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7.1 LEARNING OBJECTIVES
After going through this unit, you will able to:
 identify a variety of market where small sellers dominate
 appreciate the real world market situation in terms of an analytical framework
 analyses the price output decision undertaken by a single seller
 discover the situation of price discrimination.

7.2 INTRODUCTION
Within a market, some type of competition exists, making it a competitive market. A
competitive market means that there are a large number of buyers and sellers of the
same output. Competitive markets involve either perfect or imperfect competition.
Imperfect competition is the most common type of market structure. By definition,
imperfect competition is one that lacks a condition needed for perfect competition.
The most common examples of imperfect competition are monopoly, monopolistic
competition, and oligopoly.
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7.3 MEANING OF A MONOPOLY MARKET
A monopoly is a market structure with one seller and multiple buyers. The seller is a
price maker that has created large barriers to enter the market. A classic example of a
monopoly is Indian Railways. In a monopoly market, factors like government license,
ownership of resources, copyright and patent and high starting cost make an entity a
single seller of goods. All these factors restrict the entry of other sellers in the market.
Monopolies also possess some information that is not known to other sellers.
According to D. Salvatore,
“Monopoly is the form of market organisation in which there is a single firm selling a
commodity for which there are no close substitutes.”

7.4 CHARACTERISTICS OF MONOPOLY
a) Single Seller: The producer or seller of the commodity is a single person, firm
or an individual and that firm has complete control on the output of the
commodity.
b) No Close Substitutes: All the units of a commodity are similar and there are
no substitutes to that commodity.
c) No Entry for New Firms: Monopoly situation in a market can continue only
when other firms do not enter the industry. If new firms enter the industry,
there will not be complete control of a firm on the supply. As such, whenever
a firm enters the industry, monopoly situation comes to an end. There/art,
monopoly industry is essentially one-firm industry. This signifies that under
monopoly there is no difference between a firm and an industry.
d) Profit in the Long-Run: A monopolist can earn abnormal profit even in the
long run because he has no fear of a competitive seller. In other words, if a
monopolist gets abnormal profits in the long run, he cannot be dislodged from
this position.
e) Losses in the Short Period: Generally, a common man thinks that a monopoly
firm cannot incur loss because it can fix any price it wants. However, this
understanding is not correct. A monopoly firm can sustain losses equal to
fixed cost in the short period.
f) Nature of Demand Curve: Under monopoly the demand for the commodity of
the firm is less than being perfectly elastic and, therefore, it slopes downwards
to the right. The main reason of the demand curve sloping downwards to the
right is the complete control of the monopolist on the supply of the
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commodity. Due to control on the supply a monopolist makes changes in the
supply which brings about changes in the price and because of this demand
changes in the opposite direction. In other words, if a monopolist increases the
price of the commodity, the amount of quantity sold decreases. Therefore,
demand curve (AR) slopes downwards to the right. The nature of demand
curve has been shown in the diagram. DD is demand curve, which has a
negative slope.
g) Price-discrimination: From the point of view of profit a monopolist can
change different prices from different consumers of his commodity. This
policy is known as price discrimination. He adopts the policy of price
discrimination on various bases such as charging different prices from
different consumers or fixing different prices at different places etc.
h) Firm is a Price-Maker: A competitive firm is a price-taker whereas a
monopoly firm is a price-maker. This is because a competitive firm is small
compared to market and therefore, it does not have market power. This is not
true in the case of a monopoly firm because it has market power. Hence, it is a
price maker.
CHECK YOUR PROGRESS
Q.1: State whether True of False:
a) A monopoly is a market structure with one seller and multiple buyers.
b) A monopolist can earn abnormal profit even in the long run.
c) From the point of view of profit a monopolist can not change different prices
from different consumers of his commodity.
d) Both AR and MR curves slope upward in monopoly market.

7.5 REVENUE CURVES UNDER MONOPOLY
In monopoly market there is only one producer or seller and large no. of consumers.
There is lack of production of close substitutable commodities. Price of commodity is
determined by the producer. So, firm is price maker and consumers are price taker.
To increase the sale of output producer must reduce the price of the commodity. On
the basis of this concept we can derive TR, AR and MR curves.

3

On the given table, output sold is gradually increasing at equal rate from 1 to 6.
About TR, at initial stage, TR increases then remains constant after certain output
sold and decreases at increasing rate. AR gradually declines at equal rate as per
increasing rate of output sold. About MR, it decreases at constant rate. Given the
demand for his product, the monopolist can increase his sales by lowering the price,
the marginal revenue also falls but the rate of fall in marginal revenue is greater than
that in average revenue. Thus, the MR curve lies below the AR curve.

Fig. 7.1

7.6 PRICE AND OUTPUT DETERMINATION IN MONOPOLY
Firms in a perfectly competitive market are price-takers so that they are only
concerned about determination of output. But this is not the case with a monopolist.
A monopolist has to determine not only his output but also the price of his product.
Since he faces a downward sloping demand curve, if he raises the price of his
product, his sales will go down. On the other hand, if he wants to improve his sales
volume, he will have to be content with lower price. He will try to reach that level of
output at which profits are maximum i.e. he will try to attain the equilibrium level of
output. How he attains this level can be found out as is shown below.

