
CM22B MONOPOLY (3/1/15) 

1. Economists classify industries into four types: perfectly 
competitive industries (I’ll often refer to them as competitive 
industries), monopolies, monopolistically competitive 
industries (also called imperfectly competitive industries), 
and oligopolies. It is traditional to start the Econ 206 
discussion of the firm with perfect competition because that 
is the industrial structure that corresponds to the supply and 
demand model and it is what we had in mind when 
discussing markets and their strengths and limitations. The 
perfectly competitive situation is used as a benchmark 
against which other market structures are compared 
because it is widely believed that competition leads to ideal, 
socially optimal, outcomes. But there are very few, if any, 
real world examples of perfectly competitive industries and 
competition is the most difficult market structure for us to 
analyze. And so I will start with monopoly (there are not a lot 
of monopolists but there are more than in the competitive 
case) and the monopoly model is the simplest model. Next 
we will analyze the behavior of monopolistically competitive 
firms, which share many common features with monopoly, 
and then we will take a look at oligopoly. Finally, in T29 will 
we tackle the most difficult case – competition.  

1. MONOPOLY.  

1. A monopolist is: (1) the only seller of a good and service 
that (2) has no close substitutes. Because the monopolist is 
the only firm in the industry, it is the industry and so the 



demand curve for the monopolist's output is the market 
demand curve for the good or service.  

2. In theory the monopolist’s domination of the industry 
cannot be challenged by the entry of other firms into the 
industry because there are very powerful barriers against 
entry, which may also make it difficult to exit the industry. 
Therefore the long run under monopoly is just like the short 
run except that if the monopolist were to make a loss in the 
short run the monopolist would exit the industry and the 
industry would cease to exist.  

3. In economics the short run is strictly a period of time 
during which at least one input is fixed. But as I wrote in the 
previous Commentary the term “short” does not refer to a 
small interval of time but only to the analytical distinction 
between situations in which only some inputs are variable as 
opposed to situations in which all inputs are variable. In the 
current context however we are implicitly assuming that the 
“short” run refers to a period of time that is of insufficient 
duration (too short) for it to be possible to build the plant 
and install the machinery and accumulate inventory 
(increase the stock of capital) necessary to set up a new firm.  

4. Barriers to entry into the industry:  

(1) The monopolist may control a crucial input necessary to 
make the product. For example the De Beers diamond 
cartel, which marketed most of the world's gem quality 
diamonds until the end of the 20th century; Alcoa’s control 
of most of the world's bauxite, which is necessary to 



produce aluminum, in the late 19th century; and the 
Chinese  

dominance of "rare earths" market today – they control over 
90% of the world supply.  

(2) The monopolist has a legal monopoly, e.g. the US Postal 
Service has a monopoly in the carriage of first class mail 
since 1775; UPS and FedEx can compete with the USPS in 
delivering parcels but not letters. The USPS monopoly 
power has been drastically eroded by technology: email and 
fax and on line bill paying have caused the demand for first 
class mail to decrease very rapidly.  

(3) Economies of Scale may give a huge cost advantage to 
firms that can grow quickly and compete aggressively with 
other firms buying up competitors and driving others out of 
business. Standard Oil controlled 90% of all the oil in the US 
at its peak. And in the case of public utilities, for example, 
electricity or water, it does not make sense for there to be 
more than one firm supplying the service.  

2. PRICE DETERMINATION.  

1. Because the monopolist is the industry and faces the 
“market” (downward sloping) industry demand curve the 
monopolist can set either price or quantity. The monopolist 
therefore does not have a supply curve because a supply 
curve tells us how much would be supplied if the price were, 
say, P0 but that question does not make sense if the 
monopolist can set the price. Note that the monopolist is 



still constrained by the demand curve, if it chooses to sell at 
the price, P0, then the quantity it can sell is the 
corresponding quantity demanded of X, Qd

0, and if the 
monopolist chooses to put the quantity Q0 on the market 
then it cannot sell at a price above the consumers’ 
willingness to pay for the marginal unit (WTP0), P0. Therefore 
if the monopolist sets the price at P1 or P2 or P3 then it can 
sell the quantities Q1 or Q2 or Q3.But the output-price 
combination B = (QM, PB) is not a viable output-price 
combination and the price-output combination A = (PM , QA) 
is not a viable price-output combination (see Figure 1).  

