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CM22: THE THEORY OF THE FIRM: A 
RAPID REVIEW (2/22/17) 

 

A. THE THEORY OF THE FIRM. (See CM24A) 
 

1. The “theory of the firm” is the term economists use to describe their models 
of the various market structures that exist in the real world. Under perfect 
competition the “theory of the firm” fleshes out the supply side of the supply 
and demand model. 
 

2. The toy model has a firm that produces a single output and attempts to 
maximize profit (Π), where profit is the difference between total revenue (TR) 
and total costs (TC), Π= TR-TC. 
 

3. Π = TR-TC is an accounting profit (ΠA) if TC = EC (explicit costs) and an 
economic profit (ΠE) if TC = EC + IC (implicit costs) where the IC would include a 
normal return on capital (the rate of return you would get on your capital if you 
invested it elsewhere for the same level of risk). 
 

4. Total revenue is price times output, TR = P.Q. We assume that each unit is 
sold at a uniform price. Average revenue (AR) is total revenue divided by output, 
which is equal to price if the price is constant. (AR = TR/Q = (P.Q)/Q = P.) 
 

5. TC always increases as output (Q) increases because an increase in output 
requires more inputs, and inputs are scarce and therefore not free. 
 

6. The theory of the firm mantra is: profit is maximized when MR=MC. This 
is just a variation on MB=MC. 
 

7. If you are interested in the total, marginal, average, and average variable cost 
curves and the total, marginal and average revenue curves then you should 
consult CM24A. 
 

8. The firm produces a single good or service; the firm knows its MR and MC 
curves and so it simply produces the output where MR=MC. More realistically 
the firm could determine its profit maximizing output by vary output until 
MR=MC. 
 



PROFESSOR ALLAN SLEEMAN 2 

9. Real world firms almost always produce more than one product; they do not 
know how to determine the MC or MR of producing an additional unit of output, 
and they usually determine price as a simple mark-up on their average costs. 
Average costs tend to be very flat over normal ranges of output because firms 
build their plants so that their costs do not vary a lot when demand changes, 
and so prices do not vary a lot as demand fluctuates. Real firms hold inventories 
of their products and vary inventories and output more than prices. 
 

10. Even profit maximization is not a simple concept in reality. Firms make 
decisions today with the hope that particular outcomes will materialize in the 
future. Those outcomes are subject to chance and making a loss this year may 
be perfectly consistent with making a large profit in five years time. 
 

11. Although a firm may make a very large profit it may not be profit maximizing, 
it made $40b but could have made $41b. (The figure should be labeled Figure 
1.) 
  

  



PROFESSOR ALLAN SLEEMAN 3 

12. Real world firms are very much concerned with research and development 

designed to lower the firms' production costs and, more importantly, with 

improving the quality of their products and introducing and marketing new 

products. The economists’ firm is basically an input-output mechanism (a 

technological black box), mechanically converting inputs of labor, capital, 

energy, and raw materials into a good or service. The firm has no internal 

structure, has no financial constraints, holds no inventories, has no supply 

chains, has no personnel or human resources concerns, and does not engage in 

marketing and advertising. Although descriptive realism is not an essential 

feature of scientific models the economists’ theory of the firm is such a 

caricature that it is of only very limited use in analyzing the behavior real world 

firms.  
 

13. Economists divide firms (industries) into four types: perfectly competitive 

firms, monopolies, imperfectly/monopolistically competitive firms, and 

oligopolies. Perfectly competitive industries and monopolies are seldom found 

in the real world; naturally economists devote much time to analyzing these 

industry types. 
 

B. MONOPOLY. (See CM24B) 
 

1. A monopolist is: (1) the only seller of a good and service, that (2) has no close 
substitutes, and (3) where there are binding barriers to entry. (A firm may be a 
monopolist in the US but face strong competition in global markets.) 
 

2. Because the monopolist is the only firm in the industry, it is the industry, and 
so the demand curve for the monopolist's output is the market demand curve 
for the good or service; under monopoly D=AR. Therefore the monopolist can 
set either price, or quantity, and so the monopolist does not have a supply curve. 
However, the monopolist can only choose price and quantity combinations that 
are on the demand curve if it wants to sell its output. 
 

3. The monopolist is insulated from competition by other firms because there 
are barriers to entry. (1) The monopolist controls a crucial input – Alcoa’s control 
of the market for bauxite, which is necessary to make aluminum. (2) Government 
granted a legal monopoly – USPS has a legal monopoly for the carriage of first 
class mail. (3) Economies of scale give cost advantages to first entrants and firms 
that are willing to expand aggressively – Standard Oil bought up most of its 
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rivals. (4) The possession of a patent. (McDonald’s has trade marked Mc and so I 
cannot set up a business called McSleeman’s or McDuckies or McDonald’s even 
if my name is McDonald.) There are also “Natural” monopolies: public utilities 
where duplication would be wasteful – water, electricity. 
 

