CHAPTER 11 - MONOPOLY AND PRICE SEARCHERS 



Cartel Case Study: NYC Taxis, p. 436 and 459. 

PURE MONOPOLY 

Pure Monopoly: Market with a single (1) seller. 

Near Monopoly: Market where a single firm, or several firms, has (have) 90% or more of the "market." 

Cartel: A group of firms that acts as a monopolist. 

Problem: How to tell the difference between: a) monopoly power leading to a single dominant firm (coercive, anti-competitive monopoly) and b) an extremely efficient firm that emerges as an industry leader and becomes the dominant firm, e.g. Alcoa? 

Precondition for a true monopoly: a) High barriers to entry and b) Monopolist produces a good for which there is no good substitute.  Problem: what is "high" and what is a “good,” point out the ambiguity of "monopoly." 

Price and Output Decision for Monopolist (one seller), graph p. 438, Figure 11.1.  Being insulated from competition somehow, the firm can raise price and not attract competition.  However, it has to charge a realistic price based on market demand - even a monopolist faces a downward sloping demand curve; therefore there is a limit to the price it can charge.  At very high prices, the monopolist would lose all its customers. 

Also, note that a monopolist can lose money, e.g. there are thousands of patents that give the inventor protection from competition (monopoly privilege) for 17 years, but are not commercially viable, either because ATC is too high or P is too low, and firm would lose money trying to produce the good.  See p. 439, Figure 11.2, only if market demand is D1 will the monopolist make money. 

A profit-maximizing monopolist facing a downward sloping demand curve, and would act like any other profit-maximizing firm and increase output as long as MR > MC, and would produce Q* where MR = MC.  In Figure 11.1, the monopolist produces Qm* and charges Pm*.   When producing Qm, Pm > ATC, and TR > TC, and Econ Profits > 0.  The green shaded area in Figure 11.1 represents the monopoly profits. 

POINT: Without barriers to entry, the Pos Econ Profits on p. 438 would attract competition from other firms, and in the LR profits would get driven to zero as Price was driven down to ATC.  However, with some legal protection against competition (e.g. patent protection), the monopolist could sustain the economic profits in the LR. 

Example of possible "monopolies": 

1. Xerox Corporation, developed the first copiers in the late 60s, and had monopoly patent protection, giving it 95% market share in the 70s.  However, eventually the patents expired, and even before that other firms developed new and even better copier technology with new technology (without infringing on Xerox's patents).  Now, Xerox is just one of about 12 firms in the global copier market.  Illustrates how innovation, advances in technology, dynamic changes in the market erode a dominant firm's market share.  For example, the case of IBM.... 

2. Acting like a cartel, the American Medical Association (AMA) once had very strict control over the supply of physicians in the U.S. (by limiting the number of students admitted to med school each year), and by limiting the number of doctors the AMA was able to increase salaries significantly.  This is an example of how "occupational licensure" can be used to limit competition and raise wages.  Who do workers compete against for higher wages? 

For example, there are about 25,000 physicians in Michigan.  Every year there are over 10,000 applications to the three med schools in Mich., UMAA, MSU and WSU.  Ann Arbor accepts 170, MSU 105 and WSU 256, for a total of 531 new medical students each year, which is about a 5% acceptance rate. 

3. Alcoa Aluminum (Aluminum Company of America) started in 1888, and became the dominant firm worldwide in the production of aluminum, which was just developing as a new industry in the late 1800s.  Alcoa started after a group of engineers developed a commercially cheap method of smelting aluminum, by electrolysis, and eventually became the world's leading producer of aluminum, with mines and plants all over the world.  Alcoa maintained its dominant position for decades, because it continually expanded production to meet the rising demand.  Aluminum prices fell from something like $2 / lb. to 15 cents per lb. for raw aluminum over a 50 year period due to Alcoa's increasing efficiency.  As prices fell, sales increased, and Alcoa kept expanding output to meet rising world demand. 

Alcoa maintained its dominant position by: a) intense focus on efficiency, b) consistent price cuts and c) continual expansion of output.  However, from 1912 to 1951, Alcoa was investigated and eventually charged with antitrust violations by the FTC and DOJ, because of its "monopoly" position.  Alcoa was eventually cleared on appeal of antitrust violations.  Quote from the judge in a lower court in the decision against Alcoa: 

"It was not inevitable that Alcoa should always anticipate increases in the demand for aluminum ingot and be prepared to supply them.  Nothing compelled Alcoa to keep doubling and redoubling its capacity before others entered the market.  Alcoa insists that it never excluded competitors; but we can think of no more effective exclusion than for Alcoa to progressively embrace each new opportunity as it opened, and to face every newcomer with new capacity already geared into a great organization, having the advantage of experience, trade connections and the elite of personnel." 

