Lecture 14: Monopolistic Competition

I.
What is Monopolistic Competition?

A.
Monopolistic competition is a market with the following characteristics:

1.
A large number of firms compete.

2.
Each firm produces a differentiated product.

3.
Firms compete on product quality, price, and marketing.

4.
Firms are free to enter and exit.

B.
The presence of a large number of firms in the market implies:

1.
Each firm supplies only a small part of the total industry output and so has only limited power to influence the price of its product.

2.
Each firm is sensitive to the average market price but pays no attention to any one individual competitor.

3.
No one firm can dictate market conditions and no one firm’s actions directly affect the actions of another.

4.
Collusion, or conspiring to fix prices, is impossible.

C.
Firms in monopolistic competition practice product differentiation, which means that each firm makes a product that is slightly different from the products of competing firms.

D.
Product differentiation enables firms to compete in three areas: quality, price, and marketing.

1.
The quality of a product is the physical attributes that make it different from the products of other firms. Examples include product design, reliability, and service.

2.
Each firm faces a downward-sloping demand curve for its own product because each firm produces a differentiated product. This allows each firm to set its own price. The price is related to quality: A higher quality product allows the firm to set a higher price.

3.
A firm in monopolistic competition must market its product because all other firms offer differentiated products. This fact means the product must be marketed using advertising and packaging.

E.
There are no barriers to entry or exit in monopolistic competition, so firms cannot earn an economic profit in the long run. 

1.
Examples of a monopolistically competitive industry include audio and video equipment, computers, frozen foods, men’s clothing, and sporting goods.

2.
Figure 13.1 shows market share of the largest four firms for each of ten industries that operate in monopolistic competition.


II.
Price and Output in Monopolistic Competition

A.
Similar to a monopoly, the MR curve for a firm in monopolistic competition is downward sloping and lies under its demand curve. In the short run, a firm in monopolistic competition makes its output and price decision just like monopoly firm does. 

1.
A firm that has decided the quality of its product and its marketing program produces the profit maximizing quantity at which MR = MC.
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2.
A firm in monopolistic competition can earn an economic profit in the short run only if P > ATC. 

3.
Figure 13.2 shows a short-run equilibrium output and price decision for a firm in monopolistic competition making a positive economic profit.

B.
In the long run, firms in monopolistic competition will be unable to earn economic profit.

1.
When firms are earning economic profit (that is, when P > ATC), the existence of the economic profit induces entry by new firms, which continues as long as firms in the industry earn an economic profit.

a)
As firms enter the industry, each existing firm loses some of its market share. The demand for its product decreases and the demand curve shifts leftward.

b)
The decrease in demand decreases the quantity at which MR = MC and lowers the maximum price that the firm can charge to sell this quantity. 

c)
The price the firm charges and the quantity it sells falls as firms enter. Eventually entry results in P = ATC and the firms earn zero economic profit (normal profit).
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2.
When firms are incurring an economic loss (that is, when P < ATC), the economic loss will induce firms to leave the market, which continues as long as firms in the industry bear an economic loss. Figure 13.3 illustrates a firm in monopolistic competition making an economic loss.

a)
As firms exit the industry, each remaining firm gains some of its market share. The demand for its product increases and the demand curve shifts rightward.

b)
The increase in demand increases the quantity at which MR = MC and raises the maximum price that the firm can charge to sell this quantity. 
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c)
The price that each remaining firm charges and the quantity it sells rise as firms exit. Eventually exist results in P = ATC and firms again earn zero economic profit (normal profit).

d)
Figure 13.4 shows the long run output and price decision for a firm in monopolistic competition.

C.
Comparing Monopolistic Competition with Perfect Competition

1.
Firms in monopolistic are inefficient and operate with excess capacity, which means the firm produces a quantity less than the minimum efficient scale.

a)
Figure 13.5 illustrates this proposition.
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2.
Firms maximize profit by choosing to produce output where MR = MC.

a)
The firm in monopolistic competition retains some market power, which means MR < P for all quantities. 

b)
The fact that the firm has some market power means that at the profit maximizing level of output chosen by the firm P > MC. 

c)
A firm’s markup is the amount by which price exceeds marginal cost. 

3.
Because a firm in monopolistic competition has P > MC, the firm produces where MC < MB since price equals the marginal benefit to society. 

a)
The under-production in monopolistic competition creates a deadweight loss.

b)
Monopolistically competitive firms produce at inefficient levels of output relative to perfect competition.

c)
But firms in monopolistic competition produce a variety of different goods whereas firms in perfect competition produce identical goods. People value variety, so monopolistic competition is not necessarily inferior to perfect competition.

III.
Product Development and Marketing

A.
A firm in monopolistic competition must be in a state of continuous product development to keep earning an economic profit.

1.
New product development allows a firm to gain a competitive edge, if only temporarily, before competitors imitate the innovation.

2.
Firms pursue product development until the marginal revenue from innovation equals the marginal development cost.

3.
Production development may benefit the consumer (by providing improvements in product quality) or it may mislead the consumer (by giving only the appearance of change in product quality). 

4.
Regardless of whether a product improvement is real or imagined, its value to the consumer is its marginal benefit, which is the amount the consumer is willing to pay for the improvement.
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B.
Firms use advertising and packaging as the two principal methods to differentiate its products from competitors by actively marketing their products to consumers.

1.
Firms in monopolistic competition incur heavy advertising expenditures which make up a large portion of the price it charges for the product. 

2.
Figure 13.6 shows estimates of this percentage of sale price for different monopolistic competition markets.
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3.
These selling costs (like advertising expenditures, fancy retail buildings, etc.) are fixed costs.

a)
This fact means selling costs increase average total costs at any given level of output but do not affect the variable costs (including the marginal cost) of production.

b)
Figure 13.7 shows how an advertising expenditures shift the ATC curve upward.

C.
Selling efforts such as advertising are successful only if they increase demand for the firm’s product. 

1.
When each firm advertises its product, the advertising increases the price the firm can charge but it also makes the demand more elastic.
2.
A firm’s increased demand and profits can only be experienced by firms in the short run.

3.
Profits lead to the entry of more firms into the market, which decreases the demand for each firm’s product in the long run and lowers the price each firm can charge.

D.
To the extent that advertising and selling costs provide consumers with information and services that they value more highly than their cost, these activities are an efficient allocation of resources.

1.
Similarly, developing and marketing a brand name provides information about the quality of a product to consumers and an incentive to the producer to achieve a high and consistent quality standard.

2.
Heavy marketing and advertising expenditures by a firm are a signal to consumers that their product is of high quality. A signal is an action taken by an informed person (or firm) to send a message to uninformed people.

