Topic B4 – Natural Monopolies 

Defn – is a firm that is able to supply the total market more efficiently and at a lower price than if there were two or more firms. 

A “natural monopoly” has the same features as the monopoly firms we studied in Section A

· One seller

· Single product with no close substitutes

· Price maker

· Control over quantity sold

· Strong barriers to entry

Draw a monopoly making a supernormal profit



· How is a monopoly able to charge a high price and make supernormal profits? 

· How is a monopoly able to maintain supernormal profits in the long run? 

· Is the profit-maximising level of output allocatively efficient? Show on the graph and explain why?

· Where is the allocatively efficient (and socially desirable) equilibrium and show this price and quantity on the monopoly you have drawn above.

Who losses with a monopoly?

What can the government do? 

· Allow or encourage more competition 

· Remove advantages monopolies have

· Regulate prices (to a fair price e.g. P (AR) = MC)

· Police mergers and take overs (NZ Commerce Commission) 

A Natural monopoly has a special feature that makes it different from other monopolies :-

· The AC curve must be downward sloping until it cuts the AR curve
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This downward sloping average cost curve is a result of economies of scale (meaning the cost per unit or production (AC) decrease as output increases)

WHY?? A typical Natural Monopoly has very high capital set-up costs e.g. for networks (water, power, telecommunications). Once the network is set-up customers can be added at low MC. 
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Why is it not a good idea to introduce competition to a “Natural Monopoly” ??

· By definition, they are more efficient and can supply the entire market at a lower cost than if there were more firms. 

· There would be unnecessary duplication of resources

Therefore the government should regulate a “Natural” Monopolies output and price to more “socially desirable” levels.  





A Natural Monopoly



There are three possible equilibrium positions :-

1. Pt 1 -Profit Maximising Equilibrium (where MC = MR) – Pm and Qm. A supernormal profit is made (equal to the shaded area) and there is a DWL (ie. not “socially desirable” or “allocatively efficient”).

2. Pt 2 - Average Cost Pricing (where AC = AR) – Pav and Qav and a normal profit is made. There is still a DWL (ie. not “socially desirable” or “allocatively efficient”).

3. Pt 3 - Marginal Cost Pricing called “the socially desirable” or “allocatively efficient” equilibrium (where MC (supply) = AR (demand)) – Psd and Qsd. There is no DWL but the firm is making a subnormal profit. A subsidy can be given to the firm make sure it does not exit the industry.
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Establishing a network #1
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Establishing a network #2












