
Competitive and Contestable Markets

Competition exists when rival firms in a market aim to increase their profits and market share. Contestability exists when incumbent firms are threatened by the entry of new firms.
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Short Run
Firms earn 
supernormal profit. 
They are allocatively 
efficient but not 
productively efficient.

For consumers:
Maximises consumer 
welfare – lowest 
possible prices.

Average costs are 
minimised, therefore 
using resources most 
effectively.

For consumers:
Lack of product choice 
reduces welfare.

Lack of innovation – no 
supernormal profits for 
reinvestment.
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Long Run
The SR supernormal 
profit attracts new 
firms, increasing 
Supply to S1, lowering 
the market price, 
and reducing AR 
for firms. They earn 
normal profit, and 
are productively and 
allocatively efficient.

For producers:
Removes the need for 
inefficient non-price 
competition.

For producers:
No opportunity for 
significant business 
growth. 

Highly risky – outcomes 
depend on changes in 
the market.

No LR supernormal 
profits for investment.

How does a contestable market 
differ from these?
No. of firms is irrelevant i.e. there can 
be any number of firms…1 or 100s!

How does a contestable market work?
Incumbent firms behave competitively because of the threat of competition due to very low 
barriers to entry. If they behaved anti-competitively and raised prices then the associated 
supernormal profits would attract new firms, potentially driving incumbents out of existence.

What is the contestable market outcome?
The lower the barriers to entry, the closer to the 
normal profit point that incumbents must operate.
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Many buyers

Some product 
differentiation, 
providing a little 
price-making power 
for firms

No barriers to entry/
exit  
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Short Run
Individual firms 
can earn some 
supernormal profit. 
Firms are neither 
allocatively nor 
productively efficient.

For consumers
Variety and choice of 
products.

Not significant 
exploitation by price-
making firms. 

For consumers
Not allocatively 
efficient, suggesting 
welfare is not 
maximised.

Lack of LR profit may 
reduce innovation.

Long Run
The SR supernormal 
profit attracts new 
firms, reducing the 
demand for incumbent 
firm goods. This shifts 
AR and MR to the left, 
until only normal profit 
is earned. 

For producers
Able to achieve 
some brand loyalty 
and differentiate 
themselves from the 
competition – may help 
in difficult economic 
circumstances. 

For producers
May have to spend on 
non-price competition 
which raises costs.

No LR profits, reducing 
the chance for 
investment.


