AS Micro Unit 1 Economics: Revision on Market Power
Most markets are competitive with a number of suppliers (producers) competing for the demand of consumers. Some are more competitive than others. At AS level it is important to understand some of the factors that lead to market (monopoly) power and to evaluate the costs and benefits of markets where monopoly power exists together with the effects of different types of government intervention.

In competitive markets

1. There are many suppliers, none of whom dominates the market (i.e. diluted rather than concentrated)
2. High cross price elasticity of demand – because consumers have plenty of choice  / substitutes

3. Low barriers to entry and exit – new firms can enter the market if profits are high enough (incentives!)
4. Intense price and non-price competition – as firms battle for market share and dominance

There are many occasions when competitive markets fail – e.g. when they fail to take into account externalities and where there is information failure. But there are also advantages from having sufficient competition:

· Lower prices - because of the large number of competing firms – improved allocative efficiency

· Firms attempt to minimize their costs per unit – improved productive efficiency

· Faster rate of technological progress and innovation – improved dynamic efficiency

The case against monopoly power
· Monopolists earn extra profit at the expense of efficiency by setting prices above those that would exist in competitive markets. This can lead to a misallocation of resources e.g. loss of allocative efficiency

· If there is an oligopoly, the leading firms may engage in collusive behaviour designed to keep market prices higher than under competition

· Lack of competition might cause average costs to rise which leads to productive inefficiency

· If firms feel that competition is weak, there may be less pressure to be dynamically efficient
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When demand is price inelastic, firms with market power can raise prices well above cost and make higher profits. Competition within a market makes demand more price sensitive (see right-hand diagram)
Try to use at least one analysis diagram showing how a firm with market power might extract consumer surplus and turn it into extra producer surplus. Better answers might also bring in the idea of a deadweight loss of welfare – i.e. monopoly power can lead to market failure and justify some kind of intervention.

Benefits from monopoly power

1. Economies of scale and investment: monopoly suppliers might be better placed to exploit internal economies of scale – means that consumers may benefit from lower prices / improved affordability

2. An economy may need large scale businesses with market power to compete effectively in the global economy
3. Research and development and innovation: higher profits might lead to a faster rate of technological development that will reduce costs and produce better quality products for consumers e.g. innovation in the motor industry / pharmaceuticals / web search / digital technologies
4. The natural monopoly justification: A natural monopoly occurs in an industry where costs per unit falls over a wide range of output levels such that there may be room only for one supplier to fully exploit the economies of scale in the market and therefore achieve productive efficiency

5. Regulation: Markets with a monopoly can be successfully regulated by regulators so that some of the benefits of competition are achieved without sacrificing the benefits from economies of scale – the regulator is acting as a surrogate competitor (e.g. capping mobile phone roaming charges in EU)

6. Monopoly businesses as agents for social good – it is too simplistic to paint monopolists as inevitably damaging social welfare. Here is an example drawn from the USA concerning Walmart (source: The Economist) “Wal-Mart clearly has market power, which it occasionally uses abusively, if not necessarily illegally. But sometimes, it uses its market power to accomplish things government entities are unwilling or unable to accomplish—pressing environmental standards on its suppliers, for instance, or reining in abusive lenders.”
Regulation of monopoly

The main regulators are

1. Competition Commission – who investigate markets where there are concerns over a possible lack of competition? They also look at the competition effects of mergers and takeovers

2. Office of Fair Trading (OFT) – which investigates allegations of anti-competitive behaviour including price fixing by producer cartels (note 1 and 2 are set to merge under a revamp of UK competition law) 
3. EU Competition Authority which monitors competition in the EU single market

4. Industry regulators such as Post-Comm (Mail services), OFCOM (telecommunications), OFWAT (water industry) and OFGEM (energy markets including electricity and gas) and OFRAIL

The main role of the regulator is to make sure that producers in the market are providing a good quality service even when the amount of competition is limited. In some industries (e.g. postal services) the regulator can control the prices that the monopolist can charge e.g. some fares on the railway are controlled. 

The regulator may also try to inject some fresh competition – this is known as deregulation

Key terms

Competitive market: A competitive market is one where no single firm has a dominant position and where the consumer has plenty of choice when buying goods or services. There are few barriers to the entry of new firms which allows new businesses to enter the market if they believe they can make sufficient profits. 

Anti-competitive behaviour: Anti-competitive practices are strategies operated by firms that are deliberately behaviour designed to limit the degree of competition inside a market. Such actions can be taken by one firm in isolation or a number of firms engaged in some form of explicit or implicit collusion. Where firms are found to be colluding on price it could be seen to be against the public interest. 

Horizontal integration: Where two firms join at the same stage of production in one industry. For example two car manufacturers may decide to merge, or a leading bank successfully takes-over another bank 

Cartel: A cartel is a formal agreement among firms. Cartels usually occur in an oligopolistic industry. Cartel members may agree on such matters as price fixing, total industry output, market shares, allocation of customers, allocation of territories, bid rigging, establishment of common sales agencies, and the division of profits or combination of these. Cartels are illegal under UK and European competition laws. 

Local monopoly: A monopoly limited to a specific geographical area 

Market power: Market power refers to the ability of a firm to influence or control the terms and condition on which goods are bought and sold. Monopolies can influence price by varying their output because consumers have limited choice of rival products. 

Monopoly: A pure monopolist is a single seller of a product in a given market or industry. This means the firm has a market share of 100%. The working definition of a monopolistic market relates to any firm with greater than 25% of the industries’ total sales 

Monopsony: A situation in a market where the buyer has power or leverage against the seller. Typically this happens when the buyer is purchasing a large volume of a product relative to total sales. They may be able to use their buying power to drive down the price paid or to negotiate other favourable conditions with the producer. 


Natural monopoly:  A market situation in which economies of scale are such that a single firm of efficient size is able to supply the entire market demand 

Oligopoly: An oligopoly is a market dominated by a few large suppliers. The degree of market concentration is high with typically the leading five firms taking over sixty per cent of total market sales 

Profits: Profits are made when total revenue exceeds total cost. Total profit = total revenue - total cost. Profit per unit supplied = price = average total cost. The standard assumption is that private sector businesses seek to make the highest profit possible from operating in a market 

State monopoly: A monopoly that is owned and managed by a government - also known as a nationalised industry 
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