Market Structure & Pricing

Market structure

It is the classification of markets based on various characteristics such as nature of product, size of sellers and buyers, entry and exit regulations, price factor, etc.

Perfect competition or pure competition

Main Features:

1. Large number of buyers and sellers, where both buyers and sellers are relatively small

2. All sellers are selling homogeneous products

3. There are no entry or exit regulations allowing the firms t enter or exit freely

4. Each buyer and seller operates under conditions of certainty

5. Price will be the lowest possible and uniform throughout the industry
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( As price is uniform, price curve, average revenue curve and marginal revenue curve will be the same.

( MC starts lower to AC, declines first and then starts increasing. Later MC pulls AC higher

( Price cannot be changed and so decision is completely based on the quantity of output. Q* is the optimum output where MC=MR

( By increasing production up to Q* the firm can increase its profit but beyond Q*, it will incur loss

( To produce OQ* quantity, the firm has an average cost of CB and the firm receives an average profit of AB at the price OP.

( At OQ* quantity the total cost will be CBOQ* and total revenue will be PAOQ* to get a total profit of PACB

NOTE: In short-run as the competition is less perfect competition firms earn profit which is known as abnormal or supernormal profit.

Price determination in PERFECT COMPETITION: Long run

By seeing the firms experiencing supernormal or abnormal profit in perfect competition, more firms enter into market (remember there are no barriers to enter or exit). This forces the firms to reduce its price even up to the level of cost, which creates a situation of no profit no loss. If a firm starts to sell below its cost it incurs economic loss and if a firm tries to sell higher than its cost it will fail to get customers as the competitors will keep their price the lowest.


( PA is price as well as the average cost of production to have an output Q*

( PAOQ is the total revenue as well as total cost so TR-TC = 0

Perfect monopoly or pure monopoly

Pure monopoly or monopoly is a scenario where there is only one firm produces and sells a particular commodity in the market.

Main Features:

1. Large number of buyers but just one seller

2. Homogeneous products by the firm

3. Entry or exit regulations by law or by regulation

4. Monopolists are price makers – highest possible price

5. Monopoly is not a permanent phenomenon – the firm which is in monopoly now may not exist in monopoly tomorrow


Price determination under Monopolistic Competition: 

· Product differentiation by each firm

· Large number of buyers and many sellers 

· Product differentiation may act as entry barrier

· Price is higher than perfectly competitive firm but lower than a monopolist

Short-run
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Other Market structures:

1. Discriminating monopoly:

· Homogeneous products for the firm

· Large number of buyers but just one seller

· Entry and exit barriers are there

· High price similar to monopoly, but discriminating in nature depending upon the importance and size of buyer

2. Duopoly:
· Usually Differentiated products

· Large number of buyers

· Only two sellers

· Entry barriers created by product differentiation or one of the two firms dominating the market

· High price

3. Oligopoly:
· Mostly differentiated products

· Large number of  buyers and a few sellers

· Entry barriers due to product differentiation or a few firms dominating the market

· High price 

4. Bilateral Monopoly
· Homogeneous products for the firm

· One buyer and one seller

· Entry and exit barriers are there

· Price is depending upon the bargaining power of the party (buyer or seller)

5. Monopsony
· Homogeneous products

· One buyer and large number of sellers

· Free entry

· Very low price

6. Oligopsony
· Homogeneous or differentiated products for the firm

· Few buyers and large number of sellers

· Free entry

· Large buyers try to push price as low as possible.

Pricing Practices:

1. Cost-oriented pricing

a. Cost-Plus (or Full-Cost) Pricing:
Here price is determined by adding a fixed mark-up to the cost of acquiring or producing the product.
Price = Avg. Variable Cost + Gross Profit Margin

Gross Profit Margin = Net Profit Margin + Avg. Fixed Cost

b. Marginal (or Incremental or Direct) Cost Pricing: based on marginal cost of production instead of Average cost.
c. Target (or Rate of Return) Pricing - It is determined as below:
Stage I: The firm specifies an expected rate of return on investment (expressed as earnings divided by capital invested)

Stage II: To determine a normal rate of output by the firm and then estimate the full cost based on this normal rate of production

Stage II: To estimate capital turnover ratio (expressed as invested capital divided by full cost).

Stage IV: To multiply capital turnover ratio with the expected rate of return on investment

Stage V: To compute rate of return price, we add up the full cost and mark-up

Markup = (Capital invested / Full cost) x (Earnings / Capital Invested) 

             = Earnings / Full Cost

P = Full Cost + Mark-up

2. Competition based pricing

a. Going rate pricing
b. Loss leaders: The firms that deals with multiple products may reduce the price of certain popular products below the market rate, expecting the customers who purchase the product may purchase their other products also.
c. Trade association pricing
d. Price leadership
e. Cyclical pricing – seasonal fluctuations
f. Imitative pricing – Follow the market leader
3. Pricing based on other economic considerations

a. Administered pricing – regulated by government by order or rule
b. Price discrimination or differential pricing
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