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MODULE 8 

PERFECT COMPETITION 

 

DEFINITION: Pure or perfect competition is a theoretical market structure in which the 
following criteria are met: 

 All firms sell an identical product 
 All firms are price takers (they cannot influence the market price of their product) 
 Market share has no influence on prices (* Market share is the percentage of the 

total revenue or sales in a market that a company's business makes up. For example, 
if there are 50,000 units sold per year in a given industry, a company whose sales 
were 5,000 of those units would have a 10 percent share in that market) 

 Buyers have complete or "perfect" information (in the past, present and future) about 
the product being sold and the prices charged by each firm. 

 Resources for such a labor are perfectly mobile 
 Firms can enter or exit the market without cost 

 

Firms are said to be in perfect competition when the following conditions occur:  
 
1) the industry has many firms and many customers;  

2) all firms produce identical products;  

3) sellers and buyers have all relevant information to make rational decisions about the 

product being bought and sold; 

4) firms can enter and leave the market without any restrictions—in other words, there is 

free entry and exit into and out of the market. 

 

A perfectly competitive firm is called a price taker, because the pressure of competing firms 

forces them to accept the prevailing equilibrium price in the market. When a wheat grower 

wants to know what the going price of wheat is, he or she has to go to the computer or 

listen to the radio to check. The market price is determined exceptionally by supply and 

demand in the entire market and not the individual company. If a firm in a perfectly 

competitive market raises the price of its product by so much as a penny, it will lose all of 
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its sales to competitors, since no rational consumer would pay a higher price for an 

identical product. Perfectly competitive firms, by definition, are very small players in the 

overall market, so that they can increase or decrease output without noticeably affecting 

the overall quantity supplied and price in the market. Since they can sell all the output they 

want at the going market price, they never have an incentive to offer a lower price. 

 

How Perfectly Competitive Firms Make Output Decisions 
 

 A perfectly competitive firm has only one major decision to make—namely, what 

quantity to produce. To understand why this is so, consider the basic definition of profit: 

Profit = Total Revenue - Total Expenses 
 

 Since a perfectly competitive firm must accept the price for its output as determined 

by the product’s market demand and supply, it cannot choose the price it charges. Rather, 

the perfectly competitive firm can choose to sell any quantity of output at exactly the same 

price.  

 It means that the firm faces a perfectly elastic demand curve for its product: buyers 

are willing to buy any number of units of output from the firm at the market price.  

 When the perfectly competitive firm chooses what quantity to produce, then this 

quantity—along with the prices prevailing in the market for output and inputs—will 

determine the firm’s total revenue, total costs, and ultimately, level of profits. 

 

Determining the Highest Profit by Comparing  

Total Revenue and Total Cost 

 
 A perfectly competitive firm can sell as large a quantity as it wishes, as long as it 

accepts the prevailing market price. Total revenue is going to increase as the firm sells 

more, depending on the price of the product and the number of units sold. If you increase 

the number of units sold at a given price, then total revenue will increase. If the price of the 

product increases for every unit sold, then total revenue also increases. 
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 As an example of how a perfectly competitive firm decides what quantity to produce, 

consider the case of a small farmer who produces raspberries and sells them frozen for $4 

per pack. Sales of one pack of raspberries will bring in $4, two packs will be $8, three packs 

will be $12, and so on. If, for example, the price of frozen raspberries doubles to $8 per pack, 

then sales of one pack of raspberries will be $8, two packs will be $16, three packs will be 

$24, and so on. 

  