  
2. The monopolist is in the business of screwing the last 
cent of profit out of you. The monopolist, like any profit 
maximizing firm, maximizes profit (or minimizes losses) by 
finding the output at which MR = MC. If MR > MC then 
profit maximization requires the firm to expand output, and 
if MR < MC then the firm must reduce output. So long as it 
charges the same price for each unit sold the firm’s demand 



curve is also the firm’s average revenue (AR) curve (see T25). 
The MR curve lies half way between the firm’s AR curve and 
the vertical axis. We will assume that the monopolist has a 
positively sloped MC curve. Then if the monopolist is 
maximizing its profit then it will produce at QMAX/PMAX. (See 
Figure 2.)  

 
3. Therefore the monopolist will not charge the highest 
possible price, the price that you would be willing to pay for 
the first unit produced because when Q = 1 MR > MC and 
the monopolist will make more profit by expanding output 
to the point at which MR = MC. Nor will the monopolist 
continue to raise price once the profit-maximizing price has 
been achieved unless something happens to change MR or 
MC.  



4. In Figure 2 PMAX > MC but that means that the monopolist 
is not producing at the socially optimal output, because 
P=MB and so MB>MC. From society’s point of view the 
monopolist is over charging and under producing. If we 
assume that the monopolist has the same MC curve as a 
perfectly competitive industry then the competitive industry 
would produce where the MC curve (its supply curve) cuts 
the demand curve and at that point MB would equal MC. (If 
you do Econ 306 you will learn that only competitive 
industries have supply curves because all other industries 
can set their prices so long as  

they are consistent with demand conditions.) Although the 
monopolist generates a DWL (the triangle to the right of 
QMAX and below the demand curve and above the MC 
curve), the monopoly situation is Pareto Optimal because 
the monopolist would be worse off – it would make a lower 
profit – if it expanded output beyond QMAX.  

5. Although the monopolist is maximizing its profit by 
producing at the output level where MR=MC we do not 
know if it is making a profit! There are two issues here. First, 
profit maximization is consistent with making the largest 
possible profit, breaking even if this is the best option 
available, and minimizing its loss if it is making a short run 
loss (the monopolist would exit the industry as soon as 
possible if it were making a loss). Whether the monopolist is 
making a profit depends on its TR and TC. But TR = PxQ = 
ARxQ and TC = ACxQ (because AC=TC/Q). Therefore Π = 
ARxQ – ACxQ = (AR- AC)xQ = (P-AC)xQ. So the 



monopolist’s profit (or loss) depends on the size of AC at 
QMAX.  

6. Second are we talking about an accounting or an 
economic profit? That is, are we including the cost of capital 
in the AC curve?  

7. John Hick’s once wrote that the best thing for a 
monopolist was not a maximum profit but a quiet life. So 
the monopolist may keep its profits within limits and avoid 
making humungous profits because it does not want to 
attract attention to itself and possible regulation of its 
activities. St. Joe’s hospital (Peace Health) has a local 
monopoly of hospital services. It is a “not for profit” 
organization but it charges prices that enable it to pay large 
salaries to doctors and senior administrators and it also buys 
very expensive medical equipment and has expanded its 
plant rapidly in recent years. If it was operating in a 
competitive environment then it might not do these things. 
(It does not pay nurses and other staff particularly well.)  

3. PRICE DISCRIMINATION.  

1. If the monopolist can stop buyers from re-selling its 
product and if buyers have different PEDs then the 
monopolist can profitably sell at different prices to different 
consumers or charge different prices for different units of X.  

2. The extreme case is what is called first-degree price 
discrimination where the monopolist charges the consumer 
a price equal to the consumer’s willingness to pay for each 



unit of the good or service. (Airline pricing, what they call 
“load management”, is probably the closest approximation 
to third degree price discrimination.) If there were only one 
heroin supplier in town then she would be able to third 
degree price discriminate, but heroin is a more or less 
homogeneous product – although in practice mixed with 
some other substance so that you do not get it 100% pure 
(and if you do then you will overdose) – and actual drug 
markets are highly competitive at the street level because 
you can relatively easily finds an alternative source of supply. 
Strangely, first-degree price discrimination is “efficient” in 
the economists’ sense of the term – the marginal unit is sold 
for a price (MB) equal to its MC. All that happens under first-
degree price discrimination is that the monopolist is able to 
acquire the whole CS for herself.  

3. Second-degree price discrimination occurs when the 
monopolist charges a different price for different units – 
price per minute falls as you use more units on your long- 
distance calling card.  

4. Finally, with third-degree price discrimination the 
monopolist charges different prices to different groups of 
buyers – student and senior citizen discounts.  

(If this sort of analysis fascinates you then you should take an 
intermediate economics course.)  

