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We build a general equilibrium model of monopolistic competition with
industry and firm heterogeneity, and analyze qualitatively and quantitatively the gap between
equilibrium and optimal allocations. We characterize inter- and intra-industry distortions by the
elasticity of utility, the relative risk aversion, and the shape of productivity distribution. We
further quantify the model using the UK and French employment and revenue data at the firm level and

input-output data at the industry level, and find that inefficiencies in the labor allocation and
firm entry between sectors, as well as inefficient firm selection and output within sectors,

generate welfare losses of about 6-10% of GDP.
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