
  

 

 

Mod

Prod
Mark

Introd

O

dule 2 

uction,
ket Stru

uction 

 

Outcomes 

 

 Costs 
cture 

In th
choi
intro
imp
mar
expl
You

In te
a co
run 
we w
a mo
dete
mon
the m
pris

Upo

 

 

 

 

 

 

 

 

 

 

 

 and Pro

his module, w
ice of techno
oduced the d

plications of o
rginal cost an
lain the conc
u will also ex

erms of mark
ompetitive fir
market cond
will introduc
onopoly mar

ermination, p
nopoly. Anot
monopolistic
oners’ dilem

on completio

give exam
technolog

explain th

distinguis

distinguis

explain so

define the

describe s
diseconom

find the br

critique th
about how

ofit, and

we will exam
ology in orde
definitions of
opportunity c
nd per unit co
cepts of econ
xplore on bre

ket structure,
rm, its decisi
ditions and lo
ce types of im
rket. We will
price discrim
ther imperfec
c market. La

mma and its a

on of this mo

mples of the r
gy. 

he particular 

sh between p

sh between h

ome implicat

e relationship

some goods s
mies of scale

reak-even lev

he reasoning
w much to pr

C5 

d 

mine the relat
er to maximis
f economics c
cost and defi
osts. For pro

nomies of sca
eak-even ana

, you will fir
ion to shut do
ong-run mark
mperfectly co
l explain mo

mination of a m
ctly competi
stly, oligopo

application on

dule you wil

role of input 

meaning of c

roduction in 

historical and

tions of oppo

p between ma

subject to (a)
e. 

vel of output

 given by ma
roduce. 

 Economic Env

tionship betw
se efficiency
cost and prof
ine the relatio
duction in lo
ale and disec
alysis. 

st explore th
own, relation
ket entry / ex
ompetitive m
nopoly outpu
monopoly an
tive market t

olistic models
n oligopoly w

ll be able to: 

prices in the

cost and prof

the short run

d incremental

ortunity cost.

arginal cost a

) economies 

t for a simple

anagers of a 

vironment of B

ween input p
y. You will b
fits. We will
onship betwe

ong run, we w
conomies of s

he output dec
nship betwee
xit adjustmen
markets, starti
ut and price 
nd social cos
to be introdu
s and the con
will be discu

e choice of 

fits in econom

n and the lon

l costs. 

. 

and per unit 

of scale and

e product.  

competitive 

Business 

87 

rices and 
e 

l explain 
een 
will 
scale. 

cision of 
en short-
nt. Then 
ing with 

sts of a 
uced is 
ncept of 
ussed. 

mics. 

ng run. 

costs. 

d (b) 

firm 



Module 2  

88 
 

Term

T

 

 

minology

 

erminology 

 

 

 

 

 

 

 

 

 

 

 

 

 

y 

Brea
anal

Econ
scal

Econ
scop

Marg

Mon

infer econ
announcin

explain th
long-run m

describe t

describe h
the price t

explain w
customers

identify th

describe m

compare o
competitio

name the 
between p

articulate
applies to

explain w
correct an
oligopolis

ak-even 
lysis: 

nomies of 
e: 

nomies of 
pe: 

ginal produc

nopoly: 

nomic princip
ng a competi

he relationshi
market adjus

the types of i

how a monop
to charge. 

why a monopo
s. 

he social cost

monopolistic

outcome und
on. 

chief market
perfect comp

e the concept
o oligopoly. 

what an oligop
nd incorrect d
stic models o

Given
many 
have t
is also

Firm e
total c

Cost-s
two or
cost th

t: Extra 
is hire
the ch
the am

Mono
that ha
highly

 

ples from an
itive firm’s d

ip between s
stment. 

imperfectly c

poly determi

olist charges

ts of monopo

cally competi

der monopoli

t structures th
petition and m

t of prisoners

polistic mod
descriptions 
operate. 

n the compan
units of a pa

to sell to cov
o called cost-

experiences 
cost as a resu

saving occur
r more produ
han for each 

output produ
ed. Marginal 
hange in total
mount of labo

opoly consist
as no close s
y differentiat

n in-depth bu
decision to sh

hort-run mar

competitive m

ines the quan

s different pri

oly. 

itive market 

istic competi

hat occupy th
monopoly. 

s’ dilemma a

del is and dist
of the way d

ny's fixed and
articular prod
ver all its cos
-volume-prof

a fall in the l
ult of its expa

rs when it is p
ucts together
product sepa

uced when an
product is c

l product (∆Q
our employe

ts of a single 
substitutes; th
ted from the 

siness news 
hut down. 

rket conditio

markets. 

ntity to produ

ices to differ

structure. 

ition and per

he spectrum 

and state how

tinguish betw
different 

d variable co
duct does a c
ts of product
fit analysis. 

long run aver
ansion.  

possible to p
r at a lower p
arately 

n additional 
alculated by 
Q) by the cha
d (∆L). 

seller of a pr
hus the produ
products of a

 

 

 

story 

ons and 

uce and 

rent 

rfect 

w it 

ween 

ost, how 
company 
tion?  It 

rage 

produce 
per-unit 

worker 
dividing 

ange in 

roduct 
uct is 
all other 



  

 

 

Prod

Introd

 

uction,

uction 

 

Mon
com

Olig

Opp

Pric
disc

Prod

Pure
perf

 Costs 

Prod
serv
as in
reso
mos
the r
prod

Bus
sect
serv
that 
fish
proc
othe

 

nopolistic 
mpetition: 

opoly: 

portunity cos

e 
crimination: 

duction: 

e competition
fect competit

 and Pro

duction is the
vice that has 
nputs. Remem
ources are the
st businesses
result of this
duced. 

sinesses and t
tors dependin
vice (also kno

extract or cu
ing and agric
cessing good
er industries.

firms

Mono
with s

Oligop
firms 
from e
produ
sale.

t: The co
it. The
cost o
acquir

A firm
custom
costs o
same.

The p
a good

n or 
tion: 

Pure c
identi
inform
cheap
buy th

ofit 

e process of 
economic va
mber that na
e three econo
 include all t

s production,

the industrie
ng on the typ
own as ‘terti
ultivate natur
culture. The 

ds, and includ
 Finally, the 

C5 

opolistic com
slightly differ

poly consists
whose produ
each other th

uct design, pr

ost of someth
e opportunity

of all those th
re that item. 

m selling the 
mers for diff
of producing
  

rocess of tra
d or service t

competition c
cal products 

mation – all f
pest inputs, an
he cheapest p

transforming
alue. Resourc
atural resourc
omic resourc
three of these
 the quantity

s in which th
pe of product
ary’). The pr
ral resources
secondary se

des manufact
service secto

 Economic Env

mpetition con
rentiated pro

s of a relativ
ucts are typic
hrough some 
romotional ef

hing is what 
y cost of an i
hings that mu

same produc
ferent prices 
g for the two 

ansforming a 
that has econ

consists of m
in an enviro

firms know w
nd all consum
products. 

g a set of res
ces used in p
ces, capital re
ces used in pr
e factors of p

y of a good o

hey operate f
tion: primary
rimary sector
s, such as min
ector involve
turing and co
or includes t

vironment of B

sists of more
oducts. 

ely small num
cally differen
combination

fforts and pla

you give up
item refers to
ust be forgon

ct to differen
even though
customers a

set of resour
nomic value.

many firms pr
onment of ful
where to buy
mers know w

ources into a
production ar
esources, and
roduction. In
production. O
r service tha

fall into one o
y, secondary,
r includes in
ning, forestry
es fabricating
onstruction, a
trade industri

Business 

89 

e firms 

mber of 
ntiated 
n of 
ace of 

p to get 
o the 
ne to 

nt 
h the 
are the 

rces into 
 

roducing 
ll 

y the 
where to 

a good or 
re known 
d human 
nputs for 
Output is 
at is 

of three 
, or 
dustries 
y, 
g or 
among 
ies (both 



Module 2  

90 
 

 

 

 

reta
info
sect

Cho

In p
from
inten
cert
mor

Sup
$10
a su
you 
of fi
com

The
show
are a
mor
capi
subs
adop
labo
with
Tech
inten
unit

T

Tab
alte

How
who
busi
of o

il and whole
ormation indu
tors, they all 

oice of tec

producing a c
m several pro
nsive proces
ain quantity 
re capital and

ppose you hav
0,000 you ha

upply of mate
discover tha

five possible 
mbination of w

e combination
wn in Table 
available. Te
re workers an
ital) to produ
stituted for o
pt labour-sav
our. They can
h machines a
hniques B, C
nsive. Techn
ts of labour b

Technique

A 

B 

C 

D 

E 

ble 2.1 Input
ernative tech

w does a busi
o want to ear
iness’s produ

output with th

esale) such as
ustries. Desp
follow the sa

chnology 

certain good 
ocesses using
ss employs m
of output. C

d less labour 

ve started a s
ave saved. Y
erials. Before
at you can m
production p
workers and 

ns of labour 
2.1. Five dif

echnique A is
nd fewer mac
uce 1,000 dia
one another. I
ving technolo
n automate a
and can subst
C, and D are 
nique E is the
but 10 units o

Units of C

1

ts required t
hnologies 

iness decide 
rn as much pr
uctive efficie
he least costl

 

s banking an
pite the differ
ame product

or service, b
g a different 

more labour a
onversely, a 
to produce t

small compa
You rent a bui
e hiring work

make 1,000 ‘S
processes, ea

machines. 

and capital e
fferent techn
s most labou
chines (10 un
apers per day
If labour bec
ogies; that is

assembly line
titute capital 
increasingly 
e most capita
of capital. 

Capital (K)

2 

3 

4 

6 

10 

to produce 1

which produ
rofit as possi
ency, which m
ly mix of inp

d insurance, 
rences betwe
tion principle

businesses ca
combination

and less capit
capital- inte

the same qua

any, ‘Simple 
ilding to use
kers or buyin
Soft Diapers’
ach involving

employed in 
niques of prod
ur- intensive 
nits of labou

y. However, i
comes more e
s, they can su
es by replacin
for land whe
more capita

al-intensive, 

Units o

1,000 diaper

uction proces
ible should tr
means makin

puts. Selectin

and the new
een these thre
es. 

an typically c
n of inputs. A
tal to produc

ensive proces
antity of outp

Diapers,’ wi
 as a factory

ng sewing ma
 a day by usi

g a different 

each process
ducing 1,000
since it requi

ur and two un
inputs can al
expensive, fi
ubstitute capi
ng human be
en land is sca

al- (and less l
requiring on

of Labour (L

10 

6 

4 

3 

2 

rs by means

ss to use? Ow
ry to maximi
ng a given qu
ng the most e

 

 

 

w 
ee 

choose 
A labour-
ce a 
ss uses 
put. 

ith 
, and buy 
achines, 
ing one 

s are 
0 diapers 
ires 

nits of 
lso be 
irms can 
ital for 
eings 
arce. 
labour-) 
nly two 

L) 

 of 

wners 
ise the 
uantity 
efficient 



  

 

 

S

What a

 

Study skills 

 

are costs

 

proc
on t

Use 
prod

T

Solu

s? 

To d
us fi
your
of a
Mor
Eco
and 

Wha
its o
pays
etc.)
to co
cost

You
how
mea

Tota
prod

 

cess, therefor
the prices of 

the followin
duces the sam

Technique

A 

B 

C 

D 

1. The pric
optimal 

2. Which p
C, or D?

utions: 

1. Techniq

2. Techniq
techniqu

determine wh
find the seem
r diapers bus

an altruistic d
re likely, how

onomists norm
this assumpt

at is a firm’s
output (diape
s to buy inpu
) is called its
over costs. W
t. That is, 

ur objective i
w a firm goes
asure its total

al revenue is
duces times t

re, depends b
these inputs.

ng informatio
me amount o

Units of

2

5

9

14

ce of both lab
production t

production te
? 

que C is best 

que A uses m
ues. 

hat a cost is, 
mingly obviou
siness. It is c
desire to prov
wever, you st
mally assum
tion works w

s profit? The 
ers) is called 
uts (fabric, ab
s total cost. Y
We define pro

Profit = T

is to make yo
s about maxim
l revenue and

s the easy par
the price at w

C5 

both on the q
. 

on for the nex
f output. 

f Capital 

bour and cap
technique: A

echnique is th

(least cost). 

more units of 

you must be
us answer to 
conceivable t
vide nearby f
tarted your b
e that the go

well in most c

amount that
its total reve
bsorbent fille

You get to ke
ofit as a firm

Total revenu

our firm’s pr
mising profit
d its total cos

rt: it equals th
which it sells

 Economic Env

quantity of ea

xt two quest

Units of La

15 

8 

3 

1 

pital is $1 per
A, B, C, or D?

he most labo

The total cos

labour than a

egin with the
what costs a

that you start
families of in
business to m
al of a firm i
cases. 

t the firm rec
enue. The am
er, workers, 
eep any reven

m’s total reve

e − Total cos

rofit as large 
t, we must co
st. 

he quantity o
s its output. I

vironment of B

ach input use

ions. Each te

abour 

r unit. What 
? 

our intensive:

st is $12. 

any of the ot

e firm’s objec
are by focusi
ted your firm
nfants with d

make money. 
is to maximi

ceives for the
mount that yo

sewing mach
nue that is no
nue minus it

st. 

as possible. 
onsider fully

of output the
f you produc

Business 

91 

ed and 

echnique 

is the 

: A, B, 

ther 

ctive. Let 
ng on 

m because 
diapers. 

se profit, 

e sale of 
our firm 
hines, 
ot needed 
ts total 

To see 
y how to 

e firm 
ce 1,000 



Module 2  

92 
 

 

 

 

‘Sof
The

In th
on t
com
ther

Op

Whe
cost
cost
that 
inclu
serv
wee
susp
opp
expe

Firm
cost
outs
beca
reco
buil
estim
opp
cost
betw
betw
stud
deci
inclu
acco
resu

The
case
mon
diap
this 
econ
will
if yo
$10
is to
full-

Eco
opp

ft Diapers’ a
e measuremen

he example g
the choice of

mbination of t
re is more to 

portunity c

en measuring
t. The cost of
t of an item r
item. When

ude all the o
vices. When y
ek to go on a 
pending your
ortunity cost
enses associa

ms face two t
ts are paymen
side of it. Exp
ause they inc
ords. These c
ldings, mach
mates of wha
ortunity cost
ts relate to th
ween explicit
ween how ec
dy how firms
isions are ba
ude both wh
ountants keep
ult, they mea

e difference b
e of ‘Soft Dia
ney as a man
pers business
cost, it neve

nomist, howe
l affect the de
our wage as 
0 to $200 pe

oo costly and
-time manag

onomists defi
ortunity that

nd sell them 
nt of your fir

given above 
f the Techniq
the two inpu
this than can

costs 

g costs, econ
f something 
refers to all th
n economists 

pportunity c
you close do
fishing trip, 

r operation te
t. For econom
ated with you

types of cost
nts made by 
plicit costs a
clude all the 
costs include 
inery and ma
at owners giv
t of pursuing
he resources p
t and implici

conomists and
s make produ
sed on both e

hen measurin
p track of the
sure the expl

between econ
apers’ factor

nager, your ac
s. Because no
er shows on t
ever, will co
ecisions you 
a manager o

er day, you m
d choose to sh
er. 

ine as opport
t results from

 

at $1 a diap
rm's total cos

as in Table 2
que (A to E), 
uts and the pr
n be seen in t

nomists alwa
is what you g
hose things t
speak of a fi
osts of makin

own your bus
the amount 

emporarily w
mists, this co
ur fishing ac

ts: explicit co
a business to

are also referr
costs that ap
such items a

aterials. In co
ve up by bein

g this course 
provided by 
it costs highl
d accountant
uction and pr
explicit and 

ng a firm’s co
e money that
licit costs bu

nomists and a
ry. When you
ccountant wi
o money flow
the accountan
unt the forgo
make in you

f a T-shirt pr
might decide 
hut down the

tunity cost th
m some cours

er, your tota
st, however, 

2.1, your tota
which in tur

rices of the in
the first insta

ays use the co
give up to ge
that must be 
irm’s cost of
ng its output
siness of mak
of income th

would be a re
ost is as real a
ctivities. 

osts and impl
o other busin
red to as acc

ppear in the b
as payments 
ontrast, impl
ng involved 
of action ove
the owners. 
ights an imp
ts analyse a b
ricing decisio
implicit cost

osts, econom
t flows into a

ut often ignor

accountants 
u give up the
ill not count 
ws out of the
nt’s financia
one income a
ur diaper bus
roducing com
that running 
e factory in o

he value of an
se of action, e

l revenue is $
is more chal

al cost would
rn depends on
nputs. Howev
ance. 

oncept of opp
et it. The opp
forgone to a

f production, 
t of goods an
king diapers 
hat you forgo
eal cost to yo
as the out-of

licit costs. Ex
nesses or peo
counting cost
business acco
made for wo

licit costs are
with a busin
er another. Im
This distinct

portant differ
business. Eco
ons. Because
ts, economist
ic costs. By 
and out of fir
re the implici

is easy to see
e opportunity
this as a cos

e business to 
al statements.
as a cost beca
siness. For ex
mpany rises f

your diaper 
order to beco

ny sacrificed
even if no ou

 

 

 

$1,000. 
llenging. 

d depend 
n the 
ver, 

portunity 
portunity 
acquire 

they 
nd 
for a 

o by 
ou, the 
f-pocket 

xplicit 
ople 
ts 
ounting 
orkers, 
e 
ness – the 
mplicit 
tion 
ence 
onomists 
e the 
ts 
contrast, 
rms. As a 
it costs. 

e in the 
y to earn 
t of your 
pay for 
. An 
ause it 
xample, 
from 
business 

ome a 

d 
utright 



  

 

 

Distinguishing

 

mon
busi
both
cost
A, a
(pric

The

As f
you 
Ano
sacr
estim
by w
or $

Eco

 between

In a
only
deem
cons
are c
cost
incr

A su
expe
cour
clea
cons
any 
does
one 
norm
cons

For 
loca
own
mak

 

netary payme
iness are all t
h explicit and
ts of producin
are $210 – tw
ced at $20 an

e implicit cos

1. The opp
up in thi

2. The opp
the firm

for the first c
could depos

other implicit
rifice by wor
mate the valu
working for s
$130, represe

onomic costs

$340 

n relevant

analysing the 
y those relev
med relevant
sidered in a d
considered ir
ts are relevan
remental and

unk cost, som
enditure that
rse of action

arly irrelevan
sidered to be
decision abo

s not change
that does ch

mally, but no
sidered relev

example, M
al fruits and v
ner figures th
ke a reasonab

ent is made. 
the opportun
d implicit co
ng 1,000 dia

wo units of la
n hour of ma

sts consist of 

portunity cos
is business.

portunity cos
m that you hav

cost, you mig
sit your $100
t cost would 

rking as the m
ue of your w
someone else
ents the oppo

s 
= 

Exp

t and irre

cost of a par
ant to the de
t if it will be 
decision. Co
rrelevant. Tw
nt are the crit
d the fixed ve

metimes refe
t is not affect
. Based on th

nt. The oppos
e relevant bec
out a future c
e with the lev
hange with th
ot always, co
vant. 

other’s Day 
vegetable ma
here is enoug
ble profit. Ho

C5 

Thus, the ec
nity costs inv
sts. Therefor

apers per day
abour ($5 per
achine work)

f two compon

st of the capit

st of your ow
ve establishe

ght estimate t
0,000 in a ban

be the wage
manager of y

work as $100,
e. The sum o

ortunity costs

plicit costs 

$210 

elevant co

rticular ques
ecision at han

affected by 
sts not affect
wo commonl
teria called r

ersus variable

rred to as his
ted by any de
he definition
site of sunk c
cause it is de
course of act
vel of questio
he level of qu
onsidered irre

falls on the w
arket buys 10
gh local dema
owever, the e

 Economic Env

onomic cost
volved in pro
re, for ‘Soft D
y based on, le
r hour) and 1
.  

nents: 

tal investmen

wn time as the
ed. 

that, rather th
nk account a

e that you as 
your company
, which is wh
of these two c
s for ‘Soft Di

+ 
Impli

$

ost 

tion, econom
nd should be 
the choice o
ted by the ou
ly used ways
respectively s
e. 

storical cost,
ecision conc

n of relevant c
cost is increm
efined as a co
tion. Fixed co
on or output. 
uestion or ou
elevant, whil

weekend and
00 rose bouq
and to sell al
estimate turn

vironment of B

s encountere
oduction and 
Diapers,’ the
et us say Tec
10 units of ca

nt that you h

e owner man

han making 
and earn $30 
the owner of
y. You migh
hat you woul
costs ($30 + 
iapers’. Ther

icit costs 

$130 

mists recomm
considered. 
f alternatives
utcome of a d
s to determin
sunk versus 

, is a prior 
erning a futu
cost, sunk co

mental cost. T
ost associated
ost is the cos
A variable c

utput. Fixed c
le variable co

d the owner o
quets for $5 e
ll 100 at $10 
ns out to be w

Business 

93 

ed by a 
include 

e explicit 
chnique 
apital 

have tied 

nager of 

diapers, 
a day. 

f the firm 
ht 
ld earn 
$100), 

refore, 

mend that 
A cost is 

s being 
decision 
ne which 

ure 
ost is 
This is 
d with 
st that 
cost is 
cost is 
ost is 

of the 
each. The 
each to 

wrong. 



Module 2  

94 
 

S

 

 

Study skills 

 

 

 

By m
this 
histo
the r
bou
bou
unso

Eco

Whe
know

If th
prof
whe
from
gain
cost
$34

Eco

 

You
The 
cost

1. 

2. 

 

mid-afternoo
stage, the $5
orical or sun
roses at a low
quets - sunk
quets picked
old flowers.

onomic pro

en economic
wn as econo

his gives a ne
fit, or a loss. 
en you have c
m it. If 1,000
ned by produ
ts of $340 ar
0): 

onomic profi

$660 

ur brother has
revenue from

t of each use 

The opportu

A. $5, t

B. $8, t

C. $1, t

D. $2, t

The econom

A. -$8,

B. $8, t

C. -$2,

D. $2, t

on, 40 bouqu
5 that was pa

nk cost. It can
wer price sho
. In fact, if th

d up for comp

ofit 

c costs are su
omic profit. 

egative figure
The daily ec

calculated to
 diapers sold

ucing is $1,00
e deducted, w

it 
= 

To

s a plot of lan
m each use i
is zero. 

unity cost of u

the value in u

the value in u

the differenc

the differenc

mic profit of u

 the value in

the value in t

 the differen

the differenc

 

uets remain u
aid for the flo
nnot be retrie
ould be indep
he owner mu
posting, it m

ubtracted from

e, the busine
conomic prof
otal revenue a
d at a price of
00 ($1×1,000
we get an eco

otal revenue

$1,000 

nd that has th
s $5, $6 and 

using the lan

use R.  

use T. 

ce in value be

ce in value be

using the lan

n the use T.  

the use T. 

nce in value b

ce in value be

unsold. What
owers is irrel
eved. A decis
pendent of th

ust pay to hav
might be worth

m total reven

ess faces a ne
fit of ‘Soft D
and subtracte
f $1 each, th
0 shirts). Wh
onomic prof

- 
Econ

hree alternat
$8, respectiv

nd for use S i

etween use R

etween use T

d for use S is

between use 

etween use T

t should be d
levant. It is a
sion to sell th
he price paid
ve the unsold
h giving awa

nue, the exce

egative econo
Diapers’ rema
ed economic

hen the total r
hen the econo
fit of $660 ($

nomic costs 

$340 

tive uses: R, S
vely. The acc

is — 

R and S.  

T and S. 

s — 

T and S.  

T and S. 

