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"Perfect” vs. “Imperfect” Competition
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Monopolistic Competifion

Invented by Edward Chamberlin
(1899-1967), a Harvard
economics professor, in 1933. He
also coined the term “product
differentiation”.
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A firm prices just like a firm with market power in

the short run
-

(Ps-ATC,) Qs is MC

P total profit
/..,/j MR=MC for firm
) ATC =
p \ 4 rd .
S 7 Short-run demand schedule facing
/ the firm before entry occurs
ACq /'
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Entry contfinues until each firm breaks even

MC At this point the firm (and similar firms) just
break even in the sense that price equals
average cost. Firm recovers its fixed costs.

Equilibrium price is P
greater than marginal
cost and that margin is
used to cover fixed costs.

ATC

Demand schedule for a firm
shifts left over time as more firms
enter with substitute products
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Key Results of Simple Monopolistic Competition

) (\PI COMPETITION POLICY
\ J INTERNATIONAL




Modern Models of Monopolistic Competifion

" st AGLICh " E.g. Avinash Dixit and Joseph Stigler, “Monopolistic Competition and Optimum Product
Q CP 1 e Diversity”, American Economic Review, Volume 67 (1977), No. 3 (June), pp. 297-308.




Oligopoly Models of Product Differentiation
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Model of Bertrand with Product Differentiation

*Pi=a-b(Q + 1Q,)

*Py=a-b(Q+ A1Q)
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Model of Bertrand with Product Differentiation
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Product Differentiation and Substitution
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Estimating cross-elasticities from data
e
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Regression estimates of a cross-elasticity
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Diversion ratios
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Diversion ratio example
.

LOVEFILM NA [30-40%)]
Amazon [0-10%] NA
Blockbuster [0-10%)] [0-10%)]
Other [0-10%)] [0-10%)]
Don't know [50-60%] [30-40%]
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Diversion ratios
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Review: Market for breakfast cereals
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Product map of breakfast cereals
-0V

@® Captain Crunch
® Lucky Charms
Sweetness @ Frosted Flakes

@® Frosted Mini Wheats

@® Alphabits

@® Corn Flakes
@® Mini Wheats
® Shreddies g pice Krispies
Spw | — — ’ Puffed Wheat @ Cheerios
I @ Special K
|
Co Crunchiness
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Q 8 2 esliloiiasl Source: Church and Ware (2000) pp. 379




Do we have too many or too few cereal brandse
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Number of New Cereal Brands Infroduced by Top 6

1988 93%
1989 29 21 /2%
1990 20 15 75%
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Price sensitivity and cross price elasticities in ready
fo eat cereals
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Median and Cross-Price Elasticities of Ready to Eat

Cereals
e

K Rice GM GM Lucky P Grape Q lLife R Chex | N Shredded
Krispies | Cheerios Charms Nuts Wheat
K Rice 1.320 0.069 0.041 0.050 0.048 0.081 0.049
Krispies
GM 0.106 1.709 0.049 0.089 0.08 0.106 0.099
Cheerios
GM Lucky 0.025 0.02 1.945 0.025 0.072 0.024 0.099
Charms
P Grape 0.03 0.037 0.026 2.096 0.028 0.027 0.115
Nuts
Q Life 0.033 0.028 0.149 0.032 0.103 0.031 0.02
R Chex 0.024 0.021 0.011 0.013 0.014 1.749 0.014
N Shredded 0.018 0.024 0.009 0.07 0.015 0.017 2.268
Wheat
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Predicted percent change in price as a result of

merger

Post and GM and GM and Kellogg and GM and
Nabisco Nabisco Chex Quaker Oats Quaker Oats
P Q P Q P Q P Q P Q

K Rice 0.0 0.1 0.1 0.2 0.1 0.4 5.1 4.] 0.7 2.0

Krispies

GM 0.0 0.2 0.7 0.9 1.1 1.3 0.5 1.3 4.1 3.5

Cheerios

GM Lucky 0.0 0.1 0.3 0.4 0.7 0.8 0.8 3.3 9.3 10.6

Charms

P Grape 1.5 2.8 0.1 0.7 0.0 0.4 0.1 2.3 0.1 3.0

Nuts

Q Life 0.0 0.1 0.0 0.3 0.1 0.5 15.5 16.7 23.8 25.3

R Chex 0.0 0.2 0.0 0.3 12.2 19.0 0.0 2.1 0.1 3.4

N Shredded 3.1 8.6 7.5 18.8 0.0 0.4 0.0 1.9 0.0 2.5

Wheat
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