7.6.1 Short-Run Equilibrium
Conditions for Equilibrium: The twin conditions for equilibrium in a monopoly
market are the same as discussed earlier.
i) MC = MR
ii) MC curve must cut MR curve from below.
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Fig. 7.2
The figure shows that MC curve cuts MR curve at E. That means, at E, the
equilibrium price is OP and the equilibrium output is OQ. In order to know whether
the monopolist is making profits or losses in the short run, we need to introduce the
average total cost curve. Figure 7.2 shows that MC cuts MR at E to give equilibrium
output as OQ. At OQ, the price charged is OP (we find this by extending line EQ till
it touches AR or demand curve). Also at OQ, the cost per unit is SQ or OT.
Therefore, profit per unit is SR or total profit is PRST.

Can a monopolist incur losses?: One of the misconceptions about a monopolist is
that he always makes profits. It is to be noted that nothing guarantees that a
monopolist makes profits. It all depends upon his demand and cost conditions. If he
faces a very low demand for his product and his cost conditions are such that AC
>AR, he will not be making profits, rather, he will incur losses. Figure 7.3 depicts this
position.

Fig. 7.3
In the above figure, MC cuts MR at E. Here E is the point of loss minimisation. At E,
the equilibrium output is OQ and the equilibrium price is OP. The average total cost
corresponding to OQ is QS. Cost per unit of output i.e. QS is greater than revenue per
unit(QR). Thus, the monopolist incurs losses to the extent of RS per unit or total loss
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is PTSR. Whether the monopolist stays in business in the short run depends upon
whether he meets his average variable cost or not. If he covers his average variable
cost and at least a part of fixed cost, he will not shut down because he contributes
something towards fixed costs which are already incurred. If he is unable to meet his
average variable cost even, he will shut down.

7.6.2 Long-Run Equilibrium
Long run is a period long enough to allow the monopolist to adjust his plant size or to
use his existing plant at any level that maximizes his profit. In the absence of
competition, the monopolist need not produce at the optimal level. He can produce at
sub-optimal scale also. In other words, he need not reach the minimum of LAC curve,
he can stop at any place where his profits are maximum.
However, one thing is certain: The monopolist will not continue if he makes losses in
the long run. He will continue to make super normal profits even in the long run as
entry of outside firms is blocked.

Fig. 7.4
CHECK YOUR PROGRESS
Q.2: Fill in the blanks:
a) The twin conditions for equilibrium in a monopoly market are the same as
discussed earlier.
i) MC = .....................
ii) MC curve must cut .................... curve from below.
b) The monopolist will not continue if he makes ..................... in the long run.

7.7 PRICE DISCRIMINATION
Price discrimination refers to the practice of a seller of selling the same good at
different prices to different buyers. A seller makes price discrimination between
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different buyers when it is both possible and profitable for him to do so. Price
discrimination is not a very common phenomenon. It is very difficult to charge
different prices for the identical good from different customers. Frequently, the
product is slightly differentiated to successfully practice price discrimination.
In the words of Mrs. John Robinson “The act of selling the same article, produced
under single control at different prices to different buyers is known as price
discrimination”.
Price discrimination may be (a) personal, (b) local, or (c) according to trade or use:
a) Personal: It is personal when different prices are charged for different persons.
b) Local: It is local when the price varies according to locality.
c) According to Trade or Use: It is according to trade or use when different
prices are charged for different uses to which the commodity is put, for
example, electricity is supplied at cheaper rates for domestic than for
commercial purposes.

7.7.1 Degrees of Price Discrimination
a) 1st Degree Price Discrimination: This type of discrimination, also known as
perfect price discrimination, essentially states the monopolist charges the
consumer the maximum price that individual is willing to pay for that product.
For example- fees charged by the doctors, lawyers etc.
b) 2nd Degree Price Discrimination: In this type of discrimination the
monopolist is actually not able to differentiate between the different types of
consumers. This practice creates a schedule of declining prices for different
range of quantities. For example Price charged by the electricity board.

c) 3rd Degree Price Discrimination: In this type of discrimination the
monopolist is actually divides the customers into two or more than two submarkets and charges different prices from different sub-markets. For
example– home market and foreign market.

7.7.2 Conditions and Possibilities of Price-Discrimination
There are four main types of situation:
a) When consumers have certain preferences or prejudices. Certain
consumers usually have the irrational feeling that they are paying higher
prices for a good because it is of a better quality, although actually it may be
of the same quality. Sometimes, the price differences may be so small that
consumers do not consider it worthwhile to bother about such differences.
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b) When the nature of the good is such as makes it possible for the monopolist
to charge different prices. This happens particularly when the good in
question is a direct service.
c) When consumers are separated by distance or tariff barriers. A good may
be sold in one town for Re. 1 and in another town for Rs. 2. Similarly, the
monopolist can charge higher prices in a city with greater distance.
d) The elasticities of demand in different markets must be different. The
market is divided into sub-markets. The sub market will be arranged in
ascending order of their elasticities, the higher price being charged in the least
elastic market and vice versa.

