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chapter twenty-four

Pure Monopoly
CHAPTER OVERVIEW

This chapter is divided into six basic sections: the characteristics of pure monopoly; the barriers to entry that create and protect monopolies; price and output determination under monopoly; the economic effects of monopoly; price discrimination under monopoly; and the regulation of monopolies.

The discussion of barriers to entry states at the outset that these barriers may occur to some extent in any form of imperfect competition, not just in a pure monopoly.  The concept of a natural monopoly is addressed in this section.

Building on the analysis of the preceding chapter, the discussion of price‑output decision making by monopoly firms points out that the marginal-revenue—marginal-cost rule still applies.  Emphasis here is on the major difference between the determination of marginal revenue in pure competition and in pure monopoly.  The misconceptions about monopoly pricing behavior are presented as well as a comparison of efficiency in pure competition and pure monopoly.  This section ends with a discussion of effects of monopoly power in the U.S. economy and some policy alternatives.

The case of price discrimination and its effects are discussed along with the conditions necessary for it to occur.  At the end of the chapter, the basic issues involved in the regulation of public service monopolies are reviewed.

WHAT’S NEW

In the introduction, the idea that “near” monopolies have a substantial amount of monopoly power in certain industries is presented.  Throughout this chapter, current, front-page examples of firms with “near” monopoly power are used.  The importance of R&D in creating barriers to entry and destroying monopoly power have been expanded in the “Legal Barriers to Entry”, the “Pricing and Other Strategic Barriers to Entry,” and the revised “Assessment and Policy Options” sections. The discussion of economies of scale has been expanded to include the effects of greater specialization of resources, product development costs, and learning-by-doing. 

In the public utilities discussion there is an acknowledgement of the deregulation of the local telephone and electricity-provider industries in some states.

The Last Word, “De Beers’ Diamonds: Are Monopolies Forever?”,  has been revised.  The two Web- Based Questions have been changed.

INSTRUCTIONAL OBJECTIVES

After completing this chapter, students should be able to:

1.     List the five characteristics of pure monopoly.

2.     Explain the difference between a “pure” monopoly and a “near” monopoly.

3.     List and give examples of the four barriers to entry.

4.     Describe the demand curve facing a pure monopoly and how it differs from that facing a firm in a purely competitive market.

5.     Compute marginal revenue when given a monopoly demand schedule.

6.     Explain why the marginal revenue is equal to the price in pure competition but not in monopoly.

7.     Determine the price and output level the monopoly will choose given demand and cost information in both table and graphic form.

8.     Discuss the economic effects of pure monopoly on price, quantity of product produced, allocation of resources, distribution of income, and technological progress.

9.     Give examples of how new technology has lessened monopoly power.

10.     List three conditions necessary for price discrimination.

11.     Explain why profits and output will be higher for a discriminating monopoly as compared to non-discriminating monopoly.

12.     Identify two pricing strategies of monopoly regulation and explain the dilemma the regulators face in utilizing these strategies.

13.     Define and identify terms and concepts listed at the end of the chapter.

COMMENTS AND TEACHING SUGGESTIONS

1.     Ask students to list products that they believe are provided by a “pure” monopoly, or at least by firms with a high degree of monopoly power.  Then ask them to list substitutes for the products sold by each of these “monopolies.”  Demonstrate how the relative “closeness” of the substitutes they listed determines, to a large degree, effective limits to the monopoly power of these firms.

2.     Review what is meant by a firm versus the industry in pure competition and compare this with pure monopoly where the firm is the industry.

3.     In addition to the example of patents discussed in the text, note how licenses, product safety requirements, zoning laws, environmental impact statements, price controls, etc.—all of which are enforced by various levels of government—can serve as barriers to entry in different situations.

4.     Stress that the price-output decision is an either-or-decision, i.e., the monopolist can sell one unit at $162 or two units at $152.  Ask how much of an increase in total revenue will occur if the second unit (one unit) is sold for $152: answer $152.  Now ask how much total revenue will decrease if the price of the first unit is decreased from $162 to $152.

5.     The ability to engage in price discrimination is based on differing price elasticities and demand among customers.  There are many good examples given in this chapter.  Telephone service, air travel, and electricity are all sold at various prices taking into account the customer’s sensitivity to price.  The more substitutes available to the buyer, the more elastic the demand.  This is a good opportunity to review price elasticity and demonstrate the many applications of this measure.

