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Unit: Market Structure | Lesson Title: Monopolistic Competition

A little bit of monopoly, a little bit of competition

Fundamentals Steps #1-3 1.5 Class Periods
Deeper Dive Steps #4-5 +0.5 Class Periods
Context

Of the four market structures, the structure where consumers (and teenagers) most
commonly buy and sell products (and services) is known as monopolistic competition.
Monopolistic competition is a mix of perfect competition and monopoly. Itis like perfect
competition because:

A. Itis easy for new firms to enter the market

B. Firms can only make economic profits in the short run

Monopolistically competitive markets are like monopolies because:
A. The products that firms produce are differentiated (different in some way from their
competitors)
B. Firms getto choose the price they charge (they are “price makers”)

This lesson will focus on why these markets have the attributes described above.

Lesson Outcomes
By the end of the lesson, students will be able to:

1. Identify and understand monopolistic competition as similar to perfect competition
because a firm’s economic profits are limited to the short run because it’s easy for
new firms to enter this type of market.

2. ldentify and understand monopolistic competition as similar to a monopoly market
because firms have influence over how they price their products because firms sell
differentiated products.

3. Analyze how monopolistically competitive firms arrive at their pricing in the short
run.

4. Explain how short run profitability brings in new competitors and the impact of this
on the “residual” demand curve and long-term profits.

@ The Videos (linked to E4E website)
2 E4E videos are integrated into this lesson plan.
1. Core Video: Monopolistic Competition
a. ExplainerVideo: The Monopolistic Competitor’s Problem

Classroom Activities (linked within document)
1. Muffins at the Mall: The Four Characteristics of Monopolistic Competition
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STEP #1 Introductory Activity: Muffins at the Mall (30 minutes)

= Teacher Explanation: This is a 3 round game meant to demonstrate four key
I characteristics of a monopolistically competitive market. Students will act as buyers and
sellers of “muffins”. Because the first round is profitable, more stores will open up until there are
less (or no) economic profits to be made. Here’s your setup:
1. 12 students are sellers (2 per store) — 6 muffin stores
2. The rest of the students are buyers
The rest of the instructions are below. NOTE: There are FOUR (4) teacher printouts at the end
of the lesson you can duplicate for this activity.

Instructions to set up game:

1. Pass out a muffin sheet to each of the six stores. Tell them they are allowed to sell
ONE type of muffin. They should be as creative as possible to attract as much
business as possible. Give them 2-3 minutes to brainstorm a store name and a
type of muffin to sell.

2. Passoutadollar sheet to each of the buyers. Let them know that they have $8 to
spend each round. They do not need to spend it all, but money doesn’t carry over
to future rounds. They MUST buy two muffins per round.

3. Letbusinesses know they can sell up to 4 muffins per round. They need to make $6
each round to “survive”, otherwise they go out of business. Any extra money they
make is profit. They should track how much profit they make.

4. Tell each business they individually must agree on ONE price to sell each muffinin
round one. They cannot change their price mid-round or discount any muffins.

Round One Instructions:
1. Allow each business, one at a time, to announce to the class:
a. The name of their store and what type of muffin they make
b. The price of their muffins
c. Why their muffin is the BEST one to buy

2. Announce the following:

a. Whenyou agree on a sale, sellers tear off a round one muffin and give it to
the buyer. Buyers, rip off enough dollar strips to pay for your muffin and give
them to the seller.

b. Reminder: Stores cannot discount any muffins, you must sell for the price
you announced.

3. OPEN THE MARKET: Give the class 3-5 minutes to buy and sell muffins.

@ Post Round One Discussion:
1. How much did each store make in profits? (elicit answers)
2. It appearsthat some shops who priced their muffins higher than others, were still able to
make sales. Why is that?
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3. When all companies sell the exact same product, that is called a homogeneous market.
When there are differences between products, that called a differentiated market. Which
was this market? Why?

Round Two Instructions:

1. Each partnership (2 students) has to split up into individual stores. You should pass
out a new muffin sheet to each partner who is leaving to start their own store. Have
them decide the following, and ANY stores that want to change any of the following
can do so. Give them 2-3 minutes to figure out:

a. The name of their store and what type of muffin they make
b. The price of their muffins
c. Why their muffin is the BEST one to buy
2. Give each store to announce the above three things to the class.
3. Announce the following:
a. Reminder: Stores cannot discount any muffins, you must sell for the price
you announced and you must make $6 this round to “survive”
b. Buyers, you MUST buy exactly two muffins
c. Make sure you are only using round two muffins and round two dollars.
OPEN THE MARKET: Give the class 3-5 minutes to buy and sell muffins

@ Post Round Two Discussion:
1. How much did each store make in profits? (elicit answers)
2. New shops opened up because they saw others making profits. What did the entrance of
new shops do to the profits of existing shops?
3. One of the characteristics economists use to measure markets is what they call “ease of
entry”. Compared to an electric power company or a car company, how easy would it be
to open up a new muffin shop?