7.7.3 Price Determination under Price Discrimination
First of all. the monopolist d;ti Ides his total market into sub markets. In the following
diagrams, the monopolist divides his total market into two sub-markets, i.e., A and B:

Price Discrimination in Monopoly
Fig. 7.5
The monopolist has now to decide at what level of output he should produce. To
achieve maximum profit, he will be in equilibrium at output at which MR = MC, and
MC curve cuts the MR curve from below. In the above diagram (c) it is shown that
the equilibrium of the discriminating monopolist is established at output OM at which
MC cuts CMR. The output OM is distributed between two markets in such a way that
marginal revenue in each is equal to MC. Therefore, he will sell output OM1 in
Market A, because only at this output marginal revenue MR / in Market A is equal to
ME (M1E/ = ME). The same condition is applied in Market B where MR // is equal to
ME (M2E// = ME). In the above diagram, it is also shown that in Market B in which
elasticity of demand is greater, the price charged is lower than that in Market B where
the elasticity of demand is less.
CHECK YOUR PROGRESS
Q.3: Fill in the blanks:
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a) Price discrimination refers to the practice of a seller of selling the same good at
.................... prices to different buyers.
b) There are .................... degrees of Price discrimination.

7.8 LET US SUM UP
In this unit we have discussed the following aspects–
 Monopoly is the form of market organisation in which there is a single firm
selling a commodity for which there are no close substitutes.
 Characteristics of Monopoly:
a) Single seller
b) No close substitute of the product
c) No entry for new firms
d) It earns profit in the long run
e) May suffer losses in the short period
f) AR and MR curves slopes downward.
 Conditions for Equilibrium: The twin conditions for equilibrium in a
monopoly market are the same as discussed earlier.
i.
MC = MR
ii.
MC curve must cut MR curve from below.
 Price discrimination refers to the practice of a seller of selling the same good
at different prices to different buyers.
 There are four main types of situation:
a) When consumers have certain preferences or prejudices.
b) When the nature of the good is such as makes it possible for the
monopolist to charge different prices.
c) When consumers are separated by distance or tariff barriers.
d) The elasticities of demand in different markets must be different.

7.9 FURTHER READING
1) Ahuja, H.L. (2007); Advanced Economic Theory: Microeconomic Analysis; New
Delhi: S. Chand & Company Ltd.
2) Chopra, P.N. (2008): Micro Economics; Ludhiyana: Kalyani Publication
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8.1 LEARNING OBJECTIVES
After going through this unit, you will be able to:
 discuss the monopolistic competition and oligopoly market
 explain the various pricing policies of firms of these two markets
 explain real market structure and their strategic policies.

8.2 INTRODUCTION
We have discussed the market structure under perfect competition in the earlier unit.
Perfect competition is a market where a large number of sellers carrying a
homogeneous product and monopoly is a market of only one seller. However, many
small businesses operate under conditions of monopolistic competition.