Issue: Was Alcoa being condemned for being too successful, too efficient and too good a competitor? 

Remember the definition of a monopolist on p. 438: "Restrict output and raise price."  Alcoa? 
  

BARRIERS TO ENTRY FOR NEW FIRMS IN AN INDUSTRY? 

1. Economies of scale.  If ATC falls significantly with increases in Q, new firms may have to enter at a large scale to be competitive, like motor vehicles.  You can't start small and grow big (Wal-Mart, McDonald's, Dominos), you have to start big, in which case the economies of scale might be a barrier to entering the industry. 

Also, if ATC is falling over the entire market demand, it might be efficient to have one firm supply the entire market, e.g. "natural monopoly" like public utilities, where it might be efficient to have only one company wire houses for cable or telephone or electricity, or have one set of pipes for water and natural gas. 

2.  Large capital requirements or sunk costs might be a barrier to entry for new firms, like in motor vehicles, pharmaceuticals, professional sports, etc.  Closely related to #1, because you can't start small and grow big. 

3. Pure quality and cost advantages, as in the case of Alcoa above, and possibly in the cases of IBM and Microsoft?  Economies of scale and scope, first mover advantage, superior technology, more efficient operations, etc., could all lead to a single firm emerging as the dominant firm in the industry.  In this case, a single firm might be the optimal and most efficient outcome.  Problem: How to tell the difference between a firm achieving 90% market share due to: a) competitive efficiency and b) anti-competitive practices?   Remember that about 90% of antitrust investigations start with one firm complaining to the DOJ or FTC about one of its competitors. 

4. Product differentiation with brand names, advertising and marketing for unique products creates a possible barrier to entry, e.g. Harley-Davidsons, Steinway pianos, Harvard degree, Giorgio Armani clothing, Lucchese cowboy boots, Absolut vodka, Aveda, trendy hair salon, successful criminal defense attorney, trendy restaurant, Mel Gibson, Aretha Franklin, etc. if customers become loyal and "will accept no substitute" for their favored product.   This is the "price-searcher" market that we cover later, or the markets characterized by "monopolistic competition." 

5. Control of resources, like DeBeers Company for diamonds or OPEC for oil, creates a potential barrier to competition, and allows the company or organization to restrict output and raise price. 

6.  Patents, Copyrights, Trademarks, Intellectual Property Rights, erect barriers to entry at least in the SR (20 years for patents).  Other legal barriers exist for many public utilities and cable TV companies. 
  

Case Study, p. 443: Intel Corporation, inventor of the microchip (1971) has maintained a dominant position in the microchip industry with over 90% of the market.  Intel had some patent protection, but has been continually challenged by new firms attempting to enter the profitable market.  Intel's response?  1) Identifying its products with a brand name (Intel, Pentium, etc.) to inform and convince customers of its superiority over clones or copies.  2) Investing significantly in R&D to continually develop new, better, and cheaper microchips, to stay ahead of the competition.  Strategy of "Continuous innovation."  Illustrates how both existing competition and the threat of potential competition act to discipline a dominant firm with 90% of the market.  Even a "monopolist" like Intel with possibly little direct competition and over 90% of the current market, has to act extremely competitively (because of the threat of competition), and behaves exactly like a competitive firm in an industry with significant existing competition. 
  

PERFECT COMPETITION VS. PURE MONOPOLY 

See graph page 445, Figure 11.3.  We assume a constant-cost industry (ATC is a flat line), and compare P and Q for a PC industry to the same industry organized as a pure monopoly. 

PC industry: Pc and Qc prevail at Point E (competitive outcome) in the LR, and the market output Qc is split among a large number of firms.  Note that Pc = ATC, so that Econ Profits = 0, a LR condition of the PC industry. 

Pure Monopoly:  Monopolist will operate at Point M, and Pm and Qm will prevail.  Note that is where industry MR=MC for the firm.  The monopolist will restrict output from Qc to Qm, and as a result will increase P from Pc to Pm.  Monopolist will be able to earn and sustain Positive Econ Profits, represented by the rectangle BCDM.  The area BCDM represents the CS that has been converted to PS because of the monopolist's market power (protection from competition). 

