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Lecture Topic: Monopoly
Lecturer: Dr. Daniel Kungu Njau
Lecture Learning Outcome
i) Understand the nature and types of forms of a monopoly market.
ii) Develop an understanding of monopoly power and the focus on barriers to entry of the market.
iii) Comprehend the pricing and output decisions of a monopolist in the short- and long-term time horizons.

8.1 Monopoly: An Introduction
A monopoly can be deemed to be a market in which is a single seller sells a product with no close substitutes. A monopoly can be categorized into two types, pure monopoly and monopoly. A pure monopoly is the one that a firm sells a good or a service with no substitute. However, in practice, it is difficult to find a pure monopoly and only normal monopolies exist. Additionally, some monopolies are natural monopolies because of huge barriers to entry making it difficult for potential firms to compete.

8.2 Features of a Monopoly
8.2.1 Single Seller
In a monopoly, the whole market is under control of a single powerful firm. Production, distribution and selling of a good or service are under control of a single firm and there is a marked absence of competition. In a number of countries, monopolies do exist in the utilities sector for supply and distribution of water and electricity, transport rail services, state owned enterprises etc.


8.2.3 Single Product
If a firm sells a commodity which is mostly considered critical with no alternatives or very few close ones, then the firm can be said to have a monopoly in the supply of that particular product. This gives the firm a lot of power to determine its pricing decisions. For example, Google holds a lot of sway in the search engine industry globally. Even though there are other competing search engines, there are smaller and do not have the recognition that Google has in a large part of the world.

8.2.4 Firm and Industry are Intertwined
Since a firm is operating as a single player in the market, then the market for that good or service can be equated to the monopoly firm. There is no distinction between the market demand curve and the demand curve facing the firm. In the exceptional case where a monopolist is facing losses and deciders to shut down, then the industry it operates in ceases to exist a whole. 

8.2.5 Independent Decision Making
A monopoly is able to make decisions without consideration of the players or competitors in the industry for the simple reason that they do not exist. The monopoly firm is therefore regarded as the price taker. It gets to decide its own price and output based on individual demand and cost conditions. 

8.2.8 Entry Restrictions
One of the compelling reasons why a monopolist exists is the restricted entry into the market in which operates from potential competitors. These entry barriers safeguard the monopoly as a going concern in the absence of potential rivals.

8.3 Reasons for Monopoly
Since existence of a monopoly is a classic sign of market imperfections, the question is, why do they exist since we expect the markets to self-correct?  The answer lies in the barriers to entry of any potential firms. Naturally, monopolies are protected by barriers to entry which can be summed up as the expensive costs to enter a market usually borne by new players. These barriers are discussed as follows.

8.3.1 Restriction by Law
A government regulation can automatically create a monopoly. A good example is where regulations only license a single player in the industry. Alternatively, entry regulations to new firms may be so stringent such that new firms face insurmountable difficulties to overcome them.

8.3.2 Control of Key Resources
Some monopolies exist because of the strategic control they have over key essential raw resources control. For example, in the production of tech related products, manufacturers tend to strategize and control key inputs such as chip making, in order to have continuous control over the manufacturing process. 

8.3.3 Economies of Scale
Once a firm grows to a large enough size, its starts enjoying economies of scale and its production cost is lower compared to its revenues. If the firm is a monopoly, these economies of scale are similar to the market it operates in. These advantages create barriers for any firms wishing to join the industry.

8.3.4 Specialized Know How
If a firm has been operating for a considerable time in the industry, it acquires experience and takes advantage of its long-term learning curve in terms of research and information. This subsequently makes it difficult for competing firms who still have to go through a similar process. Additionally, copyright and patent rights make it difficult for potential new entrants to take advantage of existing know how.

