Sub- Topic:5  THE CONCEPT OF MARKET STRUCTURES:
Note:

(i)MARKET: This   is an arrangement that brings together buyers and sellers to transact business at a particular period of time. It is the total number of buyers and sellers involved in the exchange of a given product at a particular period of time.

(ii) Market structure: This   refers to the behaviour of consumers and sellers in the market. It also considers the market conditions such as level of profits, price levels, the level of output, the number of firms etc.
  There market structures include the following:
· Perfect competition
· Monopoly
· Monopolistic competition
· Oligopoly



CLASSIFICATION OF MARKET STRUCTURES:

Market structures can be classified into those mentioned above according to:

1.  Number of participants or firms.
Where there are many firms the market, it  is either Perfect Competition or Monopolistic  Competition, while where participants are few it is an Oligopoly firm and where there exists only one firm the market it  is Monopoly.

2. Freedom of entry and exit.
Free entry and exit is a feature of perfect competition and monopolistic competition under Oligopoly entry is limited/ restricted and for Monopoly entry of new firms in the industry is totally blocked.

3. Degree of product differentiation. 
Perfect competition and Perfect Oligopoly produce/sell homogeneous/ similar products. Meanwhile product differentiation is a feature of Monopolistic Competition and Imperfect Oligopoly.

4. Level of profits in the long run.
Normal profits are realized by Perfect Competition and Monopolistic Competition while Monopoly and Oligopoly firms continue to enjoy supernormal profits in the long run.

5. Objective of the firm 
All firms in the different market structures aim at profit maximisation. They all maximise their profits at the equilibrium level of output i.e. at a point where MC = MR when AR ˃ AC.(AR is greater than AC).



 Sub-Topic 6: PERFECT COMPETITION MARKET STRUCTURE:
This refers to the market in which there are many buyers and sellers dealing in homogeneous commodities/products. In reality this type of market does not exist because the conditions under which it operates are quite ideal. We simply learn it as a guide to other market structures.

Assumptions/characteristics/features/conditions of perfect competition:

Perfect competition is based on the following assumptions:

1. There are many buyers and many sellers:
Under perfect competition it assumed that there are many sellers that none of them is in position to influence the price of the commodity. The firm therefore is a price taker and the price is determined by the industry through the forces of demand and supply and the firm is faced with a perfectly elastic demand curve.
 
An illustration of a perfectly elastic demand curve under perfect competition:
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From the illustration above at a constant price [image: ][image: ] the firm can sell different output in the market e.g. OQ1, OQ2, OQ3 etc.

N.B While there are many sellers in the market there are also  many buyers that none of them is in position to influence market price and for this reason, there is no possibility of securing a discount by any single buyer.


2. Homogeneous products:
Firms deal in homogeneous products to the extent that no buyer has preference for the product of any one individual firm over the other. This implies that firms under perfect competition charge same prices. 


3. Freedom of entry and exist.
Firms have a freedom to enter into and move out of the industry. This implies that firms with capital are free to join production and firms with an inadequate capital can leave the industry without any barriers.

4. No government interference. 
Government does not interfere in price – output determination. Price – output combinations are determined by the market forces of demand and supply.

5. Profit maximisation:
The goal of the firm under perfect competition is profit maximisation where Marginal Cost is equal to Marginal Revenue (MC = MR).


                                                                                   

An illustration of the point of profit maximisation under perfect competition.
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From the diagram output OQ1 is the profit maximising output at price OP1 at point A. 

6. No transport costs.
 This means that the raw materials, the firms and the consumers are all located in the same area. This condition also implies that firms under perfect competition must charge the same price.

7. No advertising.
Under perfect competition firms do not advertise and this therefore reduces the cost of production. There is no advertising in the market because of product homogeneity.

8. Perfect mobility of factors of production
Under perfect competition there is perfect mobility of factors of production most especially labour and capital. Factors move from lower paid economic activities to higher paid economic activities. This condition implies that increase of labour, skills are easily acquired.

  9. There is no collusion. There is no collusion between buyers or   sellers of goods. In a perfectly competitive market, buyers do not group together with other buyers nor do sellers group together to determine, influence or manipulate price at which the good is sold.  

10. Perfect knowledge of the market.
It is further assumed that consumers and sellers have complete knowledge about the prices at which goods are being sold and bought. In addition it is assumed that they have perfect knowledge of the places where transactions take place. This condition implies that firms under perfect competition must charge the same price so that if one firm tries to charge a higher price then it will not sell anything.

NOTE: There is however a small distinction between pure competition and perfect competition.  The difference between the two is that Pure Competition has no perfect mobility and perfect knowledge of market conditions as it is in Perfect Competition.

THE RELATIONSHIP BETWEEN MR AND AR UNDER PERFECT COMPETITION:
Since the firm is too small to influence the price, it’s bound to sell whatever quantities it produces at the price established by the Market forces of demand and supply.  i.e.  The firm is a price taker and the demand curve is perfectly elastic. Any additional output can be sold at that price therefore;
AR = P = DD under perfect competition e.g. if the firm decides to sell 100 units of the product at Shs 10 each
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The MR curve is also equal to the AR curve e.g. if the firm sells 10units at Shs. 100  each  then  TR = Shs.1000.
Calculate the value of MR
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EQUILIBRIUM POSITIONS OF THE FIRM UNDER PERFECT COMPETITION:

It is determined where MC = MR. it should be noted that under perfect competition equilibrium is achieved where price is equal to MR = AR = DD = MC.
 The following conditions must be satisfied for the equilibrium to achieved 
i) MC = MR (Necessary condition)

ii) MC curve must cut the MR curve from below and this is explained in the diagram below.

