
Concentrated Markets

Concentration Ratio: A measure of market power; often expressed as a 3-firm or 
5-firm concentration ratio. For a 3-firm CR, add up the market shares of the 3 largest 
firms in an industry. Market share can be measured in a number of ways: revenue 
(“sales”), employees etc.

Monopoly

The monopoly firm maximises profits 
at the level of output Q where MC=MR. 
The shaded area represents the 
supernormal profits earned by this firm. 
It can earn these profits in the long run, 
as new firms cannot enter the market.

Characteristics 
• Single dominant firm (legal / working 

monopoly = 25% market share, pure 
monopoly = 100% market share) 

• High barriers to entry (and exit) 

• Significant price-making power, aiming 
to maximise profits 

Barriers to entry: These are any factors that act to prevent new firms from joining 
a market. They can be strategic (“deliberate”) such as heavy advertising, natural 
(“innocent”) such as high sunk costs for networks, or legal, for example patents and 
government licences. 

Oligopoly
• 2 or more firms dominate the market, and the firms are interdependent.

• Goods can be homogenous (e.g. oil) or differentiated.

• Where goods are homogenous, prices are normally very stable, but can be subject to sudden price-wars and 
there is the risk of collusion (which is illegal).

• Where goods are differentiated, there is significant non-price competition.

Game Theory
• A technique for analysing interactions of firms, 

based on their possible strategies.

Dominant Strategy
• A strategy that will always be chosen by a firm, 

regardless of what its competitors choose to do.

Nash Equilibrium
• The intersection of 2 firms’ dominant strategies 

i.e. the most likely outcome in a market when 
firms consider the “best responses” of their 
competitors.

Price Discrimination
Firms with price-making power can charge different prices to different 
consumers. This is possible if:

• Consumers can be separated into different groups, each with different 
price elasticity of demand.

• There is no risk of “seepage” or “arbitrage” i.e. consumers cannot 
easily move between groups.

• Firms have price-making power.

Firms use price-discrimination to increase their profits – this can be seen 
as exploitative – but some consumers who would not be able to participate 
in the market in “normal” circumstances may now face lower prices.

PAYOFF MATRIX 
example

Firm A

High Price Low Price

Firm B
High Price 6, 6 2, 10

Low Price 10, 2 4, 4

Productive Efficiency 
Doesn’t operate at the 
bottom of the AC curve. 

HOWEVER 

Average costs may 
be lower than in a 
competitive firm due to 
economies of scale. 

Allocative Efficiency 
Doesn’t operate where 
AR = MC.

HOWEVER
May be able to produce 
a range of goods that 
meet a variety of needs.

Dynamic Efficiency 
Earns supernormal profit 
in the SR and LR so has 
finance available for 
investment & innovation

HOWEVER
May not be incentivised if 
they are the main firm. 

Monopoly

Oligopoly

Duopoly

Conditions for collusion:
• Relatively small number 

of firms, to make it easier 
to “monitor” and reach 
agreements.

• Similar objectives.

• Price-making power.

• Homogeneous goods.

• Demand is relatively price 
inelastic, so a rise in price leads 
to rising revenue.

The payoff matrix above is an example of a 
Prisoner’s Dilemma. In this case, both firms have 
a dominant strategy of always choosing the low 
price giving them each a payoff of 4. However, if the 
firms chose to collude and set price high, then they 
would each receive a higher payoff of 6 each. In this 
situation, though, there would be an incentive to 
cheat on the agreement at some point.

Natural Monopoly
A market structure in which it would 
be inefficient to have more than one 
firm providing the good/service, due 
to large economies of scale. At the 
profit-max level of output Q the firm 
is loss-making. The firm may instead 
be subsidised or nationalised, and 
operate at the allocatively efficient 
level of output QI.