 

 

 

done? At 
a 
he rest of 

d for the 
d 
ay any 

ess is 

omic 
ains 

c costs 
revenue 
omic 

$1,000 − 

S, and T. 
counting 



  

 

 

Time a

Produ

 

 

as a facto

uction in t

 

3. 

Solu

or in the d

The
very
busi
hand
the l
of su
ther
cann
thes
cost
assu
all t
or v

the short

The
quan
man
mac
agri
– th
shor
know
inclu
exam

 

The local ve
he wishes at
each cantalo
making — 

A. a tot

B. a tot

C. a no

D. a no

utions: 

1. B. Oppo
alternati

2. C. Econ
total cos
costs are

3. A. Total
total rev
differen

determin

e time period 
y important i
iness decisio
dled by divid
long run. Re
upply and de

re are certain
not be chang
se resources i
ts that are irr
umes there is
their resource
variable and t

 run 

e previous sec
ntities of one
nufacturing, c
chinery they 
iculture, ther

he land availa
rt run are kno
wn as variab
ude the labou
mple, as the 

egetable and 
t the market p
oupe is $0.50

tal economic

tal economic

ormal profit o

ormal profit o

ortunity cost 
ive: Use T. 

nomic profit i
sts. Accounti
e $8 (the rev

l profit is tot
venue is $20.
nce is an econ

ation of r

in which a f
in determinin
on. In the eco
ding time per
emember that
emand and p

n resources su
ged within th
is either sunk

relevant to a 
s enough tim
es. Conseque
therefore rele

ction showed
e or more of 
companies u
use or the siz
e is typically
able for farm
own as fixed
ble inputs. Ty
ur and mater
owner of ‘So

C5 

fruit vendor 
price of $2 e

0. He chooses

c profit of $1

c profit of $2

of $15. 

of $20. 

is the value 

is total reven
ing costs are

venue from U

tal revenue le
.00 and total 
nomic profit 

relevant c

firm’s cost st
ng which cos
onomic analy
riods into tw
t this distinct
rice elasticity
uch as land, f
e time period
k or fixed. Th
short-run dec
e for manage
ently, all long
evant to a pa

d that short r
a business’s

usually canno
ze of their fa

y an addition
ming. Inputs th
d inputs. Inpu
ypically, vari
rials a busine
oft Diapers,’

 Economic Env

can sell as m
each. Total co
s to sell 10 c

5.  

20.  

of the highe

nue (which fo
 zero, but ec

Use T). 

ess total cost
cost is $5.00
of $15.00. 

cost 

tructure is be
sts are releva
ysis of cost, t

wo basic type
tion was also
y. In the sho
factory space
d allowed. T
hus, there wi
cision. Long
ers to vary th
g-run costs a

articular busin

run is the per
 inputs canno

ot adjust the q
actories on a 
nal quantity th
hat cannot b
uts that can b
iable inputs i
ess uses in pr
 you are con

vironment of B

many cantalo
ost to him of
antaloupes. H

st (next-best)

or Use S is $
onomic oppo

t. For the ven
0. Therefore,

eing consider
ant to a partic
the time facto
s: the short r
o used in the 

ort run, we as
e, and machi
he cost of us
ill always be

g-run analysis
he costs of ut
are either inc
ness decision

riod during w
ot be varied.
quantity of 
short notice.
hat cannot be
e adjusted in

be adjusted a
in the short r
roduction. Fo

nsidering adju

Business 

95 

oupes as 
f carrying 
He is 

) 

$6) minus 
ortunity 

ndor, 
, the 

red is 
cular 
or is 
run and 
analysis 

ssume 
inery that 
sing 
e certain 
s 
tilising 

cremental 
n. 

which 
 In 

. In 
e varied 

n the 
are 
run 
or 
usting 



Module 2  

96 
 

Total, 

 

 average 

 

 

your
have
with
inpu
num
the 

 and marg

To i
emp
in to
with
mea
inpu
vari
agai
see 
wor
– re

Colu
incr
addi
anal
outp
the q
extr
prod
chan
Gre

(1) L
P

Wor

Tab

Colu
prod
wor

r current pro
e already bou
hout a consid
ut for your bu

mber of work
short run. 

ginal pro

increase prod
ploy more of 
otal product, 
h a given wo
asure of a com
ut in making 
iable inputs, 
in, let us look
what happen

rkers employ
mains consta

umns 1 and 2
reases, total p
ition to total 
lysing produ
put produced
quantity of l

ra output pro
duct is calcul
nge in the am
ek capital let

Labour Total 
roduct (L) 
rkers per day 

0 

1 

2 

3 

4 

5 

6 

ble 2.2 Produ

umns three a
ducts for ‘So
rkforce’s ave

oduction of 1
ught three se
derable delay
usiness in the

kers you emp

duct 

duction of a c
f all variable 

which is the
rkforce. The
mpany’s sca
virtually all 
such as natu
k at ‘Soft Di
ns to total pro
yed is change
ant. 

2 of Table 2
product incre
product, two

uction in the s
d per worker 
abour (L) em
duced when 
lated by divi

mount of labo
tter ‘delta,’ w

(2) Margi
Product (

(Packs of dia
per day

uction in the

and four of T
oft Diapers’. 
erage product

 

,000 packs (
ewing machin
y. Hence, the
e short run. H

ploy, so labou

certain good
inputs includ

e overall quan
e employmen
le of product
products. Ho

ural resources
apers’. Say y
oduct for you
ed but the num

.2 show that
eases until th
o other conce
short run. Av
and is found

mployed. Mar
an additiona

iding the cha
our employe
which signifi

nal 
(Q) 
apers 

y) 

(3) A

(Pac

0

480

1,000

1,350

1,600

1,700

1,650

e short run

Table 2.2 list
When you em
t is 450 pack

10 diapers p
nes and cann

e three machi
However, yo
ur represents

d or service, a
ding workers
ntity (Q) of o

nt of labour i
tion, since la
owever, busi
s or semi-pro
you conduct 
ur business w
mber of sew

t as the numb
he fifth worke
epts are impo
verage produ
d by dividing
rginal produ
al worker is h
ange in total p
d (∆L). (The
ies a change 

Average Produ
(∆Q/∆L)  

cks of diapers p
day) 

4

52

35

25

10

- 

t the margina
mploy three 

ks of diapers 

er pack) a da
not acquire m
ines represen
ou can chang
s a variable in

a business m
s. The result 
output assoc
s a convenie

abour is a var
inesses also u
ocessed good
a few experi

when the num
wing machine

ber of worker
er is hired. In
ortant when 

uct is the qua
g total produc
ct, in contras
hired. Margin
product (∆Q

e symbol ∆ is
in some vari

ct 

er 

(4) 
(Packs o

per

 

80 

20 

50 

50 

00 

50 

al and averag
workers, the
per day (1,3

 

 

 

ay. You 
more 
nt a fixed 
e the 
nput in 

must 
is a rise 
iated 
nt 
riable 
use other 

ds. Once 
iments to 
mber of 
es - three 

rs 
n 
you are 

antity of 
ct (Q) by 
st, is the 
nal 
) by the 
s the 
iable.) 

 (Q/L)  
of diapers 
r day) 

0

480

500

450

400

340

270

ge 
e 
50 



  

 

 

Dimin

The th

ishing m

hree stage

 

diap
of th
prod
divi

Ave

Mar

Not
beco
Mea

arginal re

The
prod
retu
fixe
unit
incr
dim
flow
false
the f
food
conc
corr

es of pro

The
2.1, 
bott
grap

In th
rate
rang
this 
beco
tota
the b

 

pers, three wo
his worker is
duct (1,350 p
iding the diff

erage produc

rginal produc

e that margin
omes negativ
anwhile, aver

eturns 

e marginal pr
duction in th

urns, at some 
ed input – the
ts of the varia
reasingly sca

minishing mar
werpot to gro
e, then, as yo
flowerpot wo
d supply cou
clusion sugg
rect. 

oduction 

e total produc
and its marg

tom graph. B
ph’s first ran

he top graph
, giving the c
ge, marginal 
second rang

omes flatter. 
l product dec
business. 

orkers). If a 
s 250 packs, 
packs) from t
ference by th

t   = 

To

ct = 

C
p

w

nal product p
ve at the sam
rage product

roduct values
e short run. A
point – as m

e marginal pr
able input (fo

arce fixed inp
rginal returns

ow food. If th
ou used more
ould rise at a

uld be provid
gests that the 

ct for ‘Soft D
ginal product

Both graphs c
ge, marginal

’s first range
curve a posit
product beg

ge continues t
In the final r

creases. Poin

C5 

fourth worke
which come
the new total

he change in 

otal product (

Number of 
workers (L)

Change in tota
product (∆Q)

Change in 
workforce (∆L

peaks when t
me point that 
t peaks at tw

s in Table 2.
According to

more units of 
roduct will st

for example, w
put (for exam
s, consider w
he law of dim
e labour, the 
a faster and f
ed from this 
law of dimin

Diapers’ is sh
t and average

can be divide
l product rise

e, total produ
tive slope tha
ins to fall bu
to rise but at
range, margi

nts in this las

 Economic Env

er is added, t
s from subtra
l product (1,6
the workforc

(Q) 

= 

al 
) 

= 

(1

L) 

the second w
total product
o workers. 

2 reflect a la
o the law of d
a variable in
tart to decrea
workers) are

mple, land). F
what would h
minishing ma

total produc
faster rate un
single pot. T

nishing marg

hown in the t
e product are

ed into three 
es as more w

uct rises at a h
at gets steepe
ut is still posi
t a lower rate
inal product 
st range will n

vironment of B

the marginal 
acting the ol
600 packs), a
ce from three

1,350 

3 

,600 –1,350)

(4-3) 

worker is hire
t begins to dr

aw that applie
diminishing 
nput are adde
ase since the
e being added
For the law o
happen if you
arginal return
ct of food gro
ntil the world
The absurdity
ginal returns 

op graph of F
e shown in th
ranges. In th

workers are ad

higher and h
er. During th
itive. Total p
e, so that the 
falls below z
never be cho

Business 

97 

product 
d total 
and 
e to four: 

= 450 

) 

= 250 

ed and 
rop. 

es to 
marginal 
ed to a 
 new 
d to an 

of 
u used a 
ns were 
own in 
d’s entire 
y of this 
must be 

Figure 
he 
he bottom 
dded. 

higher 
he second 
product in 

curve 
zero and 
osen by 



Module 2  

98 
 

 

 

 

Figu

Not
mar
480
diap
wor
decr
has 
prod
250 
prod
shar
and 
prod
appa

ure 2.1 

ice that as th
rginal produc
, whereas the

pers. This pro
rkers increase
reases (law o
a marginal p

duct of 350 p
packs of dia

duct. As the n
re equipment
more worke

duction of di
arent in both

he number of
ct increases. 
e second wor
operty is call
es beyond sta
of diminishin
product of 52
packs, and th
apers. This pr
number of w
t and work in

ers are hired, 
iapers. Increa
h figures, dep

 

f workers inc
The first wor
rker has a m
led increasin
age I (stages

ng or decreas
20 diapers, th
he fourth wor
roperty is ca

workers incre
n more crow
each additio

asing and dim
picted in Figu

creases within
rker has a m
arginal produ

ng returns. As
s II and III), t
sing returns).
he third work
rker has a ma
alled diminish
eases, additio
ded conditio

onal worker c
minishing ma
ure 2.1. 

n stage I, the
marginal produ

uct of 520 pa
s the number
the marginal
. The second
ker has a mar
arginal produ
hing margina

onal workers 
ons. Hence, a
contributes le
arginal produ

 

 

 

 

e 
uct of 
acks of 
r of 
 product 

d worker 
rginal 
uct of 
al 
have to 

as more 
ess to the 
uct are 



  

 

 

S

 

Study skills 

 

 

 

 

 

Use 

L
(w

 

1. 

2. 

3. 

Solu

 

 

the followin

Labour 
workers) 

0 

1 

2 

3 

4 

5 

6 

Total produc

A. 70 u

B. 73 u

C. 78 u

D. 86 u

Average pro

A. 10 u

B. 12 u

C. 14 u

D. 15 u

Diminishing

A. first

B. seco

C. third

D. four

utions: 

1. C. Total
(13 x 6)

2. C. With 
adds 10 
product 

3. C. The m
respectiv
worker.

ng table to an

Total 
Product 

0 

15 

32 

48 

60 

— 

— 

ct, if six wor

units of outpu

units of outpu

units of outpu

units of outpu

oduct, if five

units of outpu

units of outpu

units of outpu

units of outpu

g returns set i

t 

ond 

d 

rth 

l product is a
. 

4 workers, t
more units t
divided by t

marginal pro
vely are 15, 

C5 

nswer the nex

Marginal 
Product 

— 

— 

— 

— 

— 

10 

— 

rkers are emp

ut. 

ut.  

ut.  

ut. 

workers are 

ut. 

ut. 

ut.  

ut. 

in with the  

average produ

total product 
to make a tot
the number o

ducts of the 
17, and 16. T

 Economic Env

xt three ques

Average
Product

— 

— 

— 

— 

— 

— 

13 

ployed, is —

employed, i

   wor

uct times the

is 60 units. 
tal of 70. Ave
of workers (7

first, second
The decline b

vironment of B

stions. 

e 
 

— 

is — 

rker. 

e number of w

The fifth wo
erage produc

70/5). 

d, and third w
begins with t

Business 

99 

workers 

orker 
ct is total 

workers 
the third 



Module 2  

100 
 

The pr

 

roduction

 

 

n function

Firm
that 
firm
busi
and 
whe
fixe
cost
busi
are w
typi
all i
vari

Cos
refle
disc
see 
Tab
prod
mea
prod

You
cost
incu
cost
how
time
prod
Tab
$10

Her 
prod
labo
The
zero
bun
bun

A fi
the t
cost
prod
The
cost
fixe

 

n to the t

ms incur cost
they plan to

m’s productio
inesses use f
variable cos

en a business
ed inputs such
ts, (TVC) in 
iness adjusts
wages and p
ical fixed cos
nputs, both f

iable costs at

sts and produ
ects its produ
cussed in the 
how these re

ble 2.3. This 
ducer. From 
asures of cost
duction and p

ur neighbour
ts, which do 
urred even if 
ts include the

w many T-shi
e bookkeeper
duced, the bo
ble 2.3 shows
0. 

variable cos
duced, includ
our. The mor
e third colum
o if she produ
dle consists 
dles) T-shirt

irm’s total co
total cost in t
t. While marg
duct, per-uni
ese costs are r
ts. Hence, the
ed cost, avera

total-cost

ts when they
o sell. In this
on process an
fixed and var
sts. Fixed cos
s changes its 
h as machine
contrast, rela
 the quantity
ayments for 
st is the cost 
fixed and var
t each quantit

uction are two
uction functi
last chapter,

elated measu
table present
data on a fir
t which will 
pricing decis

’s total cost c
not vary with

f the firm pro
e rent she pay
irts she produ
r to pay bills
ookkeeper’s 
s your neighb

sts, which ch
de the cost of
re T-shirts sh

mn of the table
uces nothing
of 20 units) o

ts and so on.

ost is the sum
the fourth co
ginal cost is 
it costs are ex
related to a b
ere are three 
age variable c

 

t curve 

 buy inputs t
module, we 

nd its total co
riable inputs,
sts, or total fi
quantity of o

ery and land.
ate to variabl

y produced. T
materials us
of machiner
riable, and is
ty of output.

o sides of the
on, whereas 
, is a reflectio

ures are deriv
ts cost data o
m’s total cos
turn out to b

sions in futur

can be divide
h the quantit

oduces nothin
ys because th
uces. Similar
s, regardless 
salary is a fi
bour’s fixed 

hange as the f
f materials su

he makes the 
e shows the v

g, $56 if she p
of T- shirts a

m of fixed an
olumn equals
based on cha

xpressed in t
business’s fix
separate typ

cost and ave

 

to produce th
will examin

ost. In the sho
 they face co

fixed costs, (T
output since 
. Variable co
le inputs, wh
The most imp
sed in produc
ry. Total cost
s found by ad
 

e same coin. 
the firm’s su
on of its cost

ved, consider
on your neigh
st, we can de
be useful whe
re chapters. 

ed into two t
ty of output p
ng at all. You
his cost is th
rly, if she ne
of the quanti
xed cost. Th
cost, which 

firm alters th
uch as fabric
more materi
variable cost
produces one
and $106 if s

nd variable co
s fixed cost p
anges in a bu
terms of a sin
xed costs, va
pes of per-un
rage cost. 

he goods and
e the link be
ort run, just a
orresponding
TFC), do not
these costs r

osts or total v
hich change w
portant varia
ction, wherea
t (TC) is the 
dding fixed a

A firm’s tot
upply curve, 
ts relationshi
r the example
hbour – the T

erive several 
en we analys

types. The fix
produced, are
ur neighbour
e same regar

eeds to hire a
ity of T-shirt

he second col
in this exam

he quantity o
c, thread, ink
ial she needs
t. The variab
e bundle (eac
she produces 

osts. In Tabl
plus total var
usiness’s tota
ngle level of 
ariable costs 
nit costs: aver

 

 

 

d services 
tween a 
as 

g fixed 
t change 
relate to 
variable 
when a 
able costs 
as the 
sum of 

and 

tal cost 

ips. To 
e in 
T-shirt 
related 

se 

xed 
e 
r’s fixed 
rdless of 
a full-
ts 
lumn in 

mple is 

f output 
k, and 
s to buy. 
ble cost is 
ch 
two (20 

le 2.3, 
riable 
al 
output. 
and total 
rage 



  

 

 

 

(1

Qua
of Ou
[Q] (
of u

Tab

Whe
divi
bun
divi
of $

 

 

1) (2) 

antity 
utput 
Tens 
nits) 

Total 
Fixed 
Cost 

[TFC] 

0 100

1 100

2 100

3 100

4 100

5 100

6 100

7 100

8 100

9 100

10 100

ble 2.3 Meas

 Average
which y
its total 

 Similarl
unit of o
variable

 The ave
found in

en three bun
ided by the to
dle. Similarl
ided by three
$51.33. Let u

(3) 

Total 
Variable 

Cost 

[TVC] 

0

56

106

154

205

263

332

416

519

646

801

sures of tota

e fixed cost (
you derive by

product (Q).

ly, average v
output, which
e costs (TVC

erage fixed, a
n columns fiv

dles are prod
otal product,
ly, the $254 v
e bundles of T
us observe the

C5 

(4) (5

Total 
Cost 

[TC] 

Aver
Fixe
Co

[AF

100

156 100

206 50

254 33

305 25

363 20

432 16

516 14

619 12

746 11

901 10

l and averag

(AFC) is the 
y dividing the
. 

variable cost 
h you derive 

C) by total pro

average varia
ve, six, and s

duced, the bu
 giving an av
variable cost
T-shirts, resu
e calculation

 

 Economic Env

5) (6) 

rage 
ed 
st 

FC] 

Average
Variable

Cost 

[AVC] 

0.00 56.00

0.00 53.00

.33 51.33

.00 51.25

0.00 52.60

6.67 55.33

4.29 59.42

2.50 64.87

.11 71.77

0.00 80.10

ge cost 

fixed cost pe
e business’s 

(AVC) is the
by dividing 

oduct (Q). 

able, and ave
seven. 

usiness’s fixe
verage fixed 
ts at this leve
ulting in an a
ns: 

vironment of B

(7) 

e 
e 

 

Average 
Total 
Cost 

[ATC] 

  

0 156.00 

0 103.00 

3 84.67 

5 76.25 

0 72.60 

3 72.00 

2 73.71 

7 77.37 

7 82.88 

0 90.10 

er unit of out
fixed costs (

e variable co
the business

erage total co

ed costs of $
cost of $33.3

el of producti
average varia

Business 

101 

(8) 

Marginal 
Cost 

[MC] 

56

50

48

51

58

69

84

103

127

155

tput, 
(TFC) by 

ost per 
s’s 

osts are 

100 are 
33 per 
ion are 
able cost 



Module 2  

102 
 

 

 

 

Ave

$33

Ave

$51

Ave
cost

Ave
each
the T
fixe
aver

Av
c

Alth
tell 
prod
rises
num
prod
to $

MC

As w
conc
deci
thes
abou
mar
tota
tota

erage fixed c

.33 per batch

erage variabl

.33 per batch

erage total co
t per unit of o

erage cost is 
h quantity of
T-shirt make

ed cost is $33
rage total cos

verage total 
cost (AC) 

84.66 

hough averag
us how much
duction. The 
s when the fi

mber is the m
duction from
254, so the m

C = 
(Chan

(Cha

will be even 
cepts of aver
iding how m
se concepts d
ut her costs o
rginal cost ex
l cost. Avera
l cost is divid

ost (AFC)  

h (of 10 shirt

e cost (AVC

h (of 10 shirt

ost (ATC) (or
output. 

the sum of a
f output. The
er produces t
3.33 and the a
st of $84.66.

=

Avera
cost

3

ge total cost t
h total cost w
last column 

irm increases
marginal cost.
m two to three
marginal cost

nge in total c

nge in quant

clearer in th
rage total cos

many T-shirts 
do not actuall
of production
xpress, inform
age total cost
ded evenly o

 

=

ts) =

C) =
V

ts) =

r simply ‘ave

average fixed
refore, for ex
three bundles
average vari
 

age fixed 
t (AFC) 

+

33.33 

tells us the c
will change a

in Table 2.3
s production
. For exampl
e (units) of T
t of the third

cost) 
= 

tity) 

e next chapte
st and margin
to produce. 

ly give your 
n. Instead, th
mation that i
t tells us the 
over all the u

Fixed costs 

Variable costs

th

erage cost’) 

d cost and av
xample, in co
s (units) of T
able cost is $

+

Average 
cost (A

51.

cost of the typ
as the firm al
3 shows the a

n by one unit 
e, if your nei

T-shirts, total
d (unit) of T-s

∆TC 
= 

∆Q 

er, your neig
nal cost extre
Keep in min
neighbour n

he average to
s already con
cost of a typ

units produce

(TFC) total p

(Q) 

$154 

3 shirts 

s (TVC) tota

(Q) 

$254 

hree shirts 

is the busine

erage variab
olumn seven

T-shirts, the a
$51.33, givin

variable 
AVC) 

33 

pical unit, it 
lters its level
amount that 
of output. Th
ighbour incr
l cost rises fr
shirts is $48.

305-254 

4 - 3 

ghbour will fi
emely useful

nd, however, 
new informat
otal cost and 
ntained in he

pical unit of o
ed. Marginal 

 

 

 

product 

al product 

ess’s total 

le cost at 
n, when 
average 
ng an 

does not 
 of 
total cost 
his 
eases 

rom $206 
. 

= 51 

find the 
l when 
that 

tion 
the 

er firm’s 
output if 
cost tells 



  

 

 

Cost ccurves an

 

us th
of o

nd their s

Grap
enab
outp
cost
data
follo

Figu

In p
whe
aver
Figu
The
vert
curv
vari

The
som
econ

Whe
form
num
incr
aver
flatt

 

he increase i
output. 

shapes 

phs of the co
ble us to see 
put increases
t has on the a
a in Table 2.
owing about 

ure 2.2 

previous stud
en you were 
rage and mar
ure 2.2 graph

e horizontal a
tical axis mea
ves: average 
iable cost (AV

e cost curves 
me features th
nomy. Let us

 The sha

 The sha

 The rela

en no shirts a
mula is zero, 
mber. Averag
reases, since 
rage fixed co
ter as output 

n total cost t

ost data in Ta
the pattern o

s. They also h
average varia
3 or the grap
marginal co

dy sections, g
analysing the
rginal cost he
hs your neig

axis measure
asures margi
total cost (A
VC) and mar

shown here 
hat are comm
s examine th

ape of margin

ape of averag

ationship betw

are produced
meaning tha

ge fixed cost 
the denomin

ost curve has
rises. 