An illustration of the equilibrium position of the firm under perfect competition:




    




                                                                                                                
From the illustration above output OQ1 is not the equilibrium level of output  because if the firm was to produce an extra unit of output it would fetch more revenue than the costs incurred in its production, therefore it pays the firm to increase its output in order to earn more profits. Output OQ2 is the equilibrium level of output under perfect competition.
   This is because if the firm was to produce an extra unit of output it would fetch less revenue than the costs incurred in its production. Therefore it pays to stop at output OQ2 and not to produce an extra unit of output; the sufficient output level of profit maximisation is therefore OQ2
  

- Necessary condition is where MC = MR (point X) but output is low and therefore profits are not maximised.

- Sufficient condition is where MC = MR (point M) at the highest level of output.(OQ2).

Short run equilibrium of the firm under perfect competition.

In the short run a firm can either make abnormal profits or incur losses.
 In short run profits are maximised where MC = MR but under perfect competition it is that point where MC cuts MR from below.


An illustration of the short run equilibrium position of the firm under perfect.

Profits are maximised where Marginal Cost is equal to Marginal Revenue( MC = MR) as shown below.
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From the diagram above, Price is determined where the output line meets the AR/Demand curve at point A.

- Out is determined at point A where MC = MR i.e. OQe. Output 0Qe is produced at a cost OC1, at point B. 
The firm earns abnormal/supernormal profits represented by a rectangle PABC where Average Revenue (AR) is greater than Average cost (AC).

LOSSES IN THE SHORTRUN UNDER PERFECT COMPETITION
 It should be noted that a firm under perfect competition can also incur losses in the short run. This is because the period is too short to enable firms vary all factors of production i.e. to vary fixed factors in order to increase supply.







An Illustration of losses in the short run under perfect competition
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From the above illustration, the firm is in equilibrium at point A where MC = MR.
 The equilibrium output produced is OQe determined where MC =MR.(OQe line/link).
The price is determined where the output line meets the demand curve/AR curve at point A. 
The cost of producing output OQe is OC determined at point B. therefore at equilibrium AC is greater than AR implying that the firm is making losses indicated by ABC1Pe as shown by the shaded area.

LONG RUN PRICE, OUTPUT AND PRICE DETERMINATION UNDER PERFECT COMPETITION:
 
In the long run the firm under perfect competition is in equilibrium when AR = MC = MR = AC. In the long run all firms in the industry under perfect competition earn normal/zero profits. This is because of entry of new firms into the industry as they are attracted by the abnormal profits of the short run.
When new firms join the industry, output increases as well as the average cost of production. This is so because   of increased supply of output and increased demand for factors of production.  Price level reduces and also profit level eventually reduces and thus all firms earn normal/zero profits as illustrated below.

An illustration of long run price, output and profit determination under perfect competition. 
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From the above diagram in the long run, the firm under perfect competition is in equilibrium at point E where MC = MR = AR = DD = AC. 
  Equilibrium output OQe is determined where MC= MR i.e. OQe line/link.  
 Equilibrium price OPe is automatically determined by the forces of demand and supply at point E i.e. OPe line/link.
 At the equilibrium point AC = AR implying that the firm is neither making abnormal profits nor incurring  losses thus such a firm is earning zero/ normal profits.

THE SUPPLY CURVE UNDER PERFECT COMPETITION
The supply curve of the firm shows various quantities of commodities available for sale at various prices. The supply curve is therefore derived from point of intersection of marginal cost curve with successive demand curves.


An illustration of the supply curve under perfect competition:















From the diagram above, if the price is OP5 the quantity supplied is OQ5 where MC = MR5. When the price is reduced to OP4 the quantity supplied reduces to 0Q4 where MC = MR4.when the price reduces further to OP3 the quantity supplied also reduces further to OQ3 where MC = MR3.
With output OQ5 the firm makes economics profits while with output OQ4 the firm makes zero or normal profits. Without OQ3 the firm incurs losses. It should be noted however that output OQ3 will be produced despite the losses incurred. This is because the firm is still in position to cover the average variable cost.
In the short run, therefore the supply curve of a perfectly competitive firm is exactly the same as MC curve for all levels of output equal to or greater than that level of output which corresponds to the minimum point of AVC curve( Point B). 








SHUT DOWN AND BREAK-EVEN POINTS OF A FIRM UNDER PERFECT COMPETITION:                                                                                                                                                                                                                       

 1.  BREAK EVEN POINT of a firm. This is where a firm neither makes   Supernormal profits nor incurs losses. I.e. where a firm earns normal/zero profits.( AR = AC).  

  2. SHUT DOWN POINT of a firm. This is a point below which firm cannot cover its Average variable Costs. (AR = AVC) 
OR It is a point where the firm covers only its Average Variable Costs

An illustration of the Break-even and the Shut down points of the Firm under Perfect Competition: 
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	From the illustration point B represents the Break-even point, where the firm neither makes profits nor incurs losses. 
While point S represents the Shut-down point of the firm which corresponds to the to the lowest point of AVC curve. This point shows that the firm just covers only the Average variable costs i.e. it is a point where AVC = ar. Below this point the firm will be making a lot of losses and it is worth closing down.



