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Understanding how monopolistically competitive firms set prices in the long run is essential for
grasping the dynamics of imperfect competition. Unlike perfect competition, where firms are price
takers, monopolistically competitive firms have some degree of market power owing to product
differentiation. This article explores the pricing behavior of such firms in the long run, focusing on
whether they charge prices below marginal cost, and provides a comprehensive overview of the
underlying economic principles.

What Is Monopolistic Competition?

Definition and Key Features
Monopolistic competition is a market structure characterized by:

Many sellers offering differentiated products

Free entry and exit in the market

Each firm having some market power

Relatively elastic demand curves for individual firms

This setup allows firms to influence their prices to some degree, unlike perfect competition where
prices are dictated solely by market supply and demand.

Product Differentiation
Product differentiation is central to monopolistic competition. Firms try to make their products stand
out through branding, quality, features, or other attributes. This differentiation grants them some
pricing power, but since close substitutes are available, their demand elasticity remains high.

Long-Run Equilibrium in Monopolistic Competition



Entry and Exit Dynamics
In the long run, the market reaches an equilibrium where:

Firms earning economic profits attract new entrants, increasing competition and reducing prices

Firms experiencing losses exit the market, decreasing competition and increasing prices

This continuous process pushes the industry toward a state where firms earn zero economic profit,
meaning they cover all their costs, including opportunity costs.

Zero Economic Profit Condition
In the long run, monopolistically competitive firms tend to produce at a level where:

Price (P) equals average total cost (ATC)

Firms do not earn economic profit or incur losses

This is similar to perfect competition, but the key difference lies in the markup over marginal cost due
to product differentiation.

Pricing Strategies in the Long Run

Price Setting and Marginal Cost
Unlike perfect competition where P = MC in equilibrium, monopolistically competitive firms typically
set prices above marginal cost because of their downward-sloping demand curves resulting from
product differentiation.

In the long run, the typical behavior of these firms is characterized by:

P > MC

Pricing is set where the marginal revenue (MR) equals marginal cost (MC)

The price is then derived from the demand curve at that quantity

This leads to a crucial insight: In the long run, monopolistically competitive firms do not charge prices
below marginal cost.



Why Not Charge Below Marginal Cost?
Charging below marginal cost would mean the firm is selling each unit at a loss, which is
unsustainable in the long run:

Firms aim to cover all costs, including marginal and fixed costs

Selling below MC would accelerate losses, prompting exit from the market

Market forces discourage such pricing, ensuring prices stay at or above MC in equilibrium

Thus, the statement that monopolistically competitive firms charge prices below marginal cost in the
long run is generally false.

Economic Intuition and Graphical Analysis

Demand, Marginal Revenue, and Cost Curves
Monopolistically competitive firms face a demand curve (D), which is downward sloping due to
product differentiation. The marginal revenue (MR) curve lies below the demand curve because each
additional unit sold reduces the price of all previous units.

In the long run:

The firm produces at the quantity where MR = MC

The corresponding price on the demand curve is P

This price exceeds MC because of the markup enabled by product differentiation

Graphical Summary
Visualizing the typical diagram:

Long-run equilibrium occurs where the ATC curve is tangent to the demand curve at the profit-
maximizing quantity

The price (P) is above the average total cost at this point

The gap between P and MC reflects market power, but P remains above MC, ensuring no long-
run losses



Implications of Pricing Above or Below Marginal Cost

Pricing Above Marginal Cost
As established, monopolistically competitive firms usually charge prices above MC in the long run.
This markup arises because:

Product differentiation provides some market power

Firms seek to maximize profit by setting MR = MC

The demand curve's slope ensures P > MC at equilibrium

Could Firms Charge Below Marginal Cost?
While theoretically possible, charging below MC would lead to:

Unsustainable losses in the long run

Market exit of the firm

Restoration of prices above MC in equilibrium

Therefore, in the long run, monopolistically competitive firms do not charge prices below marginal
cost.