6.     Electrical utilities and telephone service were regulated monopolies for many years.  Deregulation in both industries is a topic worthy of class discussion and student research.  In addition to the basic dilemma facing regulators of natural monopolies covered in the text, discuss problems that result when regulators are not well‑intentioned and attempt to maximize their own gains from such an elected or appointed position.  The difficulty in finding impartial, yet knowledgeable, people to serve on regulatory commissions is a good topic for discussion, especially if there are any related issues affecting your community, such as an environmental or consumer group that may be challenging a ruling by a regulatory commission.  Refer to the relevant summary of this material in chapter 32.

7.     The Last Word in this chapter highlights the fact that monopolies do not necessarily last forever.

STUDENT STUMBLING BLOCK

In Chapter 23 the students learned that firms operating in a purely competitive setting equate marginal revenue to price.  Now students learn that marginal revenue under imperfect competition is less than price.  Students seem to grasp this initially, but because they first learned the identity of marginal revenue and price in a competitive setting, it is sometimes hard to unlearn that when analyzing other market structures.  Some instructors avoid this problem by teaching the imperfect competition models first.  Students learn to equate marginal revenue and marginal cost in seeking the profit-maximizing output level.  Then they can use this rule in studying pure competition and treat the equality of price and marginal revenue as a special case.  If you choose to present the material with Chapter 24 coming before Chapter 23, discuss the models in Table 23-1 before assigning this chapter on the monopoly model.

LECTURE NOTES

I.
Pure Monopoly: An Introduction

A.
Definition: Pure monopoly exists when a single firm is the sole producer of a product for which there are no close substitutes.

B.
There are a number of products where the producers have a substantial amount of monopoly power and are called “near” monopolies.  

C.
There are several characteristics that distinguish pure monopoly.

1.
There is a single seller so the firm and industry are synonymous.

2.
There are no close substitutes for the firm’s product.

3.
The firm is a “price maker,” that is, the firm has considerable control over the price because it can control the quantity supplied.

4.
Entry into the industry by other firms is blocked.

5.
A monopolist may or may not engage in nonprice competition.  Depending on the nature of its product, a monopolist may advertise to increase demand.

C.
Examples of pure monopolies and “near monopolies”:

1.
Public utilities—gas, electric, water, cable TV, and local telephone service companies—are pure monopolies.

2.
First Data Resources (Western Union), Wham-o (Frisbees) and the DeBeers diamond syndicate are examples of “near” monopolies. (See Last Word.)

3.
Manufacturing monopolies are virtually nonexistent in nationwide U.S. manufacturing industries.

4.
Professional sports leagues grant team monopolies to cities.

5.
Monopolies may be geographic.  A small town may have only one airline, bank, etc.

D.
Analysis of monopolies yields insights concerning monopolistic competition and oligopoly, the more common types of market situations (see Chapters 25).

II.
Barriers to Entry Limiting Competition

A.
Economies of scale constitute one major barrier.  This occurs where the lowest unit costs and, therefore, lowest unit prices for consumers depend on the existence of a small number of large firms or, in the case of a pure monopoly, only one firm.  Because a very large firm with a large market share is most efficient, new firms cannot afford to start up in industries with economies of scale (see Figure 22-9b and Figure 24-1).

1.
Public utilities are known as natural monopolies because they have economies of scale in the extreme case where one firm is most efficient in satisfying existing demand.

2.
Government usually gives one firm the right to operate a public utility industry in exchange for government regulation of its power.

3.
The explanation of why more than one firm would be inefficient involves the description of the maze of pipes or wires that would result if there were competition among water companies, electric utility companies, etc.

B.
Legal barriers to entry into a monopolistic industry also exist in the form of patents and licenses.

1.
Patents grant the inventor the exclusive right to produce or license a product for seventeen years; this exclusive right can earn profits for future research, which results in more patents and monopoly profits.

2.
Licenses are another form of entry barrier.  Radio and TV stations, taxi companies are examples of government granting licenses where only one or a few firms are allowed to offer the service.

C.
Ownership or control of essential resources is another barrier to entry.

1.
International Nickel Co. of Canada controlled about 90 percent of the world’s nickel reserves, and DeBeers of South Africa controls most of world’s diamond supplies.

2.
Aluminum Co. of America (Alcoa) once controlled all basic sources of bauxite, the ore used in aluminum fabrication.

3.
Professional sports leagues control player contracts and leases on major city stadiums.

D.
Monopolists may use pricing or other strategic barriers such as selective price-cutting and advertising.

III.
Monopoly demand is the industry (market) demand and is therefore downward sloping.

A.
Our analysis of monopoly demand makes three assumptions:

1.
The monopoly is secured by patents, economies of scale, or resource ownership.

2.
The firm is not regulated by any unit of government.

3.
The firm is a single‑price monopolist; it charges the same price for all units of output.

B.
Price will exceed marginal revenue because the monopolist must lower the price to sell the additional unit.  The added revenue will be the price of the last unit less the sum of the price cuts which must be taken on all prior units of output (Table 24‑1 and Figure 24‑2).