REASONS WHY A FIRM CONTINUES PRODUCING WHEN IT IS MAKING ZERO/ NORMAL PROFITS OR WHY FIRMS CONTINUE PRODUCING EVEN WHEN THEY HAVE FAILED TO COVER THEIR AVERAGE VARIABLE COSTS.


· The firm will continue operating in the short run as long as it covers the variable/vital operating costs like wages, salaries, and raw materials with the hope to cover its fixed costs in the long run.

· High costs may be of a seasonal nature. The firm may be sustained by the hope that the business climate may improve in the near future and therefore the business may grow hence enabling firm to make profits.



· The need to maintain a grip over the market. A firm may fear to lose its market and goodwill because getting a new market may be expensive usually involving expensive advertising.

·  Fear of high costs of depreciation/ re-opening. The firm may  be avoiding high costs of depreciation of machinery whereby re-starting may involve repairing or renovating machines.

· Fear to lose skilled manpower/labour. The firm may have built up a pool of specialised skilled manpower which it may fear to lose, hence continues operating. This is because labour is expensive to train.


· Hope to change management. The firm may review its management and administration where there is inefficiency leading to high costs arising from poor management.

· The fear of losing the source/ supplies of raw materials especially and getting new sources may be very expensive.

· The firm may adopt new technique a production which is aimed at reducing costs hence it will continue producing even if it is making losses.

·  Hope to get a loan/ Aid.  A firm may decide to get a loan from the financial institution, so the firm may decide to remain producing even when making losses. 

·   It may be a branch of an industry, and therefore the losses in one firm may covered by profits in other firms of the same industry.

· It may be a state owned firm offering essential services hence continue in production.

· It may be a beginner firm; this is where the firm is still in infant stage hoping to reap profits in the long run.
· It may be a research unit where the objects are short lived, and after attaining them, it closes.  
· Fear losing contracts. As the firm closes it loses contracts which may lead to heavy punishment for breaching the contract, i.e. will be pay heavily financially.
·   It may be hoping to merge with another profit making firm(s).

       ADVANTAGES/MERITS OF PERFECT COMPETITION:

· There is efficient allocation of resources in the long run and short run using market forces.

· It provides an efficient standard or convenient measuring rod for comparison of price determination in other markets.

· It ensures fair and stable prices in the market since the commodities sold are homogeneous.

· It ensures equitable distribution of income because of the many firms and free entry and exit i.e. in terms of employment.

· It ensures increases output because of large number of firms/ Producers in the market.

· No wastage of resources/funds in advertising that would increase the cost of production hence increase in prices of goods and services.

       DISADVANTAGES/DEMERITS OF PERFECT COMPETITION:

· It assumes certain ideal market situations that do not exist in real life. e.g. awareness of market situations by buyers and  no transport cost.

· It cannot eliminate natural monopolies and business ownership of capital.

· The firm earns Normal/ Zero profit levels in the long run. This limits research and innovations in the production process.

· There is lack of economies of scale which limits the expansion of the firms.

· There is a limited variety of goods and services, which limits the consumer’s choices due production of homogeneous products.

· It may lead to unemployment in the long run since inefficient firms are pushed out of production/ are outcompeted in production

· It leads to duplication of goods and services, therefore leading to wastage of resources.



Sub-Topic 7:  MONOPOLY 
This is a market situation where there is only one producer / seller but many buyers of a commodity that has limited or no close substitutes.

A simple or an imperfect monopoly is an ordinary monopoly whereby the product produced has limited close substitutes.

Examples in Uganda include Uganda Electricity Distribution Company Ltd UEDC Ltd as sole distributor of hydroelectric power, Uganda Railways Corporation.

 Forms of monopoly include: 

Pure/perfect/absolute Monopoly.
This is a market situation where there is one producer but many buyers of a commodity that has no substitutes at all. The cross elasticity of demand of a product of such a firm is zero. However given that in the real This is a market situation where there is one producer but many buyers of a commodity that has no substitutes at all



· Bilateral Monopoly. This is a market consisting of one seller (monopolist) and a single buyer of a single commodity e.g. a single firm producing all the copper and another single firm uses the copper. In real situation bilateral relationship between trade union and employers association is a best example of bilateral monopoly

.
· Monopsony. This is a market situation where there exist many producers but a single consumer or buyer of a product. A commodity statutory marketing board that buys a particular crop from all the farmers in the country is a good example of a monopsony.

· Statutory monopoly. Statutory monopoly is one formed by the Act of parliament. It has the sole right to deal in specified economic activities for example, in the provision of public utilities such as water, electricity, gas.
· Natural monopoly. This is a monopoly situation that arises from the ownership of specific/strategic natural resources or unique talent by a producer making it hard for other firms to join the industry.
· Spatial monopoly. Spatial monopoly is one which arises from longer distance between producers of a commodity.
· Collective monopoly. Collective monopoly is one which comes into existence due to merging of firms.
· Discriminative monopoly. Discriminative monopoly is one where a firm sells the same commodity to different customers at different prices irrespective of costs of production.  