Round Three Instructions:

1. Because some stores are still making economic profits (more than $6), some
buyers will decide to open stores. Assign 2-4 buyers to switch over and sell muffins.
Give those students a muffin sheet. Have them decide the following, and ANY
stores that want to change any of the following can do so. Give them 2-3 minutes to
figure out:

a. The name of their store and what type of muffin they make
b. The price of their muffins
c. Why their muffin is the BEST one to buy

2. Give each store a chance to announce the above three things to the class.

3. Announce the following:

a. Reminder: Stores cannot discount any muffins, you must sell for the price
you announced. You must make $6 to “survive” this round.
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b. Buyers, you MUST buy exactly two muffins
c. Make sure you are only using round three muffins and round three dollars.
OPEN THE MARKET: Give the class 3-5 minutes to buy and sell muffins

@ Post Game Discussion:
1. How much did each store make in profits this last round? (elicit answers)

2. Aseachround progressed, did it get easier or more difficult to price your muffins higher
than other shops? Why do you think this is?

3. One of the characteristics economists use to measure markets is what they call “ease of
entry”. Compared to an electric power company or a car company, how easy would it be
to open up a new muffin shop?

4. Why do you think this makes it hard to make profits in the long-run for stores in this type
of market?

STEP #2 Watch the Core Video: Monopolistic Competition &
Answer Comprehension Questions (6 minutes)

@ Monopolistic Competition (3:45min)

In this video, Professor Chad Syverson explores the concept of monopolistic
competition, a market structure that exists between the extremes of perfect
competition and monopoly. He explains how monopolistic competition involves
numerous firms offering differentiated products, granting each firm some degree of
market power despite having many competitors. Using examples like local coffee
shops or restaurants, Professor Syverson describes how these businesses face a
downward sloping demand curve, allowing them to set prices similar to
monopolists, as they produce until marginal revenue equals marginal cost. He
highlights the competitive nature of these markets due to low barriers to entry,
which leads to shifts in residual demand curves as new firms enter. Over time,
these shifts reduce economic profits for existing firms, as their demand curves
become more elastic, eventually reaching a point where no firm earns an economic
profit, demonstrating the unique dynamics of monopolistic competition.

l?; Video Comprehension Questions

[ )

1. What type of market structure is characterized by many firms producing
differentiated products, granting them market power while facing numerous
competitors?
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Perfect Competition

a.
b. Monopoly
c. Oligopoly
d.

Monopolistic Competition

Answer key: d.

STEP #3 Check for Understanding (10 minutes)

Teachers: Put students into groups of three and have them answer the following questions

one at a time. Solicit answers after each question:

MONOPOLISTIE COMPETITION

PRICE 48

7
&
5
4
E2
2z

|

1,000 1,200 1,400
QUANTITY

MONOFPOLISTIC COMPETITION

PRICE &3

1,000 1,200 1,400
QUANTITY

MONOFOLISTIC COMPETITION

1,000 1,200  (,400
QUANTITY

In the video, Professor Syvverson described
how the demand curve is “downward
sloping”. This suggests that a muffin shop
can choose their own price to sell at, but they
will sell more muffins if they price them
lower. Did you experience that in our
game? Explain.

He also explained muffin shops can price
their muffins ($4) ABOVE their cost (red
curve), allowing them to make a profit. In the
game, what happened in later rounds to
make those profits shrink?

Finally, he explained as more stores come
into the market, the demand curve flattens
out, lowering the price consumers are willing
to pay (compare D curve on left with one
above). Does that correlate with your
experience in the game...that you had to
lower costs to sell muffins?
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\, DEEPER DIVE

STEP #4 Watch the Explainer Video: (6 minutes)

@ The Monopolistic Competitor’s Problem (5:14min)

In this video, Rohan delves into the intricacies of monopolistic competition, a
market structure that straddles the line between perfect competition and
monopoly. He explains that while the term might seem contradictory, it highlights
the interplay between market power and competitive forces. Unlike firms in perfect
competition facing a horizontal demand curve, those in monopolistic competition
deal with a downward sloping demand curve, giving them the ability to set prices
like monopolists. However, the ease of entry characterizes the competitive nature
of this market structure. Rohan compares it to a scenario at Sarah's Cafe,
illustrating how firms in this market maximize profits by producing until marginal
cost equals marginal revenue, setting a price above this intersection to earn profits
in the shortrun. Yet, in the long run, the lack of entry barriers leads to new entrants,
shifting demand curves leftward and making them more elastic, eventually
eliminating economic profits, much like in perfect competition. This dynamic,
Rohan explains, underscores the unique balance of monopolistic competition
where short-term mechanics align with monopoly while the long-term outcomes
resemble perfect competition.