C5 

that arises fro

able 2.3 are p
of change of 
help us to vis
able and aver
phs in Figure
ost’s impact o

graphs of sup
e behaviour 
elp you analy
hbour’s cost
s the quantit
inal and aver

ATC), averag
rginal cost (M

for your neig
mon to the co
hree features 

nal cost. 

ge total cost.

ween margin

d, the denom
at average fix
then falls as 

nator in the fo
s a negative (

 Economic Env

om producin

presented in 
the different
sualise the im
rage total co
e 2.2, we can
on average v

pply and dem
of markets. S
yse the behav
ts using the d
ty the firm pr
rage costs. Th

ge fixed cost 
MC). 

ghbour’s T-s
st curves of m
in particular

nal and avera

minator of the
xed cost is an
the business

ormula rises.
(downward) 

vironment of B

ng an addition

Figure 2.2 a
t measures o
mpact that m
sts. Using eit
n observe the
variable cost: 

mand proved 
Similarly, gr
viour of firm

data from Ta
roduces, and 
he graph sho
(AFC), avera

shirt compan
many firms i
: 

age total cost

 average fixe
n infinitely h
s’s total prod
. Therefore, t
slope which 

Business 

103 

nal unit 

and 
f cost as 

marginal 
ther the 

e 

 

useful 
raphs of 
ms. 
able 2.3. 

the 
ows four 
age 

ny have 
in the 

t. 

ed cost 
high 
duct 
the 
becomes 



Module 2  

104 
 

 

 

 

You
To u
of a
alwa
larg
incr
refle
At v
aver
unit
outp
falls
aver
rises

The
tota
of th
bun
cost

Now
aver
beha
that 
mor
to re
vari

In th
reso
equi
and 
prod
resu
prod
resu
with

Sup
mac
pers
a tea
outp
wor
is an
two 
team
cont

ur neighbour
understand w

average fixed
ays declines 

ger number o
reases becaus
ects the shap
very low leve
rage total cos
ts. Average to
put reaches s
s to $72 per b
rage total cos
s substantiall

e bottom of th
l cost. This q
he firm. For 
dles. If she p
t rises above 

w that you ha
rage variable
aviour of ma
marginal co

re of a good o
eview a conc
iable input’.

he short run, 
ources or inpu
ipment. As a
raw materia

duced. At fir
ult in increas
duct). Howev
ult in decreas
h a simple nu

ppose one per
chinery, prod
son is joined 
am produce 2
put contribut
rker is 100 an
n example of
workers are

m may cause 
tinue increas

’s average to
why this is so
d cost and ave

as output ris
f units. Aver
se of diminis

pes of both av
els of output
st is high bec
otal cost then

six bundles o
bundle. Whe
st starts risin
ly. 

he U-shape o
quantity is so
your neighbo

produces mor
the minimum

ave scrutinise
e and average
arginal cost it
ost decreases 
or service is 
cept referred 

a firm must 
uts such as l

additional am
als are combi
rst, additiona
sing amounts
ver, eventual
sing or dimin
umerical exa

rson, workin
duces 100 un

by another w
250 units of 
ted by each w
nd the margin
f increasing r

e joined by st
the margina

sing. 

 

otal cost curv
o, remember 
erage variab
ses because t
rage variable
shing margin
verage fixed 
, such as one
cause the fix
n declines as

of T-shirts pe
en the firm pr
ng again beca

occurs at the 
ometimes cal
our’s compa
re or less tha
m of $72. 

ed the impac
e total cost, y
tself. Why d
and then, at 
produced? T
to in econom

work with a
and, factory 

mounts of var
ined with the
al units of the
s of additiona
lly, the addit
nishing marg
mple. 

ng with a fixe
nits of output
worker. The 
output. From

worker, the m
nal product o
returns to the
till more peo
al product of 

ve is U-shape
that average
le cost. Aver
the fixed cost
e cost typical
nal product. A

cost and ave
e or two bund
ed cost is spr

s output incre
er hour, when
roduces mor
ause the aver

quantity tha
lled the mini

any, the effici
an this amoun

ct that margin
you may won

does economi
some point, 

To answer th
mic theory as

a certain fixe
or office spa

riable inputs 
e fixed inputs
e variable inp
al output (als
tional inputs 
ginal product

ed amount of
. Now suppo
two of them 

m the standpo
marginal prod
of the second
e variable inp
ple, sustaine
the addition

ed (saucer-sh
e total cost is 
rage fixed co
t is spreading
lly rises as ou
Average tota
erage variabl
dles per hour
read over on
eases until th
n average tot
e than six bu
rage variable

at minimises 
mum efficien
ient scale is 
nt, her avera

nal cost has o
nder about th
ic analysis as
starts to incr

is question, w
s ‘the returns

d quantity of
ace, machine
such as labo

s, more outpu
puts are assu
so called mar
are expected

t. We can see

f factory spac
ose further th

working tog
oint of the ad
duct of the fi
d worker is 1
put, labour. A

ed effort to w
al workers to

 

 

 

haped). 
the sum 

ost 
g over a 
utput 
l cost 
le cost. 
r, 

nly a few 
he firm’s 
tal cost 
undles, 
e cost 

average 
nt scale 
six 

age total 

on 
he 
ssume 
rease as 
we need 
s to a 

f 
ery and 
our hours 
ut is 
med to 
rginal 
d to 
e this 

ce and 
hat this 
gether as 
dditional 
irst 
150. This 
As the 

work as a 
o 



  

 

 

Shift in short-r

 

At s
addi
the f

To e
mar
into
assu
pays
is, in
How
rate 
wor

MC

The
vari

run cost c

The
pric
prod
dow
aver
dow

On t
prod
(AT
mar
vari
dow

 

some point, h
itional worke
fixed inputs.

explain the r
rginal cost, w
o the schedule
ume that labo
s W (Wage r
n fact, the ch
wever, when 

× ∆L). Reca
rker is each p

C = 
∆TVC

∆Q

erefore the re
iable input ca

1. When a 
(when it
decrease

2. When a 
variable
margina

3. When a 
(when it
margina

curves  

e cost curves 
ces. An increa
duced from t

wnward. If th
rage total cos

wnward at hig

the other han
duction mov

TC) curves do
rginal cost (M
iable factor o

wnward but le

however, the
ers will start 
 

elationship b
we have exten
e of numbers
our is the onl
rate) per hou
hange in tota
the firm hire

all that the ch
person's marg

C 
= 

Wa

elationship be
an be present

firm experie
ts marginal p
e. 

firm experie
e input (when
al cost will in

firm experie
ts marginal p
al cost will be

shift with ch
ase in techno
the same inpu
he technology
st curve mov
gher levels o

nd, a decreas
es the averag
ownward but

MC) curves u
of production
eaves the AF

C5 

e marginal pr
to diminish 

between retur
nded the exa
s shown in T
ly variable in

ur to employ 
l variable co
es ∆L worke
hange in outp
ginal product

age rate × ∆L

∆Q 

etween marg
ted as follow

ences increas
product incre

ences decrea
n a firm’s ma
ncrease. 

ences constan
product neith
e constant ov

hanges in tec
ological leve
uts or resour
y requires mo
ves upward a
of output. 

se in the price
ge fixed cost
t leaves the a
unchanged. A
n moves the A
FC curve rem

 Economic Env

roduct resulti
because of th

rns to variab
ample in the p
Table 2.3. In 
nput in this e
each worker

ost if one wor
rs, total varia
put resulting 
t. Therefore,

= 
Wage 

∆Q/∆

ginal cost and
ws: 

sing returns t
eases), its ma

sing (dimini
arginal produ

nt returns to 
her increases 
ver the range

chnology or c
el that allows
rces moves th
ore capital, a
at low levels 

e of the fixed
ts (AFC) and
average varia
A decrease in
AVC, ATC, 

main fixed or 

vironment of B

ing from the 
he limits imp

ble input and 
previous para
this example

example, and
r. Thus, the w
rk hour is hir
able cost is (
from the add
 we can say 

rate 
= 

W

∆L 

d return to th

to its variabl
arginal cost w

shing) return
uct decreases

a variable in
nor decrease

e of output pr

changes in re
s more output
he cost curve
a fixed input,
of output an

d factor of 
d average tota
able cost (AV
n the price of
and MC curv
unchanged. 

Business 

105 

posed by 

agraph 
e, we 

d the firm 
wage rate 
red. 
(Wage 
ditional 
that: 

Wage rate 

MPL 

he 

e input 
will 

ns to its 
s), its 

nput 
es), its 
roduced. 

esource 
t to be 
es 
, then the 

nd 

al cost 
VC) and 
f a 
ves 



Module 2  

106 
 

S

Produ

 

 

Study skills 

 

uction in t

 

 

Cost

a. 

b. 

c. 

Solu

 

the long r

The
indu
shor
adju
law 
in th
take

Eco

The
of p
phen

In th
repr
with
of A
posi
than
plan
than

t curves shift

technology c

the prices of

marginal pro

A. only a 

B. only b 

C. a and b

D. a and c

ution: 

Discuss you

run 

e long run is t
ustry can be a
rt run – such
usted in the lo
of diminishi

he short run. 
e advantage o

onomies a

e term ‘econo
production as
nomenon is i

his figure, w
resents a cert
h this plant c
ATC1. ‘Plant 
itioned to the
n Plant 1, sig
nt is able to p
n the smaller 

ft if — 

changes 

f factors of p

oduct change

ur answer wit

the period in
adjusted. So

h as machiner
ong run. Bec
ing marginal
In this sectio

of this flexib

and diseco

omies of scal
s a firm incre
illustrated in

e see that the
tain amount o
apacity is ab
2’ represent

e right of Pla
gnifying that 
produce grea

one, i.e., the

 

roduction ch

es. 

th your tutor

n which quan
, even those 
ry, buildings
cause all inpu
l returns no l
on, we review

bility to reduc

nomies of

le’ is defined
eases all its in
n Figure 2.3.

e average tot
of capacity. A

ble to produc
s a greater pr

ant 1. In addi
over a certai

ater amounts 
e unit cost of

hange 

. 

ntities of all r
inputs that h
, and cultiva
uts can vary 
onger has th
w the variou
ce its costs in

f scale 

d as the decre
nputs of prod
 

tal cost curve
At its most e
e Q1 units of
roduction ca
ition, it is loc
in range of o
of output at 

f ATC2. 

resources use
had been fixe
ated land – ca
in the long r
e same impo

us ways a firm
n the long run

ease in the un
duction. This

e, labelled ‘P
efficient poin
f output at a u
apacity becau
cated on a low
utput, the lar
a lower aver

 

 

 

ed in an 
ed in the 
an be 
run, the 
ortance as 
m can 
n. 

nit cost 
s 

Plant 1,’ 
nt, a firm 
unit cost 

use it is 
wer level 
rger 
rage cost 



  

 

 

 

Figu

Som
incr
phen
faste
incr
200 
The

Div

As A
scal
Perf
jobs
mor
the d
prod
ever
prep
the t

Spe

In m
asso
raise
have
effic

Not 
of p

       

2No
phen

 

 

ure 2.3 

metimes ‘eco
reasing retur
nomenon2 in
er than the g
rease in input

per cent. In 
e following ar

vision of la

Adam Smith
le of product
forming fewe
s. As a result
re quickly tha
division of la
duction. For 
rything expa
paration or se
tasks they do

ecialised cap

most manufac
ociated with t
es the quanti
e more speci
ciently than b

every firm b
production. F

                   

t to be confu
nomenon. 

nomies of sc
rns to scale. I
ndicating that
rowth rates o
ts results in m
this case, as 
re the main c

abour and s

h illustrated m
ion and work
er tasks allow
t, Smith conc
an the numb
abour is just 
example, if a

ands, then wo
ervice, thus m
o. 

pital 

cturing indus
the use of sp
ity of all its i
ialised functi
before. 

benefits from
For example:

                  

used with retu

C5 

cale’ is used 
Increasing re
t the firm’s o
of its inputs. 
more than 10
the firm exp

causes of eco

specialisa

more than tw
ker specialisa
ws workers t
cluded that q
er of worker
as prevalent
a very small 
orkers can be
making both 

stries, a great
pecialised ma
inputs, for ex
ions, so that 

m all these fac

         

urns to varia

 Economic Env

interchangea
eturns to scal
output grows
For example

00 per cent in
pands, the pe
onomies of s

ation 

wo centuries a
ation can go 
to become m
quantities of o
rs producing 
t today in lab
restaurant w

egin to specia
sets of work

ter scale of p
achinery. If a
xample, capit
it performs f

ctors when it

able input, wh

vironment of B

ably with the
le is a long-te
s at a rate tha
e, a 100 per c
ncrease in ou
er-unit cost d
cale. 

ago, increase
hand in han

more efficient 
output tend t
them. The im

bour-intensiv
where worker
alise in eithe
kers more eff

production is
a car manufa
tal equipmen
fewer tasks m

t increases it

hich is a sho

Business 

107 

 

e term 
erm 

at is 
cent 
utput, say 
drops. 

es in the 
d. 
at their 

to rise 
mpact of 
ve 
rs do 
er food 
ficient in 

s 
acturer 
nt can 
more 

ts scale 

rt-term 



Module 2  

108 
 

 

 

 

The
cost

The
Dec
prod
perc
to it
expe

Figu
run 
the 
lie o
grea
firm
shor

Figu
econ
Whe
said
outp
run 
to b

Figu

 Firms th
borrow 

 Size ma
are very
managem

 Oversiz
and indi

e resulting inc
t to rise. 

ese are reason
creasing retur
duction by a 
centage. For 
ts output risin
ect the ATC 

ure 2.4 show
average-tota
short-run ave
on or above t
ater flexibilit

m gets to choo
rt run, it has 

ure 2.4 also 
nomies and d
en long-run a

d to be econo
put increases
average tota
e constant re

ure 2.4 

hat have a hig
at the lowest

ay not always
y large may b
ment coordin

ed firms exp
irect labour.

crease in the

ns for diseco
rns occur wh
certain perce
example, a 1
ng by only 7
associated w

ws how short
al-cost curve 
erage-total-c
the long-run 
ty firms have
ose which sh
to use whate

shows a long
diseconomie
average total

omies of scale
s, there are sa
al cost does n
eturns to scal

 

gh level of d
t possible int

s offer the fir
become burea
nation and co

perience a dis

ese types of c

onomies of sc
hen a busines
entage but se
100 per cent
75 per cent. In
with bigger p

t-run and lon
is a much fl

cost curve. In
curve. These

e in the long 
hort-run curv
ever short-ru

g-run averag
s of scale as 
l cost decline
e. When long
aid to be dise
not vary with
le. 

debt will usua
terest rate. 

rm a cost adv
aucratic and 
ontrol proble

sproportionat

cost may cau

cale, or decre
ss expands in
ees output ris
expansion in
n terms of Fi

plants to shift

ng run costs a
atter, saucer-

n addition, al
e properties a
run. In essen

ve it wants to
n curve it ch

ge cost curve 
well as cons

es as output i
g-run averag
economies of
h the level of 

ally not be ab

vantage. Firm
inflexible, w

ems. 

te increase in

use the averag

easing return
nputs to a pro
se by a small
n all inputs m
igure 2.3, th
t up and to th

are related. T
-shaped curv
ll the short-ru
arise because
nce, in the lo
o use. Howev
hose in the pa

reflecting bo
stant returns 
increases, th

ge total cost r
f scale. When

f output, there

 

 

 

ble to 

ms that 
with 

n staff 

ge total 

ns. 
oduct’s 
ler 

may lead 
his can 
he right. 

The long-
ve than 
un curves 
e of the 

ong run, a 
ver, in the 
ast. 

oth 
to scale. 
ere are 
rises as 
n long-
e are said 

 



  

 

 

 

Exp
com
diffe
expa
effe
shor
from
aver
With
inpu

With
curv
the t
this 
outp
run 
ATC
plan
aver

Con
teete
to sc
scal
item
unit
busi
the 
of e

R

• Spe
cap

• Indi
cap

• Pro
rise

• Eco
rep
per

• Dis

• Low

• Spr
and

• Man

Tab

 

pressing this 
mpany) expan
ferent short-ru
ansion of the

ects of the inc
rt-run averag
m economies
rage cost is f
h economies
uts, so that av

h the second
ve (from ATC
total costs of
second time

put of cars ri
average cost

C3 to ATC4).
nt’s output is
rage cost cur

nstant returns
er-totter havi
cale) and at i
le). Constant 

m requires rep
ts of output. I
iness that exp
same percen
conomies of

Reasons for ec

ecialisation in th
pital. 

ivisible nature o
pital equipment.

oductive capacit
es faster than pu

onomies in main
lacement parts 
sonnel. 

counts from bu

wer cost of raisi

reading of prom
d-development 

nagement effici

ble 2.4 

differently, a
nds its assem
un average c
e plant, the cu
creased outpu
ge cost curve
s of scale or i
found by divi
s of scale, ou
verage cost f

d plant expan
C2 to ATC3) 
f inputs rise a
e, so the aver
ses. With the
t curve not o
. This shift re
s rising less r
rve rises as th

s to scale are
ing at its hig
its low end, d
returns to sc

peating exac
In objective 
pands inputs

ntage. The flo
f scale and di

conomies of sc

he use of labou

of many types o
 

ty of capital equ
urchase price. 

ntaining invento
 and maintenan

lk purchases. 

ng capital fund

motional and res
costs. 

iencies (line an

C5 

assume that o
mbly plant thr
cost curve for
urve shifts to
ut. When the

e falls from A
increasing re
iding total co

utput rises mo
falls as the sc

nsion, the shi
reflects con

at the same r
rage cost curv
e final plant e
nly shifts to 
eflects diseco
rapidly than t
he production

e what you m
gh end, econo
diseconomie
cale usually r
tly the same 
terms, const

s a given perc
owing table, 
iseconomies 

cale R

r and • Di
co

of • Inp
rat

uipment • Ma
pro

ory of 
nce 

• Di
lab

 

s.  

search-  

d staff).  

 Economic Env

our firm (say
ree times. Ea
r each plant 
o the right, d
e plant is firs
ATC1 to ATC
eturns to scal
ost by the qu
ore rapidly th
cale of produ

ft of the shor
stant returns 
rate when the
ve moves ho
expansion, th
the right but
onomies of s
the total cost
n of cars con

might expect –
omies of scal
es of scale (de
result when m
tasks used to
ant returns to
centage and 
Table 2.4 su
of scale. 

Reasons for di

sproportionate 
osts. 

put market impe
tes driven up). 

anagement coo
oblems. 

sproportionate 
bour. 

vironment of B

y, a car-maki
ach time, it fa
size. With ea

demonstrating
st expanded, 
C2. This shift
le. Remembe
uantity of out
han the total 
uction expand

rt-run averag
to scale. Ou

e plant is exp
orizontally as
he company’
t also rises (f
scale. Since t
t of input cos
ntinues to inc

– the middle
le (increasing
ecreasing ret
making more
o produce pr
o scale occur
sees output r
ummarises th

iseconomies o

 rise in transpor

erfections (e.g.

ordination and c

 rise in staff and

Business 

109 

ing 
aces a 
ach 
g the 
the 

t results 
er that 
tput. 
cost of 
ds. 

ge cost 
utput and 
panded 
s the 
’s short-
from 
the 
sts, the 
crease. 

 of the 
g returns 
turns to 
e of an 
revious 
r in a 
rise by 
he causes 

of scale 

rtation 

, wage 

control 

d indirect 



Module 2  

110 
 

 

 

 

Eco

In th
adva
whe
per-
cost
prod
VCR
etc. 
unu
exce
each

Ano
goo
whe
to u
drin
deve
simi

The

As p
decr
imp
goo
doin
cost
the p
exam
curr
proc

Figu

onomies o

he long run, 
antage of eco
en it is possib
-unit cost tha
t savings is th
ducts. For ex
Rs, DVD pla
These latter 
sed floor spa
ess capacity
h product. 

other way tha
ds or service

en Pepsico ex
utilise its back
nks) to anothe
elopment, ch
ilar in these t

e learning 

pictured in F
reases as its t

prove with pr
d or service,
ng. This incre
t of productio
production p
mple, researc
rently used; e
cesses or pro

ure 2.5 

of scope 

it is also pos
onomies of s
ble to produc
an for each pr
he sharing of

xample, certa
ayers and com
products are

ace in the sto
in this mann

at a company
es that requir
xpanded into
kground in o
er (chips, tac
hannels of di
two product 

 curve 

Figure 2.5, th
total cumula

ractice. Over 
 its workers 
ease in labou
on. But other
process are al
chers may fin
engineers ma
oduct designs

 

ssible for man
cope. This co
ce two or mo
roduct separ
f a company
ain electronic
mputers are n
e displayed o
ores. The use
ner reduces th

y can utilise 
re similar ski
o the snack an
one type of fa
cos and fried
stribution an
groups. 

he learning c
ative output in

the long run
are expected

ur productivi
r people besi
lso expected
nd less-costl
ay develop m
s. 

nagers to ide
ost-saving ph

ore products t
ately. A key 
’s fixed cost 
c stores that n
now selling C
on racks that 
e of this retail
he average to

economies o
ills and exper
nd fast-food 
ast-moving c

d chicken). Th
nd marketing

urve shows t
ncreases. Its 

n, as a firm p
d to get better
ity will then 
ides the direc

d to improve w
y substitutes

more efficient

entify ways t
henomenon o
together at a 
factor in thi
by multiple 

normally sel
CDs, videos,
occupy othe
l establishme
otal cost of se

of scope is to
rience. For e
business, it w

consumer item
he product 

g know-how a

that a firm’s 
rationale is 

produces mor
r at what the
decrease the
ct labour inv
with practice

s for raw mat
t production 

 

 

 

 

to take 
occurs 
lower 
s form of 

l TVs, 
, DVDs 
erwise 
ent’s 
elling 

 produce 
example, 
was able 
m (soft 

are very 

unit cost 
that you 
re of a 
ey are 
e unit 
olved in 
e. For 
terials 



  

 

 

Break-even ana

 

The
calle
set i
ther
at th
acco
com
start

alysis 

Wha
Afte
this,
an ir
alter
is re
the p
even

Brea
conc
book
anal
part
prod
anal
even
vari
Mor
how

Sup
kilo
this,
com
cost
as a

Rent 

Utilitie

Wage

Intere

Insura

Misce

Total 

Tab

 

e learning cur
ed learning-c
its price at a 
re is the poss
he outset. Th
ompany the h

mpany’s costs
t to become p

at is to be do
er all, even if
, in fact, is th
rrelevant cos
rnative selec
ecovered is a
problem, we
n analysis. 

ak-even anal
cept of relev
ks on financ
lytical techni
ticular produ
duction: that 
lysis is cost-v
n problem m
iable cost, ho
reover, once 

w much profit

ppose your pr
ograms of sea
, we first div

mponents. Fix
t is shown on
average varia

Total Fix

es 

es 

st payment on loan

ance 

ellaneous 

 

ble 2.5 Mont

rve has playe
curve pricing
relatively low
ibility that it

he greater dem
higher accum
s are brought
profitable. 

one about tho
f they are ign
he logic of de
st is one that 
cted by the de
a separate iss
e can turn to a

lysis is perha
vant cost. You
e, accounting
ique address

uct does a com
is, to 'break 

volume-profi
more explicitl
ow much volu

it passes the
t will it earn 

rofessor deci
afood per mo
vide his mont
xed cost is pr
n a per-unit b
able cost (AV

xed Cost 

$ 

$ 

$ 

n $ 

$ 

$ 

$ 

thly cost of o

C5 

ed an import
g. This appro
w level to sti
t will earn m
mand will ac
mulated volum
t down the le

ose costs that
nored, they m
esignating a 
must be incu

ecision make
ue altogether
a commonly

aps the most 
u will find in
g and market
es the basic q
mpany have 
even?” Ano

fit analysis. T
y. That is, gi
ume does it h

e break-even 
as its volum

ides to open 
onth must he 
thly costs int
resented as a
basis. Variab
VC): 