           FACTORS THAT GIVE RISE TO MONOPOLY:
· Existence of patent rights to inventors and copyrights to authors or special talents. Such patent rights are granted by the government to a firm to produce a commodity of specified quality or to use a specified technique of production for a given period of time.
· Large initial capital requirements. Where large initial capital is required in the production of a given commodity, few firms can afford hence giving rise to monopoly.
·  Where the market is too small for many firms to operate. Firms enjoy monopoly powers where the market can only allow one optimum firm to operate at its minimum level of efficiency.
·   Natural monopolies due to ownership or of control of a strategic source of raw materials. Firms become monopolists by obtaining control over certain inputs that are essential for the production a commodity.
· Spatial monopolies due to long distance between firms. One may become a monopolist so long it does not become worthwhile for the consumers to incur transport costs to bring in commodities of other producers.
· Mergers and takeover of firms. Some Monopolies come into existence due to integration/amalgamation of several firms in the same line of production. 
· Long period of apprenticeship i.e. long periods of training leading to professional Monopolies such as Architects, Chartered Accountants etc. People are restricted from entry into such professions, through extension of training period. 
· Statutory monopolies arising from government through Statutes and Acts of parliament. Some monopolies come into existence by the Act of parliament and they exist as public utilities, and can be removed only when the law is removed.
·   Protectionism in international trade leading to Sheltered Monopolies. Monopoly comes into existence when government imposes restrictions on foreign goods through tax and non-tax barriers. This makes the local producers become monopolists e.g. soda firms, sugar firms in Uganda.  
· Exclusive knowledge about production of a commodity. Firms especially in the manufacturing sector design processes that are secretly kept and this makes them have monopoly power over production of certain commodities.
· Limit-pricing policies/ Aggressive price wars. This is the setting of a lower or unattractive price for a given commodity in order to prevent entry of new firms in the industry. Limit- pricing gives monopoly power to those firms which adopt it.
· Cartels and common marketing policies e.g. Organisation of petroleum exporting countries (OPEC). Countries producing a similar commodity such as petroleum may decide to restrict supply on the market and also charge the same price for their product. 

THE RELATIONSHIP BETWEEN MARGINAL REVEVUE AND AVERAGE REVENUE UNDER MONOPLY:
 Marginal Revenue is not the same as Average Revenue under all imperfect markets, e.g. Monopoly, Monopolistic Competition and Oligopoly.
Under Monopoly Marginal Revenue lies below the Average Revenue curve and this is because a monopolist is able to obtain more revenue by lowering his price and thus making the Marginal Revenue curve fall faster than the Average Revenue curve.
 A Monopolist faces a demand curve which is inelastic and this because he deals in a commodity which has no or limited close substitutes.

An illustration of the demand curve under Monopoly:
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In the illustration the demand is inelastic while the Marginal Revenue is below the Average Revenue Curve. 



  
SHORT-RUN SITUATION OF A FIRM UNDER MONOPOLY. 
A firm under monopoly aims at profit maximisation and profits are maximised at a point where Marginal cost is equal to Marginal revenue (MC =MR) and this is the equilibrium position. 
 In the short run the firm can either earn Economic/Supernormal profits or incur losses. 

           An illustration of price, output and profit determination under monopoly in the short run
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In the illustration above;
>The level of output that maximizes profits is determined at point E where MC = MR, and firms’ output is OQe
>The price OPe is determined at point A on the demand curve, where the output line meets the average revenue curve.
>The cost OCo is determined at point B, where the output line meets the average cost curve.
>In the short-run, firms under monopoly earn Supernormal profits because average revenue is greater than average cost (AR > AC) at equilibrium level of output. Supernormal profits are represented by the shaded area PeABCo. 
    

  An illustration of losses under Monopoly in the short run: 
In the short run the firm can also incur losses as illustrated below.
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In case of losses, the AC exceeds the AR at equilibrium level of output where MC =MR as shown above.
From the illustration above, the firm earns revenue equivalent to OPeTQe but incurs high costs OCoSQe.

Given that the exit  of firms  the  is blocked under monopoly a firm which is incurring losses does not leave the industry but it takes some measures to get rid of the losses e.g. laying off some workers in case of a high wage bill, reshuffling management in case management was inefficient, improving the techniques of production etc. 

 LONG-RUN SITUATION OF FIRMS UNDER MONOPOLY.
In the long-run, monopoly firms continue to produce at equilibrium where LMC = LMR and this is where higher Supernormal profits are maximised.



An illustration of abnormal profits in the long run under monopoly:
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In the illustration above;
>The level of output that maximises profits is determined at point E where LMC =LMR, and firm’s output is OQe i.e. OQe line/link.
>The price OPe   is determined at point M on the demand curve; where the output line meets the long-run Average Revenue curve i.e. OPe line/link.
>The cost OCo is determined at point N, where the output line meets the long-run Average cost curve.
>In the long-run, a firm under monopoly earns higher Supernormal profits because the Average revenue is greater than average cost (LAR > LAC) at equilibrium level of output.(OQe). The higher Supernormal profits are represented by the shaded area PeMNCo 

MERITS OF MONOPOLY: 
· There is limited duplication and resource wastage. This helps to save society’s scarce resources for example in utilities industries of water and electricity.
· Internal economies of scale are enjoyed in case of natural monopoly, where the market demand is only sufficient for one firm to operate at its minimum level of efficiency.
· Price discrimination is practiced and this benefits the low income earners who would go without some commodities.
· Research and innovations are encouraged through patent rights, because of presence of supernormal profits both in the short-run and long-run.
· Monopoly facilitates the growth and therefore development of infant industries because of patent rights accorded to them.
· Monopoly firms are sources of revenue to government through taxation on abnormal profits.
· Monopoly firms have ability to create and widen employment opportunities especially state/statutory monopolies.
· Monopoly firms experience low operational costs; this is mainly so due limited advertising of commodities. This means that there is a possibility of monopoly firms to charge low prices.
· Public utilities such as water and electricity are in most cases provided at reasonable prices which improve consumer’s welfare.
· Abnormal profits are enjoyed, this helps to expand the size of the firm through re-investing/ploughing back such profits in business. 

