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MONOPOLY AND HOW IT ARISES 

How Monopoly Arises 

– Monopoly arises when there are 

• No close substitutes 

• Barriers to entry 

– No Close Substitutes 

– If a good has a close substitute, even though only 
one firm produces it, that firm effectively faces 
competition from the producers of substitutes. 
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16.1  MONOPOLY AND HOW IT 
ARISES 

– A Barrier to Entry 

– Any constraint that protects a firm from 
competitors is a barrier to entry.  

– There are three types of barrier to entry: 

• Natural 

• Ownership 

• Legal 



MONOPOLY AND HOW IT ARISES 

– Natural Barrier to Entry  

– A natural monopoly exists when the technology for 
producing a good or service enables one firm to 
meet the entire market demand at a lower price 
than two or more firms could.  

– One electric power distributor can meet the 
market demand for electricity at a lower cost than 
two or more firms could. 



MONOPOLY AND HOW IT ARISES 

– Ownership Barrier to Entry 

– A monopoly can arise in a market in which 
competition and entry are restricted by the 
concentration of ownership of a natural resource. 

– In the last century,  DeBeers created its own 
barrier to entry by buying control over most of the 
world’s diamonds, which prevents entry and 
competition. 



MONOPOLY AND HOW IT ARISES 

– Legal Barrier to Entry 

– A legal barrier to entry creates legal monopoly.  

– A legal monopoly is a market in which competition 
and entry are restricted by granting of a public 
franchise, government license, patent, or 
copyright. 

 



MONOPOLY AND HOW IT ARISES 

– A Public Franchise is an exclusive right granted to a firm to 
supply a good or service. For example: The U.S. Postal 
Service’s exclusive right to deliver first-class mail.  

– A government license controls entry into particular 
occupations, professions, and industries. 

– Patent is an exclusive right granted to the inventor of a 
product or service. 

– Copyright is an exclusive right granted to the author or 
composer of a literary, musical, dramatic, or artistic work.  

– In the United States, a patent is valid for 20 years. 



A Monopolist 

 A monopolist is a price seeker (price searcher). 

 A monopoly can charge any price it wants, but 
it cannot repeal the law of demand. 

– If it raises its price, it will sell less. 

– If it lowers its price, it will sell more. 



Price and Marginal Revenue for a Monopolist 



Activity 32 



Activity 32: 
Plotting Average 

Revenue and 
Marginal Revenue 

for a Monopoly 



Activity 32: 
Plotting Average 

Revenue and 
Marginal Revenue 

for a Monopoly 



The Profit-Maximizing Position of a Monopoly 
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Monopoly Price-Setting Strategies 

 Monopoly Price-Setting Strategies 

– A monopoly faces a tradeoff between price and 
the quantity sold.  

– To sell a larger quantity, the monopolist must set a 
lower price.  

– There are two price-setting possibilities that 
create different tradeoffs: 

• Single price 

• Price discrimination 
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MONOPOLY AND HOW IT ARISES 

 Single Price 

– A single-price monopoly is a firm that must sell each 
unit of its output for the same price to all its 
customers.  

– DeBeers sell diamonds (quality given) at a single 
price. 

 Price Discrimination 

– A price-discriminating monopoly is a firm that is 
able to sell different units of a good or service for 
different prices.  

– Airlines offer different prices for the same trip. 



Regulating Monopoly: Antitrust Policy in 
the Real World 

 Because a monopoly produces an inefficient level of 
output, government often tries to regulate monopoly 
or break up a monopoly into several firms. 

 A monopoly or any firm with market power can 
practice price discrimination.  

– This occurs when a producer is able to charge consumers 
with different tastes and preferences different prices for the 
same good. 

– Price discrimination works well only if the good-or-more 
likely the service-cannot be resold. 



SINGLE-PRICE MONOPOLY 

  Price and Marginal Revenue 

– Because in a monopoly there is only one firm, the 
firm’s demand curve is the market demand curve. 

• Total revenue 
–  The price multiplied by the quantity sold. 

• Marginal revenue 
– The change in total revenue resulting from a one-unit increase 

in the quantity sold. 

– Figure 16.2 on the next slide illustrates the 
relationship between marginal revenue and 
demand. 



Activity 36 



The Regulation of Natural Monopolies 

 Why natural monopolies occur 

 The advantages and disadvantages of regulating 
monopolies at the fair-return price 

 The advantages and disadvantages of regulating 
monopolies at the socially optimal price 
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WHAT IS MONOPOLISTIC COMPETITION? 

 Monopolistic competition is a market structure 
in which 

− A large number of firms compete. 

− Each firm produces a differentiated product. 

− Firms compete on price, product quality, and 
marketing. 

− Firms are free to enter and exit. 
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Large Number of Firms 

– Like perfect competition, the market has a large 
number of firms. Three implications are 

• Small market share 

• No market dominance 

• Collusion impossible 

WHAT IS MONOPOLISTIC COMPETITION? 



 Product Differentation 

– Product differentiation is making a product that is 
slightly different from the products of competing 
firms. 

– A differentiated product has close substitutes but 
it does not have perfect substitutes. 

