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MONOPOLY

Unit Overview
• Concept of Monopoly
• Meaning and Definitions of Monopoly
• Characteristics of Monopoly
• Types of Monopoly

• Sources of Monopoly Power
• Short-run and Long-run Equilibrium of a
  Monopoly Firm
• Price Discrimination
• Social Cost of Monopoly

UNIT

1
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CONCEPT OF MONOPOLY
A natural monopoly is defined in economics as an industry where the fixed cost of the

capital goods is so high that it is not profitable for a second firm to enter and compete. There is
a "natural" reason for this industry being a monopoly. It is an extreme imperfect form of market.
In ancient times, common salt was responsible for natural monopolies, till the time people learned
about winning sea-salt. Regions facing scarcity of transport facilities and storage were most
prone to notorious acceleration of commodity prices and uneven distribution of daily-use
products and services. The characteristics of monopoly are solitary to the condition generated by
intent. Monopoly symbolizes domination over a product to the extent that the enterprise or
individual dictates the terms of access and the markets for availability. The term is specific to a
seller's market. A similar situation in the buyer's market is referred to as monopsony. It first
appeared as an economics-related term in 'Politics' by Aristotle.

Meaning of Monopoly
The term ‘Monopoly’ has been derived from Greek term ‘Monopolies’ which means a single

seller. Thus, monopoly is a market condition in which there is a single seller of a particular
commodity who is called monopolist and has complete control over the supply of his product.

Definition of Monopoly

According to Prof. Thomas, “Broadly, the term Monopoly is used to cover any effective
price control, whether of supply or demand of services or goods; narrowly it is used to
mean a combination of manufacturers or merchants to control the supply price of
commodities or services”.
According to Prof. Chamberlain, “Monopoly refers to the control over supply”.
According to Prof. Robert Triffin, “Monopoly is a market situation in which the firm is
independent of price changes in the product of each and every other firm".

CHARACTERISTICS OF MONOPOLY
The characteristics of Monopoly are as follows:

1. Single Seller
Under monopoly, there is a single producer of a particular commodity or service in the

market accruing to a rather large number of buyers. The mono manufacturer may be an
individual, a group of partners or a joint stock company or state, being the only source of supply
for the goods or services with no close substitute. In this market structure, the firm is the
industry and thus, the market is referred to as 'pure monopoly' but it is more of a theoretical
concept. At times, close substitutes are produced by few manufactures holding a substantial
market share and this imperfect form of extreme market is termed as monopolistic competition.



 4 Microeconomics-II and Indian Economy

2. Restricted Entry
Free entry of new organizations in this market arrangement is prohibited, that is, other

sellers cannot enter the market of monopoly. Few of the primary barriers, constricting the entry
of new sellers are:

i) Government license or franchise
ii) Resource ownership
iii) Patents and copyrights
iv) High start-up cost
v) Decreasing average total cost

3. Homogeneous Product
A monopoly firm manufactures a commodity that has no close substitute and is a

homogeneous product. With the absence of availability of a substitute, the buyer is bound to
purchase what is available at the tagged price. For instance: there is no substitute for railways as
the 'bulk carrier'. Thus, to be the sole seller, in the monopolistic setup, a unique product must be
produced.

4. Full Control over Price
In a monopoly market, restricted entry constricts competition and the monopolist exhibits

full control over the market conditions. The absence of competition spares the monopolizing
company from price pressure and grants him the opportunity to charge the product as per his
advantage, targeting profit maximizing via predetermined quantity choice. Thus, a monopolist is a
'price maker' and not a 'price taker', wherein he decides the price and the buyers has to accept
it. Nevertheless, to evade the entry from new market participants, the company needs to regulate
the set product or service price within the paradigms of the Monopoly Theorem.

5. Price Discrimination
Price discrimination can be defined as the 'practice by a seller of charging different prices

from different buyers for the same good or service'. A monopolist has the leverage to carry out
price discrimination as he is the market and acts as per his suitability.

6. Increased Scope for Mergers
The scope for vertical and/or horizontal mergers is increase in lieu of control exhibited by a

single entity under a monopoly. The mergers efficiently absorb competition and maintain the
supply chain management.

7. Price Elasticity
With regards to the demand of the product or service offered by the monopolizing company

or individual, the price elasticity to absolute value ratio is dictated by price increase and market
demand. It is not uncommon to see surplus and/or a loss categorized as 'deadweight' within a
monopoly. The latter refers to gain that evades both, the consumer and the monopolist.
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8. Lack of Innovation
On account of solitary market domination, monopolies exhibit an inclination towards losing

efficiency over a period of time; new designing and marketing dexterity takes a back seat.

9. Lack of Competition
When the market is designed to serve a monopoly, the lack of business competition or the

absence of viable goods and products shrinks the scope for 'perfect competition'. Being the sole
merchant of a eccentric good with no close imitation, a monopoly has no opposition. The
demand for turnout induced by a monopoly is the market demand, adhering extensive market
control. The incompetence resulting from market dominance also makes monopoly a key type of
market failure.

TYPES OF MONOPOLY

1. Natural Monopoly

2. Public Utility Monopoly

3. Fiscal Monopoly

4. Legal Monopoly

5. Voluntary Monopoly through
   Combinations

1. Natural Monopoly
Natural monopoly is due to natural factors. For example, a particular raw material is

concentrated at a particular place and this gives rise to monopoly exploitation of such material,
e.g. monopoly of diamond mines in South Africa.

2. Public Utility Monopoly
Governmental authorities seize complete control and management of some utilities to protect

social interests. For example, posts and telegraph, telephones, electric power, railway transport,
provision of water, are monopolies of the government and local authorities. There may be private
monopolies of public utility services.

3. Fiscal Monopoly
To prevent exploitation of employees and consumers, government nationalises certain

industries and acquires fiscal monopoly power over them. Example: Fiscal monopoly of tobacco in
France, Life insurance and general insurance monopoly in India

4. Legal Monopoly
Some monopolies are engendered and protected under certain laws. Inventors of new

processes, articles or devices obtain monopoly powers for such inventions under patent, trade
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mark and copyright laws. There are many examples of legal monopoly of medicines. As
Professor F.W. Taussing observes in his Principles of Economics, copyrights and patents are the
simplest cases of absolute monopoly by law. However, as Professor E.H. Chamberlin points out,
such cases would fall more under monopolistic competition than under monopoly.