1,200 Average
seafood 

400 

2,350 

1,500 

400 

150 

6,000 

operating a 

 Economic Env

ant part in th
oach advocat
imulate dem
inimal profit

ccelerate the 
me of produ
earning curve

t are not rele
must still be p
cost as irrele
urred, regard
er. The quest
r. To underst

y used techniq

widely used
nformation o
ting as well a
question: “H
to sell to cov
ther name fo

This label des
iven the com
have to sell t
point and be

me increases?

a seafood sto
sell to break

to their fixed
a total figure,
ble cost per u

Variable C
(Average Varia

e wholesale price pe
 

seafood stor

vironment of B

he strategic a
tes that a firm

mand, even th
t or even incu
learning effe
ction. As the
e, the compa

vant to a dec
paid for. How
evant. By def
dless of the 
tion of how t
tand this asp
que called br

d application 
on this subjec
as economic

How many un
ver all its cos
or break-even
scribes the b

mpany’s fixed
to break even
ecomes profi
? 

ore. How ma
k even? To an
d and variable
, while the va

unit is also re

Cost per Unit 
ble Cost or AVC) 

er kilogram of  

re 

Business 

111 

approach 
m should 
hough 
ur a loss 
ects that 
e 
any will 

cision? 
wever, 
finition, 

this cost 
pect of 
reak-

of the 
ct in 
cs. This 
nits of a 
sts of 
n 
reak-

d and 
n? 
itable, 

any 
nswer 
e 
ariable 
ferred to 

 

$ 3.00 



Module 2  

112 
 

 

 

 

To f

QBE

Whe

P

that 
deci
issu
brea

Figu

The
whi
‘con
prod
all t
conc
poin

Alth
brea
oper
mor
com
dete

find the brea

E = 
TF

P – A

ere QBE  =  T

TFC =

P =

AVC =

P – AVC = 

must be incu
ision maker. 

ue altogether.
ak-even analy

ure 2.6 

e logic of bre
ch the selling
ntribution ma
duct sold rea
the fixed cost
cept can also
nt occurs wh

hough our ex
ak-even analy
rations. To b
re difficult tim

mponents, par
ermined for m

ak-even point

FC 

AVC 

The break-ev

Total fixed 

Selling pric

Average var

‘Contributio

urred, regard
The question

. To understa
ysis. 

ak-even anal
g price excee
argin’ per un

aches the poin
ts of a produ

o be shown g
en the firm’s

xample is qui
ysis applies o

be sure, large
me dividing 
rticularly wh
many differe

 

t, we use the 

ven quantity o

cost 

e of the prod

riable cost of

on margin’ p

dless of the a
n of how thi
and this aspe

lysis is very 
eds the avera
nit of product
nt where the 

uct, the firm b
graphically. I
s total cost li

ite simple, w
only to smal

er and more c
their costs in

hen fixed and
nt products. 

following eq

of product so

duct 

f the product

per unit of pro

alternative se
s cost is reco

ect of the pro

straightforw
age variable 
t sold. When
total contrib

breaks even. 
In Figure 2.6
ine crosses th

we do not wan
l and uncom
complex bus
nto fixed and
d variable co
But no matte

quation: 

old 

t 

oduct sold 

elected by the
overed is a se
blem, we tur

 

ward. The am
cost is called

n the amount 
bution margin

The break-e
6, the break-e
he total reven

nt to imply th
mplicated bus

inesses migh
d variable 
sts have to b
er how comp

 

 

 

e 
eparate 
rn to 

ount by 
d the 
of 
n covers 

even 
even 
nue line. 

hat 
iness 
ht have a 

be 
plicated 



  

 

 

S

Activ

 

 

Study skills 

vity 2.1 

 

Activity 

 

the 
sale

For 
Q re
as w

Solu

 

 

Lim

This
the k
of c
man
tech
even
proc
even
by c
sche
othe
give
How
actu
firm
quit
mor
sect

 

Why
certa

 

 

 

situation, the
es so that the 

the total reve
epresents tho
well as the co

ution: 

Setting TR 
– 12.

Hint: TC =

mitations o

s review of b
knowledge o
ertain busine

nufacturing o
hnique can be
n analysis se
ceeds to dete
n. In order to
consumers at
edule of pric
er words, bre
en price and 
wever, it doe
ually sell. Sec
m’s average v
te possible fo
re of a good o
tion guides y

y are many f
ain size and 

 

ere still rema
contribution

enue TR = 3
ousands of un
ontribution m

R =TC, Q = 6
5 = 20.  

= TFC (= 12

of break-ev

break-even an
of a firm’s fix
ess decisions
or marketing 
e, it is still su

elects only on
ermine how m
o consider th
t different pr
es and break

eak-even ana
cost structur
s not provide
cond and mo

variable cost 
or a firm’s av
or service is 

you through t

firms likely to
the disecono

C5 

ains the basic
n margin cov

2.5Q and tot
nits, determin

margin. 

6. Contribut

0) + TVC (

ven analys

nalysis shoul
xed and vari
s or in the an
strategies. H

ubject to seve
ne price for a
much a firm 
e possibility 
ices (the pric

k-even points
alysis determ
re needs to se
e any indicat
ore important
is constant. I

verage costs 
produced. T

the economic

o experience
omies of scal

 Economic Env

c concept of 
vers fixed cos

tal costs TC 
ne the break-

tion margin

(= 12.5Q). 

is 

ld give you a
able costs ca

nalysis of par
However, as u
eral shortcom
a particular p
has to sell at
of different 

ce elasticity o
s would have
ines how mu
ell in order to
tion of how m
t, this analys
In certain cir
to either dec

To explain wh
c analysis of 

e economies 
le after some

vironment of B

generating e
st. 

= 120 +12.5
-even level o

n = P- AVC 

a good idea o
an help in the
rticular 
useful as this
mings. First, 
product and t
t this price to
amounts dem
of demand), 

e to be constr
uch a firm wi
o break even
many units it
sis assumes th
rcumstances,
crease or incr
hy, the next s

f short-run co

of scale up t
 point beyon

Business 

113 

nough 

Q where 
of output 

= 32.5 

of how 
e making 

s 
break-

then 
o break 
manded 
a whole 

ructed. In 
ith a 

n. 
t will 
hat a 
, it is 
rease as 
study 

ost. 

o a 
nd that? 



Module 2  

114 
 

Mark

Introd

 

ket Stru

uction 

 

 

cture 

Term
thou
prob
How
that 
and 
prod
sect
prac
on p
deci

Ma

Trad

Pur
an e
chea
prod
beca
dem
pric
firm
info
pric
redu
of th

The
and 
info
betw

ms such as ‘m
ughtful discu
bably have w
wever, you m

distinguishe
other classic

duction decis
tion is to acq
ctice you gain
pricing, mark
isions made b

rket struct

ditional price

1. Pure com

2. Monopo

3. Oligopo

4. Monopo

re competitio
environment 
apest inputs 
ducts. Firms 
ause the pric

mand and sup
ce up and exc
ms are selling
ormation abo
ce above the m
uce its price b
he market an

e other three m
by an enviro

ormation may
ween the pro

1. Monopo
differen

2. Oligopo
products
some co
place of

monopoly’ a
ussions of bu
working defin
may not know
es one of thes
c market mod
sions that con

quaint you mo
n in applying

ket entry, ma
by firms in t

ture 

e theory delin

mpetition. 

olistic compe

oly. 

oly. 

on consists of
of full inform
and all consu
operating in

ce of their pro
pply. Excess 
cess supply w
g exactly the 
ut all firms’ 
market price
below the m

nd can sell al

market form
onment of in
y be one of th
ducts of riva

olistic compe
ntiated produc

oly consists o
s are typicall

ombination o
f sale. 

 

and, less ofte
usiness and gl
nitions of the
w a great dea
se market typ
dels shed lig
nfront you at
ore closely w
g their princi
arket departu
today’s busin

neates four b

etition. 

f many firms
mation – all 
umers know 

n pure compe
oduct is dete
demand for t

will drive the
same produc
prices, a firm

e. Conversely
market price s

l that it want

ms are charact
ncomplete inf
he bases for 

al suppliers.

etition consis
cts. 

of a relatively
ly differentia

of product de

n, ‘oligopoly
lobal econom
ese words in 
al about the e
pes from ano

ght on the typ
t work. The p

with these pre
iples will giv

ure, implicit c
ness world. 

basic market 

s producing i
firms know w
where to buy

etition are cal
rmined by th
the product w

e market pric
ct and consum
m will sell no
y, the firm ha
ince it is sma
ts to at the m

terised by pr
formation. In
consumers’ 

sts of many f

y small numb
ated from eac
esign, promot

y’ appear in 
mics and you
your vocabu

economic beh
other, nor ho
pes of pricing
purpose of th
edictive mod
ve you a pers
collusion and

forms: 

identical pro
where to buy
y the cheape
lled price tak
he market for
will drive the
ce down. Sinc
mers have fu
othing if it ra
as no incentiv
all relative to

market price. 

oduct differe
n fact, lack o
differentiatin

firms with sl

ber of firms w
ch other thro
tional efforts

 

 

 

u 
ulary. 
haviour 
w these 
g or 
his study 
dels. The 
spective 
d other 

oducts in 
y the 
est 
kers 
rces of 
e market 
ce all 
ull 
aises its 
ve to 
o the size 

entiation 
f 
ng 

lightly 

whose 
ough 
s and 



  

 

 

Key as

The ou

ssumptio

utput dec

 

Firm
are c
up o
olig
of it
all i
is w
own

ons used 

The
you 
in th

In a
the f

Tho
own

cision of 

In e
dict
com
mus
supp

A pe
firm
extr

 

3. Monopo
close su
the prod

ms operating 
called price 
or down to pu
gopoly, the fi
ts product. E
ts customers

worth the extr
n price becau

 in the mi

ere are two ke
should revie

he four types

1. The firm
profit. T
time hor
run prof
more co
period.

2. The opp
included

analysing a fi
firm posits th

1. Should o
it be sel

2. If so, ho

3. And if w

ose firms ope
n price. There

a firm in 

conomic ana
ates its abilit

mpetition, the
st sell their p
ply and dema

erfectly com
m can set the 
reme, a seller

oly consists o
ubstitutes; thu
ducts of all ot

in monopoli
makers beca
ursue their o
rm’s ability 

Each firm can
s, since the re
ra price being
use there are 

icroecon

ey assumptio
ew before loo
s of markets.

m’s primary o
This may not
rizons typica
fits may indu
ompetitive m

portunity cos
d in the cost 

irm’s pursuit
hat its manag

our company
ling this part

ow much sho

we are able to

erating in per
efore, this qu

 a perfect

alysis, the typ
ty to determi
e managers o
roduct at the
and and can 

mpetitive mar
price by con
r without com

C5 

of a single se
us the produc
ther firms. 

istic competi
ause they can
objectives. In
to set prices 

n raise its pric
emaining cus
g asked. In a
no direct com

omic the

ons used in th
oking at pric

objective is t
, however, b

ally extend b
uce the entry 

market for the

st of producin
of doing bus

t of short-run
gers must ad

y be in this b
ticular produ

ould we prod

o set the pric

rfectly compe
uestion does 

tly compe

pe of market
ine its price. 

of a firm have
e price determ
only decide 

rket consists 
ntrolling the s
mpetition cou

 Economic Env

eller of a pro
ct is highly d

ition, oligopo
n adjust the p
n monopolisti

derives from
ce to some e
stomers belie
a monopoly, 
mpetitors. 

ory of the

he economic
cing and outp

the short-run
e the case fo
eyond the sh
of new com

e firms later i

ng a particula
siness – econ

n profit, the e
ddress three b

business? In o
uct at all? 

duce?  

ce, what price

etitive marke
not apply to

etitive ma

t in which a f
In the extrem

e no power to
mined by the
how much o

of numerous
supply of out
uld control th

vironment of B

duct that has
differentiated

oly and mon
price of their
ic competitio

m the differen
extent withou
eve that the p
the firm can 

e firm 

c theory of fir
put decision-

n maximisatio
or oligopoly, 
hort run. High

mpetitors to ca
in the plannin

ar good or se
nomics costs.

economic the
basic questio

other words, 

e should we 

ets cannot se
o them. 

arket 

firm is comp
me case of pe
o set price. T

e market forc
output to prod

s sellers, and
tput. At the o
he price by k

Business 

115 

s no 
d from 

opoly 
r product 
on and 
ntiation 
ut losing 
product 
set its 

rms that 
making 

on of 
where 
h short-
ause a 
ng 

ervice is 
. 

eory of 
ns: 

should 

charge? 

et their 

peting 
erfect 

They 
ces of 
duce. 

d no one 
opposite 
keeping 



Module 2  

116 
 

 

 

 

the 
desi

In a
prod
by a
cust

To c
info
max
that 
Eco
a fir
be a
sign
prod
prof

Figu
dete
can 
choo
prod
at a 
had 
lure
are 
com
equi

Figu

Tab
disc
expe
Colu
busi
perf
rem

supply at a le
ired price. 

a perfectly co
duct differen
a seller to rai
tomers to oth

calculate pot
ormation on p
ximise econo

a firm’s own
onomic profit
rm cannot se
able to sustai
nificantly gre
duct, the firm
fits might als

ure 2.7 show
ermined by th
sell its produ
oses to charg
duct, it will l
lower price,
some of the 

ed from other
small; selling

mpetitive firm
ilibrium pric

ure 2.7 

ble 2.6 suppo
cussed in sect
erience to ex
umn 1 in the
iness that is n
fectly compe

mains constan

evel relative 

ompetitive m
ntiation. They
ise the price w
her suppliers 

tential profits
potential reve
omic profit. A
ner could ob
t is a profit th
ll its product
n. However,

eater than the
m may have a
so attract new

ws a typical f
he interaction
ucts only at t
ge a higher p
lose all its cu
 either; this s
capacity and

r firms, but it
g for less is n

m faces a dem
ce. In other w

orts this analy
tion 2.1, was

xpand your p
e table shows
named ‘Men

etitive firm –
nt ($10 in this

 

to demand s

market, there i
y all sell a sta
would simpl
because all 

s, firms must
enues from s
As you remem
btain in the be
hat a firm ear
t for more th
 if the marke

e cost it incur
an incentive 
w competitor

firm in this in
n of many su
this price, no

price, given th
ustomers. The
strategy wou
d the size to 
t does not. T
not practical

mand curve th
words, the dem

ysis. Suppos
s so successf

product line in
s different qu
n’s Shirt Com

the quantity
s example). T

so that it wou

is no way sel
andardised p
ly result in a 
are selling th

t combine th
sales. The go
mber, norma
est alternativ
rns in excess

han its cost to
et gives the f
rs to produce
to expand its

rs into the ma

ndustry. The 
uppliers and 
o less and no 
hat its rivals 
e firm should

uld have mad
meet the nee

These perfectl
. Therefore, 
hat is horizon
mand is perf

e your ‘Soft 
ful that you d
nto adult clo

uantities of sh
mpany’. For a
y sold varies w
Total revenu

uld support th

llers can exe
product. Any 

complete los
he same prod

eir cost analy
oal of a firm 
al profit is the
ve business. 
s of normal p
o produce, it 
firm a price t
e one unit of 
s output. Lar
arket. 

price $10 is 
demanders. 
more. If the
are selling th

d not sell its 
de sense if th
eds of the cus
ly competitiv
a perfectly 
ntal at the m
fectly elastic

Diaper’ busi
decided to us
othing – men
hirts sold by 
a price taker 
while the pri

ue in column 

 

 

 

he 

ercise any 
attempt 

ss of 
duct. 

yses with 
is to 
e return 

profit. If 
will not 

that is 
f its 
rge 

The firm 
e firm 
he same 
product 

he firm 
stomers 
ve firms 

market 
. 

 

iness, 
se your 
’s shirts. 
this new 
– a 

ice 
three is 



  

 

 

 

obta
four
The
is th
For 
incr

As a
prod
the f
case

(1)
Sold

Tab

Out

You
outp
a pe
(cap
indu
the f
cour

Loo
(ma
the c
at th
how
ques
imp
(AT

You
max
beca
incr
(MR
(MC
then
extr
MC

 

ained by mul
r is obtained 
e most import
he change in 
example, wh

reases from $

also illustrate
ducts are in t
firm demand
e and only in

) Quantity 
d (Q) Shirts 
per day 

4

5

6

7

ble 2.6 Men’

tput decis

u are now in 
put at which 
eriod of time 
pital) or its gi
ustry is also f
firm must be
rse of the ye

ok carefully a
arket) on the 
current mark
he outset of t

w much of thi
stions and ot

portant curve
TC) curve. 

u can answer
ximising con
ause the pric
reases. If the 
R) exceeds th
C) – that is, M
n the extra re
ra cost incurr

C, profit is ma

ltiplying pric
by dividing 
tant informa
total revenue

hen output in
$40 to $50, s

ed in the diag
turn equal to 
d curve is als
n this case, th

(2) Price 
(P) per 
shirt 

$10

$10

$10

$10

s shirt comp

ions: Shor

a position to
profit is max
in which eac

iven plant. F
fixed. But m
e prepared to
ar. 

at the Figure
left and a sin

ket price is $
this section –
is product sh
thers, one ne
s are the mar

r ‘How much
ndition, MR =
ce is constant

additional p
he additional
MR > MC th
evenue from 
red to produc
aximised. 

C5 

ce by quantity
total revenue

ation here is g
e caused by 
ncreases from
o the margin

gram, the firm
the market p

so its average
he firm’s dem

(3) Total 
Revenue (TR 

= P×Q) 

$40

$50

$60

$70

pany 

rt-run prof

o put costs an
ximised. As d
ch firm faces

Furthermore, 
many things c
o react to them

e 2.8. Once a
ngle represen
10. To restat

– should this 
hould the firm
eds to have t
rginal cost (M

h to produce?
= MC. As ou
t (price taker
rofit associat
l costs associ
hen profit inc
selling an ad

ce it and prof

 Economic Env

y. Average r
e by the quan
given by mar
a one-unit ch

m four to five
nal revenue is

m’s equal av
price: MR = 
e revenue cur
mand curve is

(4) Avera
Revenue (

TR/Q)

0

0

0

0

fit maximis

nd revenue to
discussed ea
s a constraint
the number 
an change in
m: e.g., its pr

again we hav
ntative firm o
te the basic q
firm be in bu

m produce? T
the firm’s co
MC) and ave

?’ by recallin
utput increase
r) whereas, M
ted with ano
iated with thi
creases. Cont
dditional unit
fit decreases.

vironment of B

revenue in co
ntity of outpu
rginal revenu
hange in qua
e, total reven
s $10 ($50 –

verage and m
AR = P. The
rve (AR). Bu
s also its MR

age 
(AR = 
) 

(5) 
Reve

∆

$10 

$10 

$10 

$10 

sation 

ogether to fin
arlier, the sho
t: its fixed in
of the firms 

n the short ru
rice pattern o

ve the whole 
on the right. 
questions intr
usiness and i
To answer th
ost functions.
erage total co

ng the short-r
es, MR is con

MC eventuall
other unit of o
is unit of out
trarily, if MR
t will fall sho
. Therefore, 

Business 

117 

olumn 
ut sold. 
ue, which 
antity. 
nue 
– $40). 

marginal 
erefore, 
ut, in this 
R curve. 

Marginal 
enue MR = 
∆TR/∆Q 

$10

$10

$10

nd the 
ort run is 
nput 
in the 

un, and 
over the 

industry 
Again 
roduced 
if so, 

hese 
. The two 
ost 

run profit 
nstant 
ly 
output 
tput 

R < MC, 
ort of the 
if MR = 



Module 2  

118 
 

 

 

 

Figu

Now
reta
also
Eco

 (1

Quan
Sold
Shi

Tab

Tab
five
mar
$20 
grea
P)> 
by $
dim
=RM
unit
max
is a 

Not
(MR
com

ure 2.8 

w let us exten
ins three colu

o three new c
onomic Profit

1) (2) 

ntity 
d (Q) 
rts 

Price (P)
per shirt

4 $10

5 $10

6 $10

7 $10

8 $10

9 $10

ble 2.7 Men’

ble 2.7 illustr
e and to six an
rginal cost in

for the ninth
ater than mar
MC and pro

$2 since MR 
minishing retu
M10< MC = 
t number 7. C
ximum of $3
descending t

e that in the 
R) > ATC, th

mpany makes

nd Table 2.6
umns, Q, TR

columns: Tot
t (TR-TC) as

(3) 

) 
t 

Total 
Revenue 

(TR) 
(P×Q) 

0 $40

0 $50

0 $60

0 $70

0 $80

0 $90

s shirt comp

rates how as 
nd so on, ma

ncreases from
h unit. For th
rginal cost, p
ofit increases

is greater th
urns push MC
$13). Theref

Column eigh
4 at the seve
trend. 

short run, th
he Shirt Com
s a negative e

 

6. In the exten
R, and MR —
tal Cost (TC)
s follows. 

(4) 

Average 
Revenue 

(AR) 
(TR/Q) 

Ma
Re

(
(∆T

$4

$5

$6

$7

$8

$9

pany 

the company
arginal reven

m $3 for the f
he earlier uni
profit increas
s. In fact, for 
han MC by $2
C above MR
fore, the prof

ht shows that 
enth unit, and

here are three
mpany makes 
economic pro

nded table, T
— there are m
), Marginal C

(5) (6) 

arginal 
evenue 
(MR) 
TR/∆Q) 

Tota
Cost (T

$10 

$10 

$10 

$10 

$10

$2

$2

$2

$3

$4

$6

y increases it
nue remains a
fifth unit to $
ts, because m

ses. Up to the
the seventh 

2. At the eigh
R and total pro

fit maximisin
profit increa

d from that p

e possible pro
economic pr

ofit or an eco

Table 2.7, w
more observa
Cost (MC), a

 (7) 

al 
TC) 

Marginal 
Cost (MC) 
(∆TC/∆Q) 

20 
$3 

$5 

$8 

$13 

$20 

23 

28 

36 

49 

69 

ts output from
at $10 while 
$5 and all the
marginal reve
e seventh uni
unit, profit in
hth unit, how
ofit drops (M
ng level of o
ases from $20
oint onwards

ofit outcome
rofit. If P < A
onomic loss. 

 

 

 

 

which 
tions and 

and 

(8) 

Economic 
Profit  

(TR–TC) 

$20

$27

$32

$34

$31

$21

m four to 

e way to 
enue is 
it, (MR = 
ncreases 

wever, 
MR= P 
output is 
0 to the 
s, there 

s. If P 
ATC, the 
If P = 



  

 

 

S

 

Study skills 

 

 

ATC
latte
Two

Figu

In F
(b) t

1. 

 

2. 

3. 

 

C, then the fi
er situation w
o of these ca

ure 2.9 

Figure 2.9, pa
the situation 

Complete th
of the produ

Q TC

0 5 

1 9 

2 12

3 16

4 21

5 28

Referring to
level? 

A. thre

B. four

C. five

D. two

At the profit
make a total

A. 24 

B. 30 

C. 2  

D. 3 

irm makes no
we referred to
ses are illust

anel (a) the f
is one of eco

he following 
uct is $6 per u

TR MC

— —

— —

— —

— —

— —

— —

 the table ab

e units.  

r units.  

units.  

units. 

t maximising
l economic p

C5 

ormal profit 
o earlier as th
trated below 

firm earns ec
onomic loss.

table, using 
unit. 

C MR 

— — 

— — 

— — 

— — 

— — 

— — 

ove, what is 

g level of out
profit of  — 

 Economic Env

and zero eco
he break-eve
in Figure 2.

onomic prof
 

the given inf

the profit-m

tput in this ta

vironment of B

onomic profi
en level of ou
9, panels (a)

fit whereas in

formation. T

maximising ou

able, the firm

Business 

119 

it. This 
utput.  
) and (b). 

