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Measurement of the Degree of Monopoly Power

Monopoly power refers to the ability of a firm to influence the price and output levels in a
market. In perfect competition, firms have no market power, while in a monopoly, a single
firm has complete control over prices. Measuring the degree of monopoly power helps
policymakers, economists, and market regulators evaluate the extent of competition in a

market and take corrective measures if needed.

1. Lerner Index (Price-Cost Margin)

One of the most widely used measures of monopoly power is the Lerner Index, defined as:

L=P-MC/P

Where:
e [ =Lerner Index
® P=Price of the product
e MC= Marginal cost of production

Interpretation

e A value of L = 0 indicates perfect competition where price equals marginal cost.

e As L approaches 1, it indicates greater monopoly power.



Example: If a firm sells a product at $10 while the marginal cost is $6, the Lerner Index is:

L=10-6/10=0.4

This shows significant monopoly power, as price substantially exceeds marginal cost.

Limitations

e Difficulty in measuring marginal cost accurately.

e Assumes a single-product firm, ignoring complexities in multi-product scenarios.

2. Herfindahl-Hirschman Index (HHI) :

The Herfindahl-Hirschman Index measures market concentration, which indirectly reflects

monopoly power. It is calculated as:
HHI=i=1) N si®
Where:
e i = Market share of firm i in decimal form
e N= Number of firms in the market
Interpretation
e HHI < 1500: Competitive market
e 1500 <= HHI <= 2500: Moderately concentrated market

e HHI > 2500: Highly concentrated market

Example: If there are three firms with market shares of 50%, 30%, and 20%, the HHI is:

HHI = 0.5+ 0.3+ 0.2>=0.25 + 0.09 + 0.04 = 0.38 or 3800

This indicates a highly concentrated market with substantial monopoly power.



Limitations

e Assumes accurate market share data, which can be challenging to obtain.

e Does not account for barriers to entry or competitive behavior.

3. Price Elasticity of Demand
Monopoly power can also be assessed using the price elasticity of demand. A firm with
monopoly power faces less elastic demand, meaning consumers are less responsive to price

changes.
Ed= %AQ/%AP
Where:
e Ed = Price elasticity of demand
® 9%AQ = Percentage change in quantity demanded.
e %AP = Percentage change in price
Interpretation
e In perfectly competitive markets, demand is perfectly elasticity tends to infinity.

e In monopolistic markets, demand is inelastic (Ed < 1).

Example: If a 10% price increase leads to a 5% decrease in quantity demanded, the elasticity

1S:

Ed =-5/10 =-0.5

This suggests significant monopoly power, as demand is relatively inelastic.

Limitations

e Difficult to estimate elasticity accurately.

e Flasticity can vary across different price points.



4. Cross Elasticity of Demand

Another method to measure monopoly power is by evaluating the cross-price elasticity of

demand between a firm’s product and substitutes.

Exy= %AQx/ % APy

Where:
e Exy = Cross-price elasticity between product x and substitute y.
o %AQx = Percentage change in quantity demanded of product x.

e %APy = Percentage change in price of substitute y.

Interpretation
e High cross-elasticity indicates the presence of strong substitutes and low monopoly
power.

e Low cross-elasticity implies fewer substitutes and greater monopoly power.

Limitations

e Requires knowledge of substitute products and their prices.

e Assumes constant market conditions.

5. Market Share as a Proxy
In many practical cases, market share is used as a simple measure of monopoly power. A firm

with a large market share is often assumed to have significant market power.

Interpretation:
e Firms with over 50% market share are considered to have monopoly power.

e Firms with 25% to 50% market share have moderate monopoly power.

Limitations
e High market share does not always imply monopoly power, as it depends on market

dynamics and entry barriers.



Conclusion

Measuring the degree of monopoly power is essential for ensuring competitive market
dynamics and protecting consumer interests. While the Lerner Index, HHI, elasticity
measures, and market share are useful tools, each has limitations. A comprehensive
assessment often requires using multiple methods to capture the true extent of monopoly

power in a market.