1.
Figure 24‑3 shows the relationship between demand, marginal-revenue, and total‑revenue curves.

2.
The marginal-revenue curve is below the demand curve, and when it becomes negative, the total-revenue curve turns downward as total-revenue falls.

C.
The monopolist is a price maker.  The firm controls output and price but is not free of market forces, since the combination of output and price that can be sold depends on demand.  For example, Table 24-1 shows that at $162 only 1 unit will be sold, at $152 only 2 units will be sold, etc.

D.
Price elasticity also plays a role in monopoly price setting.  The total revenue test shows that the monopolist will avoid the inelastic segment of its demand schedule.  As long as demand is elastic, total revenue will rise when the monopoly lowers its price, but this will not be true when demand becomes inelastic.  At this point, total revenue falls as output expands, and since total costs rise with output, profits will decline as demand becomes inelastic.  Therefore, the monopolist will expand output only in the elastic portion of its demand curve.  (Key Question 4)

IV.
Output and Price Determination

A.
Cost data is based on hiring resources in competitive markets, so the cost data of Chapters 22 and 23 can be used in this chapter as well.  The costs in Table 24-1 restate the data of Table 22-2.

B.
The MR = MC rule will tell the monopolist where to find its profit‑maximizing output level.  This can be seen in Table 24‑1 and Figure 24‑4.  The same outcome can be determined by comparing total revenue and total costs incurred at each level of production.  (Key Question 5)

C.
The pure monopolist has no supply curve because there is no unique relationship between price and quantity supplied.  The price and quantity supplied will always depend on location of the demand curve.

D.
There are several misconceptions about monopoly prices.

1.
Monopolist cannot charge the highest price it can get, because it will maximize profits where total revenue minus total cost is greatest.  This depends on quantity sold as well as on price and will never be the highest price possible.

2.
Total, not unit, profits is the goal of the monopolist.  Table 24‑1 has an example of this, in which unit profits are $32 at 4 units of output compared with $28 at the profit‑maximizing output of 5 units.  Once again, quantity must be considered as well as unit profit.

3.
Unlike the purely competitive firm, the pure monopolist can continue to receive economic profits in the long run.  Although losses can occur in a pure monopoly in the short run (P>AVC) , the less-than-profitable monopolist will shutdown in the long run (P>ATC).  Figure 24‑5 shows a short‑run loss situation for a monopoly firm.

V.
Evaluation of the Economic Effects of a Monopoly

A.
Price, output, and efficiency of resource allocation should be considered.

1.
Monopolies will sell a smaller output and charge a higher price than would competitive producers selling in the same market, i.e., assuming similar costs.

2.
Monopoly price will exceed marginal cost, because it exceeds marginal revenue and the monopolist produces where marginal revenue and marginal cost are equal.  The monopolist charges the price that consumers will pay for that output level.

3.
Allocative efficiency is not achieved because price (what product is worth to consumers) is above marginal cost (opportunity cost of product).  Ideally, output should expand to a level where price = marginal revenue = marginal cost, but this will occur only under pure competitive conditions where price = marginal revenue.  (See Figure 24-6)

4.
Productive efficiency is not achieved because the monopolist’s output is less than the output at which average total cost is minimum.

B.
Income distribution is more unequal than it would be under a more competitive situation.  The effect of the monopoly power is to transfer income from the consumers to the business owners. This will result in a redistribution of income in favor of higher-income business owners, unless the buyers of monopoly products are wealthier than the monopoly owners.

C.
Cost complications may lead to other conclusions.

1.
Economies of scale may result in one or two firms operating in an industry experiencing lower ATC than many competitive firms.  These economies of scale may be the result of spreading large initial capital cost over a large number of units of output (natural monopoly) or, more recently, spreading product development costs over units of output, and a greater specialization of inputs.

2.
X‑inefficiency may occur in monopoly since there is no competitive pressure to produce at the minimum possible costs.

3.
Rent‑seeking behavior often occurs as monopolies seek to acquire or maintain government‑granted monopoly privileges.  Such rent‑seeking may entail substantial costs (lobbying, legal fees, public relations advertising, etc.), which are inefficient.

D.
Technological progress and dynamic efficiency may occur in some monopolistic industries but not in others.  The evidence is mixed.