 

n panel 

he price 

utput 

m will 



Module 2  

120 
 

S

 

 

 

Study skills 

 

 

Solu

The

A pe
alter
diffe
opti
eith
rem
cont
Prod
or v
vari
the f
cost

The
tota
its A
poin
grea
than
not 

Thu
the m

1. 

2. 

ution: 

1. TR: 0, 

MC : 0

MR: 0,

2. B. The 
MC. 

3. D. At f
and tot
profit o

e short-run

erfectly com
rnative level

ferent prices: 
ion exists for
er its fixed o

member that w
tinuing to inc
duction beco

variable costs
iable costs, th
firm should 
ts (P < AVC)

e shut down p
l revenue is 

AVC. The m
nt at which th
ater than the 
n total variab
only its varia

us, a firm’s su
minimum po

A firm make

A. Pric

B. Pric
vari

C. Pric

D. Pric

If the firm sh

A. Tota

6, 12, 18, 2

0, 4, 3, 4, 5, 

, 6, 6, 6, 6, 6

fourth unit 

four units, th
tal cost ($21
of $3 is the h

n supply c

mpetitive firm
s of output th
to be exact, 

r the firm to t
or its variable
when a firm s
cur its fixed 

omes pointles
s. Therefore, 
he firm shou
shut down if
). 

point for the 
exactly equa
inimum poin
he firm reven
minimum A

ble costs and 
able but also

upply curve 
oint of AVC.

es an operati

ce is less than

ce is less than
able cost. 

ce is less than

ce is less than

huts down in

al revenue w

 

24, 30.  

7.  

6. 

is the last u

he differenc
1) is the larg
highest that

urve 

m’s MC curve
hat the firm w
it is the firm
temporarily 
e costs. To un
shuts down, 
costs, which
ss when a fir
if the firm’s

uld shut down
f its price fal

firm is defin
al to its total v
nt of AVC is 
nue just cove

AVC, of cours
the firm sho

o part of it fix

is the portion
. 

ng loss if —

n average var

n average tot

n average var

n average fix

n the short ru

will be zero, a

unit for whi

ce between 
gest. Theref
t can be ach

e is indeed th
would be wi

m’s supply cu
shut down if
nderstand th
it avoids var

h are unavoid
rm is unable 
s total revenu
n. To state th
ls below its a

ned as a situa
variable cost
the firm’s sh

ers its variab
se, total reve

ould produce,
xed costs. 

n of its MC c

— 

riable total c

tal costs but g

riable cost. 

xed cost. 

un, then — 

and total cost

ich MR exce

total revenu
fore, econom
hieved. 

he representa
lling to supp

urve. Howeve
f it is unable 
is point bette

riable costs w
dable in the s
to cover eith

ue falls below
he point diffe
average varia

ation where t
ts, or its pric
hut down po
le costs. At p

enue will be g
, since it can

curve that lie

ost. 

greater than 

t will be zero

 

 

 

eeds 

ue ($24) 
mic 

ative of 
ply at 
er an 
to cover 

er, 
while 
short run. 
her fixed 
w its total 
erently, 
able 

the firm’s 
e equals 
int, a 
prices 
greater 

n cover 

es above 

average 

o. 



  

 

 

 

Solu

Out

In th
deci
face
exis
fixe
simi
of p

As i
poss
brea
desp
econ
com

An i
run 
indu
the p
resp
Mea
exis

The
resp
exis
busi

Figu
com

 

B. Tota
to b

C. Tota
have

D. Tota

utions: 

1. C. Var
during 

2. B. In th
unreco

tput decis

he short run, 
ision is to pro
es less constr
sting firm can
ed inputs – or
ilar token, in

profits. 

indicated ear
sibilities: ma
aking even. I
pite its short-
nomic loss. I

mpetitive firm

industry in w
adjusts in tw

ustry increase
profit. Entry

pond to mark
anwhile, econ
sting firms to

e presence of 
ponses. First,
sting firms ex
iness. 

ure 2.10 illu
mpetitive firm

al revenue w
e paid. 

al revenue w
e to be paid.

al profit will

iable costs a
the firm’s o

he short run
overably 

ions: Long

a firm decid
oduce, how m
raint. Remem
n change the
r to decide to
n the long run

rlier, in the sh
aking an econ
In the long ru
-run situation
Indeed, the o

m is one in w

which firms a
wo different w
es. Second, t

y by new firm
ket incentives
nomic profit

o expand thei

f short-run lo
, the number 
xit. Second, t

ustrates the lo
m. 

C5 

will be zero, b

will be zero, b

 be zero, and

are the ones
operation. 

n, fixed cost

g-run optim

des whether t
much to prod

mber, long ru
e size of its fi
o leave the in
n, new firms 

hort run, a fi
nomic profit,
un, however,
n, cannot eith

only outcome
which the firm

are making a
ways. First, t
the existing f

ms is a rationa
s (signals) pr
t also serves 
ir existing op

osses prompts
of firms in t

the existing f

ong run equil

 Economic Env

but total fixed

but total varia

d total costs w

s that are ac

ts have to be

misation 

to produce or
duce. In the l

un is a time fr
ixed input (p
ndustry to av

can enter th

irm might fac
, taking an ec
, a perfectly c
her run an ec
e in the long 
m makes norm

an economic 
the number o
firms expand
al decision b
rompted by a
as the incent

peration. 

s a different 
the industry d
firms contrac

librium for a

vironment of B

d costs will s

able costs wi

will be positi

ctively incur

e incurred, 

r not and als
long run, the

frame in whic
plant) – there 
void losses. B
e industry in

ce three diffe
conomic loss
competitive 
conomic prof
run for a per

mal profit. 

profit in the 
of firms in th
d to take adva
by investors w
an economic 
tive (signal) 

set of rationa
decreases as 
ct the scale o

a perfectly 

Business 

121 

still have 

ill still 

ive. 

rred 

o if the 
e firm 
ch an 
are no 

By a 
n pursuit 

erent 
s or 
firm, 
fit or an 
rfectly 

short 
he 
antage of 
who 
profit. 
to the 

al 
some 

of their 



Module 2  

122 
 

S

 

 

Study skills 

 

 

Figu

1. 

2. 

Use

3. 

ure 2.10 

A competitiv

A. Pric

B. Rev

C. Rev

D. Pric

All the follo
equilibrium 

A. The

B. The

C. All 
cost

D. Indu

e the followin

If the marke
shirts and ca

ve profit max

ce exceeds m

venue exceed

venue exceed

ce exceeds m

owing statem
in a competi

e marginal fir

e marginal fir

firms determ
t.  

ustry demand

ng figure to a

et price for sh
an earn   

 

ximising firm

minimum aver

ds variable co

ds fixed costs

minimum mar

ments, except 
itive industry

rm is making

rm’s price is 

mine output b

d is not perfe

answer the fo

hirts is $10, t
  . 

m will enter a

rage cost. 

osts. 

s. 

rginal cost. 

one, are true
y. Which is o

g zero profit.

equal to ave

by equating p

ectly elastic. 

ollowing que

this firm sho

 

a market if:  

e of long-run
odd one out?

 

erage cost. 

price and ma

estions. 

ould produce 

 

 

 

n 
? 

arginal 

 

_____ 



  

 

 

 

4. 

Solu

Figu

The
with
envi

 

A. 70, 

B. 80, 

C. 110

D. 80, 

If the marke
earn   

A. 100

B. 100

C. 50, 

D. 100

utions: 

1. A, beca

2. D. Indu
the kind

3. D. Trac
you fin

4. D. Tota
Again 

 

ure 2.11 

e short-and lo
h three key le
ironment. 

1. The reas
econom
some co
firms es
entrepre
enters th

2. When fi
firms wi

and $1,500. 

and $1,500

, and $1,100

and $800. 

et price is $15
  economic p

, and $1,500

, and $1,100

and zero. 

 and zero. 

ause only in t

ustry demand
d of firm (pri

cing the pri
nd the quant

al cost is eq
first find wh

ong-run dyna
essons for m

son the mark
mic profit is th
ombination o
stablished in 
eneurial skill
he market. 

irms within t
ill enter in or

C5 

 

0.  

5, this firm p
profit. 

0. 

0. 

this case is th

d is not perfe
ice taker) wh

ce $10.00 to
tity to be 10

qual to total 
here P cross

amics of perf
managers in a 

ket price is hi
hat the dema
of both. By n
such market
l of taking a 

the industry m
rder to inves

 Economic Env

produces   

he economic

ctly elastic o
hose demand

o the interse
00 and total 

revenue at 
ses MC. 

fect competit
highly comp

igh enough f
nd is high, th
ow, smart m
ts. This, how
risk before t

make econom
t and reap th

vironment of B

shirts an

c profit positi

or horizontal
d is perfectly 

ection with 
revenue $8

this price le

 

tiveness prov
petitive mark

for firms to e
he supply is 

managers have
wever, require
the competiti

mic profit, ot
he benefits of

Business 

123 

nd can 

ive. 

. This is 
elastic). 

MC., 
800. 

evel. 

vide us 
ket 

earn an 
low, or 
e their 
es the 
ion 

ther 
f the 



Module 2  

124 
 

Price m

 

makers (

 

 

imperfec

All 
som
pow
mar
syst
Let 
mon
finis

Mo

At t
ther
iden
and 
gov
mon
Som
For 
gour
or m
= M
rath
mar
goo
supp

You
and 
pres
perf
indu
(hor
indu
dow
line

opportun
supply a
graduall

3. Since pe
homoge
competi
advertis
competi
low as p

t compet

firms seek to
me degree of 
wer and accou
rket. To unde
tem function
us proceed b

nopolistic co
shing the seq

nopoly 

the extreme o
re is one selle
ntified as a m
output level
ernments. G
nopoly for th
metimes, circ

example, the
rmet coffee. 

markets, the e
MC rule to ma
her than a pri
rginal revenu
d or service 
plier that is p

u can best un
its marginal

sented earlier
fectly compe
ustry was dow
rizontal dema
ustry itself —

wnward slopi
. 

nities. This m
and drives th
ly disappear.

erfectly comp
enous (identic
ing on the ba
ing is not an
ition can mai
possible. 

tition) 

o obtain and 
such power. 
unt for a larg
erstand the m
s when indiv
by looking at
mpetition, an

quence and a

opposite of a
er of a partic

monopoly, it h
l. Such mono
overnment a

he duration o
cumstances a
ere may be o
Whenever a

economic the
aximise its sh
ice taker, we 
ue. In a nutsh
for which no

protected from

nderstand the
l revenue by 
r. Recall the 

etitive firm an
wnward slop
and curve). I

— one seller. 
ng, the firm'

 

movement, a
he price down
. Therefore, n

petitive firm
cal) products

asis of produc
n option. The
intain profit 

expand mark
A minority o

ge portion of 
market system
vidual firms p
t monopoly. 
nd you will c

analysing olig

a perfectly co
cular product
has consider

opolies as pu
and laws also
f the patent o

allow a firm t
only one stor
a firm has a m
eory states th
hort-run prof
can no long

hell, a monop
o close substi
m competitio

e relationship
using the an
graphs repre
nd industry. 
ping, the firm
In this case, h
Therefore, w
s marginal re

as we have se
n. Economic
no firm can r

ms within an i
s, there is no
ct differentia

e only way a 
is through ke

ket power, an
of firms have

f the market, 
m, you need t
possess signi
Next in the l
conclude this
gopoly. 

ompetitive m
t or service. W
rable power t
ublic utilities 
o provide com
on a particula
to enjoy temp
e in a shoppi

monopoly in 
hat it still mu
fit. Because i
er say that it

poly is an ind
itute exists. T
on, one way 

p between a m
nalysis of pric
esenting the d
While the de

m faced a per
however, the

with a deman
evenue line l

een, increase
 profits will 
remain comp

industry sell 
o strategy in 
ation. Theref
firm under p
eeping its co

nd many firm
e significant 
if not the ent
to know how
ificant marke
logical seque
s study sectio

market is one 
When a firm 
to determine 
are sanction

mpanies with
ar product. 
porary mono
ing mall that
a particular 

ust adhere to 
it is a price m
ts price is equ
dustry that pr
There is only
or another. 

monopolist’s
ce elasticity 
difference be
emand faced
rfectly elastic
e monopolist
nd curve that 
lies below its

 

 

 

es the 

placent. 

fore, 
perfect 
osts as 

ms have 
market 
tire 

w the 
et power. 
ence is 
on by 

in which 
is 
its price 

ned by 
h a 

opoly. 
t sells 
market 
the MR 

maker 
ual to its 
roduces a 
y one 

s price 

etween a 
d by the 
c 
t is the 
is 

s demand 



  

 

 

 

We 
proc
of d

Qu
(Q)

Tab

Tab
unit
to th

Not
illus

 

can show ho
ceed to price

demand and m

(1) 

uantity Sold 
) Hairstyles 
per day 

1

2

3

4

5

6

7

8

9

10

ble 2.8 Haird

ble 2.8 shows
ts five and six
he sixth unit,

e that averag
strates these 

ow a monopo
e her product 
marginal rev

(2) 

Price (P) 

$10

$9

$8

$7

$6

$5

$4

$3

$2

$1

dressing bus

s that total re
x. Marginal r
, and subsequ

ge revenue, c
relationships

C5 

oly (a hairdre
by combinin

enue curve s

(3) 

Total 
Revenue TR 

(P×Q) 

$10

$18

$24

$28

$30

$30

$28

$24

$18

$10

siness 

evenue, colum
revenue, colu
uently becom

column four, 
s. 

 Economic Env

esser, for exa
ng its cost str
shown in Tab

 

(4) 

Average
Revenue A

(TR/Q) 

0 — 

8

4

8

0

0

8

4

8

0

mn three, rea
umn five, is 

mes negative

is equal to p

vironment of B

ample) would
ructure with 
ble 2.8. 

e 
AR 

(

Margina
MR (∆

—

$9 

$8 

$7 

$6 

$5 

$4 

$3 

$2 

$1 

aches a peak
initially posi
. 

price. Figure

Business 

125 

d 
the type 

(5) 

al Revenue 
∆TR/∆Q) 

— 

$8

$6

$4

$2

$0

-$2

-$4

-$6

-$8

k between 
itive, up 

e 2.12 



Module 2  

126 
 

 

 

 

Figu

Tab
com
less 
extr
to al
How
the p
diag
Tab

Figu

As y
is $2
incr

ure 2.12 

ble 2.8 also s
mpetition and

than its pric
ra unit of out
ll units sold –

wever, the ad
price charge

gram, Figure
ble 2.8. 

ure 2.13 

you can see, 
28 and $30 r
rease its sale 

shows an imp
d monopoly. A
ce. The reaso
tput, the firm
– the additio

ddition to rev
d. In order to
e 2.13. This f

when the pri
respectively. 
by one unit 

 

portant differ
A monopolis

on is that in o
m must cut its
onal unit as w
venue from s
o see this poi
figure shows

ices are $7 a
Marginal rev
from four to 

rence betwee
st’s marginal

order for the m
s price, and th
well as all pre
elling the ex
int, consider 
s the demand

and $6 respec
venue is, how
five, the mo

en perfect 
l revenue is a
monopolist t
he price cut a
evious units. 

xtra unit is les
the followin

d curve repre

 

ctively, total 
wever, $2. In
onopolist mu

 

 

 

 

always 
to sell an 
applies 

ss than 
ng 
sented in 

revenue 
n order to 

ust lower 



  

 

 

S

 

Study skills 

 

its p
pric
two 
hatc
− 6)
is lo

In a 

Solu

 
 

Sho

Now
can 
the 
mon
mar
reve
the 
curv
mon
Sup
run 
max
unit
outp
cost
Con
(ma
firm

 

price from $7
ce charged. T

shaded recta
ched area. Th
) = $4. There
ower than the

monopoly, 

A. The mar
revenue

B. The mar
curve. 

C. The mar
revenue

D. The mar
revenue

ution: 

D. The marg
its slope is tw

ort-run pro

w that you ha
find out how
same revenu
nopolist will 
rginal revenu
enue curve as
same vertica
ve. Figure 2.
nopolist and 
perimposed o

average cost
ximising mon
t rises to mee
put level Qm.
t greater than
nversely, eve
arginally or in
m’s profits ca

7 to $6. How
The gain from
angles. The s
he loss is equ
efore, the net
e price charg

rket demand 
e curve. 

rket demand 

rket demand 
e curve 

rket demand 
e curve. 

ginal revenue
wice as muc

ofit maxim

ave considere
w a monopoli
ue conditions

wish to expa
ues. You noti
ssociated wit

al intercept on
.14 presents 
the correspo

on these are th
t (ATC) and 
nopolist prod
et the falling 
 Notice that 

n its margina
ery unit to the
ncrementally

an be visualis

C5 

wever, the rev
m selling the 
seller gains t
ual to 6 × (5 −
t (extra or ma
ged $6. 

curve is abo

curve is the 

curve is abo

curve is abo

e curve has t
ch. 

isation 

ed the revenu
ist maximise

s as in Figure
and output un
iced in the la
th a negative
n the graph a
the market d

onding margi
he cost curve
marginal co

duces up to th
marginal rev
every unit to

al revenue; th
e left of Qm c
y); it therefor
sed as the rec

 Economic Env

venue genera
unit is the di

the checked a
− 4) = $6, w
arginal) gain

ove and steep

same as the 

ove and paral

ove and flatte

the same inte

ue side of a m
es its profit. F
e 2.13. The p
ntil marginal

ast section th
e sloping line
and twice the
demand curve
inal revenue 
es of the mon
st (MC) curv
he point whe
venues. This
o the right of
herefore it wi
costs less tha
re will be pro
ctangle PmAB

vironment of B

ated is less th
ifference bet
area and lose
hile the gain

n is 6 − 4 = $2

per than the m

marginal rev

llel to the ma

er than the m

ercept as dem

monopoly fir
Figure 2.14 
profit-maxim
l costs rise to
at the margin
ear demand c
e slope of the
e (D) faced b
(MR) curve.
nopolist – th
ves. The prof
ere marginal 
 point occurs

f Qm has a ma
ill not be pro
an it earns 
oduced and s
BC. 

Business 

127 

han the 
tween the 
es the 
n is 4 × (7 
2, which 

marginal 

venue 

arginal 

marginal 

mand but 

rm, we 
shows 

mising 
o equal 
nal 
curve has 
e demand 
by the 
. 

he short-
fit-
cost per 

s at 
arginal 

oduced. 

sold. The 



Module 2  

128 
 

 

 

 

Figu

From
mon
or se
the r
with

Mo

In a
prof
loss
its v
unle
can 

If th
in o
entr
and 

In o
into
lead
by o
mon
mus
barr
run 
big 

Natu
whe
than
sale

ure 2.14 

m a managem
nopoly mode
ervice should
right price is
h its margina

nopoly in 

a monopolise
fits provide i
ses in the sho
variable costs
ess it can find
be covered.

he monopoly
rder to earn m

ry occurs, the
the firm wil

order for posi
o the industry
ds us to a disc
other firms to
nopoly profit
st prevent the
riers typically
average cost
firms have s

ural barriers 
en one firm c
n two or mor
es to a quanti

ment viewpo
el is that a fir
d not charge 
s the one that
al cost. In doi

the long ru

ed industry, a
incentives fo
ort run, it wil
s. In the long
d a scale of o

y is making p
more than th
e monopoly’
l cease to be

itive monopo
y, these new 
cussion of en
o the industry
ts are to pers
e entry of new
y arise as a r
t curve is dow
ignificantly 

give rise to n
can supply th
re firms can. 
ty at which e

 

oint, the impo
rm in a positi
the highest p

t helps equat
ing so, the fi

un 

as in a perfec
r exit and en
l continue to

g run, howev
operations at

profits, others
he opportunit
s position sh

e a monopoly

oly profits to
firms must b
ntry barriers
y. These may
sist in the lon
w firms into 

result of econ
wnward slop
lower cost p

natural mon
he entire mar
This situatio
economies o

ortant implic
ion of monop
price. Furthe
te the firm’s 
irm will earn

ctly competit
ntry. If the m
o operate as l
ver, it will lea
t which its fu

s will wish to
ty cost of the

hown in Figu
y. 

o lead to the e
be able to ent
s: impedimen
y be either n

ng run, effect
the industry

nomies of sca
ping over a la
er unit than s

opoly. Natur
rket at lower 
on arises whe
f scale exist.

cation of the 
poly in sellin
ermore, we k
marginal rev

n the maximu

tive one, loss
onopoly is su
long as it can
ave the indus
ull opportunit

o enter the in
eir capital. If 
ure 2.14 will 

entry of new 
ter the indust
nts that preve
atural or crea
tive entry bar
y. Natural ent
ale. When th
arge range of
small firms. 

ral monopoly
average tota

en the deman
 Electrical p

 

 

 

 

ng a good 
know that 
venue 
um profit. 

ses and 
uffering 

n cover 
stry 
ty costs 

ndustry 
f such 

change, 

firms 
try. This 
ent entry 
ated. If 
rriers 
try 

he long-
f output, 

y occurs 
al cost 
nd limits 
ower 



  

 

 

 

tran
give
situa
cost

Figu

Ano
its c
such
hug
prof
incu

As d
gov
insta
lega
exam

Mo

In te
perf
high
diam

This
simp
inco

You
mon
com
com
dem
Figu
curv

 

nsmission is a
en region wil
ation. Here t
t is ATC. 

ure 2.15 

other type of 
costs of enter
h things as it
e – then its e
fitable. Howe
umbent firm 

discussed ear
ernment acti
ance, may pr
al right to pro
mple is the c

nopoly ve

erms of welf
fect competit
h price. Ther
metrically op

s section disc
ply a redistri
ome from con

u are well pre
nopoly by co

mpetitive mar
mpetitive mar
mand and sup
ure 2.16. Re
ve under perf

a natural mon
ll always be 
the demand c

f natural barri
ring the mark
ts brand imag
entry into the
ever, this is u
will be free o

rlier, many e
ion and are th
revent entry 
oduce a certa
case of pharm

rsus perfe

fare and effic
tion. A mono
refore, consu
pposed standp

cusses the fa
ibution of inc
nsumers to th

epared now t
omparing the
rket. To do th
rket were tran
pply curves fo
emember that
fect competit

C5 

nopoly – a si
cheaper than

curve for elec

ier is setup c
ket, developi
ge and its dea
e market cou
usually not th
of this threat

entry barriers
herefore con
by conferrin

ain product fo
maceutical co

ect compet

ciency, mono
opoly makes 

umers and mo
points on the

act that there 
come. In the 
he firm, ther

to see the im
m with price
his, consider
nsformed int

for the bottled
t the supply c
tion. In this c

 Economic Env

ingle set of p
n two. Figure
ctricity is D 

cost. If the fir
ing its produc
aler network
ld prove suc
he case and n
t. 

s are created 
ndoned by it. 
ng on the pate
for a specific 
ompanies. 

tition 

opoly does po
economic pr

onopolists ten
e desirability

is more to th
process of th

re will be a n

mpact on price
e and quantit
r what would
to a monopo
d-water indu
curve is the s
case, we are 

vironment of B

power lines s
e 2.15 shows
and average 

 

rm could ove
cts and estab

k – which is t
cessful and 
normally the

by consciou
Patent laws,

ent holder th
period. The 

oorly relative
rofit by char
nd to have 

y of a monop

his issue than
his transfer o

net loss. 

e and quantit
ty in a perfec
d happen if a 
ly. The mark

ustry are show
same as the M
assuming a 

Business 

129 

serving a 
s such a 
total 

ercome 
blishing 
typically 

e 

us 
, for 

he sole 
best 

e to 
rging a 

oly. 

n just 
of 

ty of a 
ctly 
perfectly 

ket 
wn in 
MC cost 



Module 2  

130 
 

 

 

 

hori
inter
com
in th

With
mar
chan
by t
Inst
the c

Nex
show
pric
the m
the m
the 
prod
com
cost
curv

The
new
outp
with
wate
vers

Figu

Allo

As y
perf

izontal MC c
rsection of th

mpany, the m
he market str

h the transfo
rket becomes
nge, howeve
the demand c
ead, the mar
case before.

xt, consider s
ws the quant

ce and is repr
market supp
market. Afte
same as befo
ducers are no

mbines the co
t curve that i
ve shown in F

e bottled-wate
w marginal re
put level, the
h the transfor
er becomes m
sus Qpc) are p

ure 2.16 

ocative eff

you see, mon
fect competit

curve. Equilib
hese curves, 

market deman
ructure. 

ormation to a
s the busines
er. Now that t
curve) and its
rginal revenu

supply. Recal
tity of output
resented by a
ly curve is th

er the change
ore: inputs or
ow in the han
ost figures for
s merely an e
Figure 2.16.

er monopoly
evenue and m
e price is foun
rmation from
more expens
produced. 

ficiency 

nopoly status
tion, so it mo

 

brium for a c
point A. If th

nd curve rema

a monopoly, t
s’s demand c
the business 
s marginal re

ue curve falls

ll that a perfe
t supplied by
a portion of th
he sum of all
e to a monop
riginally own
nds of one bu
r these vario
extension of 
. 

y’s profit-ma
marginal cost
nd at point C

m perfect com
ive, (Pm vers

s restricts out
oves wealth f

competitive m
he industry b
ains the sam

the demand c
curve. There
is a monopo

evenue are no
s below the d

fect competito
y the business
he marginal 
l supply curv
oly, producti
ned by the pe
usiness. Whe

ous facilities, 
f the perfectly

aximising out
t curves inter
C on the dem
mpetition to m
sus Ppc), and 

tput and sets
from the con

market occur
becomes one
e despite the

curve for the
 is a signific

olist, its price
o longer equ

demand curve

or’s supply c
s at each pos
cost curve. I

ves of busine
ion facilities
erfectly comp
en the monop
it finds a ma

y competitiv

tput occurs w
rsect, point B

mand curve. T
monopoly, b
fewer bottle

s a higher pri
nsumers to th

 

 

 

rs at the 
e large 
e change 

e entire 
ant 

e (given 
ual. 
e, as was 

curve 
ssible 
In turn, 
esses in 
 remain 
petitive 
polist 
arginal 
e supply 

where the 
B. At this 
Thus, 
ottled 
s, (Qm 

 

ice than 
he seller. 



