Chapter 15:  Monopoly
1. Introduction

a. While a competitive firm is a price taker, a monopoly is a price maker.

b. The price charged by a monopoly exceeds marginal cost

c. Monopolies cannot achieve any level of profit they want because high prices reduce the amount that their customers buy.

i. Monopolies can control the prices of goods, but their profits are not unlimited.

d. Since monopoly firms are unchecked by competition, the outcome in a market with a monopoly is often not in the best interest of society.

2. Why Monopolies Arise

a. A monopoly is a firm this is the sole seller of a product without close substitutes.

b.  The fundamental cause is barriers to entry:
i. A monopoly remains the only seller in its market because other firms cannot enter the market and compete with it.

ii. Barriers to entry have three main sources:

1. A key resource is owned by a single firm.

2. The government gives a single firm the exclusive right to produce some good or service.

3. The costs of production make a single producer more efficient than a larger number of producers.

c. Monopoly Resources

i. There are few examples of firms that own a resource for which there are no close substitutes because economies are large, and resources are owned by many people.
d. Government-Created Monopolies

i. Monopolies arise because the government has given one person or firm exclusive right to sell some good or service.  

1. The government grants a monopoly because doing so is sometimes viewed to be in the public interest.

2. Examples of governmental created monopolies that serve the public interest are patent and copyright laws.

ii. The laws governing approved monopolies have benefits and costs.

1. The benefits are the increased incentive for creative activity.

2. The costs are monopoly pricing.

e. Natural Monopolies

i. A natural monopoly is a monopoly that arises because a single firm can supply a good or service to an entire market at a smaller cost than could two or more firms.

1. A natural monopoly arises when there are economies of scale over the relevant range of output.

2. A firm is considered a natural monopoly when the firm’s average-total-cost curve continually declines.

ii. When a firm is a natural monopoly, it is less concerned about new entrants eroding its monopoly power.

1. Normally, a firm has trouble maintaining a monopoly position without ownership of a key resource or protection from the government.

2. The monopolist’s profits attract entrants into the market, and these entrants make the market more competitive.

3. However, entering a market in which another firm has a natural monopoly is unattractive.

a. Entrants cannot achieve the same low costs because each additional firm would have a smaller piece of the market.

3. How Monopolies Make Production And Pricing Decisions
a. Monopoly versus Competition

i. The key difference between a competitive firm and a monopoly is the monopoly’s ability to influence the price of its output.

1. A competitive market is small relative to the market in which it operates and takes the price of its output as given by market conditions.

2. Because a monopoly is the sole producer in its market, it can alter the price of its good by adjusting the quantity it supplies to the market.

ii. Because the competitive firm sells a product with any perfect substitutes, the demand curve that any one firm faces is perfectly elastic.

iii. Because a monopoly is the sole producer in its market, its demand curve is the market demand curve. 

b. A Monopoly’s Revenue

i. The monopolist’s total revenue equals the quantity sold times the price.
ii. The monopoly’s average revenue is the amount of revenue the firm receives per unit sold, and it is computed by taking the average number for total revenue and dividing it by the quantity of output.

iii. Average revenue always equals the price of the good.

iv. The monopoly’s marginal revenue is the amount of revenue that the firm receives for each additional unit of output, and it is computed by taking the change in total revenue when output increases by 1 unit.

v. A monopolist’s marginal revenue is always less than the price of is good.

vi. For a monopoly, marginal revenue is lower than price because a monopoly faces a downward-sloping demand curve.

vii. When monopolies increase the amount they sell there are two effects on total revenue.

1. The output effect:  More output is sold, so Q is higher.

2. The price effect:  The price falls, so P is lower.
c. Profit Maximization

i. A monopoly maximizes profit by choosing the quantity at which marginal revenue equals marginal cost.

ii. It then uses the demand curve to find the price that will induce consumers to buy that quantity.

1. For a competitive Firm:  P = MR = MC.

2. For a monopoly Firm:  P > MR = MC.

iii. In competitive markets, price equals marginal cost.

iv. In monopolized markets, price exceeds marginal cost.

d. A Monopoly’s Profit
i. The area of the box equals the profit of the monopoly firm.

ii. The height of the box is price minus average total cost, which equals profit per unit sold.

iii. The width of the box is the number of units sold.

4. The Welfare Cost of Monopoly

a. The Deadweight Loss

i. The socially efficient quantity is found where the demand curve and the marginal-cost curve intersect.
ii. The monopolist produces less than the socially efficient quantity of output.

5. Public Policy Toward Monopolies

a. Policymakers respond to the problem of monopoly in one of four ways.

i. By trying to make monopolized industries more competitive

ii. By regulating the behavior of the monopolies

iii. By turning some private monopolies into public enterprises

iv. By doing nothing at all

b. Increasing Competition with Antitrust Laws

c. Regulation

i. If regulators require a natural monopoly to charge a price equal to marginal cost, price will be below average cost, and the monopoly will lose money.

d. Public Ownership

e. Doing Nothing

6. Price Discrimination

a. Price Discrimination is the business practice of selling the same good at different prices to different customers.

b. The Analytics of Price Discrimination
i. Perfect price discrimination describes a situation in which the monopolist know exactly the willingness to pay of each customer and can charge each customer exactly his willingness to pay, and the monopolist gets the entire surplus in every transaction.

c. Examples of Price Discrimination

i. Movie Tickets

ii. Airline Prices

iii. Discount Coupons

iv. Financial Aid

v. Quantity Discounts