5. Voluntary Monopoly through Combinations
To eliminate competition and thereby secure higher prices, firms producing a particular

product may come together and make monopoly agreements. These are known as industrial
combinations. When all the firms merge into one organisation, such a monopoly takes the form
of a trust. The Associated Cement Companies (A.C.C.) in India is an example of this kind of
trust. Where the firms maintain their individual identity and yet enter into monopoly agreements
such combinations are known as trade associations, pools, cartels and holding companies. A pool
is deemed a loose combination to maintain a particular higher price level of a commodity. A cartel
is based on agreements to restrict output to get high prices e.g. the Sugar Syndicate in
Maharashtra. A holding company secures monopolistic control over a number of firms by holding
a majority of shares in them.

SOURCES OF MONOPOLY POWER
There are several conditions which may form an entry barrier to give rise to monopoly

power to a firm. The main sources of monopoly power are:

(i) Natural Source
In many cases, natural forces create a monopolistic position, which are described as

‘natural monopolies.’ In certain circumstances where competition is inconvenient or may not be
workable, automatically a firm may acquire monopoly power. For instance, in the case of public
utilities, like telephone service or water supply, bus transport, electricity etc., the supply by more
then one firm is basically inconvenient and relatively costly to consumers. Hence, monopoly is
preferred in such cases.

Thus, all public utility services, in general, tend to become natural monopolies. Government,
thus grants them exclusive franchise but subjects them to certain regulations to prevent abuses of
monopoly power.

Similarly, in many professional services, natural talent and skill bestow monopoly on some
individuals. For instance, a surgeon who is highly skilled and popular can charge higher fees than
others in the field, as he has the monopoly of his skill. The same is the case with a lawyer, a
singer or an actor.

Another natural factor is location. Even in an imperfect market, sellers of homogeneous
products may have a distinct monopoly position on account of locational advantage. For example,
each petrol pump or a departmental store has its own location privilege and position, bestowing
some degree of monopoly to the firm concerned.

So also, limited size of the market and huge capital needs may confer natural monopoly on
the existing firm. If the size of the market is small and technologically superior huge capital
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investment is required in producing a commodity, such as in electricity, it will not permit the
existence of more than single large plant, thereby conferring monopoly on the existing firm.

(ii) Exclusive Possession of Technical Knowledge
Exclusive knowledge of techniques of production also bestows monopoly to a firm. If the

firm alone possesses the technical know-how about the production of a commodity, entry of
rivals in the market is not possible, then the firm automatically acquires monopoly position.

(iii) Exclusive Ownership of Raw Materials
Sometimes, monopoly is acquired through the sole ownership of control of essential raw

materials by a firm, as it would be an effective barrier to the entry of other firms in the field.
Right to private property thus serves as a means to achieve monopoly power. For instance,
DeBeers Company of South Africa has monopoly in molybdenum supplies as most of the world’s
diamond mines are owned by it.

(iv) Legal Sources
Legislative enactments regarding patents and copy-rights, trade marks etc. grants monopoly

to the privileged firms, and such legal provision obstructs the entry of potential competitors in
the field. Under such legal privileges, by using trade marks and trade names, producers try to
differentiate their products from those of other manufacturers and try to secure consumers’
patronage and thereby acquire some degree of monopoly power. Similarly, when a patent right or
copyright is granted to a firm, it tends, to bestow monopoly on the domestic producers by
restricting foreign competition in the home market. Licensing requirements in certain industries
also tend to create a monopolistic position for those producers who are fortunate enough to get
such licences as others are legally forbidden to undertake similar industrial activity. Thus,
monopolies created through legal privileges are termed “legal monopolies” or “government granted
monopolies.”

(v) Economies of Large-scale
Big and old firms enjoy economies of large-scale on technological grounds by employing

complex capital. Consequently, they have low cost of production and are able to supply goods at
low prices which obstructs new entrants in the business. In this way, such firms may tend to
hold a degree of monopoly power.

(vi) Business Reputation
Business reputation of long standing firms possess a degree of monopoly power. They are

always in an advantageous position in comparison to new adolescent rivals. Mature firms have
neither financial difficulties, nor do they require extra efforts to build up a clientele. This also
confers an element of monopoly on such a firm.

(vii) Business Combines
Through business combines, like the formation of cartels, syndicates, trusts, pools or

holding companies, joint monopolies are created by big business houses to capture economic
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power and position. Business combinations are made to eliminate competition among the group
and to acquire a degree of monopoly power, as well as to curb rivals and to blockade the entry
of new potential competitors by aggressive and unfair tactics like product disparagement, rock
bottom price cutting a hiring away of strategic personnel of rivals, etc. Monopoly acquired
through such cartel or trust formations is socially least desirable. Hence, many enlightened
governments have passed anti-monopoly legislations. For example, the Sherman Anti-trust Act of
1883 passed in the U.S.A. is a glaring example in this regard.

(viii) Creation of Artificial Barriers to New Competition
The existing firm may resort to tactics like limit-pricing policy, heavy advertising,

continuous product differentiation etc., thereby reducing the scope of new entry and competition,
ultimately to establish its monopolistic position in the market.

PRICE-OUTPUT DETERMINATION UNDER MONOPOLY

A Monopolist being the only producer and seller of that commodity can determine its price and
the quantity of its production or supply. He cannot do both the things simultaneously. Either he fixes
the price and leaves the output to be determined by the consumer demand at that price or he can fix
the output to be produced and leave the price to be determined by the consumers’ demand for his
product. But it is a common experience that he leaves the price to the market mechanism and
determines the volume of output. Under no circumstances, he will be ready to bear losses.

If, in a short period, the cost of production of a commodity is zero, he will go on producing
it to the extent or so long the marginal revenue from the sale of that commodity does not fall to
zero. As soon as the marginal reserve is zero he will not increase its supply.

In a short period, three different situations may arise before the monopolist:
(i) When the monopolist earns abnormal profits,

(ii) When he gets only normal profits, and

(iii) When he suffers losses.

The explanation and diagrams of these situations are given below:

 

Fig. 1.1: Production
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On the point E the firm is in equilibrium when MC = MR. Thereafter MC curve starts to rise.
Under the condition, OP is the price and OQ is the ‘total production’ of the commodity so
determined. In order to calculate profits or losses, we will have to measure the difference between
AR and AC. If AR > AC, the difference between the two is profit per unit and by multiply it with
total number of units produced we can get total profit.