  

 

 

S

 

Study skills 

 

The
bett
How
pers

Figu
com
that 
show
of th
surp
the t
dem

Whe
Pm, 
shap
strip
if th
view
quan
at F
gain
the 
the c
grou

How
mon
low
also
allo

Use 
ques
equa

1. 

 

erefore, from 
er off with p

wever, wheth
spective of ef

ure 2.16 can
mpetition, con

consumers a
wn by (the h
he good to th
plus. In term
triangular ar

mand curve. 

en the monop
consumer su
pes. The mon
pes. But is th
he gain by the
w the monop
ntity as mere

Figure 2.16 s
n to the mono
seller as dep
consumers, i
up is offset b

wever, the re
nopoly’s rest
er monopoly

o referred to a
cative ineffic

the followin
stions. Initial
al to zero. 

If the ice cre
price of   

the perspect
perfectly com
her monopoly
fficiency is a

n be employe
nsumers pay 
are willing to

height of) the
he consumers
s of Figure 2
ea TAPpc – t

poly replace
urplus is redu
nopoly gains
he monopolis
e seller had b

poly practice 
ely redistribu
shows that th
opolist. Som
icted by the 
it is not a los
by the gain of

st of the loss
triction of ou
y output is th
as the deadw
ciency assoc

ng diagram (m
lly this indus

eam becomes
        per ice 

C5 

tive of fairne
mpetitive indu
y is inferior t
a different m

ed again to ill
Ppc for each 

o pay for eac
 demand cur
s. The value 
2.16, consum
the area betw

s perfect com
uced to the sh
s in the form 
st’s gain equa
been equal to
of charging 

utive. But the
he loss to the 

me of the losse
square patter

ss to the socie
f the other. T

s in consume
utput, is lost. 
he shown by t
weight loss to
ciated with th

market for ic
stry is perfec

s a monopoly
cream and p

 Economic Env

ess and equity
ustries than m
to perfect co

matter. 

lustrate this p
unit bought.

ch unit is der
rve (D), whic
minus its pri

mer’s surplus
ween the price

mpetition cha
haded pattern
of higher pr

al to the cons
o the loss to t
a higher pric

ere is more to
consumers i
es to the buy
rn. While thi
ety as whole

The net gain 

er’s surplus, c
The total los
the grey trian

o the society,
he monopolis

ce cream) to 
ctly competit

y, the monop
produce       

vironment of B

y, the society
monopolies. 

ompetition fro

point. Under
. The maxim
ived differen
ch measures 
ice is consum

s is represent
e line and th

arging a high
ned with diam
ofit – shown
sumer’s loss
the buyers, y
ce and restric
o this. A clos
is greater tha
yers are accru
is represents 

e since the lo
(or loss) equ

caused by th
ss resulting f
ngle. This ar
 which meas

stic practice. 

answer the f
ive and fixed

polist will ch
  cones of ic

Business 

131 

y is 

om the 

r perfect 
mum price 
ntly. It is 
the value 

mer 
ted by 
e 

her price, 
mond 

n with 
? Again, 

you could 
cting 
ser look 
an the 
ued to 
a loss to 
ss to one 

uals zero. 

he 
from the 
rea is 
sures the 

following 
d cost is 

 

harge a 
e cream. 



Module 2  

132 
 

 

 

 

2. 

3. 

Solu

Pric

As y
an a
In so
prod
of p
pric
disc
mar
goo
cust
any 
buy 
have

A. B do

B. B do

C. F do

D. F do

If the ice cre
to — 

A. ABC

B. BFG

C. CGH

D. GHK

If the ice cre
equal to —

A. ABC

B. BFG

C. CGH

D. GHK

utions: 

1. B. A per
F dollar
the price

2. B. The 
and wil
average

3. C. The 
gained 

ce discrim

you have ana
assumption th
ome circums
duct to differ

producing for
ce discrimina
crimination is
rket. In a com
d at the mark
tomer becaus
firm tried to
from anothe

e some mark

ollars and L 

ollars and K 

ollars and K 

ollars and L c

eam becomes

C  

GC  

H 

KL minus B

eam becomes

C  

GC  

H 

KL minus B

rfectly comp
rs. The mono
e to B. 

monopolist
ll face an av
e cost times

area CGH i
by the mon

mination 

alysed the be
hat the mono
stance, howe
rent custome
r the two cus
ation. Before
s not possibl

mpetitive mar
ket price. No
se the firm ca
o charge a hig
er firm. For a
ket power. 

 

cones  

cones  

cones  

cones 

s a monopoly

FGC 

s a monopoly

FGC 

petitive indus
opolist will re

t will reduce
verage cost 
 quantity, o

is the loss in
nopolist. 

ehaviour of m
opoly charge
ever, a firm m
ers for differe
stomers are th
e looking at s
e when a goo
rket, there ar

o firm is willi
an sell all it w
gher price to
a firm to disc

y, the monop

y, the loss in

stry would pr
educe output

e output to K
of F. Its pro

or BFGC. 

n consumer

monopolies s
s the same p

may be able t
ent prices eve
he same. Thi
such behavio
od is sold in 
re many firm
ing to charge
wants at the 
 a customer,

criminate in i

polist’s profi

n social welfa

roduce L and
t to K and wi

K, will char
ofit is price 

r’s surplus n

so far, there h
price to all cu
to sell the sam
en though th
is practice is 

our, note that 
a competitiv

ms selling the
e a lower pri
market price
 that custom
its pricing, it

 

 

 

it is equal 

are is 

d charge 
ill raise 

rge B 
minus 

not 

has been 
ustomers. 
me 

he costs 
called 
price 

ve 
e same 
ce to any 
e. And if 

mer would 
t must 



  

 

 

S

 

Study skills 

 

The
char
and 
wee
sets 
type
disc
char
max

The
for a
diffe
pric
will
is th
geog
will

1. 

2. 

Solu

Soc

Mon
to co
eith
The
scal

 

ere are numer
rge different 
senior citize

eknights vers
different pri

e would inclu
count. Anoth
rges a differe
ximum price 

e first and mo
a profit-max

ferent custom
ce-discrimina
lingness to pa
hat price disc
graphically o
lingness to pa

The followin

A monopoli
its night-tim
during the d

The followin
True/False?

A monopoli
customers w
a quick resa

utions: 

1. False. P
prices fo

2. The disc
markets
This is e
a seriou

cial benefi

nopoly yield
ompetitive fi
er higher or 

ere are two re
le, and (2) tec

rous example
prices for di

ens or to thos
sus weekends
ices for diffe
ude bulk buy
er form of pr
ent price for 
that he or sh

ost obvious l
imising mon

mers, a monop
ating monopo
ay than is po

crimination r
or sometimes
ay. 

ng is an exam

st charges a 
me customers 

ay’. 

ng is an exam

ist is selling i
who can easil
ale in the high

rice discrimi
or reasons no

crimination m
 to be able to
especially cri

us problem si

ts of mono

ds neither allo
firms. Howev
lower unit co

easons why c
chnological a

C5 

es of price di
ifferent custo
se who attend
s, etc. Anoth
erent quantiti
ying: the larg
rice discrimi
each unit sol

he is willing t

esson is that 
nopolist. In o
poly can incr
olist charges 
ossible with a
equires the a
s by age or in

mple of price

higher price 
because the 

mple of succ

its product to
ly buy the pr
her-price ma

ination is the
ot associated

monopolist m
o successfull
itical for goo
nce by natur

opoly 

ocative nor p
ver, in certain
ost than that 
costs may dif
advance in th

 Economic Env

iscrimination
omers: lower
d in the after

her form of pr
ies (volumes
ger the order,
ination occur
ld and charg
to pay for th

price discrim
other words, b
rease its prof
each custom

a single price
ability to sep
ncome – acc

e discriminat

for its daytim
cost of prod

essful price d

o two differe
roduct in a lo
arket’. 

e practice of 
d with costs.

must be able 
ly practice pr
ods. Services
re they are no

productive ef
n cases, a mo
incurred by 

ffer, namely 
he long-un. 

vironment of B

n. Movie the
r price for stu
rnoon and on
rice discrimi
). Examples 
, the larger th
rs when a firm
es each cons

hat unit. 

mination is a
by charging 
fit. In essenc

mer a price cl
e. The second
arate custom
ording to the

tion: True/ Fa

me customer
duction is gre

discriminatio

ent groups of
ower-price m

charging dif

to separate i
rice discrimin
s do not usua
ot easily tran

fficiency as c
onopolist ma
competitive 
(1) economi

Business 

133 

atres 
udents 
n certain 
ination 
of this 

he 
m 
sumer the 

a strategy 
prices to 

ce, a 
loser to 
d lesson 

mers – 
eir 

alse? 

rs than 
eater 

on: 

f 
market for 

fferent 

its 
nation. 

ally pose 
nsferable. 

compared 
ay incur 

firms. 
ies of 



Module 2  

134 
 

 

 

 

Eco

Whe
firm
the m
wou
up o
mon
For 
relat
com
long
spec
learn
of th

Inve

Mon
imp
mor
tech
Mor
firm
imp

Gov

Col
sam
Stat
collu
and/
com
regu

1. 

onomies of s

en economie
ms, producing

market dema
uld have a low
of several com
nopoly might
example, ex
ting to new i

mputer softwa
g-run average
cialised inpu
ning by doin
he firms.  

ention and in

nopolists can
plementation 
re likely than
hniques over 
reover, mono

ms enter into 
portant to the 

vernment 

lusion is an 
me price or ot
tes, for exam
usion are em
/or regulation

mpetition amo
ulate the beh

Antitrust la

The first law
Sherman Ac
and avoid th
regulate firm
to collude. A
the term ‘an
to eliminate 
Sherman Ac
Federal Trad
prohibited o
“substantiall
The Federal
(FTC), whic
business pra

 

scale  

es of scale ar
g at the minim
and. In this s
wer average 
mpetitive fir
t be able to a

xtensive econ
information t
are and Inter
e total costs 

uts, the spread
ng. This has s

nnovation 

n lower their 
of new techn

n competitive
time, then in

opolists may
the market. I
maintenance

policy tow

agreement m
therwise not 

mple, governm
mbodied in th

ns aimed at e
ong firms. A
aviour of mo

aws and anti

w regulating 
ct (1890), wh
he formation 
ms that had c
After the She
ntitrust laws

collusion am
ct, Congress 
de Commissi

or defined as 
ly to lessen c
l Trade Act e
ch was given
actices.  

 

e extensive, 
mum efficien

situation, an i
total cost tha

rms. At the e
attain the low
nomies of sca
technologies

rnet services.
have decreas
ding of produ
substantially

costs throug
nology in the
e firms to dev
nefficiency o
 seek techno
In this situati
e of monopo

ward mono

made by few 
compete am

ment policies
he antitrust l
eliminating c

A number of l
onopolies.  

itrust enforc

monopolies 
hich was desi
of monopoli

combined to f
erman Act w
s’ continues t
mong firms. T
passed the C
ion Act. Und
illegal if its 

competition, 
established th
n rights to mo

 

a large numb
nt level, may
industry of o
an would the
xtreme, a sin

west long-run
ales always d
s such as com
 As these fir
sed because 
uct developm

y reduced the

gh the discov
e long run. If
velop more e

of monopoly 
ological adva
ion, technolo

oly.   

opoly 

firms or prod
ong each oth
s with respec
laws. Antitru
collusion and
laws have be

cement 

in the United
igned to enco
ies. The Sher
form trusts. T
as passed, tru
to be used to
To address lo

Clayton Act (
der the Clayt
effect tends 
or to tend to

he Federal Tr
onitor and re

ber of compe
y not be able 
one or two fir
e same indus
ngle firm or a
n average tot
display in som
mputers, note
rms have gro
of greater us

ment costs an
e average tota

very and 
f monopolist
efficient prod
might be ov

ance to restric
ogical advanc

ducers to cha
her. In the Un
ct to monopo
ust laws are l
d promoting 
een implemen

d States was 
ourage comp
rman Act is 
Trusts enable
usts disappea

o refer to law
oopholes in t
(1914) and th
ton Act, a me
to cause 

o create a mo
rade Commi
gulate unfair

 

 

 

etitive 
to meet 

rms 
stry made 
a natural 
al cost. 
me firms 

ebooks, 
own, their 
se of 
nd 
al costs 

ts are 
duction 

verstated. 
ct new 
ce is 

arge the 
nited 

oly and 
laws 

nted to 

the 
petition 
aimed to 
ed firms 
ared, but 

ws aimed 
the 
he 
erger is 

onopoly.” 
ssion 
r 



  

 

 

Monoppolistic c

 

3. 

4. 

5. 

competitio

Mon
mon
firm
mar
offe
the a
nam
be d
char

In m
know
the p
the d
purc
com

 

Mergers: T

The U.S. fed
market pow
by raising pr
most concer
between firm
firms at diff

The Depart
merger guid

The Econom
of Justice w
consequence
were develo
The guidelin
understand w
guidelines fo
measure of m

Regulating 

If a firm is a
forcing price
profit. Polic
achieve econ
monopoly ch
strategy has 
still falling w
price equal t
and the firm
price equal t
monopoly w

on 

nopolistic co
nopoly. It ha

m: a large num
rkets, and kno
ered by the se
ability of sel

mes, packagin
different from
rge a higher 

monopolistic 
wing that the
price is too h
differentiatin
chase a comp

mpetitor must

The trade-off

deral governm
er by mergin
rices and red
rned with ho
ms in the sam
ferent stages 

tment of Jus
delines 

mics Section 
was establishe

es of propose
oped by the D
nes made it e
whether the g

focus on three
market conce

natural mo

a natural mon
es down to th
y makers usu
nomic efficie
harge a price
a weakness 

when it cross
to marginal c

m will suffer a
to the level o

will break eve

ompetition is 
s most of the
mber of selle
owledge of m
ellers. A key
llers to differ
ng, advertisin
m the compet
price than its

competition
e consumer h
high, in view
ng features o
peting firm’s
t expect a rel

C5 

f between m

ment regulat
ng they may 
ducing outpu
rizontal me

me industry. 
of productio

stice and Fe

of the Antitr
ed in 1973 to
ed mergers. S

Department o
easier for firm
government 
e main issue
entration, an

nopolies 

nopoly, comp
he level whe
ually set pric
ency, regulat
e equal to its
when the fir

ses the dema
cost, price w
a loss. Hence
of average to
en.   

a cross betw
e characterist
ers, fairly eas
market partic

y characterist
rentiate their 
ng, location, 
tition. This d
s competitor

n markets, the
has many clo

w of the consu
of the firm’s p
s product inst
latively elast

 Economic Env

market powe

tes mergers b
incur ineffic

ut. In particul
rgers, which
Vertical me

on of a good. 

deral Trade

rust Division
o evaluate the
Subsequently
of Justice and
ms proposing
would allow
s, namely ma

nd merger sta

petition will 
ere the firm e
ces for natura
tors may req
 marginal co

rm’s average
and curve. If 

will be less th
e, the policy 

otal cost so th

ween perfect 
tics of a perf
sy entry and 
cipants about
tic that make

product. For
etc. all help 

differentiatio
s, if it so des

e firm must c
ose substitute
umer’s perce
product, the 
tead. Thus th
tic demand re

vironment of B

er and efficie

because if fir
ciency of the 
lar, the gover
h are mergers
ergers are be

 

e Commissio

n of the Depa
e economic 
y, merger gu
d the FTC in
g a merger to

w the merger.
arket definiti

andards.   

not play its r
earns zero ec
al monopolie

quire that the 
ost. However
e total cost cu
the firm cha
an average to
makers will 

hat the natura

competition 
fectly compe
exit into and
t the prices b
s it monopol
r example, b
a product ap
n enables a f

sires. 

choose a pric
es to choose 
eption of the 
consumer w

he monopolis
esponse to ch

Business 

135 

ency 

rms gain 
market 

rnment is 
s 

etween 

on 

artment 

uidelines 
n 1982. 
o 
 These 
ion, the 

role of 
onomic 
es. To 

r, this 
urve is 
arges a 
otal cost 
set the 

al 

and 
titive 

d out of 
being 
listic is 

brand 
ppear to 
firm to 

ce 
from. If 
value of 

will 
stic 
hanges in 



Module 2  

136 
 

 

 

 

its p
with
caus
beca
actio
firm

In o
with
incr
for t
can 
prof
com
entr

Mon
vend
The
char
artis
mon
are 
dry 
from
get t

Sho

Figu
com
curv
resp
dem
for i
dem
to lu
indu
cann
inclu
one 

price level. Y
hout causing 
sing a chang
ause the firm
ons to be spr

m any sufficie

other words, m
hout experien
reases it will 
the pure com
adjust the pr

fits. Howeve
mpetitor has m
ry of new firm

nopolistically
dors gather t

e weekly fruit
racterised as 
sans selling s
nopolistic co
small retail b
cleaners. Fo

m different re
to know all h

ort-run pro

ure 2.17 sho
mpetitive firm
ve are similar
pectively. Th
mand curve is
instance, a dr

manded by as
ure away som
ustry as a wh
not be as mu
udes all selle
that gained m

Yet at the sam
any other fir
e in the gene

m is one of m
read imperce
ent reason to

monopolistic
ncing the ext
suffer loss o

mpetitor. Like
rice upward o

er, similar to 
many rivals i
ms in the lon

y competitiv
to sell similar
t and vegetab
monopolisti

souvenirs and
mpetitors. O
businesses su
r instance, so
egions of Ch
his or her cus

ofit maxim

ows the case 
m within the i
r to those in 

he industry de
s obviously f
rop in the pr

s much as the
me of the cus
hole, the resp
uch (there is l
ers (firms), in
mostly at the

 

me time, it ex
rm to retaliat
eral price lev

many firms, an
eptibly over a
o react to the 

c competition
treme respon
of sales, but t
e a monopoly
or downward
the pure com
in the short r
ng run. 

ve markets ar
r products to
ble market in
ic competitio
d other good

Other exampl
uch as florist
ome Chinese

hina. The neig
stomers by n

isation 

of a profit-m
industry. The
monopoly, r
emand curve
flatter than th
rice charged b
e firm, with i
stomers of ot
ponse of the q
lower price e
ncluding all 
e expense of 

xpects to be a
te and conse

vel in the mar
nd it expects
all the other f
initial firm’s

n can change
nse of pure co
this loss is no
y, the monop
d to the level

mpetitor, the 
run, compoun

re found whe
o a gathering 
n some comm
on. Similarly
ds in tourist r
es of monop
ts, pharmacie
e restaurants 
ghbourhood 

name. 

maximising m
e demand an
represented b
e is given by 
he industry’s
by a firm inc
its elastic dem
ther firms. H
quantity to th
elasticity) sin
those who lo
others. 

able to chang
quently, with
rket. This is p
s the impact o
firms, giving
s price chang

e price up an
ompetition. F
ot total as it w
polistic comp
l that maxim
monopolistic
nded by the f

ere a large nu
of potential 

munities may
y, the gatherin
resorts act lik
polistic comp
es, restaurant
try to offer f
pharmacist t

monopolistica
nd marginal r
by d and mr 
D. The firm
 demand cur

creases the qu
mand curve, 

However, for 
he same price
nce the indus
ost customers

 

 

 

ge price 
hout 
possible 
of its 
g no one 
ge. 

nd down 
For price 
would be 
petitor 

mises its 
c 
free 

umber of 
buyers. 

y be 
ngs of 
ke 
petition 
ts and 
food 
tries to 

ally 
revenue 

’s 
rve since, 
uantity 
is able 
the 
e cut 
stry 
s and the 



  

 

 

 

Figu

The
depi
mar
the 
firm
reve
at Q

Noth
com
2.18
wea
max
an e
area

Figu

 

ure 2.17 

e situation of 
icted in Figu
rginal revenu
slope and the

m maximises 
enue equals m

Q1; profits are

hing, howev
mpetitive indu
8 shows wha
aker market d
ximisation by
economic los
a. 

ure 2.18 

f a representa
ure 2.17. Sin
ue curve mus
e same interc
its profits at 

marginal cos
e shown as th

ver, guarantee
ustry will ear

at happens wh
demand. Eve
y setting mar
ss. The loss is

C5 

ative firm in m
nce the deman
st lie below th
cept point. T
the price an

sts. Thus, pric
he area P1AB

es that a firm
rn economic 
hen a firm w

en though the
rginal revenu
s shown by t

 Economic Env

monopolistic
nd curve has
he demand c

The monopoli
nd output leve
ce will be se

BC. 

m in a monop
profits in th

with the same
e firm follow
ue to margina
the rectangle

vironment of B

 

c competition
s a negative s
curve, having
istically com
el where mar

et at P1 and qu

polistically 
he short run. F
e cost curves 
ws the rule of
al costs, it m

e P2DEF – the

Business 

137 

n is 
slope, the 
g twice 

mpetitive 
rginal 
uantity 

Figure 
faces a 

f profit 
might face 

e striped 

 



Module 2  

138 
 

S

 

 

Study skills 

 

 

1. 

2. 

3. 

Solu

Lon

In a
and 
are p
The
pure
an e
poss
quic
our 

Unlike a mo

A. can
the l

B. has 

C. can 

D. may

In monopoli
price — 

A. equa

B. exce

C. is le

D. equa

The monopo
elastic than 
monopolisti
sloping,  

A. mor

B. mor

C. less

D. less

utions: 

1. A. Easy
econom

2. B. To m
exceeds

3. C. Give
substitu
The ma
market 
horizon

ng-run opt

analysing mo
exit are free
profits to be 

erefore, the d
e monopoly i
economic pro
sible to earn 
ckly try to m
representativ

onopolist, a m

earn positive
long run. 

a downward

never cover 

y sell to many

istic competi

als marginal 

eeds margina

ess than marg

als marginal 

olistically co
that of the pe
cally compet
  the market

re, like. 

re, unlike.  