   DEMERITS OF MONOPOY.

· Monopoly leads to consumer exploitation by way of charging high prices, since consumers have no alternative sources of commodities.
· Leads to limited variety of goods and services on the market. This limits the consumer’s choice, leading to low standard of living. 
· Monopoly promotes income inequality because incomes are redistributed in favour of monopolists in form of abnormal profits while the rest of society becomes poorer.
· Monopoly firms produce low quality output on the market due to lack of competition.
· Monopoly leads to underemployment and unemployment of labour due to operation at excess capacity.
· Monopoly firms cause shortages of commodities on the market especially in times of break down.
· Monopoly firms exert pressure on government especially in decision making which compromises its performance e.g. decisions to do with taxation; a case in point is BAT (U).
· Monopoly firms exploit workers by way of underpaying them.
· Monopoly firms produce at excess capacity in some industries which leads to underutilization of resources, limited output and high prices of commodities.



THE CONCEPT OF EXCESS CAPACITY
Excess capacity is a situation where a firm or an industry is producing at less than installed capacity (optimum capacity).  It is characterized by underutilization of available resources by a firm or an industry in a country.
 
An illustration of excess Capacity under monopoply.














The firm produces at equilibrium as represented by point E instead of producing at optimum capacity represented by output OQ1. The difference between equilibrium output and optimum output is the excess capacity.

Causes of excess capacity in production
· Too much desire for higher profits by entrepreneurs, where they restrict output so as to charge high prices.
· Limited domestic and foreign markets which do not justify production of commodities at full capacity.
· Poor state of technology that does not encourage production at full capacity.
· Poor infrastructures for example poor roads, which do not encourage production at full capacity.
· Limited co-operant factors of production such as capital and labour.
· High production costs as a result of high taxation by government, high transport costs. 
· Political instabilities which increase uncertainties in production.
· Limited entrepreneurial abilities to encourage innovations and inventions to produce at full capacity.
· Limited raw materials which do not encourage production at full capacity.



THE CONCEPT OF PRICE DISCRIMINATION.
Price discrimination is the act by a monopolist to charge different prices for the same product/similar product to different consumers/ markets.
     Examples of price discrimination include:
· Different prices charged for seats in cinema halls or theatres.
· Different prices charged for seats in aircraft or train.
· Different prices charged for seats in national stadiums.
· Different prices charged in discotheques such as Ange Noir.
· Different prices charged in provision of medical services by medical doctors.

              Forms/ basis of price discrimination:
· Discrimination based on the level of income of consumers. The rich customers pay a high price whereas the low income earners pay a lower price for the same commodity. For example, medical doctors charge high fees on rich patients than the poor patients.
· Discrimination based on nature of a commodity. Branded products are sold at high prices than the unbranded ones. For example in aero planes and trains, different charges exist for first class and other classes.
· Discrimination based on time of service. This is common in cinema houses and telephone services, customers are charged higher rates during peak hours as compared to the rates off -peak hours.
· Discrimination based on gender and age. For example, lower entry fee for ladies in discotheques at night, lower price for children’s haircuts.
· Discrimination based on geographical area. In a market where the elasticity of demand for a product   is inelastic a high price is charged and where the elasticity of demand is elastic a low price is charged.
· Discrimination based on the use of the product. This is when different prices are charged according to the uses to which the commodity is put. E.g. electricity is usually sold cheaply for industrial uses than for domestic purposes. 

                   Conditions necessary for the success of price discrimination:

· The market should be divided into sub-markets based on age, level of income, gender and geographical separation.
· There should be different price elasticities elastic and inelastic demand in the different markets.
· The marginal revenue in different markets should be the same.
· The producer or seller must be a monopolist selling a commodity with no close substitutes.
· The cost of transferring a commodity by a consumer from one market to another should be high (no arbitrage).
· The cost of separating markets by the monopolist should be low so as to gain from price differences.
· The consumer must be ignorant about the existence of other cheaper markets so that one who buys at high price does not know that the commodity can be acquired at a lower price.
· There should be no government interference in the market in form of price controls.
·  Where goods are sold on special order or contracts because consumers cannot know what is being paid by other customers. 
· In case of personal services which cannot be transferred from one person to another for example medical services.
· There should be low cost of separating the markets by the producer.
· The producer must be a monopolist/ there must be one producer of the commodity and the commodity must not have a close substitute.

    Merits of price discrimination: 
· Poor consumers buy essential goods and services at relatively low prices.
· It increases total revenue of the monopolist as a result of selling a lot of output.
· It is the only way through which the rich can subsidise the poor people.
· It helps the monopolist to dispose -off surplus output through selling in a market where demand is elastic.