In the first figure RQ = OP is the price, TO is the cost of production per unit. Thus, RS =PT
is unit for profit. On the OQ quantity of production, total profit is PTSR shaded area which is
abnormal profit. In the second figure RQ = OP is the determined price and RQ is the average cost.
Under this condition, there will be only normal profit.

In the figure three also price per unit is RQ = OP but cost per unit is SQ. Thus, SR (TP) is
loss per unit. As a result TPRS shaded area will be the total loss. But this loss is only short period
phenomenon. In the long period, this loss will disappear, under that condition and situation, only
profit will be earned.

Determination of Price in the Long Period:
In the long period the monopolist introduces changes in his equipment’s and techniques of

production. During this period in order to gain excess profit, he will change efficiency and capacity
of his resources according to his need. But the determination of the quantity of production follows,
the same line as under short period. This is clear from the following figure:

 

Fig. 1.2: Production

In this figure LMC and LMR intersect each other at the point E and after that LMC goes on
rising. Thus OQ production is determined and OP is the price. But average cost is SQ. So profit per
unit is RS and at OQ output the total profit is PTSR.

Under Price Competition AR = MR, where-as under Monopoly MR < AR.

Under perfect competition price is determined by the interaction of total demand and supply.
This price is acceptable to all the firms in the industry. No firm can change this price. So, average
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revenue and marginal revenue, at every level of production, will be constant and equal. Their curves
are parallel to X-axis.

Under Monopoly, to sell every additional unit of the commodity price will have to be lower. In
this way, with the sale of every additional unit, average and marginal income goes on falling. But the
decrease in average revenue is relatively less sharp than the decrease in marginal revenue, It is
because marginal revenue is limited to one unit, whereas in case of average revenue, the decrease
price is divided by the number of units. Therefore, the fall in average revenue has relatively less
slope. That is the reason why marginal revenue is less than average revenue.

SHORT-RUN AND LONG-RUN EQUILIBRIUM OF A MONOPOLY FIRM

Short-run Monopoly Equilibrium
Marshall evolved three time period in the analysis of price output determination. A

monopolist firm continuously adjust its output with respect to the current and expected sales and
cost of production incurred on output. Then monopolist set his market price. Therefore
monopolist generally does not distinguish between market period and short period. But the
distinction is significant between short run and long run. In the short run monopolist will not be
able to change his plant size. He can expand or contracts his output only by changing his variable
factors.

Short-run Equilibrium under Monopoly
Profit maximisation is an important objective of monopoly. The monopolist will go on

producing additional units of output as long as marginal revenue exceeds marginal costs
.Monopolist profit will be maximum and will attain equilibrium at the level of output at which
marginal revenue is equal to marginal cost.

Fig. 1.3: Short-run Equilibrium under Monopoly

Deadweight welfare loss

Supernormal Profit
Qm (AR - AC)
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The monopolist will never be in equilibrium at a point on demand curve at which elasticity
of demand is less than one. In other words the monopolist will never set his level of output at
which elasticity of demand or average revenue curve is less than one. It was derived from the
relationship between AR, MR and elasticity that whenever elasticity is less than one marginal
revenue is negative.

Monopoly equilibrium is given in Fig illustrates, the producer will go on producing output so
long as marginal revenue exceeds marginal cost. This is because it is profitable to produce an
additional unit gives more revenue than cost. In Fig. , marginal revenue is equal to marginal cost
at OM level of output. If monopolist increases his level of output beyond ON, marginal revenue
will be less than marginal cost. Therefore monopolist will be incurring loss. In the above diagram
equilibrium price is OA or MB. The total profit earned by monopolist is ABCD. Under monopoly
the price cannot be equal to marginal cost. As we know that

Price = MR (e/e-1)
At the point of equilibrium, MR = MC
Therefore, Price = MC (e/e-1)
Since e/e-1 is more than one for a given value of elasticity, it is obvious that under

monopoly:

Price>MC

Long-run Equilibrium
In the long run the monopolist has the time to expand his plant, or to use his existing plant

at any level which will maximize his profit. With entry blocked, however, it is not necessary for
the monopolist to reach an optimal scale (that is, to build up his plant until he reaches the
minimum point of the LAC). Neither is there any guarantee that he will use his existing plant at
optimum capacity. What is certain is that the monopolist will not stay in business if he makes
losses in the long run.

He will most probably continue to earn supernormal profits even in the long run, given that
entry is barred. However, the size of his plant and the degree of utilization of any given plant size
depend entirely on the market demand. He may reach the optimal scale (minimum point of LAC)
or remain at suboptimal scale (falling part of his LAC) or surpass the optimal scale (expand
beyond the minimum LAC) depending on the market conditions.

In figure we depict the case in which the market size does not permit the monopolist to
expand to the minimum point of LAC. In this case not only is his plant of suboptimal size (in the
sense that the full economies of scale are not exhausted) but also the existing plant is
underutilized. This is because to the left of the minimum point of the LAC the SRAC is tangent
to the LAC at its falling part, and also because the short-run MC must be equal to the LRMC.
This occurs at e, while the minimum LAC is at b and the optimal use of the existing plant is at a.
Since it is utilized at the level e’, there is excess capacity.
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Fig. 1.4: Monopolist with suboptimal plant and excess capacity

In figure 1.4 we depict the case where the size of the market is so large that the
monopolist, in order to maximize his output, must build a plant larger than the optimal and
overutilise it. This is because to the right of the minimum point of the LAC the SRAC and the
LAC are tangent at a point of their positive slope and also because the SRMC must be equal to
the LAC. Thus the plant that maximizes the monopolist’s profits leads to higher costs for two
reasons firstly because it is larger than the optimal size and secondly because it is overutilised.
This is often the case with public utility companies operating at national level.

                      Fig. 1.5

Finally in figure 1.5 we show the case in
which the market size is just large enough to
permit the monopolist to build the optimal plant
and use it at full capacity.

 

Fig. 1.6:
It should be clear that which of the above situations will emerge in any particular case

depends on the size of the market (given the technology of the monopolist). There is no certainty
that in the long run the monopolist will reach the optimal scale, as is the case in a purely
competitive market. In monopoly there are no market forces similar to those in pure competition
which lead the firms to operate at optimum plant size (and utilize it at its full capacity) in the long
run.
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PRICE DISCRIMINATION
Price discrimination is a pricing strategy that charges customers different prices for the

same product or service. In pure price discrimination, the seller will charge each customer the
maximum price that he or she is willing to pay. In more common forms of price discrimination,
the seller places customers in groups based on certain attributes and charges each group a
different price.