8.3.5 Small Market Size
If the market is small in size in terms of its participants, it becomes difficult for potential entrants to enter the market. The most efficient player thus attains monopoly status.
8.4 Types of Monopoly
8.4.1 Legal Monopoly
A number of monopolies are created through government laws mostly in the public’s interest. Government may restrict the entry of potential players in a market inured to maintain control of the firm or industry. For example, some national airline carriers and industries in mining are owned by the government because of their strategic importance. Additionally, for a firm which has invested in research and development and has come up with innovative solution, it may claim a patent which prohibits potential competitors.

8.4.2 Economic Monopoly
An economic monopoly comes into existence when a firm continuously grows and it eliminates competition through acquisitions, buy outs and mergers. The monopoly firm in question may be more efficient or may have more resources to outcompete or buy out smaller competing firms. For example, even though there exist other smaller phone makers in the world, Apple and Samsung are considered to be the leading phone manufacturers and have a monopolistic hold in the global mobile market. Similarly, a company like Microsoft exercise lots of control over the personal computer software around the world.

8.4.3 Natural Monopoly
This is based on the size of the market. If the size is too small to only accommodate one player or firm, then a natural monopoly is created because potential competitors cannot enter the market unless the original firm leaves. A good example would be a large retail outlet having its presence in a small town. Other retailers cannot join unless the first retailer winds up its operations in the town.

8.4.4 Regional Monopoly
A monopoly firm may exist in a particular region, town or country due to availability of certain raw materials or other similar unique advantages.


8.5 Demand and Marginal Revenue Curves for a Monopoly Firm
Since a monopoly is the only player in the market, its demand curve is similar to the market one. A monopoly firm is able to independently determine an optimal combination of output and price. Additionally, we can expect its demand curve to be negatively sloped because the monopoly has total control of the market and can only be able to sell more if it reduces its price.
Furthermore, the monopoly demand curve is highly price inelastic because there are no close substitutes and consumers naturally have little alternatives available. The demand curve is also not perfectly inelastic because pure monopolies do not exist in practice. In summary, the monopolist does not have 100% control over its market, it can only increase the price or the quantity sold but not both at the same time.

Figure 1: Illustration of a Demand and MR Curves of a Monopoly Firm
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Figure 1 illustrates the average revenue (AR) and marginal revenue (MR) of the firm. The AR is also the demand curve of the firm and its slopes becomes the MR. Both curves are downward sloping because a monopoly firm faces a normal demand curve which is highly inelastic. The AR curve is downward sloping and the MR curve lies just below it. This is because if the monopoly wants to sell an additional unit of a product, it has to reduce its price.  The additional price derived from selling the additional unit is lower than the price received for the unit. Hence for the monopolist, MR is less than the price and MR curve just lies below the AR curve.

If the demand curve for the monopolist is linear, then the slope of the MR becomes twice of the AR and the MR curve lies half way between the AR and price axis. This can be shown algebraically as follows:
Let us consider the demand equation for a monopoly firm to be . Using calculus, prove that MR is twice that of AR. 








8.6 Price and Output Decisions in the Short Run
One of the underlying assumptions underpinning the study of monopolists is that a monopoly firm follows the rule of MR=MC when MC is rising. A monopolist can therefore earn a supernormal profit, normal profit or subnormal profit in the short run.


8.6.1 Case of Super Normal Profit
Figure 2: An Illustration of Supernormal Profit in the Short Run
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Figure 3: An Illustration of Normal Profit in the Short Run
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As illustrated in Figure 1, the supernormal profit is the most usual position for a monopolist. The equilibrium position and output are shown by letters E and QE respectively. The monopolist is likely to charge the equilibrium price (PE). Since AR is greater than AC, the firms earn supernormal profit. The TR is given by the area under OQE and OPE respectively. The TC is given by the area OAEQE and the total profit earned by the firm is shown by the region APEBE respectively.
Figure 2 shows a case when a monopoly firm is earns just normal profits in the short run. This usually happens in the initial years where there are high production and set up costs. AR is tangent to AC curve, and the equilibrium point is at E. The output that maximizes profit is OQE and the equilibrium price is OPE. The TR earned is OPEBQE. The TC is also OPEBQE showing that TR=TC=AR= AC. Profit is therefore zero in this case.
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