ ~~-----• ~ s 
QUANTITY 

Figure 7 

Some goods can be stored for a long time, for example, w~t, soap, ~I. te~-leaves, etc. Firms selling such products have a minimum reserve pric;e below which they will n~ II 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 pnce to rise. Thus, supply of durable goods can be increased or decreased L!QtO a limit even in very ~hart-period. It may however, be noted that supply can be increased only upto the ~~n~i~ ly_ing ~n!b, storJ<s. Market price of durable goods will be determined at a po i~t w~ere demand 1s eq ual to 
supply as shown in Table 2 and Fig. 8. v Durable Goods 

Table 2. Market Price of Durable Goods 
Supply of Rice Price per kg. Demand for Rice 

(Oulntaia) ( t) (Quintals) 
;; P, 

5 5 25 
10 7 20 

~ P L-----~ 
~ 
Cl p, 

15 9 15 

20 11 10 

25 13 5 X 

30 15 2 
~ - \ . ~- lo.l.. ,. 



-
■ 7. Price Determination in Short-Period c,-) ~ ~ ~ ::: 1.t-J ~ 

The sub-normal price is the price which is determined in the short-period. In shoft~~ rig~th-!: 
industry can in.crease the supply upto ~ sting production capacj!~ of firms. In~!_ry~upply cuNe 1n 
short-period is the summation of firms' supply curves. The short run supply curve of the firm is that 
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 costs 
by the prevailing price and S!Jffer the loss of average fixed cq.ili__. It is because even if the firm shut~ 
down or ceases to produce in the short-period it wHI continue to bear the fixed costs. lndustr, ~ 
short -run supply curve will be relatively more e~astic than the very short-period supply curve. Fig S 
shows the determination of sub-normal price. In Fig. 9, output is shown on OX-axis and price er 
OY-axis. SS is industry's short-run supply curve. It slopes upwards. DD is original demand cuNe. DD 
cu rve intersects short-run supply curve at point E. So OP will be the equilibrium price and OC 
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 D1D1 in Fig. 9. The shift in 
the demand curve will cause a shortage at the old price OP 
with the resu lt that the price will eventually be pushed upto 
OP _. At the sa·me t ime, each firm will adjust its output rate 
upward so that its marginal cost w,11 equal the higher price, 
w,th the resul t the indust ry's output will increase to OQ

1 
as 

shown by equil1br1um point E 1 • Conversely, due to decrease 
in d emand, the demand curve will shift from DD to D 1D ~- It 
w ill intersect the supplys curve at pomt E. ,.. At new 
eq~ilibrium point E.,, the pnce will tall to OP 1 and output to 
n n ·. · 

y 

0 

D, Sub Nonna! ?nee 

Q , Q o, 
QUANTITY 

Figure 9 

s 

\ 



, , ·~, ... ",u',, nrwuon Undor . 

1 a. Price Determination in the Long-Period or Normal Price Determination 
Nonnal price comes to prevail in the long penod It Is also called long-penod prir<' Nm m,,

1 price Is influenced more by supply than demand. 

~ Definition 

• According to Marshall, "N ormal Price is tha t pnce which tends to prevail in d n 11H ket wh~
11

1
11

11 
time is given to the forces of demand and supply to adj ust themselves . .. 

It is clear from this definition that normal price Is one that tends to preva
1
u

1
, thP long pe

11
od 

under perfect competition, i~ the lo~-run, supply get~$u~ff1c1ent time to adjust itself to the< t~,mqecl 

conditions in demand. If ~~ply is less than demand, price will rise and so will the prnf1b of the 

producers. Rising profits will tempt new firms to enter the indusfry and existing f11 ms to rxpa11d 
- ----. . 

themselves. Thus total supply will increase and all the producers will get normal prof1b only If 

-s upply is more than demand, price will fall and producers suffer losses. Some of tlw prodlllers rn.-,y 

l eave"'ffi""e i~ stry under pain of los·s.-Thus, total supply will decrease and once again pncp will II~p to 
its normal level. 

• Determination of Normal Price 

Determination of normal price is explained with the 

help of Fig. 10. In this figure, quantity of the product is 

shown on OX-axis and price on OY-axis. Total demand 

curve is DD and LS is the long-run supply curve. Demand 

and Supply curves intersect each other at point E: Normal 

price, therefore, is determined at OP. If due to some 

reasons industry raises price from OP to OP1 then normal 

pric,e again reverts back to OP. It is so because OP1 is not 

y 

Normal Pnc.e 

L 

s 

the equilibriWJLn_ _ rice. At o_e-1-prn;e, demand is OQ2 and o .___ _ __.___ _ _ ~~:--:::- --x 
~ d h l 0 2 N Q M Q I supply is OM. ·supply being more than deman , t e \ .. QUANTITY h ~ ;--s 

industry will have to lower the price to OP. If, on the . 
. p Figure 10 ~ contrary, industry lowers the pnce from OP to OP2, t~en . ~ 1 . e S'\.. -< o "-t frl' ~-< . 

this price too will not stay for long. It is so because at OP2 price, demand Is oq1 and supply Is ON. 1 e . 

demand is more than supply. This will induce the industry to raise the price to OP where demand Is 

equal to supply. However, it may be noted that the long-run supply curve will not always _be 

upward sloping. Its slope wiJI depend upon the law of returns_to~ J!! or C_!)sts u_nder which 
Production takes place. 

I 8.1 Long-Run Price or Normal Price and Returns to Scale 

Normal price is influenced by the returns to scale. It may be noted that in the 10119 pt>rind 
. - h - d d on law o f return , supply curve of an industry corresponds to its marginal cost wh1c in turn epenh s I n µrice i -, 

. h ·n normal price. In t e 0 119 ru · to scale. As such, change in marginal costs causes c ange I I costs or ,upµly 
I t The proportion In which the rnarq,nd a ways equal to marginal and average cos s. . ndN wh1l Ii rh,,t 
. . d t' depends upon the law of returns u Will change as a result of increase in pro uc ion 

Production is obtained. 
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