Price discrimination allows a company to earn higher profits than standard pricing because
it allows firms to capture every last dollar of revenue available from each of its customers. While
perfect price discrimination is illegal, when the optimal price is set for every customer, imperfect
price discrimination exists. For example, movie theaters usually charge three different prices for
a show. The prices target various age groups, including youth, adults and seniors. The prices
fluctuate with the expected income of each age bracket, with the highest charge going to the
adult population.

Meaning of Price Discrimination
Price discrimination is the practice of charging a different price for the same good or

service. There are three of types of price discrimination first-degree, second-degree and third-
degree price discrimination.

Definitions of Price Discrimination

According to Krugman and Paul R., “Price discrimination is a pricing strategy where
identical or largely similar goods or services are transacted at different prices by the same
provider in different markets or territories”.

According to Peter Belobaba and Amedeo Odoni, “Price discrimination is the distinguished
from product differentiation by the more substantial difference in production cost for the
differently priced products involved in the latter strategy”.

REQUIREMENTS OF PRICE DISCRIMINATION
Essentially there are two main situations required for discriminatory pricing:

i) Differences in price elasticity of demand between markets
There must be a different price elasticity of demand from each group of consumers. The

firm is then able to charge a higher price to the group with a more price inelastic demand and a
relatively lower price to the group with a more elastic demand. By adopting such a strategy, the
firm can increase its total revenue and profits.

ii) Barriers to prevent consumers switching from one supplier to another
The firm must be able to prevent “market seepage” or “consumer switching” defined as a

process whereby consumers who have purchased a good or service at a lower price are able to
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re-sell it to those consumers who would have normally paid the expensive price. This can be
done in a number of ways and is probably easier to achieve with the provision of a unique
service such as a haircut rather than with the exchange of tangible goods. Seepage might be
prevented by selling a product to consumers at unique and different points in time for example
with the use of time specific airline tickets that cannot be resold under any circumstances.

DEGREE OF PRICE DISCRIMINATION
The various degrees of price discrimination are:

i) First degree price discrimination
ii) Second degree price discrimination
iii) Third degree price discrimination
iv) Fourth degree price discrimination
v) Combination

i) First degree price discrimination
This type of price discrimination is primarily theoretical because it requires the seller of a

good or service to know the absolute maximum price (or reservation price) that every consumer
is willing to pay. By knowing the reservation price, the seller is able to absorb the entire market
surplus, thus taking the consumer’s entire surplus from the consumer and transforming it into
revenues. From a social welfare perspective though, first degree price discrimination is not
necessarily undesirable. That is, the market is entirely efficient and there is no deadweight loss to
society. In a market with first degree price discrimination, the seller(s) simply captures all
surpluses. This type of market does not exist much in reality, hence it is primarily theoretical.
Examples of where this might be observed are in markets where consumers bid for tenders,
though still, in this case, the practice of collusive tendering undermines efficiency.

ii) Second degree price discrimination
In second degree price discrimination, price varies according to quantity sold. Larger

quantities are available at a lower unit price. This is particularly widespread in sales to industrial
customers, where bulk buyers enjoy higher discounts.

Additionally to second degree price discrimination, sellers are not able to differentiate
between different types of consumers. Thus, the suppliers will provide incentives for the
consumers to differentiate themselves according to preference. As above, quantity "discounts" or
non-linear pricing, is a means by which suppliers use consumer preference to distinguish classes
of consumers. This allows the supplier to set different prices to the different groups and capture
a larger portion of the total market surplus.
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In reality, different pricing may apply to differences in product quality as well as quantity.
For example, airlines often offer multiple classes of seats on flights, such as first class and
economy class. This is a way to differentiate consumers based on preference and therefore
allows the airline to capture more consumers’ surplus.

iii) Third degree price discrimination
In third degree price discrimination, price varies by attributes such as location or by

customer segment or in the most extreme case, by the individual customer's identity; where the
attribute in question is used as a proxy for ability/willingness to pay.

Additionally to third degree price discrimination, the supplier(s) of a market where this type
of discrimination is exhibited are capable of differentiating between consumer classes. Examples
of this differentiation are student or senior discounts. For example, a student or a senior
consumer will have a different willingness to pay than an average consumer, where the
reservation price is presumably lower because of budget constraints. Thus, the supplier sets a
lower price for that consumer because the student or senior has a more elastic Price elasticity of
demand. The supplier is once again capable of capturing more market surplus than would be
possible without price discrimination.

Note that it is not always advantageous to the company to price discriminate even if it is
possible, especially for second and third degree discrimination. In some circumstances, the
demands of different classes of consumers will encourage suppliers to ignore one or more
classes and target entirely to the rest. Whether it is profitable to price discriminate is determined
by the specifics of a particular market.

iv) Fourth degree price discrimination
In fourth degree price discrimination, prices are the same for different customers; however

costs to the organization may vary. For example, one may buy a plane ticket, but call ahead to
order a vegetarian meal, possibly costing the company more to provide, but your ticket has no
greater cost to you. This is also known as reverse price discrimination, as the effects are
reflected on the producer.

v) Combination
These types are not mutually exclusive. Thus a company may vary pricing by location, but

then offer bulk discounts as well. Airlines use several different types of price discrimination,
including:
a) Bulk discounts to wholesalers, consolidators, and tour operators.
b) Incentive discounts for higher sales volumes to travel agents and corporate buyers.
c) Seasonal discounts, incentive discounts and even general prices that vary by location.
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NECESSARY CONDITIONS FOR SUCCESSFUL DISCRIMINATION
The necessary conditions for successful discrimination are:
i) Price discrimination can only occur if certain conditions are met.
ii) The firm must be able to identify different market segments, such as domestic users and

industrial users.
iii) Different segments must have different price elasticity’s.
iv) Markets must be kept separate, either by time, physical distance and nature of use, such as

Microsoft Office ‘Schools’ edition which is only available to educational institutions, at a
lower price.

v) There must be no seepage between the two markets, which means that a consumer cannot
purchase at the low price in the elastic sub-market, and then re-sell to other consumers in the
inelastic sub-market, at a higher price.

vi) The firm must have some degree of monopoly power.

