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MONOPSONY THEORY REVISITED

XAVIER MERA

1. INTRODUCTION

The core idea of monopsony theory is the possibility of “profits at the expense of wages” (Machlup
1952, p. 362) or, more generally, profits through an artificial lowering of money costs (expenses). It
has long been a theoretical curiosity in the academic literature. Or so it was before the 1990s. To be
sure, then as well as now, most microeconomics textbooks had some section dedicated to
monopsony theory, showing how the price and the quantity sold of a good or service -usually labor
services- are determined when there is only one buyer. But it was seen more as an interesting
thought experiment, however impeccably carried out, than as an empirically relevant piece of
theorizing (Friedman 1976, p. 193). The reason is that scholars had found difficult to come up with

genuine instances of monopsonies in the real world.

The situation has changed in the past two decades as a new generation of scholars (Boal and
Ransom 1997, Manning 2011) has enthusiastically rediscovered and built upon the original insights
of Robinson (1933, pp. 211-305). The new creed is that mere “frictions” on the labor markets are
considered sufficient for “monopsony power” to emerge. Since there is no need anymore for a sole
buyer or even a few buyers (“oligopsony”) for a monopsony price to emerge, the distorsions
involved, compared to perfect competition, are now taken to be a problem of far higher empirical

relevance than they were before.

Obviously monopsony theory has policy implications, such as helping make a case for minimum
wage laws which are otherwise viewed by economists with utmost suspicion, as far as their efficacy
in fulfilling the goal of raising wage rates without adverse effect on the labor force is concerned.
Unsurprisingly then, the renewed legitimacy of monopsony theory in the academic field is spilling
over to the field of policy-making, as no less than the White House Council of Economic Advisers
has recently released an issue brief relying on the recent literature to promote various government
interventions in labor markets (Irwin 2016, Council of Economic Advisers 2016). Last but not least,

if proof was required that monopsony theorizing makes an impact outside the academic world, Blair
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and Harrison (2010, pp. xiii-14) have shown that antitrust court cases in the US have increasingly

dealt with the behavior of buyers since the 1990s.

“The most important idea in the analysis of monopsonistic labor markets...” writes Manning (2003,
p. 41), is that “...the labor supply to an individual firm is increasing in the wage paid so that the
labor supply curve facing an individual firm is not infinitely elastic as is assumed in perfect
competition”. Reading the recent literature, one would not guess that the relevance of this
dichotomy between monopsonistic and competitive markets has been challenged. In particular,
longstanding criticisms of the underlying imperfect versus perfect competition framework from
some “Austrian” scholars have generally been overlooked. Yet this is of tremendous importance: if
the distinction is artificial, perfect competition cannot serve as a benchmark to contrast imperfect

competition outcomes -including monopsony prices- with its own.

Although older Austrians such as Bohm-Bawerk (1962, pp. 162-67), and their fellow travelers! had
room in their price theory for monopsony prices, Mises (1949, pp. 380-81, 591-95) and Rothbard
(1962, pp. 717-18) ended up almost scraping the whole idea as a consequence of rejecting the
perfect vs imperfect competition paradigm. To them, monopsony theory essentially belonged to the
analysis of socialism (with one and only one possible employer, the State), and even there the
concept of a monopsony price did not make sense. This seems to be the view contemporary

Austrians have adopted too (Bellante 2007, Block Barnett 2009).

However, I want to show here that Mises, Rothbard, and their followers, may have gone too far and
that their predecessors were onto something. In other words, there was no need for the perfect vs
imperfect competition framework to conceive of a theory of monopsony prices in a market
economy, in the same way that they did not need it to endorse a theory of monopoly prices (Mises
1949, pp. 354-85; Rothbard 1962, pp. 903-07). Expanding on Méra (2010) which explored the
relationship between monopoly prices for products and the prices of their factors of production, I
want to show that the Austrian case against the imperfect vs perfect competition framework and
Eugen von Bohm-Bawerk’s distinctively Austrian law of costs (Bohm-Bawerk 1930, pp. 223-34)

provide the foundations to revisit the issue and build what might be called a theory of “monopoly

! See for example Wieser (1927, pp.218-20), Clark (1915, p. 76), and Davenport (1913, p. 481-82).



price-gap”, with monopsony prices and monopoly prices arising together, out of the same pattern of

production in a hampered market economy, and accounting for such a gap.

