Competitive Markets
 Information can be obtained at a low cost, and low cost implies that everyone has enough information to make informed buying decisions. Therefore, buyers and sellers engage in trade at market prices determined by the intersection of supply and demand. In a competitive market, complete information is available to buyers and sellers.  “Even in the information age, information’s not costless, it take a while to research. As a consumer, you have to put a lot of work into doing just a simple price comparison. It’s possible for sellers to get away with higher prices even when their products are identical because consumers are not aware that they can get the same product for a lower price elsewhere. Even though perfect competition is unique, it shares a key feature with other market structures: that is, it maximizes profits or minimizes losses at the output quantity where marginal revenue equals marginal cost. Determining this output is an application of the marginal decision rule.” 

According to Susan Dadres, the Southern Methodist University says “the way the model works is in the long run, profits are driven to a normal level or what we call, “Zero Economic Profit”. This happens because when profits are higher than normal, new firms enter the industry that drives profits down. When profits are low, some firms exit and those that remain earn higher profits. In the long run you end up with this sustainable normal level of profit”. 

In a flawlessly competitive market structure, it is easy for firms to enter and exit the industry in the long run. Excess profits attract more competition, this increasing market supply and lowering market prices, a boon to consumers. Ease of exit allows firms to leave the industry if losses occur. The essence is: excess profits attract and losses drive away. Ease of entry and exit are also a factor in the sustainability of profits and long-run equilibrium. 

According to Susan Dadres, economists have a shortcut to quickly identify which output maximizes profit. This shortcut is also useful for real world business decision-making. What we do is look at how much producing another unit of product would add to revenue versus how much it would add to cost. If it would add more to revenue than cost, then it would make profit go up and it’s a good idea. If you continue to follow that rule, you end up producing where marginal revenue equals marginal cost. 

According to content specialist Ranita Wyatt competition is a driving force in a market economy. Price and output decisions depend on the competitive structure of the market. Structures vary from monopoly to perfect competition. For a few industries, changes in market conditions result in an immediate response on the part of buyers and sellers. The immediacy of response creates an environment in which price and output continually seek equilibrium. This constitutes a market structure called, “Perfect Competition”. Perfect competition is the ideal market situation because it leads to efficiency in the use of resources. In terms of output, it meets society’s wants more than any other market structure. In the real world, perfect competition is rare simply because having complete or perfect information is rare. Even so, perfect competition provides the basis for comparing the efficiency of other market structures. Perfect competition is based on certain assumptions: that it’s easy for firms to enter and exit the market; that a large number of firms produce identical goods and face a large number of buyers; and that buyers and sellers have complete information about market conditions. 

Marginal revenue is the additional revenue gained from selling an additional unit of output, therefore marginal revenue under perfect competition is the market price. In the perfect competition the marginal revenue equal market price. If marginal revenue is $5.00, then profits will be maximized or losses minimized at the output quantity where marginal cost is also $5.00. If marginal revenue equal marginal cost and it is also equal to minimum average total cost, then a business will be producing efficiently. “In a perfectly competitive market, marginal revenue and market price are one and the same. Since all sellers have to charge the same price, that price tells us how much selling another unit or product will add to the revenue” says Susan Dadres. 

A perfectly competitive market is made up of a large number of buyers and sellers. There are so many competitions, the action of an individual producer or consumer will not influence market price. In a perfectly competitive market, buyers and sellers are referred to as price takers, individuals or firms who take the market price as given.  When the market’s in equilibrium, there is a balance between quantity demand and quantity supplied. If price is too high, there’s a surplus and that motivates sellers to lowers their prices to get rid of that unwanted merchandise. When price is too low, there is a shortage and sellers know they can raise prices and they do. “They can get away with higher prices than what their rivals charge, so it’s a different situation” says Susan Dadres.  When everybody responds this way, we always end up with price at the equilibrium”. “If the situation where each seller differentiated its product from its rivals, we would call that, “A Monopolistically Competitive Market” that is different from perfect competition. In monopolistic competition, sellers do control their price to a certain extent. 

The total fixed cost is the horizontal line or costs that do not vary with production. Total variable cost begins when a firm engages in production, the sum of total fixed costs and total variable cost is total cost. The total fixed cost curve is rarely illustrated in the graph. The total revenue curve represents price times quantity sold.  At this point, profit is zero and total cost equals total revenue. As production continues to increase, total revenue exceeds total cost until the curves intersect again. When total revenue is greater than total cost, the firm is earning excess profit. The goal is to maximize profits and that occurs at the point where total revenue exceeds total cost by the largest amount. At this point, the vendor has reached the quantity that maximizes profit. The vertical distance between the total revenue curve and the total cost curve show the profit. 

In a perfectly competitive market, marginal revenue is constant, so it appears on a graph as a horizontal line. Marginal cost normally has a U-shape. It diminishes at first because of division of labor and then it rises because of the law of diminishing margin returns. Think of the price that we pay for a product as how much we value it.  So marginal revenue tells us what value consumers place on the last unit of product produced. 
