Monopoly Price and
Output

A2 Microeconomics

Monopoly price and output
The constraints on a monopolist

Monopoly and economic efficiency

tutor2u

o Key Issues

o The meaning of monopoly power

o Monopoly price and output equilibrium

o How monopoly may affect economic welfare and
economic efficiency

Allocative and productive efficiency

Dynamic efficiency

X inefficiency / external diseconomies of scale
o How monopoly power may benefit consumers

Economies of Scale

Natural monopoly arguments

o The arguments for and against reducing monopoly power
through competition policy
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Market concentration

o The concentration ratio is a way of
measuring monopoly power

o A five firm ratio adds together the market
share of the leading five firms in the
market

o The higher the concentration ratio the
stronger is the hold on the market held
by the leading businesses
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Example: UK Grocery Market

Asda (Walmart) 16.8
Sainsburys 16.2
Waitrose 4.2
Morrison / Safeway 11.4
Marks and Spencer 3.5
Kwik Save 2.6
Iceland 1.9
Co-Op / Somerfield 5.9

Market share in 2010 .
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Monopoly demand

o A pure monopolist can take market
demand as its own demand curve

o The firm is a price maker but a
monopoly cannot charge a price that the
consumers in the market will not bear

o The elasticity of the demand curve

acts as a constraint on the pricing-power

of the monopolist

o Assuming that the firm aims to maximise

profits (where MR=MC)
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® A rise in demand
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o Welfare Loss under Monopoly
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o Welfare Loss under Monopoly
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o Welfare Loss under Monopoly

Competitive Market Pure Monopoly
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Competitive Market Pure Monopoly
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The Welfare Effects of
Monopoly
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Cost and The monopoly price is greater than the marginal
Profit cost of supply — this leads to an allocative inefficient
outcome and a loss of economic welfare
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The Case Against Monopoly

o (1) The main case against monopoly is that it
can earn abnormal profits at the expense of
economic efficiency

(a) The monopolist can extract a price from
consumers that is above the marginal cost of
resources used in making the product

(b) l.e. consumer surplus turned into
producer surplus (extra monopoly profit)

o (2) Consumers’ needs and wants are not being
satisfied - product is under-consumed

because price is above cost o
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The Case Against Monopoly

o (3) There may be little pressure for a firm with
monopoly power to maximise their efficiency or
minimise costs of production

(i) “Managerial slack” or “X-inefficiencies”

(ii) Limited incentives to adopt cost-reducing
innovations

(i) (John Hicks) “The best of all monopoly
profits is a quiet life”

The result may be a higher level of costs per
unit (external diseconomies of scale)
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Cost and
Profit
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X-inefficiency — a further loss
of economic welfare

Higher costs due to production inefficiencies can
lead to a further rise in the monopolist’s equilibrium
price — reducing output further below the competitive
level — and causing a deeper loss of welfare
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The Case for Competition
(from the OFT)

o Competitive markets provide the best means of ensuring
that the economy's resources are put to their best use by
encouraging enterprise and efficiency, and widening
choice

o Where markets work well, they provide strong incentives
for good performance - encouraging firms to improve
productivity, to reduce prices and to innovate; whilst
rewarding consumers with lower prices, higher quality,
and wider choice

o By encouraging efficiency, competition in the domestic
market - whether between domestic firms alone or
between those and overseas firms - also contributes to
our international competitiveness
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o Monopoly & Scale Economies

Competitive Market
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® Cross-Subsidisation

o Cross—subsidisation is a decision to fund a loss from
one product by raising the price of another

o Examples of cross subsidisation:

A rail network provider might charge more to freight
traffic than for passenger services

Universities charging higher fees for foreign students
to partly fund cheaper places for domestic students

Mobile phone retailers selling handsets at prices
below cost — knowing that they can cross-subsidise
this by selling phone contracts to customers — a
process known as ‘locking in’

Lower prices for educational usage of a piece of

tutur'zl.f

software and higher prices for corporate versions ‘@
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A Natural Monopoly

o A natural monopoly occurs in an industry where long-
run average costs fall over a wide range of output levels

o There may be room only for one supplier to fully exploit
the economies of scale in the market and therefore
achieve productive efficiency

o The main utilities such as gas, electricity and water are
often seen as examples because of the huge fixed costs
of building and maintaining nationwide networks of cables
and pipes

o The natural monopoly through the exploitation of
economies of scale can in theory undercut any actual or
potential rivals purely on the grounds of cost
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Join our Facebook Fan Page

The home for teaching and
learning resources for
Business Studies, Economics,
Politics, Sociology, Law,
Marketing, Accounting,
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students... on Tuesday dear
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_A Demand and supply in action - Death of the bidet!

“The bidst, onics the height of sophistication in bathrooms, is stowly dying out in Britain,

Source: tutor2u GCSE Economics Blog
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Some terrific economics / management lectures coming up

There are a number of interesting talks and lectures in London in the next ten days if
colleagues are out and ahout and perhaps within striking distance of the capital, T will be
attending them and if you are around, it would be good to meet up for & coffes or

something stronger!,
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Student Revision

Workshops

Our Team of Top Presenters: Geoff Riley | Ruth Tarrant | Paul Bridges
Mike Smalley | Andy Threadgould | Nicky King | Lisa Newton
Andrew Ireson | Amanda Campion | Mo Tanweer | Ben White

tutor2u's intensive one-day revision workshops are the ideal preparation for AS

& A2 Economics exams. Our experienced and enthusiastic presenter team show
you what you need to know and how to develop & practice exam technique to

maximise your performance on the day. We use modern cinema screens, high

quality materals and interactive presentations to maximise the leamning. Please

book early - tutor2u workshops are incredibly popular!

S‘ludents ]ust £2l:l per plm:e (+V.ﬁTl

Tmermmfree,mchdrghuﬁetlunch | tutor‘zu
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Keep up-to-date with
economics, resources, quizzes
and worksheets for your
economics course
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