Section 2 is a brief overview of the classic and new monopsony literatures. Since the Austrian case
against their common framework remains largely overlooked and since it highlights some
fundamental principles necessary to our more constructive task, section 3 restates it to show how
both the classic and new theories are built on questionable grounds. Section 4 outlines what Mises
and Rothbard had in store as an alternative to the dominant paradigm and how it lead them in
particular to dismiss monopsony-related concerns. Section 5 questions part of their findings and
lays out the foundations of the theory of monopoly price-gap, based on the idea that monopsony and
monopoly -defined as grants of privilege in buying and selling (Rothbard 1962, pp. 665-71)- go
hand in hand in the context of production decision making. Sections 6 and 7 lay out the theory,
when the factors of production involved are specific to one production process and when they are
not, respectively. The latter stresses in particular that non-specificity does not shield factor owners
from downward pressure on their prices, as a consequence of the law of costs, despite mainstream
and Austrian claims to the contrary. Finally the conclusion asks how this recasting of monopsony
theory into a larger framework affects the question of its empirical relevance, i.e. the potential

pervasiveness of monopoly-monopsony distorsions, and answers it in non-exhaustive fashion.

2. CLASSIC AND NEW MONOPSONY THEORY

It is common to distinguish between “classic” and “new” monopsony theory (Manning 2008).
Classic monopsony is the typical textbook version. In short, one buyer faces many sellers, so that
the quantity supplied to this “monopsonist” is an increasing function of price. This stands in
contrast with the perfectly competitive case in which the supply schedule addressed to the buyer is
perfectly elastic (the corresponding supply curve being perfectly flat) at the market equilibrium
price, since the buyer is one among many so that any attempt on his part to lower it would result in
the hiring of all units by its competitors at the ongoing price. In other words, the buyer is a “price-

maker” in the first case and a “price-taker” in the second.

Since the model typically deals with the market for some factor of production -usually labor factors

facing the demand of a profit-maximizing employer- the consequences are as follows. The
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employer will hire or buy units of the factor until the monetary value of the marginal product of the
factor equals its marginal cost. In perfect competition, this means that the employer hires up to the
point where the marginal revenue product equals its price. Under less than perfectly competitive
conditions however, marginal cost is above the price for any quantity hired but the smallest, since
the price rises for all units hired as the quantity of factors hired grows (unless one deals with the
case of price discrimination). Therefore, the profit maximizing point will be reached with a lower
amount of factors hired than would have occurred under perfect competition, and there will be a gap
between the value of the marginal product and the price of the factor, the marginal revenue product

being higher and the price being lower than they would be under perfect competition.

This gap is the extra earning or “profit” per factor hired for the employer that he could not obtain
under perfect competition, and a measure of his “market power”. Under this setting, a legally
mandated minimum price above this monopsony price can conceivably improve the situation of all
sellers, as well as improve efficiency in the resource allocation process, as long as it is not set above
the market-clearing price. Indeed, if the minimum wage happened to be the exact market-clearing
wage, the profit-maximizing quantity of factors hired would be the same than under perfect

competition (which usually serves as the benchmark for welfare comparisons).

Classic monopsony also refers to oligopsony, when the market structure is such that a few buyers do
compete. The theory becomes more complicated because one must take into account the strategic
interactions between buyers, since the supply schedules facing each buyer is affected by their
competitor’s decisions. Nevertheless, the heart of the matter remains that the buyers we deal with

face less than perfectly elastic supply schedules.

In the same way that “monopoly” now often refers to any situation in which a seller has some
market power (faces a less than perfectly elastic demand schedule), “monopsony” nowadays often
refers to any situation in which a buyer faces a less than perfectly elastic supply schedule (Manning
2008), including monopsony in the narrow sense and oligopsony, or any other possible
configuration in the framework of imperfect (Robinson 1933) or monopolistic competition

(Chamberlin 1933).

The “new monopsony” literature still is about imperfect competition then, forward sloping supply

curves, etc. The main difference is, as Manning (2008) puts it, that “modern theories of monopsony
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do not generally argue that employer market power over their workers derives from there being a
small number of employers. They tend to emphasize the role of frictions in the labour market.” It is
not surprising then that these authors find more room for monopsonistic distorsions in the economy
than their predecessors. For as long as workers do not immediately quit a firm en masse whenever
the employer “cuts wages by one cent” (Manning 2008), which one can confidently assumes never

happens, employers have some market power.