1.
Some monopolies have shown little interest in technological progress.

2.
On the other hand, research can lead to lower unit costs, which help monopolies as much as any other type of firm.  Also, research can help the monopoly maintain its barriers to entry against new firms.

E.
Assessment and policy options:


1.
Although there are legitimate concerns of the effects of monopoly power on the economy, monopoly power is not widespread.  While research and technology may strengthen monopoly power, overtime it is likely to destroy monopoly position.


2.
When monopoly power is resulting in an adverse effect upon the economy, the government may choose to intervene on a case-by-case basis.

VI.
Price discrimination occurs when a given product is sold at more than one price and the price differences are not based on cost differences.

A.
Conditions needed for successful price discrimination:

1.
Monopoly power is needed with the ability to control output and price.

2.
The firm must have the ability to segregate the market, to divide buyers into separate classes that have a different willingness or ability to pay for the product (usually based on differing elasticities of demand).

3.
Buyers must be unable to resell the original product or service.

B.
Examples of price discrimination:


1.
Airlines charge high fares to executive travelers (inelastic demand) than vacation travelers (elastic demand).

2.
Electric utilities frequently segment their markets by end uses, such as lighting and heating.  (Lack of substitutes for lighting makes this demand inelastic).

3.
Long‑distance phone service has higher rates during the day, when businesses must make their calls (inelastic demand), and lower rates at night and on week‑ends, when less important calls are made.

4.
Movie theaters and golf courses vary their charges on the basis of time and age.

5.
Discount coupons are a form of price discrimination, allowing firms to offer a discount to price-sensitive customers.

6.
International trade has examples of firms selling at different prices to customers in different countries.

C.
Consequences of price discrimination:

1.
More profits can be earned by the seller, since the price charged is what each buyer is willing to pay in perfect discrimination.  The marginal revenue will be equal to price in the perfect discrimination case.  (See Figure 24-8)

2.
More production will occur with discrimination because as output expands, the reduced price applies only to the additional unit sold and not to prior units.  Marginal revenue can now be equated to marginal cost to find the profit‑maximizing level of output, and price of the last unit sold will equal that marginal revenue.  End‑of‑chapter questions 5 and 6 allow comparison of the outcomes in nondiscriminating and discriminating cases.

VII.
Regulated Monopoly

A.
This occurs where a natural monopoly or economies of scale make one firm desirable.

B.
As a result of changes in technology and deregulation in the local telephone and the electricity-providers industry, some states are allowing new entrants to compete in previously regulated markets.

C.
In those markets that are still regulated, a regulatory commission may attempt to establish the legal price for the monopolist that is equal to marginal cost at the quantity of output chosen.  This is called the “socially optimal price.”

C.
However, setting price equal to marginal cost may cause losses, because public utilities must invest in enough fixed plant to handle peak loads.  Much of this fixed plant goes unused most of the time, and a price = marginal cost would be below average total cost.  Regulators often choose a price equal to average cost rather than marginal cost, so that the monopoly firm can achieve a “fair return” and avoid losses.  (Recall that average-total cost includes an allowance for a normal or “fair” profit.)

D.
The dilemma for regulators is whether to choose a socially optimal price, where P = MC, or a fair‑return price, where P = AC.  P = MC is most efficient but may result in losses for the monopoly firm, and government then would have to subsidize the firm for it to survive.  P = AC does not achieve allocative efficiency, but does insure a fair return (normal profit) for the firm. (Key Question 11)

VIII.
LAST WORD:  De Beers’ Diamonds:  Are Monopolies Forever?

A.
De Beers Consolidated Mines of South Africa has been one of the world’s strongest and most enduring monopolies.  It produces about 50 percent of all rough-cut diamonds in the world and buys for resale many of the diamonds produced elsewhere, for a total of about 80 percent of the world’s diamonds.

B.
Its behavior and results fit the monopoly model portrayed in Figure 24-4.  It sells a limited quantity of diamonds that will yield an “appropriate” monopoly price.

C.
The “appropriate” price is well over production costs and has earned substantial economic profits.

D.
How has De Beers controlled the production of mines it doesn’t own?

1.
It convinces producers that “single-channel” monopoly marketing is in their best interests.

2.
Mines that don’t use De Beers may find the market flooded from De Beers stockpiles of the particular kind of diamond they produce, which causes price declines and loss of profits.

3.
Finally, De Beers purchases and stockpiles diamonds produced by independents.

E.
Threats and problems face De Beers’ monopoly power.

1.
New diamond discoveries have resulted in more diamonds outside their control.

2.
Russia, which has been a part of De Beers’ monopoly, has been allowed to sell a part of its stock directly into the world market.