, like. 

, unlike. 

y entry into th
mic profits. 

maximise pro
 MC. 

en product d
utability wil
arket deman
structure, w

ntal in perfe

timisation 

nopolistic co
e in the long r

made and de
difference bet
is that the mo
ofit indefinite
an economic

move in. Their
ve firm to de

 

monopolistic

e economic p

d sloping mar

its minimum

y buyers. 

ition, when p

revenue. 

al cost. 

ginal revenue

cost. 

ompetitive fir
erfectly com
titive firm’s 

t demand cur

he market wi

fits, MR = M

differentiati
ll be less tha
nd curve is d
whereas the 
ect competit

 

ompetition, o
run. Firms ca
epart when th
tween this sit
onopolistic c
ely. As soon 
c profit in a p
r entry will c

ecrease (shift

ally competi

profit in the s

rginal revenu

m average co

profits are be

e.  

rm's demand
mpetitive firm

demand curv
rve in perfect

ill compete a

MC. Because 

ion, the degr
an it is in pe
downward s
firm's dem

tion. 

our key assum
an enter the i
hey face eco
tuation and t

competitor ca
as other firm
particular ma
cause the dem
t to the left) b

itive firm — 

short run but

ue curve. 

st in the long

eing maximis

d curve will b
m. The 

ve will be do
t competition

away any sho

price exceed

ree of 
erfect comp
sloping in th
and curve is

mption is tha
industry whe

onomic losses
the one faced
annot expect

ms notice tha
arket, they w
mand curve f
because the 

 

 

 

t not in 

g run.  

sed, the 

be      

ownward 
n. 

ort-run 

ds MR, P 

petition. 
his 
s 

at entry 
en there 
s. 
d by a 
t to earn 
at it is 
will 
facing 



  

 

 

S

 

Study skills 

 

new
shift
to th
dem
whi
mon
P*, 
prof
of o

A di
with
Sup
them
firm
mar
righ
elim
aver
firm

Figu

Use 
a mo

 

wcomers will 
ft continues u
he average to

mand curve an
ch they just t
nopolistically
price and av
fits or losses

output, where

ifferent sequ
h losses, but 
ppose that the
m is able to m

ms will be for
rket share (de
ht. These shif
minated. Grap
rage cost cur

m starts in a p

ure 2.19 

the diagram
onopolistical

 

be taking a c
until profits a
otal cost curv
nd the averag
touch and ha
y competitive

verage total c
. Note that ta

e marginal re

uence occurs 
the market w

ere are too m
make a profit
rced to leave
emand) incre
fts will contin
phically, it m
rve and the sa
profit-earning

m to answer th
lly competiti

C5 

certain amou
are eliminate
ve. Graphical
ge total cost 
ave the same
e industry in

cost are equal
angency occu
evenue is equ

if a monopo
will arrive at 

many video st
t. Eventually
. Therefore, 

eases and the
nue until the

means a tange
ame long-run
g position. 

he following
ive firm. 

 

 Economic Env

unt of its bus
ed, when the 
lly, this is th
are tangent (
 slope). Figu

n long-run eq
l and there ar
urs at the pro
ual to margin

olistically com
the same lon

tores in a sm
y, there will b
for the rema

eir demand cu
e losses for th
ency between
n equilibrium

g questions. T

vironment of B

siness away. 
demand curv

he point at wh
(that is, the p
ure 2.19 show
quilibrium. A
re no econom
ofit-maximis
nal cost. 

mpetitive firm
ng-run equili
all town and
be a shakeou
aining firms, 
urves will sh
he surviving 
n demand an
m as develop

 

This diagram

 

Business 

139 

This 
ve slips 
hich the 
point at 
ws a 

At Q* and 
mic 
sing level 

m starts 
ibrium. 

d none of 
ut: some 

the 
hift to the 
firms are 

nd 
ps when a 

m depicts 



Module 2  

140 
 

 

 

 

1. 

2. 

3. 

4. 

5. 

Solu

In the short 

A. OA

B. OB.

C. OC.

D. OD

In the short 

A. OE.

B. OF.

C. OG

D. OK

In the short 

A. OA

B. OA

C. OA

D. OA

In the long r
become mor

A. righ

B. righ

C. left,

D. left,

In the long r
    and  b

A. righ

B. righ

C. left,

D. left,

utions: 

1. A. This

2. D. Use t

3. C. Tota

4. D. Each
enter th
because

5. D. The 
firm’s m

run, the prof

.  

.  

.  

. 

run, the prof

. 

  

. 

. 

run, this firm

×OG. 

×OK.  

×GK.  

×EK. 

run, this firm
re      

ht, inelastic. 

ht, elastic. 

, inelastic.  

, elastic. 

run, this firm
become more

ht, inelastic. 

ht, elastic. 

, inelastic.  

, elastic. 

is the output

the demand c

al economic

h firm will l
he industry. 
e of the larg

reason is th
market shar

 

fit-maximisin

fit-maximisin

m will earn a 

m’s demand c

m’s marginal 
e       _

t level where

curve to dete

c profit equa

lose some o
Demand w

ger number 

hat as more 
re drops (the

ng output lev

ng price is —

total econom

curve will shi

revenue curv
 

e MR = MC. 

ermine price.

als (P -ATC

of its market
will become 

of substitut

firms enter 
ere is a redu

vel is — 

—   

mic profit of 

ift to the    

ve will shift 

. 

C) x Q. 

t share as fi
more elastic

tes. 

the industr
uction in the

 

 

 

f — 

   and 

to the     

irms 
c 

ry, each 
e 



  

 

 

The firrm in an o

 

oligopoly

The
olig
olig
alum
on. 
cars
is th
econ
as a

Reg
mar
firm
are n
that 
and 
follo

Ano
Unl
the e

Olig

Pric

Whe
pric

 

demand
firm’s d
to the le
operatin
firm is 
margin
elastic.

y 

e determinatio
gopolistic ma
gopoly might
minium, chem
They might 

s. The key ch
he relatively 
nomic theory

an oligopoly.

gardless of ho
rket share is h

ms in an oligo
named by a c
each firm m
of the antici

owing the M

other crucial 
ike monopol
entry of new

gopolists are 

1. The inte
with eac
case), th
monopo
of the tim
charges 

2. Alternat
gain a b
policies
compete
will be. 
down th

cing under

en firms und
ces, market sh

d faced by e
demand and
eft). Also, w
ng in the ind
more elastic
al revenue c

on of price, o
arket as in the
t sell a standa
micals such a
also sell a di

haracteristic d
small numbe
y for the min

ow few firms
held by the t
opoly is that 
condition kn

must set its pr
ipated reactio

MR = MC rule

feature of ol
listic compet

w firms, with 

typically pu

erdependence
ch other. Unl
hey tend to g
oly to maxim
me firms do 
and partly b

tively, they w
igger share o
, however, ar
e to gain a bi
Competition

he potential p

r oligopoly

der oligopoly
hare, adverti

C5 

each individ
d marginal r
with a larger
dustry, the d
c. Each has
curve will a

output and p
e three other 
ardised produ
as hydrochlo
ifferentiated 
distinguishin
er of compet
nimum numb

s there are in
op firms, the
the pricing p

nown as mutu
rice on the ba
on by its com
e may not be

ligopoly is th
tition, oligop
variation fro

ulled in two d

e of firms ma
less the law p
et together a

mise their join
not collude,

because of the

will be tempt
of industry p
re incompati
igger share o
n drives dow
profits. 

y 

y engage in c
sing expendi

 Economic Env

dual firm). T
revenue cur
r number of
demand cur
 less contro

also become

rofit is not a
types of ma

uct: steel, a m
oric acid; pap
product such

ng this marke
ing firms. Th

ber of firms th

n a market an
e most impor
practices in th
ual interdepe
asis of its cos

mpetitors. In 
e enough to m

he existence 
poly involves
om industry t

different dire

ay make them
prohibits it (

and act as a s
nt profits. At 
 partly from 
e lack of trus

ted to compe
profits for the
ible. The mo
of profits, the
n the price a

ollusion, the
iture, etc., to

vironment of B

Therefore, th
ves will fall
f firms now
rve faced by
ol and hence
e flatter or m

s simple in a
arket. Firms i
microchip pr
per products 
h as soft drin
et and the oth
here is no rul
hat qualify a

nd what perce
rtant implicat
his type of m
endence. Thi
sts, demand 
other words,

maximise pro

of barriers to
s various barr
to industry. 

ections: 

m wish to co
as is usually 
ingle seller o
least explici
fear of crim

st discussed b

ete with their
emselves. Th
re fiercely fi

e smaller thes
and hence wi

ey are agreein
o reduce the 

Business 

141 

he 
l (shift 

w 
y each 
e its 
more 

an 
in an 
rocessor, 
and so 

nks or 
her three 
le in 

a market 

entage of 
tion for 

market 
s means 
elasticity 
, just 
ofit. 

o entry. 
riers to 

ollude 
the 

or 
itly, most 
inal 
below. 

r rivals to 
he two 
irms 
se shares 
ll drive 

ng on 



Module 2  

142 
 

 

 

 

unce
cutt
indu

Coo

A fo
max
they

The
MR
of it
mus

Figu

Hav
mar

Each
up t
if pr

In m
gov
bein

Whe
roun
collu
may
cam

Ano
as a
dom
Alte

ertainty they
ing or retalia
ustry profits.

operative o

ormal (explic
ximise profit
y were a sing

e total market
R curve. The c
ts members. 
st therefore s

ure 2.20 

ving agreed o
rket among th

h member w
to Q1. If the 
rice remained

many countri
ernment as a

ng against the

ere explicit c
nd it. Alterna
ude by watch

y implicitly a
mpaigns. 

other form of
an established
minates the in
ernatively, th

y face and to 
atory adverti

or collusiv

cit) collusive
s if it acts lik

gle firm. Figu

t demand cur
cartel’s MC 
Profits are m

set a price of 

on the cartel 
hemselves. 

would be give
quotas excee
d fixed at P1

es, cartels ar
a means of dr
e public inter

collusion is i
atively, firms
hing each oth

agree to avoid

f implicit col
d leader. The
ndustry. This
he price leade

 

banish the sp
sing, both of

ve mechan

e agreement i
ke a monopo
ure 2.20 illu

rve is shown
curve is the 

maximised at
f P1 (at which

price, the me

en a quota. T
eded Q1, eith
 or the price

re illegal, as t
riving up pri
rest. 

llegal, firms 
s may stay w
her’s prices a
d price wars 

llusion occur
e leader may 
s is known as
er may simpl

pectre of com
f which could

nisms 

is called a ca
ly: if the me
strates a cart

n with the cor
horizontal su

t Q1 where M
h Q1 will be 

embers will t

The sum of al
her there wou
e would fall.

they are depi
ces and prof

may simply 
within the law

and keeping 
or aggressiv

rs when firm
be the large

s dominant fi
ly be the firm

mpetitive pri
d reduce tota

artel. The car
mbers behav
tel. 

rresponding 
um of the MC

MC = MR. Th
demanded). 

 

then divide t

ll the quotas 
uld be output

icted by the 
fits and there

break the la
w but still imp

theirs simila
ve advertising

s set the sam
st firm: the f

firm price lea
m with the lo

 

 

 

ce-
al 

rtel will 
ve as if 

market 
C curves 
he cartel 

the 

must add 
t unsold 

by as 

aw, or get 
plicitly 
ar. Firms 
g 

me price 
firm that 
adership. 
owest 



  

 

 

 

cost
time
of m
In th
way
the o
of b
to ex

Non

Coll
char
olig
to th
curv
to m
chan

Figu

Figu
the g
is no
muc
com
com
raise
(the
dem
anti
redu

The
at th
non
selli

 

t, known as l
e as the most
market condit
hese scenario
y and will be 
other firms. 

being the first
xpect that ot

n-coopera

lusion (impli
rging the sam

gopolies is th
he same price
ve. The kinke

match a price
nge price or 

ure 2.21 

ure 2.21 illu
given price P
ot continuou
ch more elast

mpetitor antic
mpeting firms
ed its price s

ere being an e
mand curve is

cipate that th
uctions from 

e main intent 
he expense o
e would gain
ing about the

low-cost pric
t reliable one
tions. This is
os, regardles
followed wi
The price lea
t to adjust pr
ther firms wi

tive (Comp

icit or explic
me price. In f
e model that
e being charg
ed demand c
 cut but not p
quantity. 

ustrates the es
P*, the dema

us. The portio
tic than the p

cipates that if
s would follo
stands to lose
elastic deman
s rather inela
he lowering o
the other co

of lowering 
f the other co

n very much 
e same amou

C5 

ce leadership
e to follow: t
s known as b
s of the type
ithin a relativ
ader is the fir
rices, but this
ll follow suit

petitive) m

cit) is not the 
fact, one imp
t explains wh
ged among c

curve model 
price increas

ssential aspe
and curve is k
on of the dem
portion below
f it increased
ow. If this is 
e a considera
nd curve). Th

astic because 
of its price w

ompetitors. 

prices in an
ompetitors. I
market share

unt as before 

 Economic Env

p or, one that
he one that i

barometric fir
 of leadershi
vely short tim
rm that is wi
s firm has us
t. 

mechanism

only reason 
portant mode
hy mutual int
competitors: 
shows that if

ses, then they

cts of this th
kinked in the
mand curve a
w the price. T
d its price, no
indeed the c

able amount o
he lower por
each compe

would bring a

oligopoly is
If every firm
e. In fact the
but at lower

vironment of B

t has emerged
s the best ba
rm price lead
ip, one firm l
me by all or m
illing to take 
sually a good

m 

for every co
el of competi
terdependenc
the kinked d

f firms expec
y are unlikely

 

heory. Notice
e sense that it
above the pri
This is becau
one of the oth
ase, the firm
of market sh
rtion of the k
etitor is assum
about retaliat

 to gain mark
m lowers its p
ey may all en
r price unless

Business 

143 

d over 
arometer 
dership. 
leads the 
most of 
the risk 

d reason 

ompetitor 
ition in 
ce leads 

demand 
ct rivals 
y to 

e that at 
ts slope 
ce is 

use each 
her 

m that has 
hare 
kinked 
med to 
tory price 

ket share 
rice, 

nd up 
s their 



Module 2  

144 
 

 

 

 

pric
the p

The
an o
kink
arou

The
reve
curv
port
inel
curv
from
A. A
the 
how
curv

This
2.20
mar

Oth
insta
expl
indu

Olig

Stra
theo
one 
ince
indu
pric
mod
Seco
choo
num
ince

ce cuts help to
price elastici

e upshot is th
oligopolistic 
ked demand c
und which th

e price stabili
enue curves. 
ve has two di
tion of the de
astic portion
ve correspon
m the same p
At quantities 
steep (inelas

w this is cons
ve back to th

s and the cor
0. Therefore,
rginal revenu

er important
ances when o
licitly. The n
ustry. 

 When fi
to produ
industrie
very exp
example

 When th
increasin
competi
category

gopoly and

ategic situatio
oretic modell
very simple 

entive proble
ustry (a duop
ce or a low pr
del in two asp
ond, their ch
ose from. In 

mber of possi
entive structu

o stimulate t
ity of the ind

hat the kinked
market tend 
curve model

he kinked cur

ity can be sho
The margina
ifferent segm
emand curve
n of the dema
nds to the flat
point where th

greater than
stic) portion o
tructed, imag

he vertical ax

rresponding M
 you will not

ue curve, sho

t models of c
oligopolists c

nature of com

irms produce
ucing a given
es where fixe
pensive, ther
e of this situa

hey produce 
ng capacity i
ition or Bertr
y. 

d the priso

ons form the
ling is beyon
game theore

em very well
poly) in whic
rice. Note tha
pects. First, f

hoice is discre
the Cournot

ible quantitie
ure of this ga

 

total market d
dustry deman

d demand cu
to charge th
does not exp

rve lies is act

own by draw
al revenue cu

ments. The up
e, while the lo
and curve. At
t (elastic) par
he demand c

n Q*, howeve
of the deman
gine a extend
is. 

MR are show
te that there 

own as the ga

competition, 
cannot coope

mpetition, ho

e homogenou
n amount of o
ed costs are h
re is quantity
ation is the st

differentiate
is low, comp
rand compet

oner's dile

 subject matt
nd the scope 
etic structure
: the prisone

ch firms may
at this setting
firms are cho
ete in that th
t models, firm
es. Despite th
ame is simila

demand. Thi
nd. 

urve helps to 
e same price
plain how the
tually determ

wing in the fi
urve appropr
pper segmen
ower segmen
t quantities b
rt of the dem
curve intercep
er, the MR cu
nd curve and 
ding the stee

wn by the dot
is a vertical 

ap CD. 

discussed be
erate (collud
wever, varie

us products a
output, as in 
high and cha

y or Cournot
teel industry

ed products a
petition takes
tition. Airline

mma 

ter of game t
of this cours

e that capture
r’s dilemma

y charge eithe
g is different
oosing price 

hey have only
ms can choos
hese differen
ar to the Cour

is would dep

explain why
e. However, t
e market pric

mined. 

irms’ margin
riate to this d
nt relates to th
nt relates to t
below Q*, th

mand curve, s
pts the vertic
urve corresp
starts at C. T
p part of the 

tted lines in 
discontinuity

elow, explain
de), implicitly
es from indus

and/or are co
the case of 

anging capac
competition

y. 

and/or the co
s the form of
es belong in 

theory. Form
se. However,
es the basic o
. Consider a 
er a high (col
t from the Co
rather than q

y two prices 
se any one of

nces, howeve
rnot model. 

 

 

 

end on 

y firms in 
the 
ce 

nal 
demand 
he elastic 
the 

he MR 
tarting 
cal axis: 
onds to 
To see 
demand 

Figure 
y in the 

n 
y or 
stry to 

ommitted 

city is 
. An 

st of 
f price 
this 

mal game 
 there is 

oligopoly 
two-firm 
llusive) 
ournot 
quantity. 
to 
f a large 
r; the 



  

 

 

 

Let 
high
pric
pric
firm
of th
poor
payo
pay-

As i
(or p
high
each
inten
defe
Furt
then
gets
Sim
the o
strat
dom
even
outc
give

 

 

Fir

Tab

The
a cri
indu
thou
pris
beli
inter
main
coop
forth
will
main
be a
high

 

us assume th
h prices, whi
ces (a non-co
ces, both firm
m charges a h
he sales in th
rly. If both f
off structure 
-off matrix.

indicated in T
payoff); the 
hest under th
h will earn a 
nds to charg
ect, for by ch
thermore, ev
n the best stra
s 30, while if

milar reasonin
other does, it
tegy that is b

minant strateg
n though the 
come of the m
en the strateg

 

 

rm 1 
High 

Low 

ble 2.9 

e original ver
ime rather th
uced to confe
ugh both susp
oners) had to
eve they wou
raction betw
ntaining coo
perate if the 
h cooperatio
l induce defe
ntained in a 

around next p
h, then defec

hat oligopoli
ch we will re

ooperative str
ms do well, es
high price and
he market and
firms charge 

is illustrated

Table 2.9, th
second elem

he strategy of
profit of 50.
e the collusiv

harging a low
ven if Firm 1 
ategy would 
f it remains tr
ng applies to 
ts best strate

best no matte
gy. It is likely
firms could 

mutual defec
gy chosen by

Hig

price 

price 

rsion of the p
han two firms
ess (defect) i
pects would 
o make singl
uld do anyth

ween the firm
operation. In 

firms believ
n from the ri

ection by the 
repeated gam
period, or if t
tion will resu

C5 

sts can engag
efer to as a c
rategy). If bo
ssentially sha
d the other d
d does very w
lower prices

d in the follow

he first eleme
ment is Firm 2

f mutual coop
 However, if
ve price, then

wer price, it c
believed tha
be to defect 

rue to the agr
Firm 2. Thu

egy is to defe
er what the ri
y, that mutua
earn signific

ction strategy
y the rival, ea

Firm 

gh price L

50,50 

0, 100 

prisoner’s dil
s. In the orig
in the hope o
do best if ne

le, once-and-
hing other tha

ms is repeated
a repeated g
e that cooper
ival in the ne
rival next pe

me, although
the one-perio
ult. 

 Economic Env

ge in two dif
cooperative s
oth firms coo
aring in mon

does not, the 
well but the 
s, both make 
wing box or 

ent in each c
2’s profit. Co
peration (col
f, Firm 1 bel
n Firm 1 has

can raise its p
at Firm 2 was

also, becaus
reement, it w

us, for each fi
ect – charge l
ival does is r
al defection w
cantly more b
y is called Na
ach firm is do

2 

Low price 

100, 0 

30,30 

lemma dealt 
ginal version,
of getting a li
either confess
-for-all choic
an defect. If, 
d, the chance 
ame, there is
ration in this
ext period, w
eriod. Thus, c

h if one firm b
od gains from

vironment of B

fferent strate
trategy, and 

operate or cha
nopoly profit
defector take
other firm do
modest prof
matrix, know

ell is Firm l’
ombined prof
llusion). In th
ieves that Fir

s an incentive
profit from 5
s likely to de
se by doing s
will get nothi
irm, no matte
low prices. A
referred to as
will be the o
by colluding
ash equilibri
oing the best

with two sus
, each prison
ighter senten
sed. If firms 

ces, it is hard
however, th
is much bett

s an incentive
s period will 

while defectio
cooperation 
believes it m
m defection a

Business 

145 

gies: 
low 
arge high 
ts. If one 
es most 
oes very 
fits. This 
wn as a 

s profit 
fits are 
his case, 
rm 2 
e to 

50 to 100. 
efect, 
so Firm 1 
ing. 
er what 

A 
s a 
utcome 

g. The 
ium; 
t it can. 

spects in 
ner was 
nce even 

(or 
d to 
he 
ter of 
e to 
bring 

on today 
may be 

may not 
are very 



Module 2  

146 
 

 

 

 

It is
of p
com
gene
indu
man

Pric

Lim

Mar
whe
max
mon
com
fore
com
mon
retar
strat
dete

Netw

Affi
airli
cust
effe
first
prod
stan
railr
cons
diffe

Mar

Mar
to cr
mar
mas
mar
Mic
softw
enth
incr
softw
wid

Adv

A fi
ensu

 fortunate fo
prisoner’s dil
mpetition eve
eral how mu
ustries with o
ny alternative

cing strate

mit pricing 

rket theory re
ere MR = MC
ximise their p
nopolists mu

mpetitors. In s
ego higher sh
mpetitors’ ent
nopolists may
rd the entry o
tegy to set a 
er market ent

work extern

inity program
ines reflect th
tomer lock-in
ects are close
t-mover adva
duction tied t
ndard. In the 
road rights o
sistent physi

ferent railroad

rket penetrat

rket penetrati
reate a new m

rket. The mai
ss of custome
rket or busine
crosoft is wel
ware program

husiastic cust
reases prices 
ware become
espread thro

vertising  

irm in a mon
ure that its cu

or consumers
emma as this
n when only

uch competiti
only a few fir
e theories of 

egies in im

eveals that m
C. At this op
profit level. I

ust remain sen
some circum
hort-run profi
try and boost
y implement
of new comp
less-than-op

try by new co

nalities 

mmes for res
he fact that m
n effect that p

e-linked with
antages. Netw
to widesprea
railroad indu
f way with a
cal network 
d companies

tion pricing 

ion pricing i
market or en
in purpose of
ers, create go
ess. For exam
ll-known to h
ms at promo
tomers. Once
to gain high
es more diffi
ughout a firm

nopolistic ma
ustomers kno

 

s that oligopo
s maintains r

y a few firms 
ion is enough
rms can be h

f how oligopo

mperfectly c

monopolists s
timal price l
In practice, m
nsitive to the

mstances, it m
fits if pricing 
t long-run pr
t a pricing str
petitors. Lim
ptimal price (
ompetitors. 

taurant dinin
many firms a
produce long

h network ext
work externa
ad adoption o
ustry, for exa
a consistent g
are so impor

s required dif

 

s a strategy o
nlarge market
f this pricing
ood network 
mple, in the c
have sold ini
tional prices
e a large cust

her profit mar
ficult or costl
m or organisa

arket with a d
ow how its g

oly situations
reasonably v
are involved

h, but, as ind
highly compe
olies behave.

competitiv

set profit-ma
evel, the mon

markets are d
e possibility o

make sense fo
moderation 

rofitability. In
rategy called

mit pricing is 
(where MC =

ng and flyer p
are always ab
g-run benefit
ternalities tha
alities refer to
of a physical 
ample, custom
gauge of trac
rtant that trai
fferent gauge

of setting ver
t share in a w
g strategy is t
effects and e

computer sof
itial versions
 in order to a
tomer base i
rgins as swit
y once use h
ation.   

differentiated
good is differ

s include the 
vigorous leve
d. We cannot
dicated above
etitive. There
. 

ve markets

ximising pric
nopolists wil

dynamic and 
of entry by n
or monopolis
will forestal
n this situatio

d limit pricin
a competitiv

= MR) in an 

programmes
ble to create a
ts. Customer
at yield to sig
o the advanta
or economic

mers are link
k. The benef
ins could not
es of track.   

ry low initial
well-develope
to benefit a c
establish a vi
ftware marke
s of PC-based
attract a large
s created, M
ching compu

has become 

d good is req
rent from its 

 

 

 

aspect 
els of 
t say in 
e, even 
e are 

s 

ces 
ll 

new 
sts to 
ll 
on, 
g to 

ve 
effort to 

 for the 
a 
r lock-in 
gnificant 
ages of 
c 
ked using 
fits of a 
t run if 

l prices 
ed 
critical 
iable 
et, 
d 
e base of 
icrosoft 
uter 

quired to 



  

 

 

Activ

 

vity 2.2 

 

Activity 

 

com
is to
spen
and 
com
the I

One
cons
prod
the q
high
the c
bett

 

Thin
man
natio
the c

 

 

 

mpetitors, eve
o use advertis
nd huge amo
value the dif

mpetitors. Ad
Internet are t

e of the main
sumers of a h
duct. In gene
quality of a p
h and consist
customers in
er product ch

nk of three d
ny firms are t
onal or intern
cases you ha

 

en when the d
sing and pac

ounts in adve
fferences bet

dvertising in m
the main cha

n objectives o
high-quality 
eral, a brand 
product, and 
tent quality s
n terms of pro
hoice to be m

ifferent prod
there in the m
national. In w

ave identified

C5 

difference is
kaging. Firm

ertising to ens
tween their o
magazines, n

annels for pro

of advertising
product or c
name gives i
is an incenti

standard. Adv
oduct differe

made. 

ducts or servi
market. Ident
what ways do
d? 

