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Objective

Analyse monopsony and contestable markets with diagrams, and evaluate their effects on
named groups at full TA2 essay standard (knowledge, application and analysis 12 marks;
evaluation 8).

1 Key knowledge and worked examples

A monopsony is a market with a single buyer; monopsony power

means one buyer is large enough to influence the price it pays. A monopsony
employer faces the market supply of labour as its average cost of labour, so its marginal
cost of labour (MCL) lies above supply: hiring one more worker means paying the
higher wage to every worker. It hires where MRP = MCL and pays the wage on the
supply curve, giving lower employment and a lower wage than a competitive labour
market.

A monopsony employer: lower employment and a lower wage
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Worked example (model numbers from the diagram). Supply of labour: W = 2
+ 0.05L, so MCL = 2 + 0.10L (doubling the slope, because the rise applies to all
workers). Demand for labour (MRP): W = 12 — 0.05L.

Competitive hiring sets supply equal to demand: 2 + 0.05L = 12 — 0.05L, so 0.10L
= 10 and L. = 100 workers; W, = 2 4+ 0.05 x 100 = 7 per hour. The monopsonist
sets MRP = MCL: 12 — 0.05L. = 2 + 0.10L, so 0.15L = 10 and L,,, = 67 workers; the
wage is read off supply, W,, =2 4+ 0.05 x 66.7 ~ 5.3 per hour. Check: 67 < 100 and
5.3 < 7, matching the diagram.

A contestable market has easy, cheap entry and exit, low sunk
costs , shared technology and no retaliation, so potential competition dis-
ciplines incumbents. Limit pricing sets price below the short-run profit-
maximising level to make entry unprofitable; predatory pricing instead
prices below average variable cost to force existing rivals out.

2 Practice

2.1 Define monopsony and state two conditions that allow monopsony power to operate
in a labour market. [4]

2.2 A town’s only large employer faces labour supply W = 4 + 0.02L and MRP W =
16 — 0.04L. Calculate the competitive wage and employment, then the monopsony wage
and employment, and state which group loses. 6]
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2.3 Explain two differences between limit pricing and predatory pricing. 4]
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3 Exam-style questions

3.1 GreenHarvest, a supermarket chain, is the only buyer of organic vegetables from
400 small farms in its region. Evaluate the likely costs and benefits of GreenHarvest’s
monopsony power for suppliers and consumers. [llustrate your answer with an appropriate
diagram(s). [20]
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