However, the triangle MDE used to be CS, but is now neither PS nor CS, so it is the "dead-weight loss" (DWL) from monopoly, like pure economic waste, or economic benefits (value) that have disappeared into a black hole.  DWL = amount of the loss of Total Welfare, reduction in wealth and prosperity, a lower standard of living.  DWL = beneficial trade (exchange) that would take place in a PC market, which now does NOT take place under monopoly. 
  

CARTELS 

Group of producers that collude to act like a monopolist, by agreeing to restrict output to raise price and earn monopoly profits (pos econ profits) for the cartel, e.g. OPEC (40% of world oil) and DeBeers (90% of world diamonds).  Cartels, price-fixing, collusion, agreements with competitors, etc. are all illegal practices under the Sherman Antitrust Act, and will be investigated and prosecuted (triple damages, corporate officers are liable).  DeBeers cannot conduct any business in U.S. directly due to its cartel status. 

Page 445, Figure 11.3: A unified cartel can operate exactly like a single monopoly seller to achieve and sustain monopoly profits, by restricting output and raising price at Point M (Pm and Qm). The success of the cartel depends on restricting output to Qm to maintain the monopoly price and monopoly profits.  If output is not strictly controlled, the cartel as a group will not achieve monopoly profits.  This illustrates something very important about cartels: Cartels are inherently unstable, because of the incentive to cheat by self-interested, greedy individual producers.  Cheating (overproduction) will undermine the cartel in the LR, and most cartels do break down over time.   Reason: Once production is reduced and the price is raised to Pm, firms have an incentive to overproduce slightly to take advantage of the increased Price.  An individual producer could either try to produce more than its quota and sell it at Pm or it could overproduce and sell its output at a slightly lower price than Pm. 

How could a cartel member cuts it price deceptively to gain market share and avoid detection?   Offer better terms? 

Point: If successful, the cartel will operate at Point M (monopoly outcome).  The more cheating, the closer the cartel will move toward Point E (competitive outcome). 
  

NATURAL MONOPOLIES 

When the ATC declines over the entire range of market demand, it might be efficient and "natural" to have only one producer, e.g. public utilities like water, electricity, phone service, natural gas, cable TV, etc.  See graph page 452, Figure 11.4.  The entire market demand of up to 11m kilowatt-hours is supplied by one producer, the natural monopolist, and regulated and controlled by the state, federal or local government.   If more than one firm competes for electric customers, it will be potentially more costly and less efficient than just one firm (ATC will be higher).  If five firms all make capital investments in electric power plants, and build and maintain their own system of power lines, the cost to customers will be higher than if just one large firm supplies the entire market. 

However, what price would the natural monopolist charge if there is no direct competition?  Without regulation, the natural monopoly would act just like a pure monopoly and produce only until MR = MC, and charge the monopoly price (Pm) and restrict output to Qm.  The firm would earn monopoly profits equal to ($6 - ATC) x 5m kilowatt-hours.  (ATC is about $4.25?).  MC = $1, and at the monopoly outcome, P > MC; therefore MB > MC and welfare for society could be improved with greater output. 

Regulatory Solution: Make the electric company accountable to a public utility commission, and regulate the price of electricity to average-cost pricing: P = ATC.  With this outcome, the utility makes zero economic profits, but earns a normal or "fair" accounting rate of return for its shareholders (assume the utility is privately owned), see p. 452.  Result of average-cost pricing: Lower electric prices ($3 instead of $6), increased output (from 5m to 8m), and increased welfare.  Average-cost pricing is a significant improvement over pure monopoly outcome. 

Problems with Average-cost Pricing? 

1.  It might be difficult and time-consuming to accurately determine the natural monopolist's true ATC to determine rates.  The utility would have an incentive to exaggerate its costs to try to justify a rate increase. 

2.  Natural monopoly has no incentive to keep costs down and operate efficiently if all increases in ATC are exactly offset by a higher rate. 

