CHAPTER 14: MONOPOLY AND MONOPOLISTIC COMPETITION
Questions and Exercises
The key difference between a monopolist and a perfect competitor is that a competitive firm is too small to affect market price, so it takes market prices as a given.
Monopoly is a market structure in which there is only one seller in the entire market. It is the polar opposite to perfect competition where there are many sellers. In this market structure the firm faces no competitive pressure from other firms. This means that a monopolist takes into account how its output affects price; its marginal revenue does not equal price. In order for more output to be sold the firm must lower its price unlike the firms in a perfectly competitive market where there are many firms, and each firm takes the price determined in the market.
A monopolist does not take price as given because it faces a downward sloping demand curve. As it increases production, consumers' willingness to pay falls, which means it will receive less per unit for the additional units produced along with all previous units produced.
To sell an additional unit, the monopolist has to reduce the price not just to the marginal buyer, but to all buyers. Because an increase in output lowers the price on all previous units, a monopolist’s marginal revenue is always below its price.
This is what is wrong in the graphs shown:
The marginal revenue curve is too steep. It should cut the x-axis at Q. In addition, quantity should be determined where MR = MC.
The curve labeled ATC is really the MC curve. Correctly labeled, the profit-maximizing level of output is determined where MC = MR.
Quantity should be determined by where MR = MC, not where MC = ATC. Also, the MC curve should intersect the ATC curve at the minimum point of the ATC curve. Lastly, profit is drawn incorrectly. The rectangle cannot extend past the quantity sold.
Quantity should be determined where MR = MC, not where MC=ATC.
A lump-sum tax on a monopolist would change her fixed costs but not the variable costs (or marginal costs). Consequently, the output and pricing decisions would not be affected.
A monopolist will tend to sell at a point on the demand curve where demand is elastic, but as the fish gets older (and smelly) the monopolist will wish to lower its price. The price will not likely be in the inelastic range, but it may if the fish are rotting, and the monopolist needs to sell its entire inventory.
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As shown in the accompanying graph, the profit maximizing condition MR = MC holds for both a perfect competitor and a monopolist. The difference is that for a perfect competitor, MR =  and so the perfect competitor chooses to produce where  = MC, which determines the profit-maximizing level of output, . In the case of a monopolist, MR < P, and so P > MC at the profit-maximizing level of output. The monopolist produces  and charges a price of .
[image: A price versus quantity graph plots MC, MR, and demand curves. The horizontal axis labeled quantity, from the left shows Q M and Q C. The vertical axis labeled price, from the bottom shows P C and P M. MR and demand curves are two straight decreasing lines starting from a common price. MR curve ends at a point just after Q C, and the demand curve ends at a point far beyond Q C. MC curve is concave up and increasing curve, which intersects both the curves. MC intersects the the demand curve at (Q C, P C). A point (Q M, P M) on the demand curve is marked above the intersection point.]
This is not necessarily true. Monopolists may or may not make pure economic profit. It depends on average total costs, which may be above the price the monopolist chooses. In long-run equilibrium, perfectly competitive firms break even, which means they make only a normal profit. So, profit is not the distinguishing factor. Instead, the distinguishing characteristic is that the monopolist can restrict output to hold up the market price; a perfect competitor cannot affect the market price.
Given the information in the problem, we can calculate:
	Q
	P
	TR
	M R
	FC
	VC
	TC
	ATC

	2
	12
	24
	11
	20
	6
	26
	13.00

	3
	11
	33
	9
	20
	9
	29
	9.67

	4
	10
	40
	7
	20
	12
	32
	8.00

	5
	9
	45
	5
	20
	15
	35
	7.00

	6
	8
	48
	3
	20
	18
	38
	6.33

	7
	7
	49
	1
	20
	21
	41
	5.86

	8
	6
	48
	-1
	20
	24
	44
	5.50

	9
	5
	45
	-3
	20
	27
	47
	5.22

	10
	4
	40
	-5
	20
	30
	50
	5.00

	11
	3
	33
	-7
	20
	33
	53
	4.82

	12
	2
	24
	-9
	20
	36
	56
	4.67


1. 
1. See accompanying graph.
1. The monopolist would produce where MR = MC, between 5 and 6 units of output.
A perfectly competitive firm would produce where P = MC, shown on the graph where the MC curve crosses the market demand curve—at 11 units of output.
[image: A price versus quantity graph plots MC, MR, and ATC curves. The horizontal axis labeled quantity, ranges from 0 through 15 in increments of 1. The vertical axis labeled price in dollars, ranges from 0 through 20 in increments of 1. The horizontal line labeled MC is drawn from (0, 3). MR and demand curves are two straight decreasing lines starting from (0, 14). MR curve ends at (7, 0) and the demand curve ends at (14, 0). ATC curve is concave up decreasing curve which intersects all three curves. MC intersects the demand curve at (12, 3). A point (6, 10) on the demand curve is marked above this intersection point.]