         Demerits of price discrimination:
· It leads to uneven distribution of income because the monopolist earns more by selling to both the rich and poor customers.
· It leads to dumping which discourages production in countries where such commodities are sold at cheaper prices than the price charged in the domestic country.
· It eliminates consumer’s surplus since the commodity is sold by the monopolist.
· Poor quality commodities are sold at very low prices due to existence of monopoly power.

MEASURES TO CONTROL MONOPOLY POWER IN A COUNTRY:
· Adoption of price control in form of maximum price on monopolised commodities, such that it becomes illegal to trade above the set price by the government.
· Adoption of taxation in form of lump sum and specific taxes to reduce the supernormal profits enjoyed by monopolists.
· Removal of foreign trade restrictions on foreign goods to allow fair competition and promote efficiency of domestic firms.
· Encourage new firms by government to join industry through provision of subsidies.
· Improvement of economic infrastructures such as roads, railways, electricity to reduce on costs of production and attract new firms to join industry.
· Adoption of nationalisation where government takes over privately owned enterprises to promote efficiency and increase output of goods and services.
· Adoption of anti-merger laws i.e. enacting laws against monopoly practices such as merging of firms.
· Relaxing patent rights granted to inventors and copy rights to authors such that competition in production is open to many entrants.
· Publicising all abuses of monopoly such as political and economic corruption, unfair business practices etc.  
· Formation of purchasers’ associations aimed at increasing bargaining strength of consumers of a commodity and creating awareness among the consumers.
· Establishment of bureau of standards, such institutions in setting set standards that producers must follow if they are to continue with their businesses. 
· Undertake privatisation, this is intended to control or remove statutory monopolies.  
	


Sub-Topic 8:  MONOPOLISTIC COMPETITION 
Monopolistic competition is a market structure in which there are many buyers and firms producing differentiated products that are close but not perfect substitutes.

The market structure has elements of competition and monopoly. Examples of firms operating under conditions of monopolistic competition are Bakery industry, taxi industry, Soap and det ergents industry, saloon services, tea industry, estate agents, funeral directors, insurance brokers etc.




Characteristics of monopolistic competition
1. There are many buyers and sellers in the market (industry) who have limited market powers and none of the firms can control a very big portion of the market.
2. There is freedom of entry and exit of firms. This means that there are no barriers to entry of new firms and obstacle to firms leaving the industry.
3. The products produced are highly differentiated by branding, packing, Colour, taste, design and trademarks but have close substitutes.
4. There is widespread persuasive advertising and sales promotion campaigns, all of which aim at making the demand for commodities inelastic.
5. Firms can be price makers to a certain extent because of monopoly elements. This means that each firm has monopoly power over its brand.
6. Firms under monopolistic competition aim at profit maximization both in the short-run and in long- run, and profits are maximized at a point where marginal cost is equal to marginal revenue.
7. Firms under monopolistic competition earn supernormal profits in the short-run and normal profits in the long-run.
8. The demand curve of firms under monopolistic competition is highly elastic sloping from left to right. This is because commodities produced have close (many) substitutes.
9. Firms under monopolistic competition produce commodities at excess capacity hence underutilizing available resources.
10. There is brand loyalty (commitment) by consumers, where they can easily identify a commodity of a particular producer considered superior to other brands.
11. Firms under monopolistic competition incur different costs for example transport and production costs therefore have different profit levels.

SHORT-RUN SITUATION OF A FIRM UNDER MONOPOLISTIC COMPETITION
1. In the short-run, efficient firms under monopolistic competition earn supernormal profits and they produce at a point where MC = MR.
Diagram 
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>The level of output that maximizes profits of a firm is determined at point E, where MC = MR.
>The price OP is determined at a point where the output line meets the demand curve at point A.
>The cost OC is determined at point B where the output line meets the average cost curve.
>The firm earns abnormal profits because average revenue is greater than average cost at equilibrium level of output, as represented by the shaded area PACB.

LONG-RUN SITUATION OF A FIRM UNDER MONOPOLISTIC COMPETITION
In the long-run, firms continue to aim at equilibrium where LMC = LMR, and this is where output is determined. Because of freedom of entry in the market, the short-run supernormal profits attract new firms, which lead to increase in the average costs of production hence the upward shift of the average cost curve.
Diagram  
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>The level of output that maximizes profits is determined at point E where LMC = LMR (output OQ)
>The price OP is determined at point A where the output line meets the LAR curve, and the LAR curve is tangent to LAC curve.
>The cost OC is determined at point A where the output line meets the LAC curve.
>All firms earn normal profits because LAR is tangent to LAC (LAC = LAR) at the equilibrium level of output.

