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Applications of Monopoly Theory 

Price discrimination

Many examples by for-profit firms, non-profit organizations, government

Resident vs non-resident tuition, student and senior citizen discounts, air fares, journals for libraries vs professors, sliding scale day care, admission to cultural sites for Indians and non-Indians, pharmaceuticals in rich vs. poor countries

“Third degree” price discrimination is most common

Conditions that allow it:

a. some market power 

b. information about how to segment the market (based on demand elasticity)

c. no (or very limited) resale of firm’s product or service is possible 

Monopolist equates MR to MC separately in each market segment, then sets the price for each segment based on that segment’s demand curve – result is different prices for the same product or service

Peak load pricing as an application of price discrimination

Public Policy for Monopoly

Market conditions conducive to a natural monopoly
Approaches to preventing inefficiency and inequity in such situations

a. Government operation, e.g. postal service

b. Auction the right to operate the monopoly, e.g. cable TV, trash collection

c. Regulatory approaches (usually of a natural monopoly):

P = ATC with “fair” rate of return

P = MC with subsidy

block pricing to fully cover ATC yet allow P = MC

price cap approach, promotes dynamic efficiency? Friedman pp 687-ff
d. Problems with regulation:

assuring cost minimization, setting fair rate

quality regulation, capture by the industry

Rely on antitrust law to prevent or stop anti-competitive behavior [price fixing, unfair competition, some mergers] in perfectly competitive, effectively competitive, or oligopolistic markets