Examples of Price Discrimination
There are numerous good examples of discriminatory pricing policies. This must be careful

to distinguish between discrimination based on consumer's willingness to pay and product
differentiation - where price differences might also reflect a different quality or standard of
service. Some examples worth considering include:
i) Cinemas and theatres cutting prices to attract younger and older audiences.
ii) Student discounts for rail travel, restaurant meals and holidays.
iii) Car rental firms cutting prices at weekends.
iv) Hotels offering cheap weekend breaks and winter discounts.

DETERMINATION OF PRICE AND OUTPUT UNDER PRICE DISCRIMINATION
Price discrimination is possible and profitable when the monopolist is able to control the

amount and distribution of supply and the buyers can be separated into different classes having a
demand curve with different elasticity. Let us assume that the monopolist sells his total product
in two sub-markets A and B. Sub-market A has low price elastic demand for the product and the
sub market B has high price elasticity of demand. The discriminating monopolist will sell a
greater quantity of his product by making a price reduction in market B. He sells lesser
commodity in market A at a price higher than in market B. The monopolist will then earn
maximum profit by price discriminating as is illustrated with the help of diagram given below:
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Fig: Price and Output under discriminating Monopoly

Price Discrimination under different Demand Elasticity
In the above figure, the discriminating monopolist divides his total market into two sub-

markets, sub-market A and sub-market B. Both these sub-markets have different elasticity. Sub-
market A. has a low elasticity of demand. Sub-market B has relatively more elastic demand for
the good produced by the monopolist. Both these sub-markets A and B have separate AR and MR
curves. The figure shows the combined MR curve (CMR) of sub-market A and sub-market B
(which. is obtained by lateral summation of MR curves in the two sub-markets. The MC curve
cuts the MR curve at point P. The monopolist produces OT, the best level of output. HE is now
to distribute the equilibrium output OT between the two sub-markets in such a way, that the MR
in each market is equal to TP.

The monopolist will sell OB output in sub-market A and output 0B2 in sub-market B. With
this distribution MC = MR = MRb. In sub-market A, the elasticity of demand is low; therefore,
the monopolist charges higher price OT with lower output OB. In sub-market (B) the elasticity
of demand for the product is relatively more elastic. The monopolist therefore, charges lower
price OT for 0B2 output. Summing up, a discriminating monopolist can maximize profits only
when:
(1) It is profitable for him to sell the output in different markets with different elasticity.
(2) The price is charged in different markets in such a way that the last unit of the commodity

sold in market gives the same marginal revenue.
(3) The Marginal revenue is equal to the marginal cost of total output.

Assessment of Discriminating Monopoly
Price discrimination is said to occur when a monopolist charges more than one price for an

identical product and these price differences are not justified by cost differences. Is this price
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discrimination, unchecked monopoly power, collusion, price fixing is beneficial for a society or
harmful to an economy is debatable. The main points which go in favour or against of
discriminating monopoly are discussed in brief as under:

ADVANTAGES OF PRICE DISCRIMINATION
The various advantages of price discrimination are as follows:
i) Firms will be able to increase revenue. This will enable some firms to stay in business who

otherwise would have made a loss. For example, price discrimination is important for train
companies who offer different prices for peak and off peak.

ii) Increased revenues can be used for research and development which benefit consumers.
iii) Some consumers will benefit from lower fares. Example: old people benefit from lower train

company’s old people is more likely to be poor.

DISADVANTAGES OF PRICE DISCRIMINATION
The various disadvantages of price discrimination are as follows:
i) Some consumers will end up paying higher prices. These higher prices are likely to be

allocatively inefficient because P > MC.
ii) Decline in consumer surplus.
iii) There may be administration costs in separating the markets.
iv) Profits from price discrimination could be used to finance predatory pricing.

SOCIAL COST OF MONOPOLY
Monopoly creates a social cost, called a deadweight loss, because some consumers who

would be willing to pay for the product up to its marginal cost (MC), are not served. In a
monopoly, there is no supply curve because monopolists are price setters and not price takers.

An important difference between monopoly and perfect competition is that whereas under
perfect competition allocation of resources is optimum and therefore social welfare is maximum,
under monopoly resources are misallocated causing loss of social welfare. When a product is
produced and sold under conditions of monopoly, the monopolist gains at the expense of
consumers, for they have to pay a price higher than marginal cost of production. This results in
loss of consumers’ welfare.

When an industry is monopolized, price rises above and output falls below the competitive
level. Those who continue to buy the product at the higher price suffer a loss, but this loss is
exactly offset by the additional revenue that the monopolist obtains by charging the higher price.
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Other consumers, who are deflected by the higher price to substitute goods, suffer a loss
that is not offset by gains to the monopolist. This is the "deadweight loss" from monopoly, and in
conventional analysis the only social cost of monopoly. The loss suffered by those who continue
to buy the product at the higher cost is regarded merely as a transfer from consumers to owners
of the monopoly seller and has not previously been factored into the social costs of monopoly.
However, the existence of an opportunity to obtain monopoly profits will attract resources into
efforts to obtain monopolies and the opportunity costs of those resources are social costs of
monopoly, too. Although the tendency of monopoly rents to be transformed into costs is no
longer a novel insight, its implications both for the measurement of the aggregate social costs of
monopoly and for a variety of other important issues relating to monopoly and public regulation
(including tax policy) continue to be ignored.

_ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _
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MULTIPLE CHOICE QUESTIONS (MCQ)

1. Which of the following is/are an essential
feature of the market?
[a] Buyers
[b] Sellers
[c] Price
[d] All the above

2. Which of these is not an essential feature of a
market?
[a] Buyers
[b] Sellers
[c] Commodity
[d] Building with loading and unloading

facilities

3. A monopoly is characterized by –
[a] Limited entry and exit opportunity
[b] Single supplier
[c] Few customers
[d] All the three

4. Who is the only seller in the market of his
product?
[a] Monopolist
[b] Oligopolistic
[c] Duopolists
[d] None of these

5. What is the demand for a monopolist’s
product, the more would be his degree of
monopoly power, and vice versa?
[a] More Elastic
[b] Less Elastic
[c] Both a and b
[d] None of these

6. Which of the following is/are the
characteristic of a monopolistically
competitive market?
[a] No restriction on exit and entry

[b] Many sellers
[c] Product differentiation
[d] All the above

7. The degree of monopoly power depends
upon the numerical coefficient of the price-
elasticity of demand for the ____________
[a] Oligopolistic product
[b] Monopolist’s product
[c] Duopolistic product
[d] None of these

