Perfect competition
The fruit market in the city square is an example of an (almost) perfectly competitive market. There are lots of market stalls, all selling the exact same fruits, with very similar qualities. Furthermore, you and all other consumers know exactly what everyone charges for their fruits. Because consumers will want to get the most possible fruit for their money, everyone will buy fruit from the cheapest market stall. In fact, the other stalls wouldn’t sell anything at if they had higher prices! Their only choice is therefore to lower their prices to the same level as the cheapest stall. Only then will consumers distribute evenly between the sellers.
This is exactly what happens in perfectly competitive markets: firms compete to give the best offer to consumers and consumers choose to buy the cheapest option!
[image: Perfect competition in the fruit market]
What is perfect competition?
Perfect competition, as the name suggests, is a market structure with the highest possible degree of competition.
From the fruit market example, you will realise that four conditions have to be fulfilled for the market to be perfectly competitive:
1. There is a large number of sellers and buyers – many stalls next to each other.
2. No barriers to entry or exit – anyone can apply to sell fruit in the market without any significant cost.
3. Perfectly homogeneous (identical) products – all firms sell the same type of oranges in the market.
4. Perfect information to both consumers and producers regarding the quality and price of products – you can taste the product before buying it.
It is important to note that no market in the real world fulfils these conditions to the full. For example, fruits may have a slightly different taste and texture. However, there are many examples of markets that are very close to being perfectly competitive. They include, besides fruit markets, hairdressers in a neighbourhood and bakers in a small town.
Price takers
Because individual producers have no influence over price under perfect competition, we say that they are price takers. They have to take (accept) the price that is offered by the consumers or they won't sell anything.
[image: Producers cannot influence the price]
As can be seen in the diagram above, the market price is set by the interaction between supply and demand: all buyers and sellers together. Because firms are price takers, they have to align with the lowest price offered by any firm in the market. If they decide to charge even a tiny bit more than another firm, they would lose all of their customers. If, however, they decide to charge a slightly lower price in order to get all of the customers, other firms would momentarily adjust their prices as well (remember that there is perfect knowledge!). The result is that, in perfect competition, demand is perfectly elastic, i.e. PED is infinite (see the right hand chart in the diagram above).
There is another special characteristic about the perfect competition demand curve. Under conditions of perfect competition, marginal revenue = average revenue = demand. In other words, the MR curve is the same as the demand curve. This is the case because the revenue generated from each unit sold will be the same as the revenue generated from that sold before. Firms, because they are price takers, simply cannot change the price charged under conditions of perfect competition.
Profit maximisation
Let’s know look at profit maximisation in perfect competition, using the example of the bakery we set up in the "Production and costs" lesson. In the short-run, it is possible for each firm to make either losses or abnormal profits. In the diagram below, we see how our bakery may be incurring a temporary loss. Its average total costs (ATC), in fact, are higher than the market price: this means that, on average, the bakery is receiving less money for each loaf of bread sold than it spends to produce it.
[image: Short run losses]
However, losses cannot persist in the long-run in perfect competition. Our bakery, and other bakeries in town, may be forced to leave the market and shut-down. The supply of bread in the market will decrease – supply will shift leftward and the price of bread will go up, until the equilibrium is reached: that is, when MC=MR. In the next diagram, we are in the profit maximising position, making zero profit.
Not only is MC = MR, but we are also producing at the lowest possible cost (lowest point of the ATC curve). Because of the special shape of the demand curve (perfectly elastic), in perfect competition average revenue is equal to average cost in the long-run. The point at which AC = AR is called the break-even point: we're not making abnormal profits, but we're not making losses either.
[image: Long run break-even]
[image: At the bakery again]
So we have assumed that some bakeries will leave the market and shut down. But we need to know when this is the case – not every bakery making temporary losses will close! The shut-down point occurs when average revenue equals average variable costs (AVC); that is, when we are selling at the same price as it costs to produce each unit of output, not taking into account fixed costs.
Example: if we can’t sell our bread at a price to make up for all the fixed costs that we incur to maintain the shop open, we will nevertheless continue to produce so long as the cost of the parts and labour used is less than the price you get when you sell. We will only shut down production when AVC = AR, that is, when the cost of the labour and machines used to produce the bread equal to or exceed what we get in return.
In our initial diagram, as some bakeries shut down, the supply curve shifts to the left. The new price equilibrium that each firm takes is higher and the remaining bakeries make normal (zero economic) profit in the long-run. This is the fundamental difference between short-run and long-run in perfect competition: in the short run, firms can make either profits or losses. But in the long-run, the entry/exit of other firms will affect the equilibrium price so that each firms only makes normal profits (break-even).

 
What you should know
· Perfect competition requires many buyers and sellers, no barriers to entry/exit, homogeneous goods, perfect information.
· All producers are price takers. In the short run, they may make profits or losses but, as sellers enter/exit the market easily, in the long-run each firm will break-even.
· The shut-down point is when AR = AVC: below that, firms cannot cover their variable costs and will shut-down.
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