4. A monopolist maximizes profit where MC=MR, but at QMAX, P = MB > MC and 
the monopolist under-produces compared with a competitive industry; there is a 
dead weight loss equal to the small triangle bounded by the D and MC curves. 
(See Figure 2. Remember that the demand curve, D, is also the MB curve.) 
 
 

 
 
5. Note that the monopolist does not charge the highest possible price, the 
price that you would pay for the first unit, because that does not maximize 
profit. Once the profit maximizing point is reached the firm has no incentive to 
change its price until either its demand or its costs change; therefore 
monopolization cannot cause inflation. 
 

6. If the monopolist can stop buyers from re-selling its product, and if buyers 
have different PEDs, then the monopolist can profitably sell at different prices to 
different consumers, or charge different prices for different units of X. This is 
called price discrimination (“load management” by airlines.) For example, 
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cinemas charge different prices to senior citizens, and restaurants and pubs may 
charge different prices at different times of the day. 
 

7. Public utilities are usually monopolies (natural monopolies) because there is 
not room for two electricity plants in the same city, especially if we are to reap 
the rewards of lower costs associated with economies of scale. But utilities may 
exploit their monopoly power, monopolies do not produce where P=MC and so 
public utilities are usually subject to regulation. The point of allowing the utility 
to be the single supplier is to reap economies of scale. 
 

8. If regulators set price equal to MC, the efficient policy then the utility may 
face losses. Regulation usually sets standards about allowable rates of return but 
that does not encourage lowering costs or enhancing customer service. 
Regulators may be “captured” in the sense that they may be more interested in 
future employment in the industry than in protecting consumers. 
 

9. Anti-trust legislation may prohibit mergers that increase market power.  
 

C. MONOPOLISTIC COMPETITION. (See CM24C) 
 

1. Monopolistically competitive firms are the most common type of firm; most 
retailers are monopolistically competitive, as are car companies. 
  
2. There are many firms, there are many substitutes some of which may be very 
close substitutes (no substitutes under monopoly), and there are low barriers to 
entry (monopoly no entry).  
 

3. Product differentiation means persuading the consumer that your product is 
different, and, more importantly, better than your competitors’ products. Brand 
X toothpaste cleans, and whitens, your teeth better than brands Y and Z. The 
firms differentiate their products by branding, and marketing (especially 
advertising), which means there are selling costs as well as production costs. (So 
the consumer perceives that different firms as producing different products 
unlike the homogeneous product of the monopoly.)  
 

4. Product differentiation means each firm is essentially a monopolist but with 
close, even very close, substitutes. In the short run we use the monopoly model 
to explain monopolistic competition, but allowing for selling costs. 
 

5. Competition arises in the long run because the low barriers to entry do not 
stop firms entering the industry and competing away any economic profits. Entry 
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causes the demand curve to shift to the left and to become flatter, and it raises 
costs because of increased competition for scarce inputs. This process continues 
until MR=MC immediately below the output level at which the new D=AR curve 
is tangent to the new, higher, AC curve. Since AR=AC only normal profits1 are 
earned (the AC curve includes a normal rate of return on capital), and the 
economist says that firms earn zero economic profits (equals normal profit) 
although accounting profits will be positive. (See Figure 2.) 
 

6. Note that under monopolistic competition the firms are not at the lowest 
point on the AC curve, and that the average cost curve would be higher than 
under perfect competition because competitive firms do not have selling costs. 
 

7. Advertising helps inform consumers of the existence of products but it also 
attempts to shift demand from one seller to another. The latter effect may be 
wasteful if each firm’s advertising largely counteracts that of other firms. And 
some advertising – pills and supplements that are supposed increase sexual 
prowess or cause you to lose weight – may be deceptive and distorts the 
amount of information about products. (CM17 discusses some of the problems 
of our consumer society, which is dominated by advertising, only some of which 
is informative. Your tastes are not given but, in part, formed and molded by 
advertising.)  

                                                
1 A normal profit is a normal rate of return on capital employed. To an economist a 
normal profit is not a profit; it is a cost, the opportunity cost of the capital used by the 
firm. Economists therefore incorporate normal profit into average costs. To an economist 
profit means a return over and above normal profit. This is one of the reasons that 
accounting profits are larger than economic profits.  
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8. A major problem with our toy models is that they are essentially timeless; they 
are photographs when we need videos. These models do not capture the 
essence of real competition, which involves innovation, the introduction of new 
products and the improvement of existing ones.  
 

D. OLIGOPOLY. (See CM24D) 
 

1. There are a small number of firms who act strategically, they have to take into 
account how their competitors will react to anything they do. Duopoly is the two 
firm case (Boeing/Airbus), and a Cartel (OPEC) is a collusive oligopoly that 
attempts to mimic a monopoly. 
 