Merits of monopolistic competition
1. Consumers enjoy commodities at relatively low prices due to competition among firms.
2. It leads to production of a wide variety of commodities due to product differentiation, which improves consumer’s choice and preference.
3. It leads to production of better quality products due to competition among firms.
4. It leads to high output of products due to existence of many firms in the industry.
5. Monopolistic firms provide employment opportunities, which improve on peoples’ welfare.
6. Monopolistic firms contribute revenue to the government through taxation on abnormal profits.
7. Monopolistic competition promotes inventions and innovations through product development.
8. Abnormal profits earned by firms in the short-run can be used for expansion.
9. Persuasive advertisement enables firms to expand markets for their products


Demerits of monopolistic competition
1. It leads to wastage of resources due to duplication of economic activities or services.
2. It leads to underutilization of resources by firms due to production at excess capacity.
3. Firms experience high costs of production due to existence of competitive advertisement and product differentiation.
4. It leads to limited market share because of the many firms in monopolistic competition.
5. It leads to distortion of consumer choices due to competitive persuasive advertisement.
6. Limited research is done by firms in due to absence of abnormal profits in the long-run.
7. It leads to unemployment due to collapse and exit of inefficient firms in the long-run.
8. It leads to consumer exploitation due to high prices charged under monopolistic competition.


Sub- Topic 9:  OLIGOPOLY:
Oligopoly is market structure in which there are a few firms either producing homogeneous products of differentiated products.
 Oligopoly can be categorized as:
1. Perfect / Pure oligopoly.
Pure oligopoly is a market situation in which there are a few firms producing homogeneous products. For example, raw materials in form of petroleum, steel, Aluminum and oil. There is close interdependence such that, price-output move of one firm affects price-output move of all other firms in the industry.
2. Imperfect / Differentiated oligopoly.
Imperfect oligopoly is a market situation in which there are a few firms producing differentiated products. Commodities are close but not perfect substitutes. 
Examples of oligopoly firms in Uganda include:
a. Soft drinks industry composed of crown beverages limited and century bottling company ltd
b. Cement industry composed of Hima cement, Kampala cement and Tororo cement factories.
c. Petro industry composed of Shell, Total, 
d. Beer industry composed of Nile Breweries, East African Breweries and Parambot Breweries.
e. Mattress industry composed of Vita foam, Royal foam, Euroflex, Comfoam, Megha foam, Crest foam  
f. Telecommunications industry composed of MTN, AIRTEL, Africell, etc.

CHARACTERISTICS OF OLIGOPOLY.
1. There are few firms and many buyers participating in the market, and each of these firms controls a substantial share of the market.
2. There is close interdependence among firms. This means that price and output decisions of one firm affect others.
3. There is use of intensive sales promotional activities/ Non- price competition such as persuasive advertising, provision of after sales.
4. Different sizes of firms. There is lack of uniformity; this means that firms are of different sizes whereby some are small firms, medium firms and large scale firms.    
5. There is no unique pattern of pricing as compared to other market structures but prices are determined by cartels/collusive pricing, independent pricing or price leadership.
6. Firms in the market are faced with a kinked demand curve. This is because of the uncertainties in the market.  
7. There is price rigidity which is due to uncertainty that exists in the industry and none of the participants would like to interfere with price because it may spark- off price wars.
8. There is limited entry of firms in the industry since mature firms use unfair competitive methods which limit entry of new firms in the industry.
9.  Profit maximisation is the main motive of production. Firms under oligopoly aim at making profits.E.g. Firms earn supernormal profits due blocked entry of new firms in the industry.
10. There is product differentiation under imperfect oligopoly and product homogeneity under perfect oligopoly.
11. There is high degree of uncertainty. The Oligopolist is always uncertain of price- output moves of other firms in the market. 
  



NON – PRICE COMPETITION.
Non – price competition is a situation where firms in the same industry use other means of competition rather than changing prices of a product. 
Forms of non – price competition.
1. Use of widespread persuasive advertisement over radios and television.
2. Provision of after sale services for example free repairs, free transport services, cleaning windscreens at petrol stations.
3. Offering gifts to customers such as soap, scholastic materials, T-shirts, key holders.
4. Opening up branches or distribution points and improving quality of shopping outlets.
5. Sponsoring sports events and this is common with MTN, Airtel, Crown bottlers etc 
6. Use of appealing brands, trademarks and slogans to attract many customers, e.g. MTN Everywhere You go, Nomi loves clothes and clothes loves Nomi.
7. Distributing free samples of commodities to customers so as to attract them.
8. Quality improvement of products produced by firms for example unleaded petrol by Shell.
10. Special packaging of commodities by using different designs to attract more customers.
11. Provision of credit facilities or installment selling.
12. Organising ruffle draws and consumer games where winners are rewarded highly.
13. Organising trade fairs and exhibition to make customers aware of the product.
14. Differentiated packaging, designing, packing in attractive materials   



THE DEMAND CURVE OF A FIRM UNDER OLIGOPOLY
The demand curve of firm under oligopoly is of a kinked nature. A kinked demand curve is one which is elastic at high prices and inelastic at lower prices.
An illustration of a demand curve under oligopoly:
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>From the diagram price OPo is the administered price and this is at point where the demand curve is kinked at point F such that if one firm increases the price above OPo, other firms will not follow. However if a firm reduces price below OPo other firms will also follow by lowering their prices so as to protect their market i.e. so as not to lose their customers.  Therefore the demand curve is elastic from point F to point E and inelastic from point F to point G.


Assumptions of a kinked demand curve
1. There is an established market price for the product at which all firms are satisfied.
2. A decision by one firm to increase price, does attract other firms to follow because they fear to lose the largest portion of the market.
3. A decision by one firm to reduce price attracts other firms to follow because this is the only way to capture largest portion of the market.
4. Firms under oligopoly are mature firms in business or production.