8. According to Prof. Lerner, degree of
monopoly power in perfect competition is …
[a] One
[b] Two
[c] Zero
[d] Ten

9. At the equilibrium point of a competitive firm,
we have …….
[a] p = AR = MR = MC
[b] p = MC,
[c] p – MC = 0
[d] All the above

10. Which of a firm is its ability to set the price of
its product above the marginal cost?
[a] Oligopoly power
[b] Monopoly power
[c] Duopoly power
[d] None of these

11. The elasticity of demand for a firm’s product
is determined by the factors ___________
[a] Elasticity of market demand,
[b] The number of firms in the market, and
[c] The nature of interaction among the

firms
[d] All the above
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12. Average Revenue of a monopolist firm is =
[a] Always more than the Marginal revenue
[b] Always less than the Marginal revenue
[c] Equal to marginal revenue
[d] Any of the above three possible

13. Who evolved three time period in the analysis
of price output determination?
[a] Marshall
[b] Philip Kotler
[c] Adam Smith
[d]  Nikolas

14. A monopolist firm continuously adjust its
output with respect to _____________
[a] The current and expected sales
[b] Cost of production incurred on output
[c] Both a and b
[d] None of these

15. A natural monopoly has declining – over large
range of output –
[a] Long run average cost
[b] Short run average cost
[c] Long run total cost
[d] Long run marginal cost

16. What is an important objective of monopoly?
[a] Sale Maximization
[b] Profit maximisation
[c] Production Maximization
[d] None of these

17. A monopoly based on sole state ownership of
production and distribution network is
known as –
[a] Natural monopoly
[b] Technological monopoly
[c] Government monopoly
[d] Geographical monopoly

18. Who will go on producing additional units of
output as long as marginal revenue exceeds
marginal costs?
[a] Perfect Market
[b] Oligopolistic
[c] Monopolist
[d] None of these

19. Monopolist profit will be maximum and will
attain equilibrium at the level of output at
which marginal revenue is equal to
_______________
[a] Economic Cost
[b] Social Cost
[c] Marginal Cost
[d] None of these

20. The monopolist will never be in equilibrium at
a point on demand curve at which elasticity
of demand is _______________
[a] Less than one
[b] More than one
[c] Equal to one
[d] All the above

21. Which of these is not a cause of price
discrimination?
[a] Ignorance of consumer
[b] Place differentiation
[c] Variation in quality
[d] Tax differentiation

22. What is the producer will go on producing
output so long as marginal revenue exceeds
marginal cost?
[a] Duopoly market
[b] Perfect Market
[c] Oligopoly Market
[d] Monopoly equilibrium
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23. The term ‘Monopoly’ has been derived from
Greek term __________.
[a] Monopolies
[b] Monopolitics
[c] Menology
[d] None of these

24. In short run a monopolistic competition firm
will be in equilibrium where –
[a] MR = curve intersect SMC curve from

above
[b] MR curve intersect SMC curve from
below
[c] MC = AR
[d] MR curve intersect SMC from below
and P is equal to or more than AVC

25. Which of the following is the characteristic
of Monopoly?
[a] Single Seller
[b] Restricted Entry
[c] Homogeneous Product
[d] All the above

26. Which of the following is the type of
Monopoly?
[a] Natural Monopoly
[b] Public Utility Monopoly
[c] Fiscal Monopoly
[d] All the above

27. The market state that satisfy all the essential
features of a perfect competitive market
except identity of product is known as -
[a] Oligopoly
[b] Duopoly
[c] Monopoly
[d] Monopolistic competition

28. Which is the true statement related to
Monopoly?

[a] Under Monopoly the MR Curve lies
below the AR Curve

[b] A firm under monopoly faces a
downward sloping demand curve or
average revenue curve.

[c] The Equilibrium level in monopoly is
that level of output in which marginal
revenue equals marginal cost.

[d] All the above

29. In the short run if the price is above the
average total cost in a monopolistic
competitive market, the firm makes
[a] Profits and new firms join the market
[b] Profit and bar entry to new firms
[c] Makes losses and exit the market
[d] Quick profit and disappears

30. In order to achieve equilibrium, the
monopolist should satisfy conditions …….
[a] Marginal cost should be equal to

marginal revenue
[b] The marginal cost curve should cut

marginal revenue curve from below
[c] Both a and b
[d] None of these

31. In a pure monopoly firm a firm can make
abnormal profit at the long run equilibrium
level due to -
[a] Price discrimination
[b] Cost effectiveness
[c] Banned entry of new firms
[d] Sales promotion

32. When the Demand curve of a pure monopoly
firm is elastic, MR will be -
[a] Negative
[b] Positive
[c] Zero
[d] Any of these
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33. ____________ is the sole supplier in an
industry and, as a result, the monopolist can
take the market demand curve as its own
demand curve?
[a] A pure monopolist
[b] Public Utility Monopoly
[c] Fiscal Monopoly
[d] All the above

34. The demand curve of a Monopoly firm is –

[a] Same that of a firm in a perfect
competition

[b] Same as that of the total market demand
[c] Non-exist
[d] Perfectly elastic

35. Which of these is associated with a
monopolistic competitive market –
[a] Product differentiation
[b] Homogeneous Product
[c] Normal in short run
[d] Single buyer

36. What is a pricing strategy that charges
customers different prices for the same
product or service?
[a] Price discrimination
[b] Price differentiation
[c] Dumping
[d] All the above

37. When a monopolist charges different prices
to each customer it is called price
discrimination of –
[a] First order
[b] Second order
[c] Third order
[d] Fourth order

38. The ideal level of operation for a pure
monopoly firm is the level where

[a] TR and STC curve are parallel to each
other

[b] TR = TC
[c] TR = Total variable cost
[d] TR is less than STC

39. Who defined “Price discrimination is a
pricing strategy where identical or largely
similar goods or services are transacted at
different prices by the same provider in
different markets or territories”.
[a] Krugman and Paul R
[b] Peter Belobaba and Amedeo Odoni
[c] Both a and b
[d] None of these

40. In the short run an oligopolistic firm will –
[a] Make profits
[b] Incur losses
[c] Just break even
[d] All the above