Summary and Conclusion

Key Takeaways

In the long run, monopolistically competitive firms tend to produce at a point where P = ATC,
earning zero economic profit

The price charged by these firms is generally above marginal cost due to product differentiation
and market power

Charging below marginal cost is not sustainable in the long run; firms will exit the market or
adjust prices accordingly

The typical pricing behavior in the long run is P > MC, not P < MC



Final Remarks
Understanding the pricing strategies of monopolistically competitive firms is crucial for policymakers
and businesses alike. Recognizing that these firms do not charge prices below marginal cost in the
long run underscores the importance of market power and product differentiation in shaping market
outcomes. It also clarifies why prices tend to be higher than marginal costs, leading to some
inefficiency compared to perfect competition but offering variety and innovation benefits.

In conclusion, the correct choice is that monopolistically competitive firms do not charge prices below
marginal cost in the long run. Instead, they tend to set prices above marginal cost, balancing the
desire for profitability with market competition and product differentiation.

Frequently Asked Questions

Do monopolistically competitive firms charge prices below
marginal cost in the long run?
No, in the long run, monopolistically competitive firms typically charge prices above marginal cost to
cover their average total costs and earn normal profits.

Why don't monopolistically competitive firms charge prices
below marginal cost in the long run?
Charging below marginal cost would lead to losses that cannot be sustained, and firms would exit the
market, preventing prices from falling below marginal cost in the long run.

Is it true that in the long run, monopolistically competitive
firms set prices equal to marginal cost?
No, in the long run, these firms usually set prices above marginal cost to cover their average total
costs, leading to economic profits of zero but not necessarily equaling marginal cost.

What is the typical pricing behavior of monopolistically
competitive firms in the long run?
They tend to charge prices above marginal cost, often equal to their average total cost, resulting in
zero economic profit but not prices below marginal cost.

Can monopolistically competitive firms sustain prices below
marginal cost in the long run? Why or why not?
No, because doing so would lead to losses and market exit, preventing prices from remaining below
marginal cost in the long run.



Additional Resources
In The Long Run, Monopolistically Competitive Firms Charge Prices: Select One: A. Below Marginal
Cost.

In the complex world of market structures, understanding how firms set their prices over the long
term is essential for grasping the nuances of competition and consumer welfare. Among various
market forms, monopolistic competition presents a unique blend of characteristics that influence
pricing strategies, especially when considering the long-term equilibrium. A common question that
arises in this context is whether monopolistically competitive firms, in the long run, charge prices
below marginal cost, above it, or precisely at it. This article explores this question in depth, analyzing
the theoretical foundations, economic implications, and real-world relevance of the pricing behavior of
monopolistically competitive firms over the long term.

---

Understanding Monopolistic Competition

Before delving into the specifics of long-term pricing, it’s crucial to understand what monopolistic
competition entails.

Characteristics of Monopolistic Competition

- Many Firms: The market comprises numerous sellers, each holding a small market share.
- Differentiated Products: Firms sell products that are similar but not identical, allowing for some
degree of brand loyalty or unique features.
- Free Entry and Exit: New firms can enter, and existing firms can exit without significant barriers,
influencing long-term profitability.
- Independent Pricing: Firms have some control over their prices due to product differentiation, but
their pricing is also affected by competitors' prices.

These features create a market environment where firms face downward-sloping demand curves,
enabling them to set prices above marginal costs in the short run. However, the long-run dynamics
differ significantly from other market structures like perfect competition or monopoly.

---

Short-Run vs. Long-Run Pricing Dynamics

Short-Run Behavior

In the short run, monopolistically competitive firms can earn abnormal profits or incur losses. They set
prices above marginal costs to maximize profits, considering their demand elasticities and product
differentiation.

Long-Run Equilibrium

Due to free entry and exit, these profits tend to attract new entrants if existing firms are earning
above-normal profits. As new competitors enter, the demand faced by each firm diminishes, pushing
prices down until only normal profits are possible. Conversely, if firms are incurring losses, some exit,
reducing competition and allowing remaining firms to raise prices.



This dynamic leads to a characteristic long-run equilibrium where:

- Economic profits are zero (normal profit).
- Firms operate where their average total cost (ATC) equals the price.
- Firms produce at the point where marginal cost (MC) equals marginal revenue (MR).

These conditions ensure that, in the long run, firms are neither incentivized to enter nor exit the
market, stabilizing at a specific price-quantity combination.

---

Does the Long-Run Price Lie Above, At, or Below Marginal Cost?

This question is central to understanding the efficiency implications of monopolistic competition. The
answer hinges on the relationship between the long-run equilibrium price, marginal cost, and average
total cost.

