Topic VIII (Continued): Market Structure B ----Monopoly

April 6 , 2006

Chapter 12 Summary
According to the text, "the key feature that differentiates monopoly from competition is the price elasticity of demand." The five sources of monopoly power are (1) exclusive control over important inputs, (2) economies of scale, (3) patents, (4) government licenses, and (5) the network economy. 

The first section discusses profit-maximizing strategy for a monopolist. It explores the revenue of the firm showing how the total, average and marginal revenue functions relate to each other. Marginal revenue is falling while total revenue rises and when it peaks margainal revenue is zero. begins with a discussion of the relation between the demand curve facing the monopolist and the total revenue curve. Next marginal revenue is defined, including the fact that total revenue is maximized where marginal revenue equals zero. The revenue functions and demand elasticity show that firms will profit maximize when demand is elastic which is where marginal revenue is positive. The amount of markup over marginal cost will demand on the elasticity of demand at the profit maximizing output. 

One can identify the shut down point in any given situation as the loss minimizing output level which can not provide a price high enough to cover average variable cost. Because monopolists alter their price as demand changes it is impossible to identify a specific supply curve for the firm. In the long run, monopolists equate long run marginal cost to marginal revenue producing as long as price equals or exceeds average costs. The three types of price diecrimination illustrate ways in which monopolists try to capture some of the consumer surplus. Monopolists underproduce except when they perfectly price discriminate. 

The chapter concludes with a discussion of five different ways that public policy can deal with monopolies. The method used will depend on the nature of a market and the type of output being produced. Finally, the concern that monopolies suppress innovation is most likely overplayed because profits from innovation will often exceed profits from maintaining the staus quo. 

1. Review of Monopoly
A monopoly is an industry in which a single firm produces the entire market supply of a particular good or service.

Requirements

· No close substitutes

· Effective barriers to entry prevent competitors from entering industry to compete for profits

Barriers to Entry

· Government franchises: government directed monopolies

· Natural monopolies: very large economies of scale are possible

· Equity: government allowed monopoly in order to provide everyone access to a needed service

· Patents: provide an incentive for invention and innovation

· Economies of scale: in order to compete companies have to start out very large

· Ownership of a scarce factor of production

Market Power

Monopolies have market power; they are price makers, not price takers.
Demand Curve for a Monopoly

The demand curve faced by a monopolistic firm is identical to the demand curve for the industry. The firm is the industry. The demand curve is downward sloping.

Price and Marginal Revenue

For a firm in a competitive market, MR = P.

For a monopoly, MR does not equal P.

For a monopoly, MR < P.






   Change in total revenue

marginal revenue
=
----------------------------







       change in quantity sold

Assuming the monopoly sells all its output at a single price, moving down the demand curve (lowering the price) will lower the price on all the units sold. 

The marginal revenue will decrease twice as fast as price decreases. (Assuming a straight line demand curve.)

Marginal revenue will become negative before the price reaches zero. 
2. Questions to Answer in the Intermediate Class
2.1 Monopoly – definition
· A single firm selling all the output in a market

· At the opposite end of the spectrum from perfect competition

· It’s a model - it rarely exists in pure form

· But many firms have some degree of monopoly power.
2.2 Causes of monopoly power
· Economies of scale (software)

· Patent protection (AZT, anti-AIDS drug)

· Information advantage (Coca-Cola, software code)

· Government protection (Kenya required new firms to get ‘no objection’ letters from existing firms)

· Control of resources (de Beers over diamonds)
2.3 Questions to Answer
· How do monopolists behave?

· Are monopolists a bad thing?

· How do they respond to demand changes or taxes?

· Should government take action? If so, what?
3. How do monopolists behave?
3.1 Monopoly V.S. Perfect Competition--- What is different?

· no competitors, the firm is the industry

· can choose price to charge, but subject to the demand curve

· they choose the best point on the demand curve

· there is effectively no supply curve (i.e. cost curves alone do not determine the price at which the firm is willing to sell)
3.2 Rule for the optimum (maximum profits)

· Similar to the competitive case:

· MR = MC
· But marginal revenue ( price
· Additional output by the monopolist lowers the price (because it faces a downward sloping demand curve)
· (So MR < Price 
Figure 1 Average and Marginal Revenue for Competitive Firms 
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Figure 2 Average and Marginal Revenue for the Monopoly
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Marginal revenue curve

· At each level of output we can calculate MR (the extra revenue)

· Area B - C shows this.

· Hence we can graph MR against output, on the same diagram

· Since MR < p, the MR curve should lie below the demand curve.
***If the demand curve is P = a – b Q, then the MR curve is P = a – 2bQ. 
In class Practice:

Sketch demand and MR curves for a monopolist whose market demand curve is given by 
P = 100 – 5 Q.

If the TC= 100 + 10Q, and the MC is constant at 10, to maximize its profit, how much should the monopolist produce? What is the market equilibrium price? What is the TR? What is the profit?

4. Elasticity and Market Power

4.1 Graph illustration
Figure 3  Elasticity of Demand and Total, Average, and Marginal Revenue
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Figure 4 Maximizing Profit
4.2 Mathematics of profit maximisation
· Demand: P = 24 - Q

· TR = P ( Q = 24Q - Q2

· MR = d(TR)/dQ = 24 - 2Q

· TC = 12 +Q2

· MC = d(TC)/dQ = 2Q

· MR = MC ( 24 - 2Q = 2Q ( Q = 6
4.3 Price, MR and elasticity
· We will use this to obtain a measure of monopoly power
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· Remember, MR = Area B - Area C
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· Hence
· The markup over MC is related to the (inverse of) the demand elasticity 

· This is the Lerner index.
The Lerner index

· Shows how firms can mark up their prices over marginal cost

· The markup is bigger when demand is inelastic

· L = 0 in a competitive market

· Has a maximum value of 1 (price is double MC) when e = -1.

· It shows the markup over marginal cost, but does not necessarily indicate high profits - there may be large fixed costs

4.4 A shift in demand


· What happens to output when demand increases?

· Surely output increases?

· Not necessarily, the firm might just increase the price.

Figure 5 Effects of a Shift of the Demand Curve
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Figure 6  Effects of a Shift of the Demand Curve
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4.5 Is monopoly a bad thing?

· We should measure economic welfare

· W = CS + PS (as for competition)

· Remember that competition maximised this measure of welfare.

· How does monopoly fare?

Figure 7 Deadweight Loss of Monopoly
[image: image14.png]p, $ per unit

24 \ Perfectly elastic

Elastic, e <—1

42 fererernerreei N Y .

Inelastic, -1 <e<0

Demand (p=24- Q)
Perfectly
inelastic

24
Q, Units per day

MR=24-2Q




[image: image9]
4.6 Is there a defence of monopoly?
· Natural monopoly, high fixed costs

· Innovation encouraged (monopoly the result and reward for success)

· Risk taking (pharmaceuticals)

· More investment (Xerox)

· Safety (Formula 1 tyres)

· Common standards (software)
5. Summary

· Monopoly model provides a benchmark

· MR = MC < P

· In a simple static model, monopoly produces lower welfare than competition

· There may be other defences of monopoly
Marginal revenue = B - C





Marginal revenue=B





MR = MC = 12


Q* = 6, P* = 18


AC = 8


Profit = (18-8)(6 = 60





� EMBED Equation.3  ���





� EMBED Equation.3  ���





Area C = loss of CS


Area E = loss of PS
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