Manning (2003, p. 3) merely follows coherently this thread of thought when he asserts that the
simple monopsony model is a better first approximation of the situation for any firm than the
perfectly competitive model. However, he is a leading author in developing a more sophisticated
approach, drawing on the “search costs” literature in particular (Manning 2006), pursuing Burdett
and Mortensen’s (1998) initial line of thought. In a nutshell, the idea is that looking for a job is a
costly endeavor, so that workers do not automatically find it beneficial to switch jobs when a better-
paying alternative is available. This leaves room for monopsonistic behavior on the part of
employers. As Borjas (2013, p. 192) summarizes it: “In effect, mobility costs help generate an

upward-sloping supply curve for a firm.”

A large part of the new monopsony literature is then dedicated to estimating the elasticity of supply
of various groups of laborers and the extent to which employers actually take advantage of their
market power. Manning (2003, 2011) and Ashenfelter, Farber and Ransom (2010) review most of
the relevant papers. In the latter’s view, they show that “the allocative problems associated with
monopsonistic exploitation are far from trivial” (Ashenfelter, Farber and Ransom 2010, p. 209). The
new creed has its critics too, such as Kuhn (2004) who finds Manning’s (2003) evidence for his

case for pervasive monopsony power lacking, especially in the long run.

We do not need to assess this controversy here however since what is of interest in the literature for
the purpose of this paper is the theoretical framework that the terms of the debate take for granted.
To our knowledge only Bellante (2007, p. 22) has weighed in the current debate to reject them,

based on Rothbard’s case against the perfect versus imperfect competition dichotomy.

3. THE NIRVANA FALLACY IN MONOPSONY THEORY



It should be clear that the whole point of debating by how much the elasticity of real world supply
schedules deviates from perfection, as a proof for the existence and as a measure of monopsony
power, must assume that the dichotomy between imperfect and perfect competition is relevant in
the first place. The distinction between a monopsony price and a competitive price for factors of
production (or for any good), as well as the distinction between a monopoly price and a competitive
price for their products, can be relevant only if competitive prices are within the realms of
possibility. It must be possible for supply schedules that individual buyers face (and demand
schedules that individual sellers face) to be perfectly elastic or any discussion contrasting another
situation with this one has no relationship to anything real. Can supply schedules (or demand

schedules) ever be perfectly elastic?

As Rothbard suggests, it is difficult to see how that could ever be considered a possibility but for
the habit of thinking of actions in terms of infinitely small steps, as a consequence of the perceived
need to present economics in terms of mathematical models. For it is only in such a case that the
decision of any buyer may be considered to be without any impact whatsoever on the total market
demand and therefore on the market price. The idea of a perfectly elastic supply schedule precisely
assumes that the individual contribution of any buyer to total demand can be neglected, since there
are “many” buyers, so that the contribution of each is very small. But the total quantity demanded
of the factor on the market at any price is made of the quantities demanded by each individual
buyer. Each one is a contributor and the individual decision to demand x instead of y units of a

factor cannot but affect the total, and therefore the equilibrium price.

In order for the contribution of each to actually be negligible, total demand would have to be
infinite. n+x = n only if n equals infinity. But there never can be such a thing as infinite demand.
Demand must be limited by the scarcity of whatever one has to offer in exchange for the good
under consideration. It follows that, depending on the specifics of the case, a supply schedule may

or may not be very elastic but it can never be perfectly elastic (Rothbard 1962, p. 718)

Infinitesimal calculus may be convenient in mathematical modeling, but it cannot have any
economic meaning and counterpart in the real world. The problem, as praxeologists such as Mises
have argued, is that what we are interested in -actions- must run in terms of discrete steps. After all,

altering the state of the world, one way or another, presupposes that the individual actor uses means,
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combined in a definite quantitative relationship which he believes can help him achieve some ends.
However, sizeless means can hardly produce anything but sizeless results, which for practical
purposes, means that nothing is produced at all. Only a non-producing producer -a contradiction in

terms- can make an infinitesimally small difference, which is to say, no practical difference at all.

Manning is correct then in assuming that supply schedules are normally imperfectly elastic but not
because of some market failure to conform to some realistic standard. Since the essential feature of
perfect competition is impossible, “deviations” from it, including monopsony and other
“imperfections”, are no signs of a failure to conform to a normal or superior state of affairs. Welfare
comparisons based on this criterion imply a nirvana fallacy (Demsetz 1969): since such perfection
is beyond anybody’s reach, the standard of comparison is irrelevant’. It follows that in no case
equilibrium can be characterized as a situation in which the marginal revenue product and the price
of the factor of production are strictly equal. Instead the marginal revenue product equals the
marginal cost of hiring the factor in all cases. And while no one can ever unilaterally decide what

the price of a voluntary exchange will be, no one ever is a price-taker either.