F.
In mid-2000, De Beers abandoned its attempt to control the supply of diamonds.


G.
The company is transforming itself into a company that sells “premium” diamonds and luxury goods under the De Beers label.


H.  De Beers plans to reduce its stockpile of diamonds and increase the demand for diamonds through advertising.

ANSWERS TO END-OF-CHAPTER QUESTIONS

24‑1
“No firm is completely sheltered from rivals; all firms compete for the consumer dollars.  Pure monopoly, therefore, does not exist.”  Do you agree?  Explain.  How might you use Chapter 20’s concept of cross elasticity of demand to judge whether monopoly exists?


Though it is true that “all firms compete for the dollars of consumers,” it is playing on words to hold that pure monopoly does not exist.  If you wish to send a first‑class letter, it is the postal service or nothing.  Of course, if the postal service raises its rate to $10 to get a letter across town in two days, you will use a courier, or the phone, or you will fax it.  But within sensible limits, say a doubling of the postal rate, there is no alternative to the postal service at anything like a comparable price.


The same case can be made concerning the pure monopoly enjoyed by the local electricity company in any town.  If you wish electric lights, you have to deal with the single company.  It is a pure monopoly in that regard, even though you can switch to oil or natural gas for heating.  Of course, you can use oil, natural gas, or kerosene for lighting too—but these are hardly convenient options.


The concept of cross elasticity of demand can be used to measure the presence of close substitutes for the product of a monopoly firm.  If the cross elasticity of demand is greater than one, then the demand that the monopoly faces is elastic with respect to substitute products, and the firm has less control over its product price than if the cross elasticity of demand were inelastic.  In other words, the monopoly faces competition from producers of substitute products.

24‑2
Discuss the major barriers to entry into an industry.  Explain how each barrier can foster monopoly or oligopoly.  Which barriers, if any, do you feel give rise to monopoly that is socially justifiable?


Economies of scale are a barrier to entry because of the need for new firms to start big to achieve the low production costs of those already in the industry.  However, not all industries need techniques of production that require large scale.  In many industries the minimum efficient scale is only a small percentage of domestic consumption.  Recall Chapter 22’s Last Word on MES.


Natural monopolies give rise to monopoly that is socially justifiable.  The economies of scale are sometimes such that having two or more firms serving the market would increase costs unreasonably.  Two telephone companies, or gas companies, or water companies, or electricity companies in the same city would be highly inconvenient and costly as long as transmission requires wires and pipes.  In such instances, it makes sense for government to grant exclusive franchises and then regulate the resulting monopoly to ensure the public interest is protected.


Patents and licenses are legal barriers to entry that also, to some extent, are justifiable.  If inventions were not protected at all from immediate copying by those who bore none of the costs, the urge to invent and innovate would be lessened and the costly secrecy that is enforced already would have to be much greater and more costly.  However, this does not mean that abuses do not exist in the present system and a case can be made for reducing the present seventeen years for which patents are granted.


Ownership of essential raw materials is the fourth barrier to entry.  It has little social justification except to the extent that the hope of gaining a monopoly in the supply of an essential raw material leads to more prospecting.  The Last Word on De Beers is an example.


Unfair competition is the last of the barriers and has no social justification at all, which is why price-cutting to bankrupt a rival is illegal.  The problem here, though, is to prove that cutthroat competition truly is what it appears to be.

24‑3
How does the demand curve faced by a purely monopolistic seller differ from that confronting a purely competitive firm?  Why does it differ?  Of what significance is the difference?  Why is the pure monopolist’s demand curve not perfectly inelastic?


The demand curve facing a pure monopolist is downward sloping; that facing the purely competitive firm is horizontal, perfectly elastic.  This is so for the pure competitor because the firm faces a multitude of competitors, all producing perfect substitutes.  In these circumstances, the purely competitive firm may sell all that it wishes at the equilibrium price, but it can sell nothing for even so little as one cent higher.  The individual firm’s supply is so small a part of the total industry supply that it cannot affect the price.


The monopolist, on the other hand, is the industry and therefore is faced by a normal downward sloping industry demand curve.  Being the entire industry, the monopolist’s supply is big enough to affect prices.  By decreasing output, the monopolist can force the price up.  Increasing output will drive it down.


Part of the demand curve facing a pure monopolist could be perfectly inelastic; if the monopolist put only a very few items on the market, it is possible the firm could sell them all at, say, $1, or $2, or $3.  But it is the very fact that the monopolist could sell the same amount at higher and higher prices that would ensure that the profit‑maximizing monopolist would not, in fact, sell in this perfectly inelastic range of the demand curve.  Indeed, the monopolist would not sell in even the still slightly inelastic range of the demand curve.  The reason is that so long as the demand curve is inelastic, MR must be negative, but since the MC of any item can hardly be negative also, the monopolist’s profit must decrease if it produces here.  To equate a positive MR with MC, the monopolist must produce in the elastic range of its demand curve.