– When the price of one firm’s product rises, the 
quantity demanded of that firm’s product 
decreases. 

WHAT IS MONOPOLISTIC COMPETITION? 



 Competing on Quality, Price, and Marketing 

Quality 

– Design, reliability, after-sales service, and buyer’s 
ease of access to the product. 

Price 

– Because of product differentiation, the demand 
curve for the firms’ product is downward sloping. 

Marketing 

– Marketing has two main forms: Advertising and 
packaging. 

WHAT IS MONOPOLISTIC COMPETITION? 



 Entry and Exit 

– No barriers to entry. 

– So the firm cannot make economic profit in the 
long run. 

 

 Identifying Monopolistic Competition 

– Two indexes: 

• The four-firm concentration ratio 

• The Herfindahl-Hirschman Index 

WHAT IS MONOPOLISTIC COMPETITION? 



 The Four-Firm Concentration Ratio 

– The four-firm concentration ratio is the percentage 
of the value of sales accounted for by the four 
largest firms in the industry. 

– The range of concentration ratio is from almost 
zero for perfect competition to 100 percent for 
monopoly. 

• A ratio that exceeds 60 percent is an indication of 
oligopoly. 

• A ratio of less than 40 percent is an indication of a 
competitive market—monopolistic competition. 

WHAT IS MONOPOLISTIC COMPETITION? 



 The Herfindahl-Hirschman Index 

– The Herfindahl-Hirschman Index (HHI) is the square of 
the percentage market share of each firm summed 
over the largest 50 firms in a market. 

– For example, if four firms have market shares of 50 
percent, 25 percent, 15 percent, and 10 percent, 
then 

– HHI = 502 + 252 + 152 + 102 = 3,450. 

– A market with an HHI of less than 1,000 is regarded 
as competitive and between 1,000 and 1,800 is 
moderately competitive. 

WHAT IS MONOPOLISTIC COMPETITION? 



 Limitations of Concentration Measures 

– The two main limitations of concentration 
measures alone as determinants of market 
structure are their failure to take proper account of 

• The geographical scope of a market 

• Barriers to entry and firm turnover 

WHAT IS MONOPOLISTIC COMPETITION? 



OUTPUT AND PRICE DECISIONS 

 How, given its costs and the demand for its jeans, 
does Tommy Hilfiger decide the quantity of jeans to 
produce and the price at which to sell them? 

 

 The Firm’s Profit-Maximizing Decision 

– The firm in monopolistic competition makes its 
output and price decision just like a monopoly 
firm does. 

– The figure on the next slides illustrates this 
decision. 



Short-Run and Long-Run Equilibrium for a 
Monopolistic Competitor 



Short-Run and Long-Run Equilibrium for a 
Monopolistic Competitor 



Short-Run and Long-Run Equilibrium for a 
Monopolistic Competitor 
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WHAT IS OLIGOPOLY? 

– Another market type that stands between perfect 
competition and monopoly. 

– Oligopoly is a market type in which: 

• A small number of firms compete. 

• Natural or legal barriers prevent the entry of new firms. 
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WHAT IS OLIGOPOLY? 

Small Number of Firms 

– In contrast to monopolistic competition and 
perfect competition, an oligopoly consists of a 
small number of firms. 

• Each firm has a large market share 

• The firms are interdependent 

• The firms have an incentive to collude 



WHAT IS OLIGOPOLY? 

 Interdependence 

– When a small number of firms compete in a 
market, they are interdependent in the sense that 
the profit earned by each firm depends on the 
firm’s own actions and on the actions of the other 
firms. 

– Before making a decision, each firm must consider 
how the other firms will react to its decision and 
influence its profit. 



WHAT IS OLIGOPOLY? 

 Temptation to Collude 

– When a small number of firms share a market, 
they can increase their profit by forming a cartel 
and acting like a monopoly. 

– A cartel is a group of firms acting together to limit 
output, raise price, and increase economic profit. 

– Cartels are illegal but they do operate in some 
markets. 

– Despite the temptation to collude, cartels tend to 
collapse. (We explain why in the final section.) 



WHAT IS OLIGOPOLY? 

Barriers to Entry 

– Either natural or legal barriers to entry can create 
an oligopoly. 

– Natural barriers arise from the combination of the 
demand for a product and economies of scale in 
producing it. 

– If the demand for a product limits to a small 
number the firms that can earn an economic 
profit, there is a natural oligopoly. 



Game Theory 

 Game theory is used to explain the strategic behavior 
of oligopolistic firms.  

 It is similar to a card game in which a player’s 
strategy depends on the cards he or she is dealt. 



Game Theory 

 A dominant strategy is one that is best for one player 
regardless of any strategy the other player follows. 

 A dominated strategy is one whose outcome 
depends on the strategy the other player uses. It can 
be a good strategy, if the player can predict the other 
player’s move. 

 A Nash Equilibrium is a combination of strategies that 
is the best response. It does not always provide the 
best result for society. 



How does Game Theory apply to these 
methods? 

 Overt collusion 

 Price leadership 

 Cost-plus pricing 