10

Monopolistic competition as a market structure was first identified in the 1930s by
American economist Edward Chamberlin, and English economist Joan Robinson.
Monopolistic competition is a type of imperfect competition such that many
producers sell products that are differentiated from one another as goods but not
perfect substitutes. Markets of products like soap, toothpaste AC, etc. are examples of
monopolistic competition.
Monopoly + Competition = Monopolistic Competition
Under monopolistic competition, each firm is the sole producer of a particular brand
or “product”. It enjoys ‘monopoly position’ as far as a particular brand is concerned.
However, since the various brands are close substitutes, its monopoly position is
influenced due to stiff ‘competition’ from other firms. So, monopolistic competition
is a market structure, where there is competition among a large number of
monopolists.
Example of Monopolistic Competition: Detergent Market:
When we walk into a departmental store to buy detergent, we will find a number of
brands, like Surf-Excel, Ariel, Wheel, Tide etc.
On one hand, the market for detergent seems to be full of competition, with thousands
of competing brands and freedom of entry. On the other hand, its market seems to be
monopolistic, due to uniqueness of each toothpaste and power to charge different
price. Such a market for detergent is a monopolistic competitive market.
8.3 CHARACTERISTICS OF MONOPOLISTIC MARKET
Let us now discuss some of the important features of this kind of market.
1) Many Sellers: There are many firms selling closely related, but not
homogeneous products. Each firm acts independently and has a limited share
of the market.
2) Product Differentiation: Product differentiation refers to differentiating the
products on the basis of brand, size, colour, shape, etc. The product of a firm
is close, but not perfect substitute of other firm. The product of each
individual firm is identified and distinguished from the products of other firms
due to product differentiation, like Lux, Dove, Lifebuoy, etc.
The differentiation among different competing products may be based on
either ‘real’ or ‘imaginary’ differences. Real Differences may be due to
differences in shape, flavour, colour, packing, after sale service, warranty
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period, etc. Imaginary Differences mean differences which are not really
obvious but buyers are made to believe that such differences exist through
selling costs (advertising).
Some more examples of Product Differentiation:
i) Toothpaste: Pepsodent, Colgate, Neem, Close-up, Babool, etc.
ii) Tea: Brooke Bond, Tata tea, Nameri tea, etc.
iii) Soaps: Lux, Liril, Dove, Lifebuoy, Pears, etc.
3) Selling Costs: Under monopolistic competition, products are differentiated
and these differences are made known to the buyers through selling costs.
Selling costs refer to the expenses incurred on marketing, sales promotion and
adver-tisement of the product. Such costs are incurred to persuade the buyers
to buy a particular brand of the product in preference to competitor’s brand.
4) Freedom of Entry and Exit: Under monopolistic competition, firms are free
to enter into or exit from the industry at any time they wish. However, it must
be noted that entry under monopolistic competition is not as easy and free as
under perfect competition.
5) Lack of Perfect Knowledge: Buyers and sellers do not have perfect
knowledge about the market conditions. Selling costs create artificial
superiority in the minds of the consumers and it becomes very difficult for a
consumer to evaluate different products available in the market.
6) Non-Price Competition: In addition to price competition, non-price
competition also exists under monopolistic competition. Non-Price
Competition refers to competing with other firms by offering free gifts,
making favourable credit terms, etc., without changing prices of their own
products. Firms under monopolistic competition compete in a number of ways
to attract customers.
CHECK YOUR PROGRESS
Q.1: Fill in the blank:
a) Monopolistic competition as a market structure was first identified in by
American economist ...................., and English economist .....................
b) .................... refers to differentiating the products on the basis of brand, size,
colour, shape, etc.
c) There are .................... firms selling closely related products in monopolistic
market.
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8.4 DEMAND CURVE OF A FIRM IN MONOPOLISTIC
COMPETITION
Under monopolistic competition, many firms selling closely related but differentiated
products makes the demand curve downward sloping. It implies that a firm can sell
more output only by reducing the price of its product. Demand curve in monopolistic
competition is more elastic compared to monopoly market.
As seen in Figure 8.1 output is measured along the X-axis and price and revenue
along the Y-axis. At OP price, a seller can sell OQ quantity. Demand rises to OQ1,
when price is reduced to OP1. So, demand curve under monopolistic competition is
negatively sloped as more quantity can be sold only at a lower price.

Fig. 8.1
Like monopoly, MR is also less than AR under monopolistic competition due to
negatively sloped demand curve. The implication of marginal revenue curve lying
below average revenue curve is that the marginal revenue will be less than the price
or average revenue. When a firm working under monopolistic competition sells more,
the price of its product falls; marginal revenue therefore must be less than price. In
Fig. 8.2 AR is the average revenue curve of the firm under monopolistic competition
and slopes downward. MR is the marginal revenue curve and lies below AR curve.

Fig. 8.2
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At quantity OM average revenue (or price) is OP and marginal revenue
is MQ which is less than OP.

8.5 PRICE AND OUTPUT DETERMINATION
The equilibrium of the firm under monopolistic competition follows the usual
analysis in the short-run and long-run.
a) Short-Run Equilibrium: The number of firms will remain unchanged
during short-run. Each firm fixes such price and output which maximises its
profits in the short run. The equilibrium price and output is determined at a
point where the short-run marginal cost (SMC) equals marginal revenue
(MR). Since costs differ in the short-run, a firm with lower unit costs will be
earning only normal profits. In case, it is able to cover just the average
variable cost, it incurs losses.

Fig. 8.3
Super-Normal Profit: A firm earns supernormal profit when AR is greater
than its AC. In Figure 8.3 the short-run marginal cost curve (SMC) cuts the
MR curve at E. This equilibrium point establishes the price QR (= OP) and
output OQ. As a result, the firm earns supernormal profit represented by the
area PRST.
Normal Profit: A firm earns only normal profit when AR is equal to its AC.
Figure 8.4 indicates the same equilibrium points of price and output. But in
this case, the firm just covers the short-run average unit cost as represented by
the tangency of demand curve D and the short- run average unit cost curve
SAC at A. It earns normal profit.
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Fig. 8.4
Minimum Loss: Figure 8.5 shows a situation where the firm is not able to
cover its short run average unit cost and therefore incurs losses. Price set by
the equality of SMC and MR curves at point E is QA which covers only the
average variable cost. The tangency of the demand curve D and the average
variable cost curve AVC at
A makes it a shut-down point.