41. Which of the following is essentially there are
two main situations required for
discriminatory pricing?
[a] Differences in price elasticity of demand

between markets
[b] Barriers to prevent consumers switching

from one supplier to another
[c] This can be done in a number of ways

and is probably easier to achieve with
the provision of a unique service

[d] All the above

42. Which of the following is the degree of price
discrimination?
[a] First degree price discrimination
[b] Second degree price discrimination
[c] Third degree price discrimination
[d] All the above
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43. A monopoly firm makes more profit because
-
[a] It has ability to choose among price and
    output combination
[b] It can discriminate price
[c] It leave the consumer with no consumer
    surplus
[d] it acts as a market leader

44. Which of the following is not the type of
Price discrimination?
[a] Personal Discrimination
[b] Trade discrimination
[c] Place discrimination
[d] Discount discrimination

45. Price discrimination is considered as illegal,
immoral because of the following:
[a] Preventing growth of competition
[b] Dumping
[c] Slows down technological progress
[d] All the above

46. _________ has excess production capacity
in the long run
[a] Perfect competition market
[b] Monopolistic competition market
[c] Oligopolistic market
[d] None of these

47. Which of the following is not the advantage
of Price Discrimination?
[a] Firms will be able to increase revenue
[b] Increased revenues can be used for

research and development which benefit
consumers

[c] Some consumers will benefit from
lower fares

[d] Decline in consumer surplus

48. A Monopoly demand curve is –
[a] Same as its average revenue curve

[b] Same as its supply curve
[c] Same as its cost curve
[d] Same as that of the factor inputs

49. Which of the following is any kind of
predatory pricing in the context of
international trade?
[a] Dumping
[b] Duopoly
[c] Monopoly
[d] Oligopoly

50. Which of the following is the form of
dumping?
[a] Persistent Dumping
[b] Predatory Dumping
[c] Sporadic Dumping
[d] All the above

51. Which of the following is the reason for
Dumping?
[a] Predatory Price (Predatory Dumping
[b] Price Discrimination/Strategic Dumping
[c] Cyclical Dumping
[d] All the above

52. Unregulated monopolies
[a] Cannot change the market quantity
[b] Can influence the market quantity and

price
[c] Cannot incorporate
[d] Take the market price as given

53. Which of the following statements about a
monopoly is FALSE?
[a] A monopoly is the only supplier of the

good
[b] Monopolies have no barriers to entry or

exit
[c] The good produced by a monopoly has

no close substitutes
[d] None of these
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54. Which of the following is LEAST likely to be
a monopoly?
[a] The sole owner of an occupational

license
[b] A pharmaceutical company with a patent

on a drug
[c] A store in a large shopping mall
[d] The holder of a public franchise

55. Patents create monopolies by restricting
[a] Prices
[b] Profit
[c] Entry
[d] Demand

56. A defining characteristic of a natural
monopoly is that
[a] It exists because of legal barriers to

entry
[b] It has no close substitutes
[c] Its average total cost curve slopes

downward as it intersects the demand
curve

[d] Its demand curve slopes downward.

57. An industry in which one firm can supply the
entire market at a lower price than two or
more firms can is called a
[a] Legal monopoly
[b] Single – price monopoly
[c] Natural monopoly
[d] Price – discriminating monopoly

58. Which of the following is true of a natural
monopoly?
[a] The firm can supply the entire market at

a lower cost than could two or more
firms

[b] The average total cost curve slopes
upward as it intersects the demand
curve

[c] The firm is not protected by any barrier
to entry

[d] Economies of scale exist to only a very
low level of output

59. A single-price monopoly charges the same
price
[a] Even if the demand curve shifts
[b] To all customers
[c] Even if its cost curves shift.
[d] And the price equals the firm’s marginal
revenue

60. For a monopoly, the industry demand curve
is the firm’s
[a] Profit function
[b] Marginal revenue curve
[c] Supply curve
[d] Demand curve

61. Monopolists
[a] Face downward sloping demand curves
[b] Are price takes
[c] Have no short-run fixed costs
[d] Maximize revenue, not profits

62. The marginal revenue curve for a single-price
monopoly
[a] Lies below its demand curve
[b] Is horizontal
[c] Lies above its demand curve
[d] Coincides with its demand curve

63. If the price elasticity of demand is greater
than 1, a monopoly’s
[a] Marginal revenue is zero
[b] Total revenue decreases when the firm

lowers its price
[c] Marginal revenue is negative
[d] Total revenue increases when the firm

lowers its price
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64. If the price elasticity of demand is less than 1,
a monopoly’s
[a] Marginal revenue is undefined
[b] Total revenue decreases when the firm

lowers its price
[c] Total revenue increases when the firm

lowers its price
[d] Marginal revenue is zero

65. If the demand for its product is elastic, a
monopoly’s
[a] Total revenue is uncharged when the

firm lowers its price
[b] Total revenue decreases when the  firm

lowers its price
[c] Marginal revenue is zero
[d] Marginal revenue is positive

66. An unregulated monopoly will
[a] Produce in the elastic range of its

demand curve
[b] Flood the market with goods to deter

entry
[c] Produce only where marginal revenue is

zero
[d] Produce in the inelastic range of its

demand curve

67. An unregulated monopoly finds that is
marginal cost exceeds its marginal revenue.
In order to increase its profit, the firm will
[a] Lower its price and increase its output
[b] Raise its price and increase its output
[c] Raise its price and decrease its output
[d] Continue to produce this level of output

because any change will lower its profit

68. Unregulated monopolies can often earn an
economic profit in the long run because
[a] They have high costs
[b] Barriers to entry prevent competing

firms from entering the market

[c] They receive government subsidies
[d] The risks of running a monopoly are

high

69. Consumer surplus is
[a] Equal to the price minus the marginal

cost
[b] Less in the case of a single-price

monopoly than in the case of a perfectly
competitive industry

[c] Zero for a single-price monopolist
[d] Positive in the case of monopolist

practicing perfect price discrimination

70. In comparison with a perfect competition, a
single-price monopolist with the same costs
[a] Generates a larger consumer surplus

and a larger economic profit
[b] Generates a smaller consumer surplus

but a larger economic profit
[c] Generates a larger consumer surplus

and a smaller economic profit
[d] Generates a smaller consumer surplus

and a smaller economic profit

71. Compared to a competitive industry, a
monopoly transfers
[a] Consumer surplus to producers
[b] Producer surplus to consumers
[c] Deadweight loss away from producers

to consumers
[d] Deadweight loss away from consumers

to producers

72. Any attempt to capture a consumer surplus, a
producer surplus, or an economic profit is
called
[a] Efficiency gain
[b] Profit-maximizing
[c] Rent-seeking
[d] Price discriminating
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73. Efforts by a firm to obtain a monopoly
[a] Are called price taking
[b] Are called price discrimination
[c] Raise consumer surplus
[d] Are called rent seeking