 Economic Env

s marginal. O
ms in monopo
sure that cus
own goods an
newspapers,
omoting thei

g is to provid
create a brand
information t
ive to the pro
vertising and
ences and qu

ices and estim
tify whether 
o the firms c

vironment of B

One of the str
olistic compe
stomers appre
nd those of t
television, ra

ir goods or pr

de a signal to
d name for th
to customers
oducer to ach
d brand name
ality and ena

mate roughly
‘the market’

compete in ea

Business 

147 

rategies 
etition 
eciate 
their 
adio and 
roducts.  

o 
heir 
s about 
hieve a 
e benefit 
able a 

y how 
’ is local, 
ach of 



Module 2  

148 
 

Modu

 

ule sum

 

Summary 

 

 

mmary 

You
of d
mar
curv
mar
The 
has 
vari
cros
shap
curv
prod
busi
The 
incr

You
cont
shou
perf
long
natu
entir
exis
com
from
dead
mon
struc
mon
is im
and 

In th
of n
dem

 

u have review
diminishing m
ginal produc

ves are also h
ginal produc
marginal co
a negative sl
able cost has

sses the marg
ped and reach
ve. Economic
duction and a
iness could h
long-run av

easing, then 

u have also se
trol over its p
uld produce i
fect competit
g-run equilib
ural monopol
re relevant ra
t.  A monopo

mpeted away 
m the point o
dweight loss 
nopolist for r
cture of mon
nopoly and p
mportant to re
Cournot com

he following 
ational incom

mand, aggrega

wed the produ
marginal retu
ct curve that 
hill-shaped b
ct. Marginal c
ost curve is sh
lope and is fl
s a saucer-sh
ginal cost cur
hes a minimu
c cost includ
a normal rate
have increasi
erage cost cu
constant and

een that a pe
price.  In the
if its product
tion, free entr
rium situatio
list is a mono
ange of mark
olist can mak
in the long r
f view of the
to the societ

reasons not a
nopolistic com
erfect compe
elate to conc
mpetition. 

study units, 
me, inflation
ate supply an

 

uction functi
urns in the sh
is hill-shaped
ecause of the
cost is invers
haped like th
latter at high

haped curve t
rve. The curv
um where it 

des the oppor
e of return fo
ng, constant
urve is sauce
d finally decr

rfectly comp
 short run, a 
t price excee
ry and exit e

on makes nei
opolist whos
ket demand f
ke an econom
run.  Product
e society bec
ty.  Price dis

associated wi
mpetitive ind
etition.  To u
cepts of carte

you will be 
n, unemploym
nd their equi

ion which is 
hort run that r
d. The total a
eir connectio
sely related t
he letter ‘J’. A
her output lev
that reaches i
ve for averag
intersects th

rtunity cost o
or the owners
, and decreas

er-shaped ref
reasing retur

petitive indiv
perfectly co
ds its averag

ensure that an
ither econom
e ATC is dec

for which eco
mic profit tha
ion of a mon
ause the mon
crimination i
ith the cost c
dustry is a cr
understand ol
el, collusion, 

looking at ec
ment, busines
librium. 

governed by
results in the
and average 
ons with chan
to marginal p
Average fixe
vels. Average
its minimum
ge cost is sau
e marginal c

of all the fact
s of the firm.
sing returns t
flecting range
rns to scale. 

vidual firm h
mpetitive fir

ge variable co
n individual f

mic profit nor
clining over 
onomies of s
at will not be
nopoly is und
nopolist caus
is the practic
onditions.  M

ross between
ligopoly indu
Prisoner’s D

conomy in ag
ss cycle, agg

 

 

 

y the law 
e 
product 
nges in 
product. 
ed cost 
e 

m where it 
ucer-
ost 
ors of 
 A 
to scale.  
es first of 

as no 
rm 
osts.  In 
firm in a 
r loss.  A 
the 

scale 
e 
desirable 
ses a 
ce by a 
Market 
n a 
ustry, it 

Dilemma 

ggregate 
gregate 



  

 

 

Assig

A

gnment

 

Assignment 

 

t 

1. 

2. 

3. 

4. 

5. 

6. 

7. 

8. 

9. 

10. 

11. 

12. 

13. 

14. 

15. 

 

 

What is the r
cost? How a

Give an exam
count as a co

How and wh
run and in th

Define econ
might arise. 

Production p
achieve prod
choosing the
output? 

Which costs
explicit cost
costs (oppor

How do eco

What is the n
entire marke

What does th
look like? 

What does th
look like? 

How is the m
imperfect co

What is the r
the industry 

Is it true that
more output

How can firm

What is the r
demand and

relationship 
are they relat

mple of an o
ost. Why   w

hy does a firm
he long run?

nomies and di
 

processes ma
ductive effici
e production 

s—economic
ts (payments 
rtunity costs 

nomists mea

name of the 
et? 

he demand c

he demand c

marginal curv
ompetition?

relationship 
demand with

t compared t
t and charge 

ms continue 

relationship 
d how much i

C5 

among a firm
ed? 

opportunity c
would the acc

m's average-

iseconomies

ay be labour-
iency, what c
process to p

c costs or acc
to those out
owners susta

asure profitab

market struc

curve facing t

curve facing t

ve drawn in 

between the 
hin which th

to perfect com
higher prices

to earn pure

between the 
its price exce

 

 Economic Env

m's total reve

cost that an ac
ountant igno

total-cost cu

 of scale and

-intensive or 
criterion mus

produce a cer

counting cost
side the busi
ain by runnin

bility? 

cture when on

the firm in p

the firm in im

relation to th

demand faci
he monopolis

mpetition, m
s? 

e profits in th

elasticity of
eeds margina

vironment of B

enue, profit, 

ccountant m
ore this cost?

urve differ in 

d explain why

capital-inten
st a firm app
rtain quantity

ts—include b
iness) and im
ng the busine

ne firm supp

perfect compe

mperfect com

he demand cu

ing a monop
st operates? 

monopolies pr

he long run?  

f the monopo
al cost? 

Business 

149 

and total 

ight not 
 

the short 

y they 

nsive. To 
ply in 
y of 

both 
mplicit 
ess)? 

plies the 

etition 

mpetition 

urve in 

polist and 

roduce 

olist's 



Module 2  

150 
 

Asse

A

 

essmen

 

Assessment 

 

 

t 

Use
mak
four
num

1. 

2. 

3. 

4. 

5. 

e the followin
king plans to
r distinct me

mber of clean

Technique
A 
B 
C 
D 

If the hourly
$6, which p
minimise co

Which is th
D? 

Use the foll

Number 
Worker

1 

2 

3 

4 

5 

A. Com

B. Wit

C. Gra

‘When marg
Is this statem

Your friend
of $480,000
in business 
could put th
restaurant b
his funds. H
annual wage
store. 

A. Cal
runn

ng informati
o establish a c
ethods of pro
n cars. 

Units o

y price of a u
production tec
osts; A, B, C

e most labou

lowing table

of 
s 

Margin
Produ

12

16

14

13

10

mplete the to

th which wor

aph the marg

ginal produc
ment true or 

d operates a v
0. Each year 
taxes, and $3

he $80,000 he
business inste
He also estim
e of $90,000

lculate the to
ning the vari

 

on for the ne
car wash bus
duction, each

f Capital 
2 
4 
6 
8 

unit of capita
chnique shou
, or D? 

ur-intensive m

for this ques

nal 
uct 

Tota
Produ

 

 

 

 

 

otal product a

rker do dimin

ginal and aver

t is decreasin
false? Why?

variety store 
he pays $25,
350,000 on p
e has investe
ead and earn 

mates that he a
0 if they work

tal explicit c
iety store. 

ext two quest
siness. Your 
h of which w

Units of La

al is $60 and 
uld you choo

method of pr

stion. 

al 
uct 

Avera
Produ

 

 

 

 

 

and average p

nishing retur

rage product

ng, average p
? 

that provides
,000 in rent f
products to s
ed in the stor
an annual 20

and his fami
ked somewh

costs and tota

tions. You ar
research has

will produce t

abour 
20 
15 
11 
8 

the hourly w
ose in order t

roduction: A

age 
uct 

product colu

rns occur? 

t curves. 

product is co

s an annual r
for the store,
ell. He estim

re into his fri
0 per cent pr
ly could earn
ere other tha

al implicit co

 

 

 

re 
s isolated 
the same 

wage is 
to 

, B, C, or 

umns. 

onstant.’ 

revenue 
, $15,000 

mates he 
end’s 

rofit on 
n a total 
an the 

osts of 



  

 

 

 

6. 

7. 

8. 

9. 

10. 

 

B. Wh

C. Wh

D. In w
as a
Giv
indi
ofte

E. Sho
Wh

Identify eac
fixed: 

A. Dep

B. Lum

C. Pro

How does th
scale) differ

Distinguish 

Daily produ
number of w

(1) 
Labour 

0 0

1 

2 2

3 5

4 5

5 5

A. On 
grap
curv

B. On 
rise
mar

Suppose Ho
its total cost
total cost of
fifth car? 

hat is the acco

hat is the econ

what way is e
an indicator o
ven the advan
icator, explai
en used in ac

ould your frie
hy? 

ch of the follo

preciation ch

mber costs fo

perty insuran

he law of var
r from the law

between eco

uction for Po
workers emp

Short-

(2)  

Total Produc
(pots/day) 

0 

100 

280 

510 

560 

540 

one graph, d
ph, draw the 
ves. Explain 

your graphs
es, where mar
rginal produc

onda’s total c
t of producin
f producing f

C5 

ounting profi

nomic profit

economic pro
of the overal
ntages of eco
in why the c

ccounting. 

end consider

owing short-

harges for a c

or a pulp-and

nce for a rest

riable propor
w of diminis

onomies of s

t-Works, a fl
ployed, as sho

-run Production 

ct 
 

Margi
(po

 

 

 

 

 

 

draw the tota
marginal pr
the relations

, identify the
rginal produ
ct is negative

cost of produ
ng five cars i
five cars? Wh

 Economic Env

fit of the vari

t? 

ofit superior 
l performanc

onomic profi
oncept of ec

r closing dow

-run costs as 

construction 

d-paper produ

taurant. 

rtions (decre
shing returns 

cale and sco

flowerpot ma
own in the ta

 for Pot-Works 

(3)  

nal Product 
ots/day) 

al product cur
oduct and av
ships betwee

e ranges whe
uct falls and i
e. 

ucing four ca
s $250,000. 
hat is the ma

vironment of B

ety store? 

to accountin
ce of this bus
t as a perform
onomic prof

wn this busin

either variab

firm. 

ucer.  

easing returns
to labour? 

pe. 

aker, varies w
able below. 

(4)  

Average Prod
(pots/day

 

 

 

 

 

 

rve. On anot
verage produ
en these curv

ere marginal p
is positive, an

ars is $225,00
What is the a

arginal cost o

Business 

151 

ng profit 
siness? 
mance 
fit is not 

ess? 

ble or 

s to 

with the 

duct 
y) 

her 
uct 
ves. 

product 
nd where 

00 and 
average 
of the 



Module 2  

152 
 

 

 

 

11. 

12. 

13. 

14. 

15. 

16. 

17. 

How do retu
industries?

All of the fo
Which is th

A. Mar

B. The
cust

C. The

D. The

E. The

When the d
marginal rev

A. the 

B. the 

C. a ve
sam

D. if th

E. the 

A pure mon

A. sell

B. mak

C. with

D. with

E. all o

Which of th

A. pate

B. own

C. the 

D. sub

A monopoli

A. incr

B. redu

C. redu

D. prod

The profit-m

urns to scale 

ollowing, exc
e odd one ou

rginal revenu

e firm cannot
tomers.  

e firm can se

e firm is a pri

e firm faces a

emand curve
venue is less

firm can sell

firm can onl

ery large num
me product. 

he firm raises

firm is beha

nopoly is bes

ling a produc

king short-ru

h a degree of

h a downwar

of the above

he following 

ent rights. 

nership of pr

possession o

stantial econ

ist who is pro

rease produc

uce price. 

uce producti

duce where p

maximising m

 

influence th

cept one, are
ut? 

ue equals ma

t raise the ma

ll as much as

ice taker.

a downward-

e facing the f
s than price b

l more units 

ly sell more u

mber of firms

s its price, it 

ving as a pri

t defined as 

ct for which t

un economic 

f market pow

rd-sloping de

. 

is not a barri

rivate proper

of a governm

nomies of sca

oducing whe

ction. 

on. 

price is equa

monopolist m

he size of bus

e true of the c

arket price. 

arket price w

s it wants at 

 

-sloping dem

firm is down
because: 

without low

units by low

s are produci

loses all its 

ce taker. 

a firm— 

there are no c

profits. 

wer. 

emand curve

ier to entry? 

ty. 

ment franchis

ale. 

ere MR is les

al to margina

must decide a

sinesses in ce

competitive m

without losing

the market p

mand curve. 

nward sloping

ering its pric

ering its pric

ing essential

customers. 

close substitu

e. 

e. 

ss than MC s

al cost. 

all of the foll

 

 

 

ertain 

model. 

g all its 

price.  

   

g, 

ce. 

ce. 

lly the 

utes. 

should— 

lowing 



  

 

 

 

18. 

19. 

Use

20. 

21. 

 

except— 

A. outp

B. pric

C. the 

D. the 

A monopoly

A. it is

B. it ha
mar

C. it is

D. D. i
reve

A natural m
such that—

A. P=M

B. MR

C. P=A

D. MR

e the diagram

When perfe
__________

A. fall

B. fall 

C. rise

D. rise

With a profi
shown by ar

put level. 

ce level. 

wage level.

combination

y is currently

s maximising

as reduced th
rginal cost to

s maximising

it is producin
enue equals 

monopoly is u

MC. 

R=MC. 

ATC. 

R = ATC. 

m below to an

ectly competi
____ and qua

to E, fall to 

to E, rise to 

e to F, rise to 

e to F, fall to 

fit-maximisin
rea— 

C5 

n of inputs. 

y maximizing

g total revenu

he difference
o zero. 

g total revenu

ng at a point 
average cost

usually regul

nswer the nex

itive industry
antity will __

G. 

H. 

H. 

G. 

ng monopolis

 Economic Env

g profits. We

ue and minim

e between ma

ue and margi

in output wh
t. 

ated to produ

xt six questio

 

y becomes a 
___________

st, the net los

vironment of B

e can conclud

mising total c

arginal reven

inal revenue.

here margina

uce an outpu

ons. 

monopoly, p
____ 

ss of social w

Business 

153 

de that— 

cost. 

nue and 

. 

al 

ut level 

price will 

welfare is 



Module 2  

154 
 

 

 

 

22. 

23. 

24. 

 

A. BD

B. BA

C. EAB

D. DC

To preserve
to— 

A. FBC

B. BA

C. FBA

D. AB

If this indus
monopoly, t
monopoly i

A. DB

B. AB

C. FBC

D. BA

If this indus
be shown by

A. AB

B. DC

C. FBA

D. FBC

F. 

AC. 

BF 

E. 

e the monopo

CE. 

AC. 

AE 

DC. 

stry was initi
the amount o
s shown by t

C. 

C. 

CE. 

AE. 

stry were per
y the area—

C. 

E. 

AE. 

CE. 

 

oly, this firm

ially perfectly
of consumer 
the area— 

rfectly compe

 

m would be w

y competitiv
surplus trans

etitive, consu

willing to spen

ve and then b
sferred to the

umer surplus

 

 

 

nd up 

became a 
e 

s would 



  

 

 

Asseessmen

 

t answe
1. 

 

 

 

 

 

2. 

3. 

 

 

4. 

5. 

 

 

 

 

ers 
Technique

 A

 B

 C

 D

Therefore, 
chosen. A i
capital. 

Clearly A i
previous qu

A. 

Numb
Work

1

2

3

4

5

B. With t

C. Diagra

False. Whe

A. Explic

 Implic

B. Accou
= $90,000

C. Econo
 $480,0

 Tota

 2 x 

 4 x 

 6 x 

 8 x 

A is the leas
is the least co

s the answer
uestion. 

ber of 
kers 

Mar
Pro

1

1

1

1

1

the third wor

am 

en MP is decr

cit costs = $2

cit costs = ($

unting Profit 

omic Profit =
000 − ($390,

C5 

al Cost 

$60 + 20 x $

$60 + 15 x $

$60 + 11 x $

$60 +   8 x $

t expensive t
ostly because

r. This is com

rginal 
oduct 

T
Pro

12 

16 

14 

13 

10 

rker MPL beg

reasing, AP c

25,000 + $15

80,000 x 0.2

= TR – Expl

= TR – Total 
,000 + $106,

 Economic Env

$6 = $240 

$6 = $330 

$6 = $426 

$6 = $528 

technique an
e labour is m

mpatible with

Total 
oduct 

Ave
Pro

12 

28 

42 

55 13

65 

gins to dimin

 

could be risi

,000 + $350

2) + $90,000 

licit costs = $

costs (explic
000) = −$16

vironment of B

nd hence it is
much cheaper

h the answer 

erage 
oduct 

12 

14 

14 

3.75 

13 

nish. 

ng or falling

,000 = $390,

= $106,000 

$480,000 - $

cits + implici
6,000 

Business 

155 

 to be 
r than 

to the 

g. 

,000 

$390,000 

its) =  



Module 2  

156 
 

 

 

 

 

 

6. 

 

 

 

7. 

8. 

9. 

 

D. Econo
includ
for. An
Econo
alterna
pinpoi
fluctua
opport

E. Yes. M
deposi
instead

A. fixed 

B. fixed 

C. variable 

D. fixed 

The law of 
diminishing
all inputs ar
latter is cau

Economies
as the level
the cost of p
producing t

A. 

(1) 
Labour 

0 

1 

2 

3 

4 

5 

omic profit is
ding opportun
ny business d

omic profit is
atives (oppor
int with accu
ate. It is true 
tunity costs c

My friend wil
iting the capi
d. 

 

decreasing r
g returns to l
re flexible an

used by keep

 of scale aris
l of productio
producing tw
them separat

Sho

(2)  

Total Prod
(pots/da

0 

100 

280 

510 

560 

540 

 

s superior in 
nity costs of 
decision sho
s hard to mea
rtunity costs)
uracy, as they

that sometim
could be subj

ll be better o
ital investme

returns is a lo
labour is shor
nd changed a
ing capital fi

se when aver
on increases.
wo products j
tely. 

ort-run Producti

duct 
ay) 

Ma

0 

100 

180 

230 

50 

-20 

 

that it is obta
time and cap
uld be based

asure because
) are normall
y are market-
mes an effort
jective. 

off working f
ent in a finan

ong-term phe
rt-term. The 
at the same ti
ixed while ch

rage cost of p
. Economies 
jointly is les

on for Pot-Work

(3)  

rginal Product 
(pots/day) 

ained after al
pital, are acco
d on this noti
e the forgone
ly difficult to
-driven and t
t to determin

for someone 
ncial institutio

enomenon; th
former occu

ime, whereas
hanging labo

production d
of scope ari
s than the co

ks 

(4) 

Average P
(pots/d

0 

100 

140 

170 

140 

108 

 

 

 

ll costs, 
ounted 
on. 
e 
o 
tend to 
ne 

else and 
on 

he law of 
urs when 
s the 
our. 

ecreases 
se when 

ost of 

  

Product 
day) 



  

 

 

 

Diag

 

10. 

 

11. 

12. 

13. 

14. 

15. 

16. 

17. 

18. 

19. 

20. 

 

grams: 

B. MP ris
unit 4 

Average tot

Marginal co

When firms
expand whi
former, dec
competitors
market. Thi
number of r
auto, chemi

E is the ans
curve.

B 

E 

B 

C 

C 

D 

C 

D 

ses between 
and become

tal cost = 
To

ost of 5th uni

s face increa
ile taking adv
creasing aver
s out of the m
is way the fir
remaining fir
ical, and pha

swer.  A perf
 

C5 

0 and the thi
s negative w

$

5

cos


total

it = 250,000 

asing or const
vantage of fa
rage costs en
market and c
rm grows in 
rms(if not th

armaceutical 

fectly compe

 Economic Env

 

ird unit of lab
with unit 5. 

5

000,250$


−225,000 = 

tant returns t
alling or con

nable the firm
apture a bigg
size to beco

he only one). 
fall into this

etitive firm fa

vironment of B

bour. It falls 

000,50$  

$25,000. 

to scale they 
nstant costs. I
m to drive 
ger share of t
me one of th
Industries su

s category. 

aces a flat de

Business 

157 

with 

can 
In the 

the 
he small 
uch as 

emand 



Module 2  

158 
 

 

 

 

21. 

22. 

23. 

24. 

 

 

B 

C 

D 

B 

 

 

 

 

 


