Monopolistic competition
Monopolistic competition is the second most competitive market structure that you are required to know about.
[image: Branding]
Cafes in a city are a good example of a monopolistic competitive market: each of them sells similar types of coffee, but Starbucks will try to attract customers with their special Frappucino, while the local coffee shop will advertise its characteristic taste and design.
Which one will you choose? This time, contrary to your behaviour in the fruit market, you will choose a cafe’ for reasons beyond the price of coffee: you will look at quality as well. And very often, you will be a “victim” of marketing, going to the most advertised cafe.
Monopolistic competition
The assumptions of monopolistic competition thus are:
· Many buyers and sellers
· Low barriers to enter and exit the market
· Firms sell differentiated products (i.e. products that are substitutes, but are different in such areas as taste, design or branding).
 
Be Aware
It is important that you do not mix up monopoly and monopolistic competition. A monopoly is a market type where there is one big firm, whereas, under monopolistic competition, there are many firms with differentiated products.
Contrary to perfect competition, the slight difference among products makes the average revenue curve (i.e. demand) in monopolistic competition downward sloping. In fact, demand is not perfectly elastic: as price goes up, the there will be a change in the quantity demanded, but some people will tend to be loyal to their brand of coffee. For example, you are almost addicted to Frappuccino if you really like the way Starbucks makes it. Brand-loyalty is thus an important element in justifying the shape of the demand curve. This customer loyalty comes from product differentiation.
It is possible to make an abnormal profit in monopolistic competition in the short run. In the following diagram, we can see that producers, being profit-maximisers, will set output at the point where MC = MR. The resulting price along the demand curve is higher than the ATC – hence the cafe is making abnormal profits between P* and P1.
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In the long run however, it is often said that firms in monopolistic markets cannot make an abnormal profit, because other firms will enter the market offering similar products. For example, other cafes will start making something very similar to a Frappuccino, perhaps calling it differently but with the same taste. Some customers will leave Starbucks to try the other Frappuccinos. The demand curve faced by each individual firm will hence decrease, until the equilibrium is reached. The new equilibrium is shown in the next diagram. Firms will tend to make zero profit, given that AC = AR. However, they will still be profit maximisers, since MC = MR.
[image: Firm diagram: Long run monopolistic competition]
While the theory may suggest that, thanks to their price-setting ability, monopolistic competition may still allow profits in the long-run, you will be better off by showing the above diagram to examiners. You should discuss, however, that abnormal profits may still be present thanks tonon-price competition and marketing. Cafes, for example, will be engaged in constant innovation to make their coffee products more marketable and attract more customers. While competition around prices is limited, creativity has not limits in monopolistic competition!
 
What you should know
· Monopolistic competition is characterised by many buyers and sellers, low barriers to entry/exit and product differentiation.
· Given the importance of branding and marketing, demand is downward sloping and firms have some price-setting ability. The low barriers to entry, however, will allow competitors into the market.
· In the long-run, abnormal profits are rare. Firms are involved in constant non-price competition, however.
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