Monopolistic Competition

In terms of production and supply, the "short run" is the time period when one factor of
production is fixed in terms of costs while the other elements of production are variable.
The most common example of this is the production of a good that requires a factory.
If demand spikes, in the short run you will only be able to produce the amount of good
that the capacity of the factory allows. This is because it takes a significant amount of
time to either build or acquire a new factory. If demand for the good plummets you can
cut production in the factory, but will still have to pay the costs of maintaining the factory
and the associated rent or debt associated with acquiring the factory. You could sell the
factory, but again that would take a significant amount of time. The "short run" is defined
by how long it would take to alter that "fixed" aspect of production.

In the short run, a monopolistically competitive market is inefficient. It does not achieve

allocative nor productive efficiency. Also, since a monopolistic competitive firm has

powers over the market that are similar to a monopoly, its profit maximizing level of

production will result in a net loss of consumer and producer surplus, creating deadweight

loss.

Setting a Price and Determining Profit

Like monopolies, the suppliers in monopolistic competitive markets are price makers and
will behave similarly in the short-run. Also like a monopoly, a monopolistic competitive
firm will maximize its profits by producing goods to the point where its marginal revenues
equals its marginal costs. The profit maximizing price of the good will be determined
based on where the profit-maximizing quantity amount falls on the average revenue
curve. The profit the firm makes is the the amount of the good produced multiplied by the

difference between the price minus the average cost of producing the good. .
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Short Run Equilibrium Under Monopolistic Competition.

As you can see from the chart, the firm will produce the quantity (Qs) where the marginal
cost (MC) curve intersects with the marginal revenue (MR) curve. The price is set based
on where the Qs falls on the average revenue (AR) curve. The profit the firm makes in
the short term is represented by the grey rectangle, or the quantity produced multiplied

by the difference between the price and the average cost of producing the good.

Since monopolistically competitive firms have market power, they will produce less and

charge more than a firm would under perfect competition. This causes deadweight loss

for society, but, from the producer's point of view, is desirable because it allows them to

earn a profit and increase their producer surplus.
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Because of the possibility of large profits in the short-run and relatively low barriers of

entry in comparison to perfect markets, markets with monopolistic competition are very

attractive to future entrants.
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In terms of production and supply, the "long-run" is the time period when there is no factor
that is fixed and all aspects of production are variable and can therefore be adjusted to
meet shifts in demand. Given a long enough time period, a firm can take the following

actions in response to shifts in demand:
Enter an industry;
Exit an industry;

Increase its capacity to produce more; and

Decrease its capacity to produce less.

In the long-run, a monopolistically competitive market is inefficient. It achieves neither

allocative nor productive efficiency. Also, since a monopolistic competitive firm has power

over the market that is similar to a monopoly, its profit maximizing level of production will

result in a net loss of consumer and producer surplus.

Setting a Price and Determining Profit
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Like monopolies, the suppliers in monopolistic competitive markets are price makers and
will behave similarly in the long-run. Also like a monopoly, a monopolistic competitive firm
will maximize its profits by producing goods to the point where its marginal revenues
equals its marginal costs. The profit maximizing price of the good will be determined
based on where the profit-maximizing quantity amount falls on the average revenue

curve.

While a monopolistic competitive firm can make a profit in the short-run, the effect of its
monopoly-like pricing will cause a decrease in demand in the long-run. This increases the
need for firms to differentiate their products, leading to an increase in average total cost.
The decrease in demand and increase in cost causes the long run average cost curve to
become tangent to the demand curve at the good's profit maximizing price. This means
two things. First, that the firms in a monopolistic competitive market will produce a surplus
in the long run. Second, the firm will only be able to break even in the long-run; it will not

be able to earn an economic profit .
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Long Run Equilibrium of Monopolistic Competition

In the long run, a firm in a monopolistic competitive market will product the amount of
goods where the long run marginal cost (LRMC) curve intersects marginal revenue (MR).
The price will be set where the quantity produced falls on the average revenue (AR) curve.

The result is that in the long-term the firm will break even.

Source: Boundless. “Long Run Outcome of Monopolistic Competition.” Boundless
Economics. Boundless, 26 May. 2016. Retrieved 14 Oct. 2016

from https://iwww.boundless.com/economics/textbooks/boundless-economics-

textbook/monopolistic-competition-12/monopolistic-competition-75/long-run-outcome-of-

monopolistic-competition-284-12381/



https://www.boundless.com/economics/textbooks/boundless-economics-textbook/monopolistic-competition-12/monopolistic-competition-75/long-run-outcome-of-monopolistic-competition-284-12381/images/long-run-equilibrium-of-monopolistic-competition/
https://www.boundless.com/economics/textbooks/boundless-economics-textbook/monopolistic-competition-12/monopolistic-competition-75/long-run-outcome-of-monopolistic-competition-284-12381/images/long-run-equilibrium-of-monopolistic-competition/
https://www.boundless.com/economics/textbooks/boundless-economics-textbook/monopolistic-competition-12/monopolistic-competition-75/long-run-outcome-of-monopolistic-competition-284-12381/images/long-run-equilibrium-of-monopolistic-competition/
https://www.boundless.com/economics/textbooks/boundless-economics-textbook/monopolistic-competition-12/monopolistic-competition-75/long-run-outcome-of-monopolistic-competition-284-12381/images/long-run-equilibrium-of-monopolistic-competition/
https://www.boundless.com/economics/textbooks/boundless-economics-textbook/monopolistic-competition-12/monopolistic-competition-75/long-run-outcome-of-monopolistic-competition-284-12381/images/long-run-equilibrium-of-monopolistic-competition/
https://www.boundless.com/economics/textbooks/boundless-economics-textbook/monopolistic-competition-12/monopolistic-competition-75/long-run-outcome-of-monopolistic-competition-284-12381/images/long-run-equilibrium-of-monopolistic-competition/
https://www.boundless.com/economics/textbooks/boundless-economics-textbook/monopolistic-competition-12/monopolistic-competition-75/long-run-outcome-of-monopolistic-competition-284-12381/images/long-run-equilibrium-of-monopolistic-competition/