In addition, Rothbard (1962, p. 718) also argues that as long as anyone is allowed to enter the
market, profit can be arbitraged away, regardless of the degree of elasticity of a supply schedule at
any given time. As a result, there is no valid criterion to differentiate monopsony/oligopsony prices
from competitive prices in the standard framework. If the idea of market power for a buyer can be

saved then, it must be based on some other framework.

4. MONOPSONY AND MONOPOLY THEORY WITHOUT THE IMPERFECT/PERFECT COMPETITION

DicHOTOMY

Noticeably, Mises and Rothbard’s rejection of the imperfect vs perfect competition paradigm and
the perfect elasticity benchmark did not lead them to reject monopoly price theory. This is because

they relied on the older view of monopoly prices based on the dichotomy between elastic and

2 Applying this insight to Manning’s approach, who explains less than perfect elasticity through search costs, one only
needs to realize that there is no possible world in which they can disappear. There are search costs to be borne
because no one is omniscient. If one argues that welfare losses result from this lack of omniscience, one might as
well claim that having to pay any price at all for anything entails tremendous welfare losses as compared with the
state of eternal bliss prevailing in the absence of scarcity.



inelastic demand schedules above a “competitive” (Mises 1949, pp. 354-85) or “free market” price
(Rothbard 1962, pp. 903-07). Focusing here on Rothbard’s version, the theory states that if the
market demand schedule for a good is inelastic above its free market price, threats of punishment
for entering the field might alter the demand schedules addressed to the remaining firms from a
greater than unitary elastic position to an inelastic position, so that they might restrict their sales,
thereby charging a monopoly price, to earn a higher income®. Now, one could have expected Mises
and Rothbard to defend a monopsony price theory which does not rely on the perfect competition
benchmark as well. But this was not the case, since the symmetry between imperfect competition in
selling and in buying (monopoly and monopsony prices as a consequence of less than perfectly
elastic demand and supply schedules faced by sellers and buyers, respectively) is a consequence of

the imperfect / perfect competition framework.

Indeed, once one drops it and uses the elastic vs inelastic demand schedule criterion for monopoly
prices, no equivalent criterion appears available on the other side of the monopoly coin,

monopsony. Writes Mises (1949, p.380)

Monopoly prices can emerge only from a monopoly of supply. A monopoly of demand does not
bring about a market situation different from that under not monopolized demand. The
monopolistic buyer -whether he is an individual or a group of individuals acting in concert-
cannot reap a specific gain corresponding to the monopoly gains of monopolistic sellers. If he

restricts demand, he will buy at a lower price. But then the quantity bought will drop too.

This is certainly not meant to say that restrictions on buying do not make any difference in the
pricing process, or that such restrictions cannot benefit the remaining buyers in any way*. Instead,
the claim is that there is no analytical criterion allowing for a special category called “monopoly of
demand price” or “monopsony price”. This is because price and quantity vary in the same direction
along a particular supply schedule, so that a lower price is always associated with lower expenses

whereas price and quantity vary in the opposite direction along a demand schedule so that a higher

3 See Rothbard (1962, pp. 661-704) for the justification of his thesis than only aggressive violence or the threat thereof
implies a market situation which is distinguishable from a “competitive” market environment.

4 As Mises (1949; p. 380) adds: “In the same way in which governments restrict competition in order to improve the
position of privileged sellers, they can also restrict competition for the benefit of privileged buyers. Again and again
governments have put an embargo on the export of certain commodities. Thus by excluding foreign buyers they
have aimed at lowering the domestic price. But such a lower price is not a counterpart of monopoly prices.”



price may be associated with higher or lower expenses depending on the elasticity of demand. The
old monopoly price theory relying on that specific feature of a demand schedule, no equivalent
exists when one discusses monopsony. In this sense there can be no such a thing as a monopsony
price. Consequently, there can be no monopsony gain corresponding to the monopoly gain of
monopolistic sellers. But the question remains then if a monopsony or oligopsony might take
advantage of the exclusion of competitors to push prices downward in order to improve its lot, even

if the resulting ratios may not properly be referred to as monopsony prices>.

Rothbard (1962, pp. 717-18), drawing on Mises (1949, pp. 593-95), would have none of that in the

case of labor factors:

It is often alleged that the buyers of labor—the employers—have some sort of monopoly and
earn a monopoly gain, and that therefore there is room for unions to raise wage rates without

injuring other laborers. However, such a “monopsony” for the purchase of labor would have to
encompass all the entrepreneurs in the society. If it did not, then labor, a nonspecific factor,

could move into other firms and other industries.

