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Perfect Competition
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WHAT'S COVERED

This tutorial will discuss perfect competition as one of the market structures that is studied in

economics, covering its definition and main characteristics.

Our discussion breaks down as follows:

1. The Behavior of Firms
2. Perfect Competition
3. Characteristics of Perfect Competition
a. Homogeneous Products
b. Many Sellers
c. Perfect Information
d. Instantaneous Entry/Exit

4. Simplified View of a Market

1. The Behavior of Firms

Beginning with some basics, businesses or firms demand the factors of production, known as inputs, and

supply goods and services, or outputs.

The field of economics studies this behavior of firms and, given that not all firms are created equal, how it

varies depending on certain characteristics:

e Their size
e Their product
e How many competitors they face

e How easy or difficult it was to get into the business

All of these factors affect how firms behave.

§3 THINK ABOUT IT

Do you have some favorite businesses that you love to shop at? Do you feel that some businesses offer great
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prices, while others are ripping you off? More than likely, the reason why you feel that way about the
businesses has something to do with the characteristics we will discuss today, as well as the factors

mentioned above that impact their behavior.

2. Perfect Competition

We will start with perfect competition, though it should be noted that perfect competition in this market

structure is mostly hypothetical.

You may notice that many of the characteristics discussed in this tutorial do not have any basis in the real

world, which is partially true. So, why in the world do we study it?

Well, it helps to start with a simplified model, which allows us to break down some of the complexities that we

see in the real world and provides a place to start for comparison.

Even though we are not discussing all of these types of competition in this tutorial, this visual illustrates the

whole market structures spectrum for context.

Perfect Competition
Monopolistic Competition
Oligopoly

‘Monopoly

Perfect competition is on one end of the spectrum, while most businesses will fall somewhere in the middle. A
monopoly, in which there is only one company selling something, would be on the opposite end of the

spectrum.
Today, though, we will start at the top, at perfect competition.

So perfect competition is defined as an industry market structure characterized by a very large number of
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firms selling a homogeneous, or identical, product. Firms have essentially no market power.

You can likely see why this would be the exact opposite of a monopoly.

B TERM TO KNOW

Perfect Competition
An industry market structure characterized by a very large number of firms selling a homogeneous (identical)

product. Firms have essentially no market power.

3. Characteristics of Perfect Competition

Let's explore the different characteristics of perfect competition.

3a. Homogeneous Products

So, what does it mean that they are selling a homogeneous product?

Well, perfect competitors sell identical products. There is no way to differentiate one seller's product from the

next seller's product, and there are no brand names.

§3 | THINK ABOUT IT

Do you think you could tell the difference between Pepsi and Coke if you closed your eyes? You might think

not, considering they are basically the same formula.

Well, while that might be true, you certainly know whether you're drinking Pepsi or Coke because of the look
of the bottle that contains it. You know when you're buying it at the store, because each brand comes in
different packaging. You also know that they have different commercials. Therefore, if there is a way to

differentiate it, then it is not a homogeneous product.

@ EXAMPLE Commodities offer a good example of homogeneous products. Regardless of who is

selling, it is all the same.

Because of this, we don't care who we buy it from--we're basically looking for whoever is going to sell it at the

lowest price.

3b. Many Sellers

In perfect competition, there are many, many firms selling the exact same product.

This means that no one firm is large enough to have any market power at all, and because of this, they have
no ability to set their own price.

@ EXAMPLE They can't decide to charge $1 more because they have a better quality product, because
remember, they can't differentiate.

Therefore, this makes them what we call "price-takers." They are going to have to take the price that is the

going rate, or the market price of the good.
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You may be wondering where in the world this is actually the case, so let's look at an example.

IN CONTEXT

Tropicana purchases oranges from many different orange farmers. No individual orange farmer can

raise prices on Tropicana because the company will not pay it.

A single orange farmer can't decide that since their oranges are better, they're going to charge $1

more.

They have no ability to do that because Tropicana has contracts with these farmers, and if any one
farmer says they are charging a higher price, then Tropicana will simply go to somebody else--there
are many sellers to choose from.

So, what does that mean for their graph?
Well, it means if we graph the price of a bushel of oranges and the quantity, there is only one price

that they can charge. If they charge even hypothetically one cent higher than that, they would not be
able to sell to Tropicana at all.

Price per bushel of cranges
“w
L

Quantity of arange bushels

This is what we call perfectly elastic demand.

3c. Perfect Information

The next characteristic is that there is perfect information.

§3 | THINK ABOUT IT

Have you ever purchased something without perfect information about it? Have you ever gotten something
home and said to yourself, "If I'd only realized that this is going to fall apart within five minutes of wearing it, |
wouldn't have spent that money on it!"?
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Well, in perfect competition, this does not happen.
Information flows freely, and firms and consumers know everything about each another, such as:

e Market price
e How much will be produced

e Cost to produce

There are no secrets and everything is in real time. Again, we understand that this sounds very hypothetical,

and itis.

However, it is an ideal situation where there is perfect information, so there would be no uncertainty in the
market.

3d. Instantaneous Entry/Exit

Next we have instantaneous entry and exit, which means there are no barriers to entry or exit. A barrier is
anything that is going to make it difficult to get in or get out of this business.

In perfect competition, it is very easy to get in and get out of this business. For instance, there would be:

e | ow start up costs
e Little government regulation

e No benefit or cost savings from becoming a large producer

This last point is important to note because once there are large producers in the market, it becomes very

difficult for small companies to then enter and compete with them.

B HINT

Remember, in perfect competition, there are many, many small firms producing the same thing. Therefore, in

perfection competition, there would be no large producers.

4. Simplified View of a Market

As a reminder, this is a simplified view of a market, and it is hard to find examples of perfect competition in real

life. The agricultural examples or commodities are the closest thing that we can find.
So, why study it?

Well, studying the extremes gives us a place to start when looking at the complexities of the real world. It's
going to help us compare and contrast.

Referring back to the spectrum, for example, we might say that the closer we are to the perfect competition
end of the spectrum, the better that is going to be for consumers.

Conversely, the closer we are to a monopoly, the worse it will be for consumers.

Therefore, keep in mind that although perfect competition is rather hypothetical, it is a good place to start for
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comparison's sake.

SUMMARY

We began today's lesson by discussing the different factors that affect the behavior of firms. We
learned that perfect competition is a market structure with the following characteristics:
homogeneous product, many sellers with no individual market power, meaning they are "price-
takers" with no control over price, perfect information, and easy orinstantaneous entry/exit. Lastly,
we learned that even though it is hard to find examples of perfect competition in real life, we study
this simplified view of a market because it allows us to break down some of the complexities that we
see in the real world and provides a place to start for comparison.

Source: Adapted from Sophia instructor Kate Eskra.

@ TERMS TO KNOW

Perfect Competition
An industry market structure characterized by a very large number of firms selling a homogeneous (identical)
product. Firms have essentially no market power.
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