In the accompanying graph, the welfare loss is shown as the shaded triangle. The welfare loss triangle is represented by the horizontal distance between the monopoly output and the perfectly competitive output and the vertical distance above the marginal cost curve and below the demand curve. This welfare cost of a monopoly is one of the reasons economists oppose monopolies.
[image: A price versus quantity graph plots MC, MR, and demand curves, along with a shaded region. The horizontal axis labeled quantity, from the left shows Q M and Q C. The vertical axis labeled price, from the bottom, shows P C and P M. MR and demand curves are two straight decreasing lines starting from a common price. MR curve ends at a point just after Q C, and the demand curve ends at a point far beyond Q C. MC curve is concave up and increasing curve, which intersects both curves. MC intersects the demand curve at (Q C, P C). A point (Q M, P M) on the demand curve is marked above this intersection point. A roughly triangular region formed with the points (Q M, P M), the point of intersection of MC and MR at Q M, and (Q C, P C) is shaded.]





A perfectly elastic marginal cost curve is shown in the accompanying graph as the horizontal straight line . Because the opportunity cost of providing additional units does not increase, welfare loss is greatest with constant marginal costs—shown as the large, shaded triangle. One can see that welfare loss falls with increasing marginal costs by rotating the marginal cost curve up. An example, , is shown. Welfare loss is bounded by the MC curve, the demand curve, and the  quantity line.
[image: A price versus quantity graph plots 2 MC, MR, and demand curves, along with a shaded region. The horizontal axis labeled quantity, from the left shows Q M and Q C. The vertical axis labeled price, from the bottom shows P C and P M. MR and demand curves are two straight decreasing lines starting from a common price. MR curve ends at a point between Q M and Q C, and the demand curve ends at a point far beyond Q C. MC 1 curve is a straight increasing line, which intersects all three curves. MC 1 intersects MR curve at (Q M, P C). MC 0 is a horizontal line at P C, which intersects MC 1 and MR curves at (Q M, P C), and the demand curve at (Q C, P C), respectively. A point (Q M, P M) on the demand curve is marked above the intersection points. Dashed lines drawn from these points connect to the two axes, forming a triangular region between the points (Q M, P C), (Q M, P M), and (Q C, P C). This region is shaded.]
It must be able to (1) identify groups with different elasticities, (2) separate the groups, and (3) limit the ability to resell the good among groups.
a.	Blocking entry raises fares and reduces the number of flights.
1. Airlines would be willing to spend up to the additional rent they will gain by blocking entry.
In industries with strong economies of scale, efficiency tends to increase as the number of firms decreases. With economies of scale, as each firm increases its output, its costs per unit fall. This means that fewer firms, each producing higher output, can produce more efficiently than more firms each producing lower output. A natural monopoly is an example of an industry in which a single firm can produce at lower costs than can two or more firms.
One cost is the lost profit to Bayer, which will likely lead to lower investment in drug research. If drug makers believe that government will ignore patents on future drugs, thereby lowering future profits, they will spend less on developing new drugs. So, the cost to society of a policy of disregarding a patent is the potential of having fewer drugs to fight disease in the future.


a.	Since MC is falling and always below ATC, the firm will not cover its costs if price equals marginal cost. In the graph, it would charge PC and incur a per unit cost of  The loss shown in the graph is shaded area B. To stay in business, firms must at least cover costs.
1. 

