Chapter – 2
Economic Environment
Function of the economic environment

· The flexibility of the decision maker

· The alternatives he can consider

· The power to influence price or other terms of trade

· Whether he has any discretionary power in the market place

Four structures have been identifies and given extensive treatment:

1. Pure competition

2. Monopolistic competition

3. Oligopoly

4. Monopoly

Pure Competition

· The primary feature of importance in the pure competition structure is the large number of firms

· The individual firm faces a demand curve that is horizontal at the industry determined price level
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Firm level demand under conditions of pure competition

· The individual firm has no pricing decision to make

· Once production, storage, and when to sell decision are made, the decision maker must look to the industry determined price
Micro – Macro Paradox

· Production Agriculture is the best example of a sector of the economy that approaches the conditions of pure competition
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Fig. 1: Illustration of the reaction of the firm to an increase in industry price
· Note the increase is a movement along the MC or supply curve

· This is a rational response to the price increase  and this is consistent with economic theory (MR = MC)
· No new combine, tractor, or other equipment was bought into use in expanding output and the cost structure did not change

· Figure 2 illustrates the macro result, new firms enter and add to the production by each exiting firm

· Industry supply increases from SS to S’S’ and industry price falls – back to OP o
· At this point, we see the beginnings of a long-run problem


[image: image3]
Fig. 2: illustration of the macro results of increased output by existing firms and new firms that enter the industry

· If the individual firm did not increase output, would simply have fewer units of product to sell at the lower price

· By his own action, he cannot prevent the decline in price

· Unless he has alternative uses for his resources he faces the price problems

Let’s recap what has been discussed to this point:

1. Starting form an equilibrium position, industry demand increase, which increases the price to he individual firm

2. The individual firm responds to the higher price by increasing production and new firms enter industry

3. The aggregate or macro response from the many small firms increases industry supply and forces a decline in industry price (back to OP o in figure 2)

Reasons of stay in production after the prices fall

1. The alternative uses for the land resources are often limited. Also grains tend to be down when one price are down.

2. Capital equipment, such as combines and tractors, will usually be worth more in use even at relatively low product prices.

- MVP = MPP. P product, the curve shifts up when the price of the product increase and vice versa
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Fig.1: illustration of the economic forces that keep equipment in production
Figure 2 illustrates come of the many possible ‘response paths’ the individual firm might follow.

· The move from A to B is in response to an industry-wide increase in price

· But once the expanded production swells the market pipelines, prices tend to fall

· Out put can be well above that at point A even though price is the same

· Out put will tend to stay up until land and capital equipment are shifted out of production or into other uses
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Fig. 2: The supply response of the individual firm when industry price falls
Decision making in this situation

· The first need is to understand the environment within which the firm is operating

· Once the firm manager understands he is a price taker, he then realizes he cannot
· set price on his product above the ATC of production or

· expect the price to stay above the ATC of production in short run
· Requirement in coping with the markets is the capacity to use the analytical tools

1. The seasonal index that indicates the normal seasonal pattern in prices
2. Isolation and analysis of any cyclical production and price patterns

3. Models to predict the level and direction of change in cash prices are important aids to the marketing decision

Monopolistic Competition
· In this competitive structure, we are still dealing with many small producers and sellers but the condition of a homogeneous product across all sellers is missing
· When there is product differentiation or any reason for a potential buyer to prefer one seller’s product over another seller’s product, the individual seller no longer faces a horizontal demand curve

· Therefore marginal revenue is below demand at all quantity levels
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Profit maximizing position for individual firm: Monopolistic competition
· The demand curve facing the individual firm will shift with a change in industry demand for the general product grouping 

· How much change will occur depends on the degree of product differentiation at the firm level

· But the key point is that the producer does not have to be strictly a price taker

Oligopoly

· The structure labeled oligopoly moves still further from the pure competition end of the continuum and is a significant move beyond monopolistic competition
· Each firm is large enough for its  actions to influence the market

· Therefore the firms are interdependent and this interdependence becomes the key determinant of marketing strategies and pricing policies

· Product differentiation is the primary means of competition in an oligopolistic market structure

· This typically means huge sums of money spent on advertising 
· Price competition is avoided


[image: image7]
The uncertain demand structure of the oligopolistic firm

Price leadership
· An oligopolistic industry in its purest theoretical form is difficult to find

· There are sectors of our aquaculture processing industry that offer the key characteristics on an oligopoly- heavy reliance on non-price competition (advertising, unique services, packaging, etc.)

· There are two types of price leaders:

1. The dominant firm price leader. One firm is dominant by virtue of ether its relatively large share of the market or advantages in terms of lower costs of production
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Dominant firm price leadership

· The dominant firm equates MR and MC and maximizes profit at quantity OQ​​​d and price OPo 

· The small firms equalte MC to their MR (which is equal to price OPo)

· Fill in the rest of the total industry demand

2. The barometric price leader. A particular firm is essentially given the role of price leaser by other firms because of demonstrated efficiency in operation

· low cost of operation 

· proficiency in analyzing the market

· setting effective prices   
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Barometric price leadership: low-cost firm with two firms in the industry
· the low-cost firm maximizes profit at OQL and price OPL 
· the high-cost firm would like to produce OQH and charge a price of OPH 

· total industry output at price OPL is therefore 2OQ

Monopoly

· Instead of many small firms there is a single large firm

· In its purest form, the monopoly firm faces the equivalent of an industry demand curve

· In the agricultural sector, monopolies come close to being realized on a localized basis
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Short-run profit maximizing position for the monopoly firm
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Average cost curve for the natural monopoly
· The long run ATC continues to decline over all reasonable levels of operation

· Under these cost conditions, consumer can be served most efficiently (at lowest cost) by single firm































