Fig. 8.5
It is not essential that during the short-run all firms charge identical prices and
produce the same quantity as shown above. This is to simplify our geometrical
presentation. There being product differentiation, identity of prices and
quantities cannot be ex-pected.
Each firm acts in accordance with its own short-run costs and equates its SMC
curve with the MR curve. However, this does not mean that the firm fixes a
very different price from the other producers. Since its product has close
substitutes, its price will have to approximate to the prices of the other firms
producing a similar product.

b)

Long-Run Equilibrium: In the long run, there is entry and exit of firms in
a monopolistic competitive industry and the adjustment process will
ultimately lead to the existence of only normal profits. This is a realistic
assumption in the long-run where, no firm can earn either super-normal
profits or incur losses because each produces a similar product.
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If firms in the monopolistic competitive industry are earning super-normal
profits, new firms will be attracted into the group. With the entry of new
firms, the existing market is divided among more sellers so that each firm will
sell lesser quantities of the product than before. As a result, the demand curves
faced by individual firms shift down to the left. At the same time, the entry of
new firms will increase the demand and hence the price of factor-services
which will shift the cost curves of individual firms upward.
This two-way adjustment process of lowering the demand curve and raising
the cost curves will squeeze out super-normal profits. Thus, each firm will be
earning only normal profits in the long-run as shown in Fig. 8.6. In the figure,
all firms are in long-run equilibrium at point E where (1) LMC = MR, and (2)
LMC cuts MR from below and the LAC curve is tangent to the AR curve at
point R. Since price QR = LAC at point R, each firm is earning normal profits
and no firm has the tendency to enter or leave the industry.

Fig. 8.6
CHECK YOUR PROGRESS
Q.2: State whether True or False:
a) Demand curve in monopolistic competition is more elastic compared to
monopoly market.
b) All firms under monopolistic competition earn super normal profit.
c) A firm earns only normal profit when AR is equal to its AC.
d) The MR curves lies above the AR curve under mono polistic market.

8.6 GROUP EQUILIBRIUM
Group equilibrium relates to the equilibrium of the “industry” under a monopolistic
competitive market. The word “industry” refers to all the firms producing a
homogeneous product. But under monopolistic competition the product is
differentiated. Therefore, there is no “industry” but only a “group” of firms producing
a similar product.
Prof. Chamberlin’s group equilibrium analysis is based on the following assumptions:
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1) The number of firms is large.
2) Each firm produces a differentiated product which is a close substitute for the
others’ product.
3) There are a large number of buyers.
4) Each firm has an independent Price policy and faces a fairly elastic demand
curve, at the same time expecting its rivals not to take any notice of its
actions.
5) Each firm knows its demand and cost curves.

Fig. 8.7
Given these assumptions and the two types of demand curves DD and dd, Chamberlin
explains the group equilibrium of firms. He does not draw the MR curves
corresponding to these demand curves and the LMC curve to the LAC curve to
simplify the analysis.
Figure 8.7 represents the long-run equilibrium of the group under monopolistic
competition. Adjustment of long-run equilibrium starts from point A where DD and
dd curves intersect each other so that QA is the short-run equilibrium price level at
which each firm sells OQ quantities of the product.
At this price-output level, each firm earns PABC super-normal profits. Attracted by
super-normal profits, new firms enter the group. Regarding DD as its own demand
curve, each firm applies a price cut for the purpose of increasing its sales and profits
on the assumption that other firms will not react to its action.
But instead of increasing its quantity demanded on the dd curve, it moves along the
dd curve. In fact, every producer thinks and acts alike so that the dd curve “slides
downwards” along the DD curve. This downward movement continues until it takes
the shape of the d1d1 curve and is tangent to the LAC curve at A1. This is the long-run
group equilibrium position where each firm would be earning only normal profits by
selling OQ1 quantities at Q1A1 price.
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8.7 THEORY OF EXCESS CAPACITY
The doctrine of excess capacity is associated with monopolistic competition in the
long-run and is defined as “the difference between ideal (optimum) output and the
output actually attained in the long-run.”
In figure 8.7 Each firm will be of the optimum size and operate the optimum scale
represented by the LAC curve. But it will not produce the optimum output because
the minimum point L of the LAC curve is to the right of its point of tangencyA1. The
reason is the d1d1 curve is not horizontal but downward sloping. Thus each firm will
be of optimum size and have Q1Q1excess capacity.
Prof. Chamberlin’s explanation of the theory of excess capacity is different from that
of ideal (optimum) output under perfect competition. Under perfect competition,
each firm produces at the minimum on its LAC curve and its horizontal demand
curve is tangent to it at that point. Its output is ideal and there is no excess capacity in
the long run.
It’s Significance: The concept of excess capacity is of much practical significance. It
demonstrates an untraditional possibility that an increase in supply may lead to a rise
in price. The “wastes of competition” which were hitherto a mystery have been
unfolded. They pertain to monopolistic competition rather than to perfect
competition, as was wrongly implied by the earlier economists.
It establishes the truth of the proposition that perfect competition and increasing
returns are incompatible and proves without any shadow of doubt that falling costs
ultimately lead to monopoly or monopolistic competition.

8.8 ROLE OF SELLING COST
Under monopolistic competition, products are differentiated and these differences are
made known to the buyers through selling costs. Selling costs refer to the expenses
incurred on marketing, sales promotion and advertisement of the product. Such costs
are incurred to persuade the buyers to buy a particular brand of the product in
preference to competitor’s brand. Due to this reason, selling costs constitute a
substantial part of the total cost under monopolistic competition.
There is a fundamental difference between selling cost and production cost.
Production cost includes all the expenses incurred in making the product and
transporting it to the customer. On the other hand, selling cost include all the
expenses incurred to change the consumer’s preference.
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Average Selling Cost is the selling cost per unit of the product. The figure 8.8
represents equilibrium of a firm with fixed selling cost.