It would set quantity where MR = MC, in the graph  and then charge a price that consumers are willing to pay for that quantity-  It would earn a profit shown by the shaded area A.
[image: A price versus quantity graph plots MC, AC, MR, and demand curves, along with 2 shaded regions. The horizontal axis labeled quantity, from the left shows Q M and Q C. The vertical axis labeled price, from the bottom shows P C, C C, C M, and P M. MR and demand curves are two straight decreasing lines. MR ends at a point just after Q M, and the demand curve ends at a point just after Q C. MC and AC curves are concave up decreasing curves intersecting both MR and demand curves. MC curve intersects MR and demand curve at (Q M, C C) and (Q C, P C), respectively. A point (Q M, P M) on the demand curve is marked above the intersection points. A rectangular region formed with the points (0, C M), (0, P M), (Q M, P M), and (Q M, C M) is shaded and labeled A. Another rectangular region formed with the points (0, P C), (0, C C), (Q C, C C), and (Q C, P C) is shaded and labeled B.]
1. At a minimum, it must be allowed to charge its average cost. Alternatively, if the government subsidized all fixed costs, it could price at its marginal cost.
The first mover advantage are the benefits gained from being the first to gain a significant share of a market. It creates a virtuous cycle where, as the size of the network grows, so do its benefits. This provides benefits to monopolists.
The benefits of platform monopolies are that it creates networks that connect people to one another. As the monopoly grows in size, so does the total value and the benefit of the network to each individual user. The cost is the concentration of market power in the hands of a small number of firms and the significant amount of user data harvested by the platform monopolies that can be sold.
Firms can differentiate products through advertising. The overriding objective of product differentiation is to maintain or increase market share by creating a small monopolistic niche which increases demand, making it more inelastic.
Monopolistic competition gets its competitive aspect from having many sellers and making zero economic profit in the long run. Monopolistic competition gets its monopolistic aspect from product differentiation that allows for monopolistic niches within markets. This means that the firm faces a downward-sloping demand curve, allowing the firm to restrict output and increase price in the short run, which also means the firm is charging a higher price than MR.
a.	Given this table, the monopolistic competitor would produce where MC = MR, which is at about Q = 4. (We are rounding to whole numbers and calculating marginal revenue as the increase in revenue of one unit.)
1. 



To calculate the firm’s average fixed cost at that level of output, we first need to calculate total fixed costs. Total fixed cost = total cost – total variable cost. First, we calculate total cost. Because in the long run a monopolistic competitor earns no profit at the profit-maximizing level of output, its total cost at that level equals total revenue. Since total revenue , total cost = $72. Given that information we can calculate total variable cost, which since the firm's marginal costs are constant at $6, is . Total fixed cost is then . Average fixed costs at an output of 4 units are .
The monopolistic competitor does not earn economic profits in the long run because of free entry and exit. If there’s profit, a new competitor will enter the market, decreasing the existing firms’ demand.

1. a.	See the accompanying graph. The profit maximizing quantity is 150, the price will be $9. Assuming there are no fixed costs, profit will be $3 per unit or $450.
1. In the long run, with entry, costs would rise (advertising would increase) and the demand curve would shift in until production for each firm asymptotically approached zero.
[image: A price versus quantity graph plots MR, Demand, MC, and ATC curves indicating the shift in demand. The horizontal axis labeled quantity ranges from 1 through 600 in increments of 50. The vertical axis labeled price in dollars ranges from 0 through 12 in increments of 1. The MC equals ATC curve is a horizontal line from (0, 6) to (450, 6). The demand curve is a decreasing line from (0, 12) to (600, 0). The MR is a decreasing line from (0, 12) to (300, 0). An unlabeled curve decreases from (0, 6) to (150, 0). The demand curve shifts to the left from (0, 6) to (300, 0). The MC equals ATC curve intersects original demand curve at (320, 6) and MR curve at (150, 6). A square region formed with the points (0, 6), (0, 9), (150, 9), and (150, 6) is shaded. All data are approximate.]

a.	This is likely monopolistic competition. There are many firms, and their products are differentiated.
1. This behavior is a type of advertising that is intended to increase demand and reduce elasticity of demand. This advertising attempts to differentiate one product from the other products for sale. It also provides a barrier to entry for competitors.
1. Monopolistic competitors earn no profit in the long run. P = ATC as shown in the accompanying graph.
[image: A price versus quantity graph plots MC, ATC, MR, and demand curves. The horizontal axis labeled quantity, from the left shows Q M. The vertical axis labeled price, from the bottom shows P M. MR and demand curves are two straight decreasing lines starting from a common price. MR curve ends at a point just after Q M, and the demand curve ends at a point far beyond Q M. MC curve is concave up and increasing curve, which intersects all three curves. A point (Q M, P M) on the demand curve is marked, where the ATC curve is tangent to the demand curve. ]
Their argument is likely that the high cost of shelf space is a barrier to entry for them and is therefore unfair competitive practice. The retailer is using its monopolistic power over shelf space to extract profit from the supplier.
1. An argument from the other side is that firms that produce better products have the profit available to afford to pay the slotting fee and therefore the willingness to pay a high slotting fee is an indication to consumers of a better-quality product.