24-4 (Key Question)  Use the demand schedule that follows to calculate total revenue and marginal revenue at each quantity.  Plot the demand, total-revenue, and marginal-revenue curves and explain the relationships between them.  Explain why the marginal revenue of the fourth unit of output is $3.50, even though its price is $5.00.  Use Chapter 20’s total-revenue test for price elasticity to designate the elastic and inelastic segments of your graphed demand curve.  What generalization can you make regarding the relationship between marginal revenue and elasticity of demand?  Suppose that somehow the marginal cost of successive units of output were zero.  What output would the profit‑seeking firm produce?  Finally, use your analysis to explain why a monopolist would never produce in the inelastic region of demand.
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Total revenue, in order from Q = 0:  0; $6.50; $12.00; $16.50; $20.00; $22.50; $24.00; $24.50; $24.00; $22.50.  Marginal revenue in order from Q = 1:  $6.50; $5.50; $4.50; $3.50; $2.50; $1.50; $.50; -$1.50.  See the accompanying graph.  Because TR is increasing at a diminishing rate, MR is declining.  When TR turns downward, MR becomes negative.  Marginal revenue is below D because to sell an extra unit, the monopolist must lower the price on the marginal unit as well as on each of the preceding units sold.  Four units sell for $5.00 each, but three of these four could have been sold for $5.50 had the monopolist been satisfied to sell only three.  Having decided to sell four, the monopolist had to lower the price of the first three from $5.50 to $5.00, sacrificing $.50 on each for a total of $1.50.  This “loss” of $1.50 explains the difference between the $5.00 price obtained on the fourth unit of output and its marginal revenue of $3.50.  Demand is elastic from P = $6.50 to P = $3.50, a range where TR is rising.  The curve is of unitary elasticity at P = $3.50, where TR is at its maximum.  The curve is inelastic from then on as the price continues to decrease and TR is falling.  When MR is positive, demand is elastic.  When MR is zero, demand is of unitary elasticity.  When MR is negative, demand is inelastic.  If MC is zero, the monopolist should produce 7 units where MR is also zero.  It would never produce where demand is inelastic because MR is negative there while MC is positive.
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24‑5
(Key Question)  Suppose a pure monopolist is faced with the demand schedule shown below and the same cost data as the competitive producer discussed in question 4 at the end of Chapter 23.  Calculate the missing total- and marginal-revenue amounts, and determine the profit-maximizing price and output for this monopolist.  What is the monopolist’s profit?  Verify your answer graphically and by comparing total revenue and total cost.                                         
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Total revenue data, top to bottom, in dollars:   0: 100; 166; 213; 252; 275; 288; 294; 296; 297; 290.  Marginal revenue data, top to bottom, in dollars:  100; 66; 47; 39; 23; 13; 6; 2; 1; -7.


Price = $63; output = 4; profit = $42 [= 4($63 - 52.50)].  Your graph should have the same general appearance as Figure 24-4.  At Q =4, TR = $252 and TC = $210 [= 4($52.50)].

24‑6
(Key Question)  If the firm described in question 5 could engage in perfect price discrimination, what would be the level of output?  Of profits?  Draw a diagram showing the relevant demand, marginal‑revenue, average‑total-cost, and marginal‑cost curves and the equilibrium price and output for a nondiscriminating monopolist.  Use the same diagram to show the equilibrium position of a monopolist that is able to practice perfect price discrimination.  Compare equilibrium outputs, total revenues, economic profits, and consumer prices in the two cases.  Comment on the economic desirability of price discrimination.


Perfect price discrimination:  Output = 6.  TR would be $420 (= $100 + $83 + $71 + $63 + $55 + $48).  TC would be $285 [= 6(47.50)].  Profit would be $135 (= $420 -$285).


Your single diagram should combine Figure 24-8a and 24-8b in the chapter.  The discriminating monopolist faces a demand curve that is also its MR curve.  It will sell the first unit at f in Figure 24-8b and then sell each successive unit at lower prices (as shown on the demand curve) as it moves to Q2 units, where D (= MR) = MC.  Discriminating monopolist:  Greater output; total revenue, and profits.  Some consumers will pay a higher price under discriminating monopoly than with nondiscriminating monopoly; others, a lower price.  Good features:  greater output and improved allocative efficiency.  Bad feature:  More income is transferred from consumers to the monopolist.

