
Unit 6. 
 Firm behaviour 

and market structure: 

perfect competition 



In accordance with the APT programme 

objectives of the lecture are to help You to: 

determine short-run and long-run equilibrium, both for the 

profit-maximizing individual firm and for the industry; 

explain the equilibrium relationships among price, marginal and 

average revenues, marginal and average costs, and profits; 

understand the adjustment process to long-run equilibrium. 



Required reading 
Begg, D., R.Dornbusch, S.Fischer. Economics. 8th 

edition. McGraw Hill. 2005. 

Chapter 8. Perfect competition and pure monopoly: 

8.1. Perfect competition; 

8.2. A perfectly competitive firm’s supply decision; 

8.3. Industry supply curves; 

8.4. Comparative statics for a competitive industry; 

8.5. Global competition.  



Questions to be revised 

The relationships among the short-run and long-run 

costs: total, average and marginal; 

Total and marginal revenue; 

The profit-maximizing rule; 

Market supply and the law of supply; 

Market equilibrium; 

Efficiency of a competitive market; 

Tax incidence and dead weight loss. 



Perfect Competition 

• Many buyers and sellers 

• Each market participant is too small to affect 
the market price: firms are price-takers 

• All firms produce an identical (homogeneous) 
good 

• Free entry and exit 



Competitive Firm’s Demand Curve 

• A competitive firm can sell 
as much as it wants at the 
market price P*.  

• It cannot sell anything at a 
higher price.  

• Its demand curve DD is 
horizontal. 
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A  competitive firm will supply the product 

according to the rule: P=MC(Q). 

 Profit maximization by a 

competitive firm in short run. 
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Example: APT 1999 



A  competitive firm will supply the product in short 

run according to the rule P=MC(Q) if MC≥AVCmin. 
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Short-Run Output Decision and Supply 



Example: APT 2007, form B 
(continued)  



Equilibrium of a competitive firm and 
industry in the short run 
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Equilibrium of a competitive firm and 
industry in the short run 
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Short-Run Industry Supply Curve 
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Firm (Producer) makes decisions: 

 1) whether it wants to be in the market, and, if 
so, 

 2) how much output to produce. 
 

Decision 2: MR=P=MC; 

Decision 1: Price must exceed average cost. 
 

Long-Run Output Decision 



Long-Run Output Decision and Supply 

A  competitive firm will supply the product in long 

run according to the rule P=MC(Q) if MC≥ACmin. 
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Equilibrium of a firm 
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• When the market price exceeds P2, a typical 
firm can make an economic profit. 

• Hence many new firms will enter, and the price 
will fall back to P2.  



Comparative Statics for a Competitive Industry  

Equilibrium: 

SR: market price equates the quantity demanded to 
the total quantity supplied by the given number of 
firms in the industry when each firm produces on 
its short-run supply curve; 

LR: market price equates the quantity demanded to 
the total quantity supplied when each firm 
produces on its long-run supply curve, and the 
marginal firm makes only normal profits. 
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Example: APT 2006 (continued) 



Example: APT 2003 



Industry Supply Curves 

• Industry SRS - horizontal sum of the SRS curves of 
individual (existing) firms.  

 

• Industry LRS - horizontal sum of the LRS curves of 
existing firms and firms that might potentially 
enter the industry.  

 

• LRS curve is flatter than the SRS curve. 
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Upward-sloping Long-Run Supply Curve 
in an Increasing Cost Industry  
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• With an expansion of output of the 
industry input prices go up or 
higher-costs producers enter the 
market. 

• A is the point of the initial short-
run and long-run equilibrium. 

• An increase in demand shifts the 
demand curve to the right (or up). 

• In the short run the equilibrium 
moves from A to B.  Q↑ , P↑ 
Existing firms make positive 
economic profits.  

• In the long run existing firms 
expand their capital stock, new 
firms enter the industry, SRS 
curve shifts down. The 
equilibrium moves from B to C.  
Q ↑, P ↓ 

Upward-sloping Long-Run Supply Curve 
in an Increasing Cost Industry  



Example: APT 2011, form B 



• All firms are identical 

• Input costs do not change with output 

Horizontal Long-Run Supply Curve 
in a Constant Cost Industry  
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Downward-sloping Long-Run Supply Curve 
in a Decreasing Cost Industry  



Per unit tax and competitive equilibrium in short run 
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Profit without tax: 

Profit maximization without tax: 

Profit with a per unit tax: 

Profit maximization with tax: 



Per unit tax and competitive equilibrium in short run: welfare effects 
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Consumer surplus without tax: 

Consumer surplus with tax: 

Change in consumer surplus: 



Per unit tax and competitive equilibrium in short run: welfare effects 

 

0 q 

p, 

MC 

st=MC0+t 

 t 

*

tq  

A firm 

*

0q  

E1 

E2 

S0 

0 Q 

 p 
A St 

 B  C 

*

tQ  

*

0p  

Et 

E0 
*

0p  

*

tp  *

tp  

 MC0 

t t 

*

0Q  

 t 

Market 

q1 

t 

Q1 

*

0p -t *

0p -t 

D 

Producer surplus without tax: 

Producer surplus with tax: 

*
0 0

0 0 0 0 p E
PS TR VC S  

0t t t BCPS TR T VC S   

*
0 0Bp E F

PS S Change in producer surplus: 

*
0 0

0 0E Q
VC SVariable cost without tax: 

Variable cost with tax: 
*0 t

t CQ
VC S

Total revenue without tax: 
* *
0 0 0

0 0 p E Q
TR S

Total revenue with tax: * *
00 t t

t p E Q
TR S



Per unit tax and competitive equilibrium in short run: welfare effects 
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Example: APT 2006 (continued) 


