ECON1000 - Chapter 13 Lecture Notes

13.1 Monopoly and How It Arises

A.
How Monopoly Arises


A monopoly requires:

1.
No Close Substitutes

A firm produces a product with no close substitutes, and 

2.
Barriers to Entry

A barrier to entry is a natural or legal constraint that protects a firm from competitors. Barriers can be natural or legal.

a.
Natural Barriers to Entry


A natural monopoly arises when technology allows one firm to meet the entire market demand at a lower price than two or more firms could.

b.
Legal Barriers to Entry


A legal monopoly is a market in which competition and entry are restricted by the concentration of ownership of a natural resource or by the granting of a public franchise, government license, patent, or copyright.

i.
A public franchise is an exclusive right granted to a firm to supply a good or service.

ii.
A government license controls entry into particular occupations, professions, and industries.

iii.
A patent is an exclusive right granted to the inventor of a good or service. In the United States, a patent is valid for 20 years. Patents promote invention and innovation.

iv.
A copyright is an exclusive right granted to the author or composer of a literary, musical, dramatic, or artistic work.

B.
Monopoly Price-Setting Strategies


A monopoly has two price-setting options:

1.
Setting a single price.


A single-price monopoly is a monopoly that must sell each unit of its output for the same price to all its customers.

2.
Charging different prices for different units


A price-discriminating monopoly is a monopoly that is able to sell different units of a good or service for different prices. Price discrimination allows the monopoly to make a larger profit.

13.2 Single-Price Monopoly

A.
Price and Marginal Revenue

1.
Because the monopoly is the only producer in the industry, the market demand curve is the firm’s demand curve.

2.
The monopoly’s marginal revenue curve is not its demand curve (as it was for the perfectly competitive firm) because to sell an additional unit of the good, the monopoly must lower the price of all units sold not just the price of the extra unit. When the monopoly reduces the product’s price to sell an extra unit, two opposing factors affect total revenue:

a.
The monopoly loses revenue on the units that had been sold at the old, higher price.

b.
The monopoly gains revenue on the additional units sold at the new, lower price.

c.
As a result, a monopoly’s marginal revenue is less than its price.

B.
Marginal Revenue and Elasticity.

1.
If demand is elastic, marginal revenue is positive.

2.
If demand is inelastic, marginal revenue is negative.

3.
A profit-maximizing monopoly does not produce an output in the inelastic range of its demand curve.

C.
Output and Price Decision

1.
By comparing marginal revenue with marginal cost, a monopoly determines its profit-maximizing level of output. If MR > MC, a monopoly increases its economic profit by increasing output. If MC > MR, a monopoly increases its economic profit by decreasing output. When MC = MR, a monopoly is maximizing its economic profit.

2.
To determine the profit-maximizing price, the monopoly charges the highest price for which it is possible to sell the profit-maximizing output. This price is determined from the demand curve.

3.
Economic profit equals profit per unit (P ( ATC) multiplied by quantity. Equivalently, economic profit equals total revenue minus total cost.

4.
If a monopoly earns an economic profit, other firms have an incentive to enter, but barriers to entry prevent entry. So a monopoly can earn an economic profit in the short run and in the long run.

13.3 Monopoly and Competition Compared

A.
Output and Price
1.
Compared to perfect competition, a monopoly produces a smaller output and charges a higher price.

B.
Is Monopoly Efficient?

1.
Perfect competition yields an efficient use of resources by producing the level of output for which marginal cost equals marginal benefit. A monopoly, which produces a level of output for which marginal benefit is greater than marginal cost, uses resources inefficiently.

2.
The efficient use of resources in a perfectly competitive market maximizes the amount of consumer surplus and producer surplus enjoyed by society.

3.
The monopoly decreases consumer surplus and increases produces surplus but decreases the sum of consumer surplus and producer surplus. The monopoly creates a deadweight loss and is inefficient.

