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Economic Regulation

The explicit public or governmental 
intervention into a market to 
achieve a public policy or social 
objective that the market fails to 
accomplish on its own



Reasons to Regulate

The product is considered essential
The product is most efficiently 
provided by a single supplier
"Natural" monopoly
Other market failures
External (environmental) costs not full 
reflected in price
Consumer protection
Economic efficiency
Other policy considerations



Pricing in Competitive 
Markets

Competitors act to maximize their profits
Consumers act to maximize their welfare
Many firms offer same products.  Entry and exit 
from the market is relatively free
Firms are price-takers. They cannot set the 
market price for the product
Each firm faces a horizontal demand curve for its 
output



Pricing in Competitive
Markets (continued)

When the price consumers are 
willing to pay for a product equals 
the price at which suppliers are 
willing to produce the product, the 
market-clearing price is determined
S=D=MC=AC=MR



Pricing Under Monopoly
Conditions

The profit-maximizing price for a 
monopolist, like that for a 
competitive firm, occurs when 
marginal cost equals marginal 
revenue
MC=MR



Pricing Under Monopoly
Conditions (continued)

However, for a monopolist, unlike a 
competitive firm, marginal revenue 
does not equal demand or average 
cost
MC not equal to D
The monopolist faces a negatively sloped 
demand curve for its output



Natural Monopoly

A natural monopoly exists when a 
single firm can produce a desired 
level of output necessary at a lower 
cost than any output combination or 
more than one firm
Natural monopolies generally exhibit 
increasing economies of scales: as output 
increases, average cost decreases



Causes of Natural Monopoly

Technologies
Capital intensity
High ratio of fixed costs to total 
costs



Conclusion: Objectives of
Economic Regulation

Economic efficiency
Fair prices, to both consumers and 
producers
Reasonable service, with 
nondiscriminatory access for all
Adequate quality and reliability
Other policy considerations