2. Oligopolistic industries are fairly common: cigarettes, breakfast cereals, 
airlines. 
 

3. Usually there are relatively high barriers to entry. 
 

4. Some oligopolies sell homogeneous products (oil), others differentiated 
products (airlines). 
 

5. There is no single model of oligopoly. The oligopolistic firm’s behavior 
depends on the specific circumstances of the industry: the number of firms, the 
relative size of firms, and the homogeneity of the product. 
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6. Studying oligopoly has become a major research area in economics since the 
1970s, when game theory was applied to model the strategic interactions of 
oligopolistic firms. Game theory models are loved by economists because they 
assume that the firms act “rationally” in the Mr. Spock, homo economicus, sense 
of the term: all players know that all players will behave “rationally”.   
 

7. Oligopolists are often very profitable, the big pharmaceutical companies. 
They often use their profits to buy favors from politicians. 
 

E. PERFECT COMPETITION. (See CM24E) 
 

1. Perfect competition is the supply and demand model. Perfectly competitive 
industries are very rare in the real world.  
 

2. Assumptions:  
 

(1) Large number of very small buyers and sellers. 
 

(2) Homogeneous product. ((1) and (2) guarantee that all firms are price takers.) 
 

(3) Complete freedom of entry (and exit). This leads to nice properties in the 
long run. 
 

3. Perfectly competitive firms are “price takers”; they cannot affect the price of 
their product by varying their output, because price is determined at the market 
level. Economists usually say that the perfectly competitive firm has a demand 
curve, which is identical to its marginal revenue (MR) curve. The MR curve is 
horizontal and MR = P under perfect competition because the price is taken as 
given. Therefore each unit of output sells for the same price (P) and each unit of 
output has the same MR = P. (MR = ΔTR/ΔQ = Δ(P.Q)/ΔQ. But P is a constant as 
far as the perfectly competitive firm is concerned, therefore under perfect 
competition MR = ΔTR/ΔQ = Δ(P.Q)/ΔQ = P(ΔQ/ΔQ) = P, and MR = P =AR.) This 
is illustrated in Figure 3, which shows the short run equilibrium for the 
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market/industry and the individual firm under perfect competition in the short 
run. 
 

4. In the short run P=MB=MC and so the outcome is Pareto Optimal. In the 
short run perfectly competitive firms can make economic profits or losses 
(returns on capital above or below the normal rate of return). 
 

5. In the long run entry or exit will drive economic profits to zero (each firm will 
make a normal profit). Entry causes the industry to expand pushing up costs until 
all firms are producing at the minimum point of their AC curve. Exit contracts the 
industry until each firm faces a price that just covers minimum AC. At minimum 
AC, AR =AC and Πecon= TR-TC = 0 (because AC includes a normal profit). 
 

6. In the long run: MR=MC, P=MB=MC and so the output is efficient, and AC is 
at its minimum at QMAX. You can see why economists are in love with perfect 
competition. What a shame that it does not correspond with our economy! 
 

7. The toy model does not really capture the dynamic nature of real 
competition. The theoretical, toy, model competitive firms have no incentive to 
innovate because the moment they do so other firms will copy their innovation 
and new firms will enter the industry using the innovation and compete any 
profits away in the long run. But remember this model really does not have a 
time dimension. (2,344) 
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MOST, BUT NOT ALL, OF WHAT YOU NEED TO KNOW. 
 

1. How are TR, TC, MR, MC and profit defined?. 
 

2. What is true if the firm is maximizing profit? 
 

3. What are the characteristics of monopolies? 
 

4. Why does a monopolist produce a less than socially optimal output? 
 

5. What is the highest price a monopolist will charge for its product? 
 

6. What sort of barriers to entry stop competitors from entering monopolized 
industries? 
 

7. What are the characteristics of monopolistically competitive firms? 
 

8. What is product differentiation? Why is it so important in monopolistically 
competitive industries? 
 

9. Is there any difference between monopolies and monopolistically competitive 
industries in the short-run? 
 

10. Can monopolistically competitive firms make pure economic profits in the 
long run? 
 

11. Why does an monopolistically competitive industry not produce at the 
minimum average cost level in the long run? 
 

12. What are the characteristics of oligopolies? 
 

13. Give an example of an oligopolistic industry. 
 

14. Why is strategic behavior necessary in oligopolistic industries? 
 

15. What are the characteristics of competitive industries? 
 

16. How is perfect competition related to the supply and demand model? 
 

17. Why is the short-run output of a perfectly competitive industry Pareto 
optimal? 
 

18. Why do perfectly competitive industries produce where price is equal to 
minimum average cost in the long run? 