3.  In general, (not solely related to average-cost pricing) regulators may maintain the status quo, protect the public utility or regulated industry and prevent competition, resulting in higher prices and less overall competition.  One reason for regulatory inefficiency is "Capture theory," which says that regulated firms benefit from govt. regulations because they can "capture" the regulators, so that the regulators act in the interest of the industry and protect them from competition. Reasons: 1) Regulators are frequently staffed by "experts" who have worked in the industry, and are therefore sympathetic to the interests of the regulated firm.  2) Regulatory staff members frequently expect to eventually work as "experts" in the regulated industry, and are therefore sympathetic to the interests of the regulated firm(s).  The regulators and regulated firms have an "incestuous" relationship that undermines the public interest. 

Examples: Airline industry before deregulation (1979) when the Civil Aeronautics Board fixed prices, limited competition, and set routes.  Occupational licensure in general: barbers, taxis, doctors, lawyers, accountants, plumbers, etc., where the industry actively seeks government regulation of the industry to establish standards and minimum requirements, etc. to limit competition and raise wages, possibly to the detriment of the public good (consumers). 

4.  Average-cost pricing is still above MC, see p. 452, Figure 11.4, meaning that MB > MC and there would some gains from expanding output to where MB = MC, Q = 10m and P = $1.  What is the problem with that outcome?  ____________________________  .  Solution:  Have MC pricing, but have government subsidize losses.  Common in cases of government owned utilities. 
  

MONOPOLISTIC COMPETITION - PRICE SEARCHERS 

Perfect competition - firms sell an identical, homogeneous, standardized product (commodity). 
Monopoly - firms sell a unique product. 

Monopolistic competition (MC): firms sell a differentiated product usually with a brand name (Coke, Nike, CBS, Steinway, GM, etc.), in an industry with many firms competing against one another.  Products differ by price, quality, service, and firms use marketing and advertising to differentiate their products from competitors and try to establish a market niche. 

In nature, species evolve over time with unique characteristics and features that give them an advantage over other species for a limited food supply, to avoid direct competition for food.  Specialization minimizes head-to-head competition, as species fill unique niches in the ecosystem. 

Example: different species of birds develop different beaks over time, that give an individual class of birds a unique competitive advantage in food gathering.  A long thin beak might give one type of finch access to certain berries, etc.  Economy is like an ecosystem, firms specialize with differentiated products to find a market niche and avoid some head-to-head competition.  Example: Burger King vs. McDonald's, BK produces "flame-broiled" burgers to fill a slightly different niche in the fast food market.  There are hundreds of breakfast cereals, hundreds of types of shampoo, each appealing to a slightly different market. 

In an industry with MC, the differentiated products give producers some control over price (like a monopolist), and these firms are price searchers.   Because they can raise price without losing all their customers, the firms search for the optimal, profit-maximizing price.  Most markets and industries are best characterized as MC, and most firms in the economy are price searchers. 

Features of MC and Price-Searcher Markets: 

1.  Firms sell differentiated, brand name products that have close substitutes (Coke vs. Pepsi, or GM vs. Ford vs Chrysler or Crest vs Colgate, etc.).  Firms face downward sloping demand curves (not perfectly elastic like PC), and therefore have some control over price. 

2.  There is large number of firms competing in the MC industry, and no firm is large enough to have significant control over the market's average price and total output.  Example: restaurants, hotels, theaters in a major city like NYC.  Also, there is no collusion among firms in MC. 

3. There are no barriers to entry or exit in the MC market. 

Notice that #2 and #3 are the same as PC, the main difference is that differentiated products give firms some degree of "monopoly" power.  For example, Steinway & Sons Pianos have a "monopoly" over the unique "Steinway sound."  Coca-Cola has a secret formula, KFC has a secret recipe, etc. and this gives them a certain amount of market power. 

4. Zero economic profits in LR, P = ATC. 

See graph p. 457, Figure 11.5.  Panel (a) shows a price-searcher firm earning positive economic profits, P > ATC.  Like always, firm expands output until MR = MC.  In the LR, the positive economic profits will attract entry (no or low barriers to entry or exit) and profits get driven to 0, and P falls to equal ATC. 

Similarity between PC and MC:   Zero economic profits in LR, P = ATC 

Difference between PC and MC: 
Under PC, P = min ATC and P = MC in LR. 
Under MC, P = ATC, but not min ATC, and P does not equal MC, see p. 457, Figure 11.5. 

P* is higher under MC compared to PC.  Reason: there is a cost to product differentiation, in the form of advertising, marketing, lower output, etc.  Higher prices are the cost of differentiated, brand name products. 
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