CHAPTER 9: Monopoly and Other Forms of Imperfect Competition

PASS NOTES

Perfectly Competitive Markets, where individual firms are price takers (ie have no influence over the market price) is an ideal situation. In reality, markets are usually imperfect.
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· Whereas perfectly competitive firms are price takers, imperfectly competitive firms are price setters – they have some influence over market price.

· Pure Monopolist is the only supplier of a unique product with no close substitutes.

· A monopolistically competitive firm is one of a large number of firms that produce slightly differentiated products.

Demand Curve faced by the Monopolist
RECALL:



The perfectly competitive firm takes the market price of a product and can sell any amount at that price. Hence, the demand curve faced by the firm is constant.
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The monopolist has some control over the price its set. If they increase the price of 

Price    
their good, some customers may desert it, while others will pay the new amount. Hence, the demand curve faced by the monopolist if downward sloping.
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Sources of Market Power

· Imperfectly Competitive firms have an ability to raise the price of their goods without losing all of their sales, unlike perfectly competitive firms.

· Such an ability (or power) usually stems from factors that limit competition.

· Exclusive Control over Essential Inputs
Obviously, a firm that has control over important inputs needed for the product will limit other firms producing the same product.

· Economies of Scale
If when the firm doubles its inputs, and its output increases by a larger proportion, the firm has an economy of scale, and is a natural monopoly. This results in the average cost of a good declining as production is increased.

· Patents
Protect inventions and makes it illegal for any other firm to reproduce the same product. Many essential drugs are patented and the inventor enjoys a monopoly for usually 20 years, where they can sell well above the marginal cost of that drug.

· Licenses or Franchises
McDonald’s has a monopoly over producing the Big Mac©.

· By far, the most enduring source of market power is the natural monopoly.

Natural Monopolies

· Some goods are subject to significantly large fixed costs, and small variable costs. Products that entail a lot of research and development, such as software of medicine, will usually have a lot of costs at the beginning of its life (fixed costs), and then small variable costs as the product is reproduced.

· These goods will have significant economies of scale, where the average cost of producing each goods decreases with increased production.

Total Cost = Fixed Costs + (Marginal Cost)(Quantity)


TC = FC + (M)(Q)

  
AC = FC/Q + (M)(Q)/Q


AC = FC/Q + M
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· Because the firm is spreading out its fixed costs over an extremely large  volume of output, fixed costs per unit becomes insignificant.

· Because natural monopolies usually have such large fixed costs, they push out smaller competitors out of the market.

Profit Maximisation for the Monopolist

· Like a perfectly competitive firm, the monopolist maximises profit where MR = MC.

· Marginal revenue is the overall extra revenue gained from selling an extra unit of output.

· For the PC firm, marginal revenue equalled the price of the good.

· However, marginal revenue is different for the monopolist. Whilst the PC firm can sell as much output as it likes at the market price, the monopolist can only sell that extra unit if it decreases the price, and hence decreases the price per unit sold. Therefor, the marginal benefit for the monopolist (MR) of selling an extra good will be less than the market price?

· What will Marginal Revenue be?
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Using Calculus:
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MR is the derivative of Total Revenue:


If P = a - bQ


TR = PQ = Q(a – bQ) = aQ – bQ2

MR = dTR/dQ
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The cost benefit principle says that the monopolist will produce at the output level where its marginal 
benefit (MR) equals its marginal cost.

Inefficiencies created by Monopolies


· A monopolist will produce where MR=MC.
· The monopolist’s profit maximising output level will always be smaller than the socially optimum, resulting in a dead weight loss.
· Why not eliminate monopolies?

· Monopolies created from patents promote innovation.

· Natural monopolies have large fixed costs that cannot be split between smaller firms.
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