In other words, only socialism with its unique employer could provide the sufficient conditions for
lower wage rates®. And absent socialism, non-specificity of the factor would appear to be what
protects its owners from the prospect of monopsonistic pressure, when government interventions
hamper the bidding of employers. The implication seems to be then, for a market economy, that
lower prices for the factors of production and the corresponding gains for the buyers are possible,
but only when violent threats are made against would-be buyers of the factor -such as when licenses
to buy are given to privileged buyers only- and when those factors of production, land factors or

capital goods, are specific.

> To be sure, a monopsonist can take advantage of the exclusion of its competitors in the sense that any buyer, given a
market supply schedule, is better off when the market demand schedule and equilibrium price are lower. But the
gain here is not specific to his situation as a monopsonist. By the same token, the monopolist can benefit from the
exclusion of competitors in the sense that any seller, given a market demand schedule, is better off when the market
supply schedule is lower and the equilibrium price consequently higher. But this is not specific to his situation as a
monopolist and occurs regardless of the elasticity of the demand schedule.

6 Even here, speaking of a monopsony price would be problematic since in socialism, there are no such things as market
prices anymore, be they competitive, monopolistic or monopsonistic.
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This is not explicitly stated and no attempt at a systematic analysis of pricing under such conditions
is made. Mises and Rothbard both pay lip service to the limited possibility of lower prices under
such monopoly of demand conditions under interventionism but only deny this to be possible for
non specific factors without discussing other cases. Their followers on that question do the same
(Block Barnett 2009, p. 80; Bellante 2007, p. 17). The following analysis both renders explicit what
is implicit, in the case of specific factors and, drawing on M¢éra (2010), reveals that their
conclusions regarding the case of non specific factors, including labor, is unwarranted, so that
monopsonistic pressure on non specific factor prices can be a widespread phenomenon. But in order
to better grasp this, one needs first to take a défour and establish in broad terms what relationship
exists between monopoly and monopsony, if any, once one sees things through the praxeological

lens of Mises and Rothbard.

5. MONOPOLY AND MONOPSONY: TOWARD A THEORY OF MONOPOLY PRICE-GAP

It will reveal useful below to introduce here a distinction between a “short run” and a “long run”
analysis, or better stated, between an analysis of choice with already produced goods on the one
hand and an analysis of choice regarding production decisions on the other, and to start with the
first. It would seem to be all the more relevant given Mises’s and Rothbard’s way of approaching
monopoly price theory. Indeed, even if they pay some attention to factor allocation in their analysis
of the conditions for the emergence of monopoly prices, it is more as an afterthought (Méra 2015,
pp. 127-31). Their analysis, as described above, tend to run in terms of already produced goods,
ruling out production costs as a decisive consideration: the basic requirement for a monopoly price
to emerge is that demand schedules to remaining sellers are made inelastic above the free market
price (or “competitive” price, for Mises), allowing for the specific monopoly gain Mises is alluding
to in the above quote. The “monopoly price” here is what Fetter (1915, pp. 80-81) referred to as a
“crude monopoly price”, the qualifier emphasizing the lack of deliberations about production in this

setting (while he referred to “monopoly price” in the context of production decision making).

If one contemplates monopsony through the same lens, the following picture emerges. Absent any
production decision, the only choice one can be dealing with here, as far as a buyer is concerned, is
the decision of a consumer. The first thing which needs to be stressed here is that although it has

been noticed in the literature that a monopsonist often is a monopolist, this is not the case here. The
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position of someone as a consumer-monopsonist is unrelated to any monopoly position she might

have as a seller.

Second, restricting the quantity she will buy does not bring about any gain, even if a lower price can
thereby be paid. No rationale comes into play here which would explain why the buyer could be
interested in restricting his exchanges in a similar way to what one envisages in monopoly price
theory. If that was advantageous to her, her demand schedule would have been lower in the first
place. In perhaps a stronger sense than Mises meant then in the above quote, “a monopoly of
demand does not bring about a market situation different from that under not monopolized demand”
when one speaks of a demand for consumption goods. There is no symmetry beyond the fact that
competitors are excluded in both cases: monopoly can bring about monopoly prices but no

monopsony price emerges from such a monopsony situation.’