C.
Is Monopoly Fair?

1.
In addition to creating a deadweight loss, the monopoly transfers part of consumer surplus to producer surplus. 

a.
According to the fair results view, monopoly is fair if the monopolist is poorer than the consumers; it is unfair if the monopolist is richer than the consumers. 

b.
According to the fair rules view, monopoly is fair if everyone is free to acquire the monopoly; it is unfair if the monopoly benefits from a protected position that is not available to everyone.

D.
Rent seeking is the act of obtaining special treatment by the government to create economic profit or to divert consumer surplus or producer surplus away from others. A person might become the owner of a monopoly in two ways:

1.
Buy a Monopoly


A firm (or person) that buys a monopoly for less than the monopoly’s economic profit is rent seeking.

2.
Create a Monopoly by Rent Seeking


A firm (or person) that lobbies the government to grant it exclusivity to supply a good or to create entry barriers for its competitors is rent seeking.

3.
Rent Seeking Equilibrium.


The cost of rent seeking, which is a fixed cost, extracts all economic profit from a monopoly. As a result, these monopolies earn a normal profit. Rent seeking alters the deadweight loss generated by a monopoly. The economic profit that had been earned by the monopoly becomes part of the deadweight loss. The act of rent seeking uses up resources, but this resource use provides no output.

13.4 Price Discrimination

Price discrimination is selling a good or service at a number of different prices. Its use is not limited to monopolies. Charging different prices is not always price discrimination because two apparently similar goods might have different production costs. To price discriminate, a monopoly must be able to:

1.
Identify and separate different types of buyers

2.
Sell a product that cannot be resold.

A.
Price Discrimination and Consumer Surplus


The monopoly’s goal when it price discriminates is to gain as much consumer surplus as possible. This goal is accomplished by:

1.
Discriminating Among Groups of Buyers.


A firm charges different prices to different types of buyers.

2.
Discriminating Among Units of a Good.


A firm charges all of its customers the same price, but charges a lower price as a person buys additional units.

B.
Profiting by Price Discriminating


By charging different prices or offering volume discounts, a firm captures more of the consumer surplus than if it charges only one price. As a result, the firm increases its economic profit.

C.
Perfect Price Discrimination


Perfect price discrimination is price discrimination that extracts the entire consumer surplus by charging the highest price that consumers are willing to pay for each unit.

1.
A firm extracts the entire consumer surplus if it can charge each consumer the maximum price the consumer is willing to pay.

2.
As a result, the demand curve becomes the marginal revenue curve for a perfect price discriminator.

3.
A firm that practices perfect price discrimination chooses the same profit-maximizing level of output as does a perfectly competitive market. But the price discriminating firm captures all of the consumer surplus and maximizes economic profit.

D.
Price Discrimination Efficiency

1.
With perfect price discrimination, the firm produces the same quantity of output as perfect competition, so there is no deadweight loss. There is an efficient outcome in terms of production, but the firm ends up with all of the producer and consumer surplus.

2.
Rent seeking uses up the entire producer surplus.

13.5 Monopoly Policy Issues

A.
Gains from Monopoly


Monopolies are allowed to operate because they offer benefits compared to alternate market structures.

1.
Economies of Scale.


A natural monopoly has economies of scale. It can provide enough output to meet the entire market demand at a lower average total cost than two or more firms. When these economies of scale exist, it would be more costly to prevent the monopoly from operating.

2.
Incentives to Innovate


The evidence is mixed whether firms with monopoly power or small competitive firms innovate most.

B.
Regulating Natural Monopoly


To promote a more efficient outcome, government can regulate natural monopolies. Two methods used to regulate monopolies are:

1.
Marginal Cost Pricing Rule


A marginal cost pricing rule is a price rule for a natural monopoly that sets price equal to marginal cost. This rule leads to an efficient use of resources, but the monopoly incurs an economic loss. This rule is rarely used because of the negative effects on profit.

2.
Average Cost Pricing Rule

An average cost pricing rule is a price rule for a natural monopoly that sets the price equal to average cost and enables the firm to cover its costs and earn a normal profit. Although this rule does not produce an efficient amount of output, it allows the firm to earn a normal profit.