PRICE DETERMINATION UNDER OLIGOPOLY 
Under oligopoly there is no unique pattern of pricing as compared to other market structures, therefore prices are determined in the following ways:
1. Independent pricing. Independent pricing is where firms act independently and set prices on their own. In this case there is no collusion and the method is likely to cause price war.
2. Price leadership or Imperfect collusion. Price leadership is where the leading firm in business determines the price at which other firms are supposed to sell the product. The price leader can be low cost firm, dominant or the largest firm in the industry.
3. Perfect collusion. Perfect collusion is a situation where oligopoly firms enter into a cartel of independent producers to determine output and price collectively.

NOTE: A cartel is an organisation of independent firms operating in the same industry. The cartel aims at: reducing competition among firms, controlling output and stabilizing prices in the market. 

PRICE RIGIDITY OR STABILTY UNDER OLIGOPOLY
Prices tend to be stable under oligopoly despite the changes in costs of production and this is due to:
1. Individual firms may have learnt from past experience, the effects of price wars.
2. Firms being content with current level of prices, output and profits and therefore no need of changing prices
3. Firm’s preference to use non – price competition such as advertising, provision of after sale services.
4. Price changes being unprofitable, because high prices discourage consumers while lower prices do not cover costs of production.
5. Firms preference to stick to present price level to prevent new firms from joining the industry.
6. Fixing a stable price through agreement (collusion) and no single firm would like to interfere with it for fear of unleashing a price war.

SHORT-RUN SITUATION OF FIRMS UNDER OLIGOPOLY
Firms under oligopoly aim at profit maximization and profits are maximized at a point where Marginal cost is equal to marginal revenue, and this is the equilibrium position. 





An illustration showing price, output and profit determination of a firm under Oligopoly in the short-run.
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>The level of output that maximizes profits is determined at a point where MC = MR, and MC cuts the MR curve in its discontinuous portion (d – e) 
>The price OPe is determined at point A on the demand curve through agreement, where the output line meets the average revenue curve.
>The cost OC is determined at point B, where the output line meets the average cost curve.
>In the short-run, firms under oligopoly earn supernormal profits because average revenue is greater than average cost (AR > AC) at equilibrium level of output (OQe).  Supernormal profits are represented by the shaded area PeABC.

LONG-RUN SITUATION OF FIRMS UNDER OLIGOPOLY
In the long-run, oligopoly firms continue to produce at equilibrium where LMC = LMR and this is where higher supernormal profits are maximized. Profits increase due to a fall in average costs of production, formation of cartels, mature market sharing and reduced degree of uncertainty.
The long run demand curve is fairly elastic and has a minimum kink. The marginal revenue curve has a small break unlike in the short run because of reduced degree of uncertainty in the mature oligopoly industry.

An illustration showing price, output and profit determination of a firm under Oligopoly in the long-run.
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>The level of output that maximizes profits is determined at a point where LMC = LMR, and LMC cuts the LMR curve in its discontinuous portion (a – b). The LMR curve has a small break unlike in the short run because of reduced degree of uncertainty in the industry. 
>The price OP is determined at point A on the demand curve through agreement, where the output line meets the long run average revenue curve.
>The cost OC is determined at point B, where the output line meets the long run average cost curve.
>In the long-run, firms under oligopoly earn supernormal profits because long run average revenue is greater than long run average cost (LAR > LAC) at equilibrium level of output. Supernormal profits are represented by the shaded area PACB. 

MERITS OF OLIGOPOLY 
1. Low prices are charged to customers and this leads to increased demand for goods and services.
2. It makes consumers budgeting easy due to price stability in the industry
3. It widens consumer choices due to production of a variety of goods and services.
4. It leads to production of quality goods and services due stiff competition among firms.
5. Oligopoly firms provide employment opportunities which improve on people’s welfare.
6. Oligopoly firms contribute to economic growth by increasing the level of output of goods and services.
   7. Oligopoly firms contribute revenue to the government through taxation on supernormal profits of the Oligopoly firms.
8. Oligopoly market situation leads to increased innovation due to stiff competition among firms and the need to maximize profits.
9. It enables firms to enjoy abnormal profits both in the short-run and long-run.
10. Leads to development of infrastructures. The establishment of Oligopoly firms facilitates the setting up of infrastructures such as roads, financial institutions etc. 
11. Consumers benefit from non- price competition such as free gifts, after-sales services etc.
12. Leads to increased resource utilisation. This is because of the supernormal profits enjoyed which enable the firms to exploit the would-be idle resources.




 DEMERITS OF OLIGOPOLY
1. It distorts consumer choices due to widespread persuasive advertising for the products.
2. It leads to exploitation of consumers through overcharging due to collusion of firms.
3. It leads high costs of production due to intensive sales promotional activities/ High prices of the final products due to high costs of competition.
4. It leads to duplication due to production of similar products hence resource wastage.
5. It worsens the problem of income inequality in an economy due to supernormal profits enjoyed by oligopoly firms.
6. It leads to collapse of small firms due stiff competition among firms.
7. There is limited employment creation due to existence of a few firms, and limited entry of new firms in the industry.
8. It leads to limited entrepreneurial development / limited investment due to limited entry for new firms in the market.
9. Industries with large firms exert pressure on government hence become a tool of political agitation.
10. It leads to underutilization of available resources due to operation at excess capacity.
11. It leads to
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