The Theoretical Framework

In the long-run equilibrium of monopolistic competition:

- Price (P) = Average Total Cost (ATC).
- Firms produce where Marginal Cost (MC) = Marginal Revenue (MR).

Because of product differentiation, demand faced by individual firms is downward-sloping, meaning
the demand curve is elastic but not perfectly so. As a result, the price set by firms will generally
exceed marginal cost.

Why Price Is Usually Above Marginal Cost

- Downward-Sloping Demand: Firms have some pricing power due to product differentiation.
- Markup Over Marginal Cost: Firms set prices based on the demand elasticity, leading to a markup
over marginal cost.
- Zero Economic Profits Condition: To ensure only normal profits remain, firms typically set price
above average total cost, which itself is above marginal cost due to the presence of fixed costs and
the downward-sloping demand.

Consequently, in the long run, monopolistically competitive firms tend to charge prices above
marginal cost, rather than below or exactly at it.

---

The Specific Question: Are Prices Below Marginal Cost in the Long Run?

Given the theoretical underpinnings, the idea that firms charge prices below marginal cost in the long
run is generally inconsistent with economic theory.

Theoretical Explanation

- Pricing Below Marginal Cost: This scenario is rare and typically unsustainable in monopolistic
competition. If a firm charges below marginal cost, it incurs losses on each unit sold, which would



incentivize exit from the market.
- Market Dynamics: Since firms can freely enter and exit, persistent losses (which would result from
below-marginal-cost pricing) would drive the firm out of the market, restoring equilibrium where
prices are at or above marginal cost.
- Efficiency Considerations: Charging below marginal cost is also inefficient, as it leads to losses and
potential market exit, contradicting the concept of long-term equilibrium.

When Could Prices Be Below Marginal Cost?

- Predatory Pricing: In some cases, firms might temporarily price below marginal cost to eliminate
competitors, but this is typically a strategic move in less competitive markets or in other market
structures like monopoly or oligopoly.
- Market Failures or Regulatory Interventions: Rarely, government policies or market failures might
distort normal pricing, but these are exceptions rather than the rule.

Therefore, in the context of monopolistic competition, the standard economic theory indicates that
prices are not below marginal cost in the long run.

---

Practical Implications and Economic Efficiency

Understanding that monopolistically competitive firms charge above marginal cost in the long run has
important implications:

Consumer Welfare

- Prices above marginal cost mean consumers pay more than the minimum possible cost, leading to
some allocative inefficiency.
- The markup over marginal cost results from product differentiation and branding, which adds value
but also causes deadweight loss.

Market Efficiency

- The long-run equilibrium in monopolistic competition is characterized by excess capacity, where
firms produce less than the minimum point on their average total cost curve.
- This leads to productive inefficiency, as firms operate with excess capacity and do not produce at
the lowest possible cost.

Policy Considerations

- Recognizing that prices tend to be above marginal cost can inform antitrust policies and market
regulations aimed at reducing excessive markups.
- Encouraging innovation and product differentiation can improve consumer choice, despite the
inefficiencies.

---

Summarizing the Answer

Based on economic theory and the characteristics of monopolistic competition, the correct conclusion



is:

In the long run, monopolistically competitive firms charge prices above marginal cost.

Thus, the statement "In The Long Run, Monopolistically Competitive Firms Charge Prices: Select One:
A. Below Marginal Cost" is generally false under standard market assumptions. The typical scenario is
that prices are set above marginal cost, reflecting the presence of product differentiation, markup,
and the zero-profit condition in long-run equilibrium.

---

Final Thoughts

The long-run behavior of monopolistically competitive firms exemplifies the balance between market
entry, pricing power, and efficiency. While consumers benefit from a variety of differentiated
products, this comes at the expense of allocative and productive efficiency. Recognizing that prices
tend to be above marginal cost in the long run helps policymakers and economists understand the
trade-offs inherent in this market structure and the importance of fostering conditions that enhance
overall welfare.

---

In summary: In the long run, monopolistically competitive firms do not charge prices below marginal
cost. Instead, they typically set prices above marginal cost, reflecting their market power due to
product differentiation, and leading to a situation characterized by excess capacity and some degree
of allocative inefficiency.
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