
Answers (Practice on Competitive Markets)  

 

Question 1 

a. perfectly elastic (horizontal) 

b. marginal revenue; average revenue 

c. price; quantity; total revenue; output; the change in total revenue; the change in output 

d. fixed cost 

Question 2 

a. average variable costs 

b. shut down and exit the industry 

c. reduce 

d. equal; maximized 

e. greater than; increase 

Question 3 

a. AVC 

b. ATC; AVC 

c. ATC; enter 

Question 4 

a. Let the equilibrium market price be p*. Any firm that tried to charge a higher price would make 
no sales whatsoever, since consumers would simply make their purchases from other (lower-
price) sellers. 

b. Each firm can sell as much as it wants at the price p*. Thus selling at a lower price would not 
increase sales but would reduce profits. So no firm has the incentive to charge any price below 
p*. 

c. Each individual firm is very small relative to the market. Thus for any change in output that is 
realistic for the firm, there would be no significant or noticeable effect on the industry level of 
output and thus no significant effect on the market price. Thus, each firm sees that it can sell any 
reasonable amount at the given market price.  
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c. See the diagram above. The increase in demand for barley shifts the demand curve to D and 
raises the short-run equilibrium price to p1. The increase in market price causes each firm to 
increase its own output along its MC curve, to output q1 for the typical firm shown. The profits at 
this new high price are shown by the shaded area. 

d. The positive profit in part (c) leads other firms to enter this industry. As new barley farmers enter 
the industry, the industry supply curve shifts to the right and reduces the equilibrium market 
price. Entry continues until existing firms are not making any economic profits. As long as 
technology has not changed, firms’ cost curves do not shift and so supply shifts eventually to S, 
where the market price has returned to p0. At this point, the typical firms are again making zero 
economic profits. (The assumption of a constant-cost industry ensures that the change in scale of 
the industry does not lead to changes in the firms’ cost curves.) 

  



 


