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Short Run Analysis of Competitive Industries

Relate cost curves to supply decisions by analyzing profit maximizing behavior under competitive conditions.

Profit maximization

1.  RULE 1:  Ignore FC since firm can't alter them

2.  Key concept of marginal revenue (MR)

3.  RULE 2:  To maximize profit, sell the Q where MR = MC 
the common sense logic of this rule

4.  Given perfect competition, MR = Price.  This means that  
the firm faces a horizontal demand curve at the current market price.

Hence, RULE  2' (for the competitive case): Sell the Q where MC = P to maximize profit

5.  Identify the economic profit (or loss) using P and ATC curve

6.  AVC and the shutdown point imply:
RULE 3:  Follow rule 2 or 2' only if P is greater than or equal to  AVC; if P less than AVC, set Q = 0.

7.  Do not maximize the profit margin (difference between P and ATC).
Do not sell the Q where P = ATC, in general.

This logic of profit maximization implies:  A firm's supply curve, under competitive conditions, is its MC curve above the AVC curve.  Marginal costs are essential to understanding firm behavior.


MC curve -- determines quantity
ATC curve -- determines profit, given choice of Q
AVC curve -- needed only to decide if it is rational to sell anything at all

Short run market supply curve = sum of firms’ supply curves (MC curves)

Harmony between short run equilibrium of firm and market

The Horizontal Demand Curve: How Plausible?

We assume the demand curve facing a firm in a competitive industry is horizontal or perfectly elastic (elasticity equals infinity). The true demand curve, it can be argued, is never perfectly elastic, but we make this assumption for convenience. We can show that the actual demand curve is so highly elastic, that assuming perfect elasticity is only a trivial distortion of the true situation.

To see this last point, consider the wheat market. Suppose the elasticity of demand for wheat in the entire market is  .1, which is rather inelastic.  Assume the price is $2.00 per bushel and 500,000,000 bushels are being bought and sold.

Farmer John increases his crop from 10,000 to 60,000 bushels and wonders how seriously this will affect the price.

We know that E = .1 = percentage change in Q / percentage change in P.  Now, ignoring the minus sign, the percentage change in

  Q  =  50,000 / ((500,000,000 + 500,050,000 / 2)) =  .0001

Hence, 

  .1  =  (.0001 / percentage change in price)

Thus, the percentage change in price = .001.  As one would think, adding 50,000 bushels to a market with 500 million bushels has a tiny effect on the price – one that would not even show up in the wheat market.  But even if the price changed by .001 percent, from Farmer John's point of view, the elasticity of demand is, using our formula,

  ((60,000 - 10,000) / (35,000)) / .001 = 1429

(The numerator is the percentage change in Q by John, while the denominator is the percentage change in price that would occur if he tried to sell the increased Q of 50,000.) This elasticity is so high that assuming it to be infinite changes nothing important.