So far Mises’s case against the symmetric impact of monopoly and monopsony is unobjectionable,
but does it imply that there can never be such a thing as lower factor prices specifically resulting
from a monopsonist’s choices? Does this mean that most economists have been on the wrong track
in endorsing one variant or another of monopsony theory, including Mises’s predecessor as the
master of Austrian price theory, Eugen von Bohm-Bawerk? Is there a fatal flaw in the latter’s
discussion of “wage determination under employer’s monopoly” for instance, where, although he
does not discuss an economy-wide monopoly but a cartel of employers in an industry, he

nevertheless states that (Bohm-Bawerk 1962, p. 165):

The rate of wages would be fixed according to the general formula applying to a purely selfish
monopoly, already mentioned before in another connection: they would be fixed at that point
which promises the largest returns, after a careful consideration of all circumstances, and with
due regard to the inevitable fact that with changing prices, the amount of goods to be disposed
of profitably will change, only that in the case of a buyers' monopoly the results are exactly
opposite to that of a sellers' monopoly.

Or stated concretely: the lower is the wage rate fixed by the monopolist, the smaller will be the

number of workers available, and from a correspondingly smaller number of workers will the

7 Again, it is true that the equilibrium price will be lower as a consequence of the exclusion of competing would-be
buyers. But the gain involved is not specifically a monopsonistic gain. In fact, far from aiding in somehow
restricting demand, a simple supply and demand analysis shows that the monopsonist here buys higher quantities
than he would have bought if his competitors were not excluded.
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entrepreneurs be able to collect that increased return which might accrue from pushing the wage
scale down below the value of the product of the marginal laborer [...] in fact, this value might
even increase through a reduction in the output, which would cause a rise in the price of the

finished goods.$

The situation here is different from the one the consumer-monopolist finds herself in however, since
Bohm-Bawerk deals with capitalists-entrepreneurs hiring factors of production. This is the realm of
production decisions, more specifically the production decisions of those who invest their money in
a productive process. In their capacity of capitalists-entrepreneurs, they both act as buyers and
sellers, sequentially, with or without physical transformation in the meantime of what has been
bought, and they buy in order to sell and earn a net income based on a hoped-for price differential.
Now this has profound implications for the issue at hand, which neither Bohm-Bawerk nor Mises
and Rothbard appear to have completely drawn: monopsony implies a different market situation
when buyers are producers, although the corresponding gain might not be said to be specific to the

buyers’ position as monopsonists only.

Indeed, the first implication which needs to be stressed here is that, whether some threat of
infringing upon the property rights of some would-be capitalists-entrepreneurs is made in their
capacity of sellers (granting a monopoly privilege to other capitalists-entrepreneurs) or in their
capacity of buyers (granting a monopsony privilege), or both, the restriction on one is a de facto
restriction on the other (Wieser 1927, p. 219; Méra 2010, p. 55). This is because buying and selling
are part of the same production plan, so if someone is barred from entering the market as a
producer-seller of a product, he will not compete on the market for the required factors of

production (at least, not for that particular use) and vice versa.’

8 To avoid any misunderstanding, at the time Bohm-Bawerk was writing, the word “monopsony” was not in use yet.
Economists were only speaking of a “monopoly of demand”, hence the expression “monopolist” here, not to be
confused with the monopolist as a seller.

One could then wonder if it makes any sense to speak of “monopoly” and “monopsony” instead of “monopoly”
for the whole setting. However, in the structure of production, not everyone can be both a buyer and a seller in its
capacity as a producer, not everyone can be a capitalist. Some will have to be sellers of original factors' services
since production processes must use some original factors of production (land and labor factors). As a consequence,
it still makes sense to maintain the distinction between buyers' monopolies and sellers' monopolies because some
people can only be granted a monopoly of supply. The symmetry here is with the situation of a consumer-
monopolist who cannot be a monopolist. They have one thing in common, which is that they cannot be both
monopolists and monopsonists, while capitalists are both insofar as at least some of their would-be competitors are
forcefully excluded from the relevant markets.
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If it has often been noticed that a monopoly was a monopsony or a monopsony was a monopoly,
this has rarely been considered a necessity. And it is true that, with an exclusive grant of monopoly
privilege on the sale of some good, one may be its sole seller and one among many buyers of its non
specific factors of production. However, even in this case competition is hampered on the factors’
markets since no competitor is allowed to hire them for the production of the monopolized good.
With an exclusive grant of monopsony privilege, one may be the sole buyer of a factor of
production and one among many sellers of some good it helps producing, provided this factor is not
indispensable to its production. But even in this case competition is hampered in the product market

since competitors are not allowed to produce it with this factor.

