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WHAT'S COVERED

This tutorial will cover monopolistic competition as one of the four market structures studied in

economics, discussing its definition and main characteristics.

Our discussion breaks down as follows:

1. The Behavior of Firms
2. Monopolistic Competition
3. Characteristics of Monopolistic Competition
a. Differentiated Product
b. Many Firms
c. Imperfect Information
d. Inefficiencies
4. Monopolistic Competition: Short Run vs. Long Run
a. Short Run

b. Long Run

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

2. Monopolistic Competition
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Today we will discuss where monopolistic competition falls in the spectrum of market structures.

As you can see below, we have the extremes of perfect competition, where there are many sellers selling a

homogeneous product, and monopoly, where there is only one firm selling a unique product.

Perfect Competition
Monopolistic Competition

Oligopoly

Mo}gpoly
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Sometimes, the term "monopolistic competition" is a bit confusing because it looks similar to the word
monopoly. However, if you look at the visual, it is actually closer to perfect competition on the spectrum than it
is to monopoly. Therefore, try to separate the two, because in reality, monopolistic competition is not going to

have a lot in common with monopoly.

Monopolistic competition defined is an industry market structure characterized by a large number of firms

selling similar products.

B TERM TO KNOW

Monopolistic Competition
An industry market structure characterized by a large number of firms selling similar products

3. Characteristics of Monopolistic Competition

Let's explore the different characteristics of monopolistic competition.

3a. Differentiated Product
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Within the market structure of monopolistic competition, there is a differentiated product.

Although products may be similar, these firms will do everything they can to differentiate their product.

This is the biggest difference between monopolistic competition and perfect competition, where there is no

ability to differentiate.

@ EXAMPLE Some classic examples of monopolistic competition include:
o Fast food restaurants. While they may be selling a product that is extremely similar, you can likely
distinguish between a McDonald's or Burger King or Wendy's, and may have a preference for one
over the other.

e Clothing stores. Again, they are basically selling a lot of the same thing, but you can tell whether you
are purchasing something from Gap or American Eagle--if not from the look of the clothes, then
certainly from the tag.

3b. Many Firms

There are many firms selling a similar product.

They have some control over market price, meaning they have the ability to choose what price they want to

charge, but they must be careful.

§3 | THINK ABOUT IT

Can McDonald's raise prices significantly?Do they have enough market power that they could raise the price
of their hamburgers by a few dollars? More than likely the answer is no. They face a lot of competition in the
fast food industry so they have to be careful. However, it is their prerogative; they have some control over

market price and they have tried to differentiate themselves from their competition.

Now, there are too many firms in a monopolistic competition structure for them to strategically price. By

strategic pricing, we meant that all of the firms would get together and try to charge a very similar price.

However, if a firm enters or exits the market--for instance, if McDonald's left the fast food industry--then market
price can certainly be affected for the remaining players. Therefore, one firm exiting or entering can have an

impact on the overall market price.

3c. Imperfect Information

Now, when we have perfect information about something, we know everything about it before we purchase it.
We know how much it costs to make it, we know the market price, and we know everything about the
company.

However, in the market structure of monopolistic competition, information is not perfectly shared between the
firm and the consumer. Therefore, there is not what we would consider perfect information, as there is in
perfect competition.

3d. Inefficiencies

Next, there will be some inefficiencies that arise in monopolistic competition.
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In contrast, the reason we start with the market structure of perfect competition is that it is so productively
efficient. Perfect competitors have no choice but to produce at the lowest cost possible because of how much

competition they face.

In addition, they have no control over the price they are charging, so if they are not producing in the cheapest

or most efficient way possible, then somebody else will.

In monopolistic competition, the name of the game is differentiation. Because of this, they might, for instance,

spend a lot of money on advertising.

This, in turn, increases the cost of production, meaning that . the cost of production is not the absolute lowest

possible.

§3 | THINK ABOUT IT

This begs the question, then, does the money that they are spending on advertising really increase the quality
of the product? Is this good for the consumer? Well, there are differing opinions on the topic. Some may argue
that it can help increase the flow of information, while others may question whether the information we are
getting from advertisements is factual or not.

You can certainly determine your own opinion about it, but note that there are some production inefficiencies

that can arise due the money being spent on advertising, for example.

4. Monopolistic Competition: Short Run vs. Long
Run

Referring back to where monopolistic competition falls in the spectrum, the biggest difference between

perfect competition and monopolistic competition is product differentiation and some control over price.

However, monopolistic competition is certainly not a monopoly with sole power in the market as the only one

selling a product.

Let's look at who they act more like, a perfect competitor or a monopolist, which depends on whether we are

focused on short run or long run.

4a. Short Run

In the short run, firms in monopolistic competition behave more like monopolists, because they are trying to
differentiate their product and establish market power, so that consumers go to them and not the competition.

They will set prices and produce the quantity that maximizes their profit, just as a monopolist would do,
because they have enough power to do so.

4b. Long Run

In the long run, because barriers to entry are low--making it easy to get into and out of this industry--
monopolistic competitors face a lot of competition.
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@ EXAMPLE For example, in the fast food industry, almost anybody, in theory, could enter the market
and start another restaurant. Therefore, because of those low barriers to entry, they face a lot of

competition and are forced to behave more like perfect competitors.

Therefore, how a monopolistic competitor behaves depends on how you look at it--short run or long run.

SUMMARY

We began today's lesson by discussing the different factors that affect the behavior of firms. We
learned that monopolistic competition is a market structure with the following characteristics:
differentiated product, many firms with some control over price, imperfect information, free entry and
exit, so the barriers to entry are relatively low, and some production inefficiencies. Lastly, we
discussed how players in a monopolistic competition behave in the short run vs. long run.

Source: Adapted from Sophia instructor Kate Eskra.

@ TERMS TO KNOW

Monopolistic Competition

An industry market structure characterized by a large number of firms selling similar products.
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