24‑7
Assume a pure monopolist and a purely competitive firm have the same unit costs.  Contrast the two with respect to (a) price, (b) output, (c) profits, (d) allocation of resources, and (e) impact upon the distribution of income.  Since both monopolists and competitive firms follow the 
MC = MR rule in maximizing profits, how do you account for the different results?  Why might the costs of a purely competitive firm and a monopolist not be the same?  What are the implications of such cost differences?


With the same costs, the pure monopolist will charge a higher price, have a smaller output, and have higher economic profits in both the short run and the long run than the pure competitor.  As a matter of fact, the pure competitor will have no economic profits in the long run even though it might have some in the short run.  Because the monopolist does not produce at the point of minimum ATC and does not equate price and MC, its allocation of resources is inferior to that of the pure competitor.  Specifically, resources are underallocated to monopolistic industries.  Since a pure monopolist is more likely than the pure competitor to make economic profits in the short run and is, moreover, the only one of the two able to make economic profits in the long run, the distribution of income is more unequal with monopoly than with pure competition.


In pure competition, MR = P because the firm’s supply is so insignificant a part of industry supply that its output has no effect on price.  It can sell all that it wishes to at the price established by demand and the total industry supply.  The firm cannot force the price up by holding back part or all of its supply.


The monopolist, on the other hand, is the industry.  When it increases the quantity it produces, price drops.  When it decreases the quantity it produces, price rises.  In these circumstances, MR is always less than price for the monopolist; to sell more it must lower the price on all units, including those it could have sold at the higher price had it not put more on the market.  When the monopolist equates MR and MC, it is not selling at that price: The monopolist’s selling price is on the demand curve, vertically above the point of intersection of MR and MC.  Thus, the monopolist’s price will be higher than the pure competitor’s.


Economies of scale may be such as to ensure that one large firm can produce at lower cost than a multitude of small firms.  This is certainly the case with most public utilities.  And in such industries as basic steelmaking and car manufacturing, pure competition would involve a very high cost.  On the other hand, monopolies may suffer from X‑inefficiency, the inefficiency that a lack of competition allows.  Monopolies may also incur nonproductive costs through “rent‑seeking” expenditures.  For example, they may try to influence legislation that protects their monopoly powers.


The implications of the lower costs that economies of scale may give a monopolist are that a monopolist may not only produce at a lower cost than pure competitors but, in some cases, may also sell at a lower price.  If such is the case, the misallocation of resources is reduced.

24‑8
Critically evaluate and explain:

a.
“Because they can control product price, monopolists are always assured of profitable production by simply charging the highest price consumers will pay.”

b.
“The pure monopolist seeks the output that will yield the greatest per-unit profit.”

c.
“An excess of price over marginal cost is the market’s way of signaling the need for more production of a good.”

d.
“The more profitable a firm, the greater its monopoly power.”

e.
“The monopolist has a price policy; the competitive producer does not.”

f.
“With respect to resource allocation, the interests of the seller and of society coincide in a purely competitive market but conflict in a monopolized market.”

g.
“In a sense the monopolist makes a profit for not producing; the monopolist produces profits more than it does goods.”

(a)
The statement is false.  If the monopolist charged the highest price consumers would pay, it would sell precisely one unit!  (Conceivably, it might sell a little more than one if more than one consumer made matching bids for the first unit offered.)  It is highly unlikely that the sale of one unit (or a very few) would cover the very high AFC of one or a very few units.  And even a monopolist that does produce sensibly where MR = MC may still suffer a loss: P can be below ATC at all levels.

(b)
The statement is false.  The monopolist seeks the output that will yield the greatest profit.  The profit equation is Q(P ‑ ATC).  It is not (P ‑ ATC).  If the monopolist sells one unit for $100 when ATC is $60, then its profit per unit and total profit is $40 (= $100 ‑ $60).  Nice, but if the same monopolist can sell 1,000 units for $40 when ATC is $39, then, though its per unit profit is a mere $1 (= $40 ‑ $39), its total profit is $1,000 [= 1,000($40 ‑ $39)].  And this is much better than $40.

(c)
The statement is true.  Price is the value society sets on the last item produced.  Marginal cost is the value to society of the alternative production forgone when the last item is produced.  When P>MC, society is willing to pay more than the opportunity cost of the last item’s production.

(d)
This statement can be true and probably usually is.  Large profits allow expansion to gain economies of scale and thus prevent the late entry of smaller rivals.  Large profits also enable the firm to price below cost, to engage (illegally) in a price war.  Moreover, large profits in the short run are often associated with monopoly power.  And in the long run, only a firm with monopoly power can gain economic profits; in pure competition such profits would invariably be competed away by new entry.