\) DEEPER DIVE

STEP #X Quiz: Check for Understanding (8 minutes)
Have students answer the following questions based upon the video from Step
#4

Q#1: The graph on the left shows the cost curve
prce 48 |- for a muffin shop that seeks to maximize their
profits.

What price will the shop charge per muffin?
What quantity of muffins will they produce?

1 S
L ] 1 1 el ] | 1 I i 1 1 1
200 400 / 600 800 1,000 1,200 1,400
520 QUANTITY
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PRICE $8 |-
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- N W A w3

RESIDUAL PEMAND CURVE

|

1 1 ! i) : 1 L ' L ! I~ 1 1 ] 1 1 1 I

200 400 600 800 1,000 1,200 400 200 400 /600 800 1,000 1,200 1,400
QUANTITY 520 GUANTITY

Q#2: Compare the two graphs above. As our muffin game progressed, each muffin firm made
less economic profits. Which of the above graphs (left or right) would have most likely been
from Round One and which graph (left or right) would have most likely been from Round
Three?

Q#3:
voice ¢ |- How much in economic profits is the firm on
| aTe
745 e the left making?
& |
= ) i Is the firm on the left most likely in the short
i _ 54 run or the long run?
PraATe =42 ----ho-oTEe S
Ik \\—;/ e~ __ RESIDUAL PEMAND CURVE
1 1 ! i) : 1 L ' L ! ] ] 1 I
200 490 [=tel] 800 ,060 ,200 |,400
QUANTITY

& TEACHER Answer Key:
Q#1: The shop will charge $4 and produce 520 muffins.
Q#2: The graph on the leftis most likely from round three (the green box of economic profits is
smaller) and the graph on the right is most likely from round one (more profits).
Q#3: The firm is making $0 in economic profits. This is the long run equilibrium for firms in a
monopolistically competitive market, so this is most likely long run.
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S TEACHER PRINTABLE
[gﬂ- STEP ONE: Muffins at the Mall Activity

Print 14 Seller Instructions (one for each seller —you will have 14 sellers in Rd. 3)
And 14 Buyer Instructions (you’ll start out with about 14 buyers)

2 Seller Instructions - 3 round game

You are running a muffin shop.
You have 4 muffins to try and sell each round.

1. Before the round begins, you must:
o Setyour price per muffin (maximum buyer budget is $8)

o Your price must be a round dollar price ($3, not $3.25)
o Prepare your pitch—what makes your muffin worth the price?

2. You must earn at least $6 to survive.
o Everydollar beyond $6 = economic profit

3. ® Important Rule: Once the round starts, you cannot change your price.

4. To “record a sale” have the buyer rip off enough “dollar” strips to cover your price and
give them a muffin card.

5. On asheet of paper, keep track of how much economic profit you make each round.

Buyer Instructions — 3 round game

You are a muffin customer.
You must buy exactly 2 muffins — no more, no less each round

e You have $8 to spend each round

e Prices are set and cannot change during the round.

¢ You do not have to spend all your money each round, but there is no value in saving it
because money can’t be carried over to the next round

e To “buy” a muffin, tear off enough dollar strips to pay for it and give to seller. They will
give you a muffin in exchange

I THE UNIVERSITY OF CHICAGO
E m ECONOMICS
mm FOR EVERYONE



Economics for Everyone

Competition

Unit: Market Structure

TEACHER PRINTABLE

[_‘gj- STEP ONE: Muffins at the Mall Activity

Lesson 4 of 4: Monopolistic

Print 14 Muffin Sheets (one for each seller - you will have 14 sellers in Rd. 3)

Round One Muffin

\\ 11/

Round One Muffin

\ 1

Round One Muffin

\\ 11/

Round One Muffin

\\ 11/

Round Two Muffin

\\ 11/

Round Two Muffin

\ 1

Round Two Muffin

\\ 11/

Round Two Muffin

\\ 11/

Round Three Muffin

17/

Round Three Muffin

\ T

Round Three Muffin

17/

Round Three Muffin

\\T//

2
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—7 TEACHER PRINTABLE
[_‘gj- STEP ONE: Muffins at the Mall Activity

Lesson 4 of 4: Monopolistic

Print 14 Dollar Sheets for buyers (you’ll start out with about 14 buyers)

Round One
Dollar

Round One
Dollar

Round One
Dollar

Round One
Dollar

Round One
Dollar

Round One
Dollar

Round One
Dollar

Round One
Dollar

Round Two
Dollar

Round Two
Dollar

Round Two
Dollar

Round Two
Dollar

Round Two
Dollar

Round Two
Dollar

Round Two
Dollar

Round Two
Dollar

Round Three
Dollar

Round
Three Dollar

Round Three
Dollar

Round Three
Dollar

Round
Three Dollar

Round Three
Dollar

Round Three
Dollar

Round Three
Dollar

2
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