Fig. 8.8
The firm is in equilibrium at point E where MR curve intersects the MC curve. At this
point per unit profit will be AR – ATC (ASC + APC) = MD – MB (AB + MA) = BC.
Total profit will be BD × OM= FPDB.
CHECK YOUR PROGRESS
Q.3: Choose the correct answer:
1) In Monopolistic market there is no “industry” but only a “..............” of firms
producing a similar product–
a) Firm b) Seller c) producer d) Group
2) Excess capacity is defined as “the difference between ............ and the output
actually attained in the long-run’’.
a) Optimum b) Minimum
c) Maximum d) all the above
3) Average Total Cost = Average Selling Cost + ..................
a) Average Fixed Cost b) Average Variable Cost
c) Average Production Cost d) None of the above

8.9 OLIGOPOLY MARKET
The term oligopoly is derived from two Greek words: ‘oligi’ means few and ‘polein’
means to sell. Oligopoly is a market structure in which there are only a few sellers
(but more than two) of the homogeneous or differentiated products. So, oligopoly lies
in between monopolistic competition and monopoly.
‘‘Oligopoly refers to a market situation in which there are a few firms selling
homogeneous or differentiated products.’’
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Example of Oligopoly: In India, markets for automobiles, cement, steel, aluminium,
etc, are the examples of oligopolistic market. In all these markets, there are few firms
for each particular product.
DUOPOLY is a special case of oligopoly, in which there are exactly two sellers.
Under duopoly, it is assumed that the product sold by the two firms is homogeneous
and there is no substitute for it.
Types of Oligopoly:
1) Pure or Perfect Oligopoly: If the firms produce homogeneous products, then
it is called pure or perfect oligopoly. For example– cement, steel, aluminum
and chemicals producing industries.
2) Imperfect or Differentiated Oligopoly: If the firms produce differentiated
products, then it is called differentiated or imperfect oligopoly. For example,
passenger cars, cigarettes or soft drinks.
3) Collusive Oligopoly: If the firms cooperate with each other in determining
price or output or both, it is called collusive oligopoly or cooperative
oligopoly.
4) Non-collusive Oligopoly: If firms in an oligopoly market compete with each
other, it is called a non-collusive or non-cooperative oligopoly.

8.10 CHARACTERISTICS OF OLIGOPOLY MARKET
The main features/Characteristics of oligopoly are elaborated as follows:
1) Few Firms: Under oligopoly, there are few large firms. Each firm produces a
significant portion of the total output. There exists severe competition among
different firms. For example, the market for automobiles in India is an
oligopolist structure as there are only few producers of automobiles.
2) Interdependence: Firms under oligopoly are interdependent. Interdependence
means that actions of one firm affect the actions of other firms. A firm
considers the action and reaction of the rival firms while determining its price
and output levels. A change in output or price by one firm evokes reaction
from other firms operating in the market.

3) Non-Price Competition: Under oligopoly, firms are in a position to influence
the prices. However, they try to avoid price competition for the fear of price
war. They follow the policy of price rigidity. Price rigidity refers to a situation
in which price tends to stay fixed irrespective of changes in demand and
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supply conditions. Firms use other methods like advertising, better services to
customers, etc. to compete with each other.
4) Barriers to Entry of Firms: The main reason for few firms under oligopoly is
the barriers, which prevent entry of new firms into the industry. Patents,
requirement of large capital, control over crucial raw materials, etc, are some
of the reasons, which prevent new firms from entering into industry. Only
those firms enter into the industry which is able to cross these barriers.
5) Role of Selling Costs: Due to severe competition ‘and inter dependence of the
firms, various sales promotion techniques are used to promote sales of the
product. Advertisement is in full swing under oligopoly, and many a times
advertisement can become a matter of life-and-death. A firm under oligopoly
relies more on non price competition.
6) Nature of the Product: The firms under oligopoly may produce homogeneous
or differentiated product.
i.
ii.

If the firms produce a homogeneous product, like cement or steel, the
industry is called a pure or perfect oligopoly.
If the firms produce a differentiated product, like automobiles, the
industry is called differentiated or imperfect oligopoly.

7) Indeterminate Demand Curve: Under oligopoly, the exact behaviour pattern of
a producer cannot be determined with certainty. So, demand curve faced by an
oligopolist is indeterminate (uncertain). As firms are inter-dependent, a firm
cannot ignore the reaction of the rival firms. Any change in price by one firm
may lead to change in prices by the competing firms. So, demand curve keeps
on shifting and it is not definite, rather it is indeterminate.
CHECK YOUR PROGRESS
Q4: Fill in the blank:
a. Oligopoly refers to a market situation in which there are a ....................
firms selling homogeneous or differentiated products.
b. If the firms produce differentiated products, then it is called
.................... oligopoly.
c. Firms under oligopoly are .....................
d. The demand curve under oligopoly market is ..................