(e)
The statement is true.  The monopolist must equate MR and MC.  Having determined at what quantity this equality occurs, the monopolist simultaneously sets price.  This price differs at each output because the demand curve is downsloping.  The pure competitor accepts the price given by total industry supply and demand.  Knowing this externally given price, the competitor then equates it with the firm’s MC and produces the amount determined by this equality.

(f)
The statement is true.  In pure competition, P = MC.  This means that the value society sets on the last item produced (its price) is equal to the cost of the alternative commodities that are not produced because of producing the last item of the commodity in question (its MC).  In monopoly, P>MC.  This means that society values the last item produced more than its cost.

(g)
The statement is true, “in a sense.”  If the nondiscriminating monopolist produced where P = MC, it would be producing more at a lower price—and gaining a lower profit.  By producing instead where MR = MC, the monopolist gains a greater profit by producing less where P>MC.  However, the monopolist does produce goods and can produce at a loss.  The statement really should be: “The monopolist does its best to produce profits by restricting the output of goods as much as necessary to ensure the equality of MR and MC.”  Not as neat, but more accurate.

24‑9
Assume a monopolistic publisher agrees to pay an author 15 percent of the total revenue from text sales.  Will the author and the publisher want to charge the same price for the text?  Explain.


The publisher is a monopolist seeking to maximize profits.  This will occur at the quantity of output where MC = MR.  (See Key Graph 24‑4)


The author who will receive 15% of the total revenue will maximize his payment if the book is priced where MR = 0.  This will occur where the price elasticity of demand is equal to 1 and total revenue is maximum.  (See Figure 24‑3)


The author would prefer a lower price than the publisher.  Consult Key Graph 24‑4 and compare the price charged where MC = MR and the price that would be necessary to maximize total revenue when MR = 0.  This is a highly unlikely outcome since the publisher, whether economically literate or not, is certain to recognize the revenue maximizing price as disadvantageous.

24‑10
Explain verbally and graphically how price (rate) regulation may improve the performance of monopolies.  In your answer distinguish between (a) socially optimal (marginal‑cost) pricing and (b) fair‑return (average‑total‑cost) pricing.  What is the “dilemma of regulation?”
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Monopolies that are natural monopolies are normally subject to regulation.  Because of extensive economies of scale, marginal cost is less than average total cost throughout the range of output.  An unregulated monopolist would produce at Qm when MC = MR and enjoy an economic profit.  Society would be better off with a larger quantity.  Output level Qr would be socially optimal because MC = Price and allocative efficiency would be achieved.  However, the firm would lose money producing at Qr since ATC exceeds the price.  In order for the firm to survive, public subsidies out of tax revenue would be necessary.  Another option for regulators is to allow a fair-return price which would allow the firm to break even economically (cover all costs including a normal profit).  Setting price equal to ATC would deliver Qf output and only partially solve the underallocation of resources.  Despite this dilemma regulation can improve on the results of monopoly from the social point of view.  Price regulation (even at the fair‑return price) can simultaneously reduce price, increase output, and reduce the economic profits of monopolies.

24‑11
(Key Question) It has been proposed that natural monopolists should be allowed to determine their profit‑maximizing outputs and prices and government should tax their profits away and distribute them to consumers in proportion to their purchases from the monopoly.  Is this proposal as socially desirable as requiring monopolists to equate price with marginal cost or average total cost?


No, the proposal does not consider that the output of the natural monopolist would still be at the suboptimal level where P > MC.  Too little would be produced and there would be an underallocation of resources.  Theoretically, it would be more desirable to force the natural monopolist to charge a price equal to marginal cost and subsidize any losses.  Even setting price equal to ATC would be an improvement over this proposal.  This fair-return pricing would allow for a normal profit and ensure greater production than the proposal would.

24-12
(Last Word)  How was De Beers able to control the world price of diamonds over the past several decades even though it produced only 50 percent of the diamonds?  What factors ended its monopoly?  What is its new strategy for earning economic profit, rather than just normal profit?


De Beers produces 50 percent of all rough-cut diamonds, but buys a large portion of the diamonds produced by other mines.  As a result, it marketed over 80 percent of the world’s diamonds.  


New diamonds were discovered and mined in Angola, Canada, and Australia and some of these diamonds were leaking into the world market.  In addition, Russia was allowed to sell a portion of its diamond stock directly into the world market.


De Beers’ new strategy is to transform itself into a firm selling premium diamonds and other luxury goods.  This new image will be portrayed in an advertising campaign.  
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