The only way the capitalist’s positions as a buyer and as a seller could be considered as independent
is by introducing the perfect competition hypothesis in one market or the other. Then one could
claim that the exclusion of some competitors from the perfectly competitive market has a negligible
impact on the price (as long as it still has many participants competing, that is). A capitalist could
then be a price taker in one market and a price maker in the other. But we already ruled out perfect
competition as an irrelevant point of reference. Outside perfect competition then, the forced
exclusion of some competitors will make a difference, albeit very small in the above case. No one’s
position in the product market is independent from one’s position in the factors’ markets. The
impact of hampering competition in one market must reverberate throughout the others. In the large
sense of being shielded from the competition of some other capitalists, a privileged capitalist is both

a monopolist and a monopsonist.

Second, cast in that light, it immediately seems plausible that monopsony-monopoly is a market
situation in which prices are affected in both the product markets and the factors markets, or at least
the product markets and the divisible factors markets. All that seems really necessary here for such
an outcome to emerge is that monopoly-monopsony hampers the arbitrage process otherwise
occurring across the whole social structure of production in all its dimensions, in such a way that
the price-gap between products and factors cannot be reduced to the height determined by time

preferences!?.

10 Or whatever cause actually results in a “normal” price-gap. See Mises (1949, pp. 521-33) for the view that such an
“originary” interest rate is determined by time preferences.
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Before examining in more details the required conditions for such a result, at this stage let us
emphasize that this is simply another aspect of the process described by Bohm-Bawerk in the above
quote, and that this contradicts Mises and Rothbard’s idea that no downward pressure on wages
exerted by a cartel of employers can ever succeed in establishing a permanently lower wage rate for
some workers. On the other hand, what Bohm-Bawerk hints at, when realizing that product prices
will rise when capitalists-monopsonists “fix” a lower wage rate, but seems to miss nevertheless, is
the idea that monopoly and monopsony go hand in hand for capitalists. As a consequence he sees
both situations as symmetric but unnecessarily intertwined and suggest then that there can be a
specific gain for a buyer’s monopoly and a specific gain for a seller’s monopoly. But if
monopolistic grants of privilege to capitalists grant both kinds of monopoly to them as sellers of
their products and as buyers of the required factors, no matter how the restriction was nominally
introduced, if monopoly and monopsony are two sides of the same coin, then there is no specific
gain to each. There is no specific gain for the monopsonist corresponding to the gain of a
monopolist in the same sense than there is no separate interest revenue for a capitalist as a buyer of
factors' services and as a seller of their products. The capitalist-monopolist benefits from a specific

monopoly price-gap accounting for a specific gain.

Now, even if speaking of a gain associated to the capitalist as a buyer only is problematic, since the
alterations of factor and product prices accounting for it are certainly not independent, a special
emphasis on factor prices is required when reassessing monopsony theory and its features. In order
to explain under what conditions the monopoly price-gap can arise and the contribution of lower
factor prices to such an outcome, it is convenient to start with the simpler case involving factors of

production specific to their industry.

6. THE MONOPOLY PRICE-GAP WITH SPECIFIC FACTORS OF PRODUCTION

Under (general) equilibrium in the free market, i.e. when all expectations errors have been avoided
and no privilege in buying or selling exists (free competition), all profits and losses have been
arbitraged away so that the remaining gap between the average expense on factors of production

and the price of the product remunerates the capitalist qua capitalist (with what Mises calls the
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“originary interest rate”)!!. For any remaining firm at this point, any attempt to increase net income
would be self defeating as long as preferences, resources and all the determinants of this
equilibrium position remain the same. Expansion would be such that gross income would fall while
expenses would rise or, that gross income would rise at a slower pace than expenses. On the other
hand, if a firm would try to increase net revenue by buying and selling less, it would fail because its
income would fall at a higher pace than its expenses. Gross income would fall and not rise, because
the demand schedule to the firm for its product must be elastic above the equilibrium price
(otherwise the initial situation would not be properly characterized as general equilibrium) and it
would fall at a higher pace than expenses (for the same reason). In other words, the supply
schedules of the factors of production must be too elastic below their equilibrium prices, relative to

the elasticity of the demand schedule that each firm faces for its product above its equilibrium price.

Therefore a grant of monopoly-monopsony privilege can increase the gap if and insofar as the
forced exclusion of competitors decreases the elasticity of the demand schedule for the product
relative to the elasticity of the supply schedules of the factors in the relevant ranges (above the free
market equilibrium price of the product and below the free market equilibrium prices of the
factors), so that the net incomes of the remaining firms are maximized through contraction in this
branch (compared to the free market level of activity). In this market situation, a monopoly-price
gap emerges and the corresponding monopoly gain under the new equilibrium position cannot be

arbitraged away.