74. Activity aimed at creating artificial barriers to
entry to a particular market
[a] Improves competition
[b] Is rent seeking
[c] Has no social cost
[d] Improves the economy’s efficiency

75. Rent seeking is devoted to the creation of
[a] More elastic demand
[b] Monopolies
[c] Human capital
[d] Competitive industries

76. Price discrimination
[a] Is more likely for services than for

goods that can be stored
[b] Is common in perfectly competitive

markets
[c] Is illegal because it always violates

antitrust laws
[d] Work only if all groups of demanders

have the same price elasticity of demand
for the product

77. A price discriminating monopolist charge
lower prices to customers with
[a] Higher average willingness-to-pay
[b] Lower average willingness-to-pay
[c] Lower supply elasticities
[d] Higher supply elasticities

78. Monopolists are able to practice price
discrimination because
[a] They have constant marginal cost
[b] Of differing price elasticities of supply

[c] They have constant average cost
[d] Of differing average willing-to-pay

among consumers

79. The more perfectly a monopoly can price
discriminate, the
[a] Smaller its output and the higher its

profits
[b] Larger its output and the higher its

profits
[c] Larger its output and the lower its

profits
[d] Smaller its output and the lower its

profits

80. Which of the following occurs with both
perfectly price discriminating and single –
price monopolies?
[a] The level of output is inefficient
[b] Deadweight loss is created
[c] There is a redistribution of consumer

surplus to the monopoly
[d] All consumer surplus goes to the

monopoly

81. In the case of a perfectly price-discriminating
monopoly, there is no
[a] Transfer of consumer surplus to the
producer
[b] Deadweight loss
[c] Long-run economic profit
[d] Short-run economic profit

82. When an increase in a firm’s output of a good
or service brings a decrease in the average
total cost of producing it, the firm is
experiencing
[a] Diseconomies of scale
[b] Economies of scale
[c] Economies of scope
[d] Diminishing
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83. Economies of scope arise when
[a] An increase in output causes average

total cost to fall
[b] Doubling inputs causes output to more

than double
[c] High profit allows a company to

undertake research and development
[d] An increase in the range of goods

produced causes average total cost to
fall

84. Which of the following statements regarding
a marginal-cost pricing rule is incorrect?
[a] It is efficient
[b] It allows the firm to earn a normal profit
[c] It maximizes total surplus in a regulated

industry
[d] It sets price equal to marginal cost

85. A single-price monopoly
[a] Eliminates all the consumer surplus
[b] Charges all consumers the lowest price

that they want to pay for each unit
purchased

[c] Produces less output than it would if it
could discriminate

[d] Creates a smaller deadweight loss than it
would if it is could discriminate

86. Because of a decrease in labor costs, a
monopoly finds that its marginal cost and
average total cost have decreased. The
monopoly will
[a] Raise its price and decrease the quantity

it produces
[b] Raise its price and increase the quantity

it produces
[c] Lower its price and increase the quantity

it produces
[d] Lower its price and decrease the

quantity it produces

87. If a monopoly is producing at an output level
at which marginal revenue exceeds marginal
cost, in order to increase its profit it will
[a] Raise its price and decrease its output
[b] Lower its price and increase its output
[c] Raise its price and increase its output
[d] Lower its price and decrease its output

88. Compared to a single-price monopoly, the
price charged by a competitive industry with
the same costs
[a] Could be higher than, lower the, or the

same as the monopoly’s price
[b] Is higher than the monopoly’s price
[c] Is the same as the monopoly’s
[d] Is lower than the monopoly’s price

89. Which of the following may be a gain to
society from monopoly?
[a] Monopolies may be able to generate

economies of scale
[b] Monopolies may earn an economic

profit in the long run
[c] Monopolies may be able to price

discriminate, thereby boosting consumer
surplus

[d] Monopolists do not waste resources
trying to innovate

90. Which one is not a basic assumption of a
perfect competitive market:
[a] Perfect knowledge of market
[b] Identical product
[c] Free entry and exit in the business
[d] Short period of time

91. Which one of the following is not an
economic goods:
[a] A text book
[b] Today’s newspaper
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[c] Sun light
[d] Irrigation water from a dam

92. According to Keynesian analysis
consumption is a function of:
[a] Permanent income
[b] Current income
[c] Previous income
[d] Estimated life time income

93. Demand pull inflation may initially be caused
by:
[a] An increase in bank credit
[b] An increase in profits
[c] An increase in rent
[d] An increase in wages

94. When interest rate falls then:
[a] Investment falls
[b] Bond prices rise
[c] MEC declines
[d] People save more

95. Shift in the demand for a good may be due to:
[a] Change in the price
[b] Change in price of resources which are

used to produce the good
[c] Change in expectations for further rise

in price
[d] Price change of other goods that could

be produced using similar resources

96. Price discrimination in which same market
offers it's priced at two different levels, on
basis of consumer perception is classified as
[a] Image pricing
[b] Channel pricing
[c] Customer segment pricing
[d] Product-form pricing

97. Price discrimination in which seller charges
different prices for different classes for
buyers is classified as
[a] Fourth-degree discrimination
[b] Second-degree price discrimination
[c] First-degree price discrimination
[d] Third-degree discrimination

98. Pricing technique in which buyers place an
order within 20 minutes after watching paid
ad on TV is classified as
[a] Season pricing
[b] Emergency pricing
[c] Channel pricing
[d] Time pricing

99. Image pricing, location pricing, channel
pricing and time pricing are all types of price
discrimination of
[a] First degree
[b] Second degree
[c] Third degree
[d] Fourth degree

100. Price discrimination in which seller charges
less to customers, who buy in large volumes
is classified as
[a] Second-degree price discrimination
[b] First-degree price discrimination
[c] Third-degree discrimination
[d] Fourth-degree discrimination

101. Monopoly has been derived from Greek
 term ____________ which means a single
 seller.

[a] Monopolies
[b] Monopolistic
[c] Monopolistic competition market
[d] Oligopolistic market