8.11 PRICE RIGIDITY
In many oligopolistic industries prices remain sticky or inflexible, that is, there is no
tendency on the part of the oligopolists to change the price even if the economic
conditions undergo a change. Many explanations have been given of this price
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rigidity under oligopoly and most popular explanation is the so-called kinked demand
curve hypothesis.
The kinked demand curve hypothesis was put forward independently by Paul M.
Sweezy, an American economist, and by Hall and Hitch, Oxford economists.
The demand curve facing an oligopolist, according to the kinked demand curve
hypothesis, has a ‘kink’ at the level of the prevailing price. The kink is formed at the
prevailing price level because the segment of the demand curve above the prevailing
price level is highly elastic and the segment of the demand curve below the prevailing
price level is inelastic.
Each oligopolist believes that if he lowers the price below the prevailing level, his
competitors will follow him and will accordingly lower their prices, whereas if he
raises the price above the prevailing level, his competitors will not follow his increase
in price. Each oligopolistic firm believes that though its rival firms will not match his
increase in price above the prevailing level, they will indeed match its price cut.
These two different types of reaction of the competitors to the increase in price on the
one hand and to the reduction in price on the other make the portion of the demand
curve above the prevailing price level relatively elastic and the lower portion of the
demand curve relatively inelastic.

Fig. 8.9
A kinked demand curve dD with a kink at point K has been shown in Figure 8.9. The
prevailing price level is OP and the firm is producing and selling the output OM.
Now, the upper segment dK of the demand curve dD is relatively elastic and the
lower segment KD is relatively inelastic. The prevailing price is OP at which kink is
found in the demand curve dKD. The price P will tend to remain stable or rigid as
every member of the oligopoly will not see any gain in lowering it or in increasing it.
It should be noted that if the prevailing price OP is greater than average cost, more
than normal profits will be made.
Further, it is worth mentioning that the oligopolist confronting a kinked demand
curve will be maximising his profits at the current price level. For finding the profitmaximizing price-output combination, marginal revenue curve MR corresponding to
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the kinked demand curve dKD has been drawn. It is worth mentioning that the
marginal revenue curve associated with a kinked demand curve is discontinuous, or in
other words, it has a broken vertical portion.
The length of the discontinuity depends upon the relative elasticities of two segments
dK and KD of the demand curve at point K. The greater the difference in the two
elasticities, the greater the length of the discontinuity. In Figure 8.10 marginal
revenue curve MR corresponding to the kinked demand curve dKD has been drawn
which has a discontinuous portion or gap HR.
Now, if the marginal cost curve of the oligopolist is such that it passes anywhere, say
from point E, through the discontinuous portion HR of the marginal revenue curve
MR, as shown in Fig. 8.10, the oligopolist will be maximizing his profits at the
prevailing price level OP, that is, he will be in equilibrium at point E or at the
prevailing price OP. Since the oligopolist is in equilibrium, or in other words,
maximising his profits at the prevailing price level, he will have no incentive to
change the price.
Furthermore, even if there are changes in costs, the price will remain stable so long as
the marginal cost curve passes through the gap HR in the marginal revenue curve. In
Figure 8.10 when the marginal cost curve shifts upward from MC to MC’ (dotted)
due to the rise in cost, the equilibrium price and output remain unchanged since the
new marginal cost MC’ also passes from point E’ through the gap HR.

MC’
MC

H
E’
R

E

MR

Fig. 8.10
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8.12 PRICE LEADERSHIP
Price leadership is an important form of collusive oligopoly. Under it, one firm sets
the price, others follow it. Price leadership also comes into existence either through
tacit or formal agreement. But as the formal or open agreement to establish price
leadership is generally illegal, price leadership is generally established as a result of
informal and tacit understanding between the oligopolists.
Price leadership is of various types—
1) Low Cost Firm: There is a price leadership by a low-cost firm. In order to
maximise profits the low-cost firm sets a lower price than the profitmaximizing price of the high-cost firms. Since the high cost firms will not be
able to sell their product at the higher price, they are forced to agree to the low
price set by the low-cost firm. Of course, the low-cost price leader has to
ensure that the price which he sets must yields some profits to the high-cost
firms— their followers.
2) Dominant Firm: There is a price leadership of the dominant firm. Under this
one of the few firms in the industry may be producing a very large proportion
of the total production of the industry and may therefore dominate the market
for the product. This dominant firm wields a great influence over the market
for the product, while other firms are small and are incapable of making any
impact on the market. As a result, the dominant firm estimates its own
demand curve and fixes a price which maximises its own profits. The other
firms which are small having no individual effects on the price, of the product,
follow the dominant firm and accepting the price set by it and adjust their
output accordingly.

8.13 VARIOUS PRICING POLICIES FOR A NEW PRODUCT
Pricing is a crucial managerial decision. There is need to follow certain additional
guidelines in the pricing of the new product. The marketing of a new product poses a
problem for any firm because new products have no past information. When the
company introduces its product for the first time, the whole future depends heavily on
the soundness of initial pricing decision. Top management is accountable for the new
product’s success record.
The price fixed for the new product must:
i)
Earn good profits for the firm over the life of the product.
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ii)

Provide better quality at a cheaper price and at a faster speed than
competitors.

iii)

Satisfy public criteria such as consumer safety and ecological
compatibility.