As shown in the accompanying graph, the profit maximizing condition MR = MC holds for both a perfect competitor and a monopolistic competitor. The monopolistic competitor, however, does have some market control and thus, P > MR, and so P > MC at the profit-maximizing level of output. However, to maintain that market share it must advertise, which raises its ATC until it earns no profit. The monopolistic competitor produces  and charges a price of . At , average total cost is , and it earns no profit. The monopolistic competitor faces some competition. The perfect competitor produces  and accepts a price of . It also makes no profit because there are no barriers to entry and new entrants into the market eliminate any profit.

[image: A price versus quantity graph plots MC, MR, and demand curves. The horizontal axis labeled quantity, from the left shows Q M and Q C. The vertical axis labeled price, from the bottom shows P C and P M. MR and demand curves are two straight decreasing lines starting from a common price. MR curve ends at a point just after Q C, and the demand curve ends at a point far beyond Q C. MC curve is concave up and increasing curve, which intersects both the curves. MC intersects the the demand curve at (Q C, P C). A point (Q M, P M) on the demand curve is marked above the intersection point.]
Questions from Alternative Perspectives
1. Austrian
An Austrian would say that this suggests that governments should have only a minimal amount of power. Power should reside in the mechanism of the marketplace.
Feminist
Men tend to have a monopoly of the best jobs, if by best jobs, one means the highest-paying jobs. The monopoly is protected by limiting entry—the “old boys’ club” for hiring employees. As more women become entrepreneurs and can underprice firms that discriminate against women, the monopoly may erode. Additionally, through the 3rd wave of feminist activism, women are continually advocating for greater opportunities and equal wages in the workplace.
Institutionalist
As neither the rules of the game nor the goals of its players have changed, Veblen’s analysis remains pertinent from Rockefeller to Gates. A good class exercise would be to summarize Rockefeller’s techniques, then have students find parallels in the Microsoft trial summarized in the text.
The implication is that government has a role to play in enforcing fair business practices.
Radical
1. This is a normative question that has different answers depending on one’s normative views. Radical economists generally believe that the length of patents should be reduced.
Arguments can be made to this effect; it depends on the characteristics of each industry.
Research in areas where there are no patents could be publicly funded, or funded by non-profit foundations.
Religious
1. This is a debatable question that the courts will have to answer. Currently, they have allowed life forms to be patented.
Most religiously oriented economists would argue that life forms should not be patented because life is created by the Divine. No one has the right to usurp that position.
It might undermine some people’s conception of God, but it need not since one still has to deal with the problem of who created life and the existence of matter itself.
Austrian
1. Firms differentiate their products in many ways, for example, through innovative packaging and advertising.
There are very few examples of exactly homogenous products. Some vegetables might be homogeneous, but even here differences such as the difference between Vidalia onions and just plain sweet onions exist.
It suggests that very few real-world markets are perfectly competitive.
It is difficult to say whether this market structure is fair or not; it just “is.” Some may believe that packaging and marketing expenditures do not benefit society, but that is a value judgment upon which people reasonably disagree. Nothing should be done about it because such product differentiation is at the core of competition among firms. It leads to innovative products that will benefit society.
Institutionalist
1. The distinction between real and unreal is one of perception. Perceptions depend upon interpretation of information flows. These flows are engineered to create a perception that a difference is important, thus real.
Because perceptions are inherently subjective, there is no objective universal answer to a.
To the extent that our preferences are based on advertising and society, there aren’t even objective individual answers to a or b. Economists assume preferences are given, but preferences are social constructs purposefully constructed to advance vested interests.
My answer suggests that the benefits of the market may themselves be an illusion and not objective.
Issues to Ponder
1. The development of such a machine would probably reduce the demand for college education to the extent that it would be a lower-priced substitute. (But remember, gaining knowledge is not the only aspect of college—what about the social experiences, the sports, and so on?) If one college could monopolize the production of this machine, it could probably charge close to the current price of college and hire professors to do pure research with the proceeds.