4. REGULATION.  

1. Because monopolies are unlikely to produce the socially 



optimal output they are often subject to regulation and 
there are laws designed to stop firms from amalgamating 
(Anti- Trust Laws) to increase their monopoly power. But in a 
global market a firm that is the sole producer in its own 
country may face fierce competition in international markets 
and if it is not protected from imports from firms that may 
be monopolies in their own countries.  

“NATURAL” MONOPOLIES.  

1. Utilities such as water and power networks involve very 
heavy capital outlays for the initial infrastructure. Because of 
economies of scale the largest firm will have lower unit cost 
(AC) than smaller firms. In Figure 2 the industry exhibits 
large economies of scale. Both the large and the small plant 
can produce 15 units of output for an average cost of AC15. 
But although the large plant can produce 100 units at an 
average cost of AC100 the AC of the small plant of producing 
100 units would be 20 to 30 times higher – the small plant’s 
AC curve disappears off the top of the paper! The large 
plant would be able to charge a lower price than the smaller 
plant. During the age of the Robber Barons the rail and oil 
and steel were consolidated by the low cost producers 
buying up the high cost producers. The Robber Barons then 
expanded output and reaped even higher economies of 
scale and scooped up yet more small firms.  

2. The largest firm will therefore be able to monopolize the 
industry and we are then faced with a dilemma. If we “break 
up” the natural monopolist then the resulting smaller firms 
will be higher cost producers and so we will have to pay 



higher prices. If we allow the monopoly to buy up 
competitors or to drive them out of business then the 
monopolist will set a price above MC. In the latter case the 
dominant firm will end up as a monopolist and will set 
MR=MC to produce a monopoly profit (assuming that the 
AC curve includes a normal return on capital) equal to the 
orange area in Figure 4.  

 



  
3. One solution to this dilemma is to regulate the natural 
monopoly so that it sets its price equal to LRMC – what is 
called marginal cost pricing. But if the monopolist enjoys 
economies of scale then its long-run marginal cost curve will 
lie below its long-run average cost curve and requiring the 
monopolist to set price equal to MC will cause the 
monopolist to make a loss. (P = MC < AC therefore P = AR 
< AC and the loss is (AC – AR) x Q, which is the green area 
in Figure 4.) There are a variety of ways that regulation can 
be devised to get around this dilemma, for example, the 
regulators may allow the monopolist to set a price that gives 
it a “normal rate of return on capital” for an industry of its 
type, which is usually interpreted to mean set P=AC where 
AC includes a normal profit. However, it may be difficult to 



determine what a “normal” rate of return would be in the 
case of a monopolized industry. And the regulators may find 
that the industry’s concept of cost is somewhat lax. Another 
problem with this sort of “rate of return” regulation is that it 
does not give the firm any incentives to innovate or engage 
in activities that lower its costs.  

4. The quality of service is also a problem when there is a 
monopoly. Microsoft captures about 90% of the operating 
systems industry’s revenues – it is not technically a 
monopolist. Microsoft has a reputation for putting out “beta” 
versions of its upgrades and allowing customers to sort out 
the bugs. Office has such a dominant share of the market 
that Microsoft has little incentive to improve the quality of 
its word processing software in a way that is customer 
responsive.  

5. There are many problems with regulation including what 
economists call “regulatory capture” where the regulators 
are induced to regulate the industry in the interests of the 
monopoly not the consumer – airline regulation before 
deregulation in the 1970s. The fact that many regulators 
plan to work for the industry that they are “regulating” 
causes obvious conflicts of interest. (2,500)  

WHAT YOU SHOULD KNOW  

1. The definition of monopoly. (1)  

2. The three types of barriers to entry. (2)  

3. The monopolist is the industry and so it faces the market 



demand curve. (2)  

4. The monopolist’s demand/AR curve is downward sloping. 
Therefore MR<AR or MR<P under monopoly. (2)  

5. The monopoly will produce where MR=MC and will not 
charge a higher price than PMAX. (2)  

6. Because MR<P at QMAX the firm is producing less than a 
competitive industry facing the same costs and demand, 
and it charges a higher price than a competitive industry. (2)  

  
7. Because PMAX>MC there is a DWL associated with 
monopoly. (2)  

8. If the monopoly can stop reselling and if the elasticities of 
demand are different between different customers the 
monopolist can engage in price discrimination: it can charge 
different prices for the same commodity or different prices 
to different customers. (3)  

9. Economies of scale lead to “natural” monopolies. (4)  

10. “Natural” monopolies are usually regulated so that they 
do not exploit their monopoly power. (4)  

 