The firm can select two types of strategy:
A) Skimming Pricing
B) Penetration Pricing

A) Skimming Pricing: Skimming pricing is known as charging high price in
initial stages. This can be followed by a firm by charging skimming price for a
new product in pio-neering stage. When demand is either unknown or more
inelastic at this stage, market is divided into segments on the basis of different
degree of elasticity of demand of different consumers.
For example, in the beginning the prices of computers, T.Vs, electronic
calculators, etc., were very high but now they are declining every year. A high
initial price together with heavy promotional expenditure may be used to
launch a new product if conditions are appropriate.

B) Penetration Pricing: Penetration price is known as charging lowest price
for the new product. This is aimed to quick in sales, capture market share,
utilise full capacity and economies of scale in productive process and keep the
competitors away from the market. Penetration price is a long term pricing
strategy and should be adopted with great caution. When a firm adopts a
penetrating pricing policy, adjustments to price throughout the product life
cycle are minimal.

8.14 LET US SUM UP
In this unit we have discussed the following aspects–
 Monopolistic competition as a market structure was first identified in the
1930s by American economist Edward Chamberlin, and English economist
Joan Robinson. Monopolistic competition is a type of imperfect competition
such that many producers sell products that are differentiated from one
another as goods but not perfect substitutes.
 The important characteristics of monopolistic competition are–
Many Sellers, 2) Product Differentiation, 3) Selling costs, 4) Freedom of
Entry and Exit, 5) Lack of Perfect Knowledge and 6) Non-Price Competition.
 Under monopolistic competition, many firms selling closely related but
differentiated products makes the demand curve downward sloping. It implies
that a firm can sell more output only by reducing the price of its product.
25















Demand curve in monopolistic competition is more elastic compared to
monopoly market.
A firm under monopolistic competition may earn supernormal, normal and
may also suffer losses during short run. However, all firms in the long run will
earn only normal profit.
Group equilibrium relates to the equilibrium of the “industry” under a
monopolistic competitive market.
The doctrine of excess capacity is associated with monopolistic competition in
the long-run and is defined as “the difference between ideal (optimum) output
and the output actually attained in the long run.”
Oligopoly refers to a market situation in which there are a few firms selling
homogeneous or differentiated products.
In many oligopolistic industries prices remain sticky or inflexible, that is,
there is no tendency on the part of the oligopolists to change the price even if
the economic conditions undergo a change. Many explanations have been
given of this price rigidity under oligopoly and most popular explanation is
the so-called kinked demand curve hypothesis.
Price leadership is an important form of collusive oligopoly. Under it, one
firm sets the price, others follow it. Price leadership also comes into existence
either through tacit or formal agreement.
Skimming pricing is known as charging high price in initial stages. This can
be followed by a firm by charging skimming price for a new product in pioneering stage.
Penetration price is known as charging lowest price for the new product. This
is aimed to quick in sales, capture market share, utilise full capacity and
economies of scale in productive process and keep the competitors away from
the market.
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8.16 ANSWERS TO CHECK YOUR PROGRESS
Ans. to Q. No. 1: a) Edward Chamberlin, Joan Robinson,
b) Product differentiation, c) Many
Ans. to Q. No. 2: a) True, b) False, c) True, d) False
Ans. to Q. No. 3: 1) (d) Group, 2) (a) Optimum,
3) (c) Average Production cost
Ans. to Q. No. 4: a) Few, b) differentiated, c) interdependent,
d) indeterminate.

8.17 MODEL QUESTIONS
A) Very Short Answer Type Questions (1 mark):
Q.1: Define a monopolistic market with the help of an example.
Q.2: Define oligopoly with the help of an example.
Q.3: What is duopoly?
Q.4: Define a group
Q.5: What is collusive oligopoly?
Q.6: Distinguish between Pure and differentiated oligopoly.
Q.7: What is product differentiation?
Q.8: What do you mean by non-price competition?
Q.9: What is selling cost?
Q.10: What is excess capacity?
Q.11: What is price rigidity?
Q.12: Define skimming and penetrating pricing.
B) Short Answer Type Auestions (2-5 mark):
Q.1: What are the characteristics of monopolistic market?
Q.2: Explain the concept of product differentiation with the help of an
example.
Q.3: Explain price rigidity through a kinked demand curve.
Q.4: What do you mean by oligopoly market? What are the main features of
oligopoly?
Q.5: Explain various pricing policies for a new product.
Q.6: What are the different types of oligopoly market?
Q.7: Explain the concept of price leadership.
Q.8: Explain the role of selling cost in monopolistic market.
Q.9: Explain the significance of selling cost in monopolistic market.
Q.10: Explain the idea of Group equilibrium.
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C) Long Answer Type Questions (6-10mark):
Q.1: Explain how a firm determines price and output in a monopolistic market
during short-run period.
Q.2: Explain how a firm determines price and output in a monopolistic market
during long-run period.
Q.3: Explain the features of oligopoly market.
Q.4: Discuss price rigidity with the help of kinked demand curve.
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