	Q
	P
	TR
	M R
	TC
	MC
	ATC

	0
	4.20
	0.00
	
	3.20
	
	

	1
	3.80
	3.80
	3.80
	4.20
	1.00
	4.20

	2
	3.40
	6.80
	3.00
	5.60
	1.40
	2.80

	3
	3.00
	9.00
	2.20
	7.80
	2.20
	2.60

	4
	2.60
	10.40
	1.40
	10.40
	2.60
	2.60

	5
	2.20
	11.00
	0.60
	13.40
	3.00
	2.68

	6
	1.90
	11.40
	0.40
	16.80
	3.40
	2.80


1. Fixed cost is $3.20 per month per resident.
1. 
MC = MR at 3 collections per month. The price charged is $3 per pickup. Profit is  per pickup per person, or $1.20 per person.
P = MC at 4 collections per month. The price charged would be $2.60 per pickup. There would be only normal profits. Economic profit would be zero.
The city government should prefer competitive bidding unless there is a natural monopoly. The quality of the pickup would be expected to be greater for the competitive industry because monopolists do not face competitors.
Computer printers require, but don’t come with, ink cartridges. If these cartridges are specific to the machine, the company will have a monopoly in them, and can charge a high price relative to the cost. So, what the firm is doing is buying a monopoly in cartridges by giving them away for free. (I recently paid $40 for a color ink cartridge for a printer that initially was given away for free.)
a.	A possible reason is price discrimination. Individuals in Palo Alto may have a less elastic demand than individuals in Pleasanton if there were different zoning regulations that limited the number of gas stations in Palo Alto compared to Pleasanton. There are other possible reasons that relate to the elasticity of demand, but without more specific information it is difficult to choose one.
1. One possible policy is the following: They might suggest ruling that firms must charge the same price at all stations. The problem with this policy is one of enforcement. It would require enormous amounts of data and a large bureaucracy to enforce, as does any type of price control. Also, gas stations in places with higher real estate prices and wages have higher costs to cover and therefore may need to charge higher prices to remain in business.
1. Probably not. What the policy suggested in b would do is to equalize prices, which would tend to help richer communities where gas prices now tend to be higher and hurt poorer communities where gas prices tend now to be lower.
a.	This is partly an example of price discrimination; the offers are limited to specific groups such as students or educators, who have more elastic demands.
1. If most subscribers get the discount, the reason is less likely to be price discrimination, although the publisher is still price discriminating because people who buy a single issue are still paying $3.95 per magazine. The other reason why Time might offer the magazine at such a low cost is that they have an incentive to have a large subscriber base.
1. The reason they can afford not to have subscription revenue cover costs is that a magazine gets most of their revenue from advertising. The higher the subscription base, the more advertisers are willing to pay, and the higher the magazine’s advertising revenue.
[bookmark: _heading=h.gjdgxs]a.	Removing copyrights would cause the price of textbooks to fall and output to rise.
1. The argument for copyrights is that without some guarantee of profits from their ideas, people would be unlikely to engage in the effort associated with generating new ideas, products, etc. If that is the case, then copyrights may be justified. If people would write good books anyway, then society would probably be better off without copyrights, because more books would be sold at a lower price.
Colleges price discriminate by charging different prices to different students through financial aid and scholarships. A student whose elasticity is greater--perhaps because she has a better financial aid packed elsewhere--may be able to negotiate a higher financial aid package at another school. Whether this should be lawful is a normative question. To the extent that financial aid allows those with less income to attend college and a social goal is to make higher education available to all, one would support this. To the extent that financial aid raises tuition for everyone else, some may argue that this practice is unfair.
The first thing to note is that publishers have pricing power. Therefore, they are able to price discriminate—charge buyers with different elasticities of demand different prices. The publisher charges a higher price to those who are eagerly awaiting the next book in a series and buy the book upon first release; their demand is less elastic. The publisher prints the book in hardcover to give the customer the feeling that they are buying a higher quality book. Publishers charge a lower price to those who are willing to wait a year (have more elastic demand).
Whether product differentiation makes us better or worse off is a matter of opinion. To the extent that differences result in no greater pleasure on the part of consumers or limit future innovation, one can argue that funds spent to differentiate make society worse off. There are many other possible arguments.
APPENDIX: THE ALGEBRA OF COMPETITIVE AND MONOPOLISTIC FIRMS
1. a.	For a competitive industry, the profit maximizing output is 8.8 and the price is 41.2.
1. For a monopolist, the profit maximizing output is 7.33 and price is 42.66.
1. The quantity is lower, and the price is higher for the monopolist.
a.	Q = 2, P = $39.50
1. ATC = $52
1. Profit = −$25
a.	The profit-maximizing level of output does not change as fixed costs change.
1. ATC = $78.
1. Profit = −$77.
a.	Q = 6, P = $18
1. Q = 12, P = 0
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