Let us assume that a grant of monopolistic privilege has been conferred upon some firms in the
chocolate industry (as sellers of chocolate)!?. The more exclusive the grant is, the less elastic the
demand schedule to each remaining firm becomes, the more drastic the contraction and the higher
the new product price will be. If only one seller is authorized, it faces the whole market demand
schedule, which is necessarily less elastic than the demand schedules all the competing firms would
have faced under less restrictive conditions. As a consequence, the net income-maximizing

quantities of output and of factors hired are bound to be lower than they would otherwise be.

" Error being an ever present possibility in the realm of human action (Rothbard 1962, p. 7), there is no reason that
equilibrium, especially general equilibrium, must occur. The assumption is made here only as a way to analytically
disentangle various sources of discrepancies in the rates of return one can observe in an actual market economy.

12 The assumption is that one or several sellers have been given a license to sell chocolate, so that no one else is
allowed to. This is an explicit monopoly grant. However, it should be clear that any other regulation which, in effect,
drives competitors out of the market is not fundamentally different.

15



Four remarks are in order at this stage. First, and directly relevant to our central concern here about
monopsony theory, the monopoly price-gap is partially accounted for by lower factor prices, if it is
true, as explained above, that there can be no such thing as a perfectly elastic factor supply
schedule. Clearly, lower production requires less units of at least one divisible factor, a market
situation under which no upward pressure on its price can be felt (Méra 2010, pp. 57-59), and
contraction can then be implemented by “moving along” the supply schedule to a position where

the price is lower (with lower quantities bringing about a higher price for the product).

Second, how low depends on the reservation demand of the factor owners. With a specific factor,
the alternative only consists in being employed by another of the remaining employers if any
remains or, in being unemployed. If the monopoly grant was exclusive to one firm, this firm is the
sole buyer of the services of the factor. It faces the market supply schedule of the factor, which must
be less elastic than any supply schedule any one firm faces under less restrictive conditions. The
more exclusive the grant is, the more drastic the contraction and the fall in the specific factor prices
are. What this means here is that it is not simply that prices must fall because there is never such a
thing as a perfectly elastic supply schedule that buyers face. It is that hampering competition results
in those supply schedules to each remaining buyer becoming less elastic, which must then account
for a part of the monopoly price-gap. This must be the case if it is true as explained above, that the
situation of capitalist as buyers is not independent from their positions as sellers, so that hampering

competition in the chocolate market de facto hampers competition in its specific factor markets.'?

Third, this does not mean that a grant of privilege makes no difference, whether it is a monopoly
grant on the sale of chocolate or a monopsony grant on the purchase of one or several of its specific
factors. In the second case, it could be that other ways to produce the same chocolate product are
known, which do not require the use of this specific factor. One would then expect the elasticity of
the demand schedule for chocolate faced by remaining sellers to be relatively less impacted than the
elasticity of the supply schedules of this factor that they face as buyers. As a consequence, the
monopoly price-gap would arise more as a consequence of a fall in the specific factors’s prices than

as a consequence of a rise in the product price, while both would nevertheless occur.

13 Incidentally, this means that the standard distinction between the case in which labor allocation and pricing is
affected by monopsony (Borjas 2013, p. 187-94) and the case in which it is affected by monopoly in the market for
the product (Borjas 2013, pp. 194-97) does not hold anymore in our framework.
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Fourth, to the extent that a lowered factor price is related to a change in the elasticity of the supply
schedules faced by the remaining buyers, one may refer to the resulting price as a “monopsony
price”. Recall that Mises had ruled out that the concept of a monopsony price or “monopoly of
demand” price makes sense because no equivalent to the inelasticity of demand criterion for
monopoly prices existed in monopsony. However, this inelasticity criterion turns out not to be
decisive anymore once one shifts focus from “crude monopoly price” theory towards the analysis of
the requirements for the emergence of a mere “monopoly price” in the context of production
decisions. Indeed, as Méra (2015, pp. 130-31) argues, Mises (1998, p. 7) implicitly admitted this
when he allowed himself to discuss the emergence of monopoly prices in relation to production
expenses, by devising an instance of monopoly price reached through a move along an elastic
demand schedule (with the move being profit-enhancing since the example was devised in such a
way that the fall in expenses was higher than the fall in gross income). And as Rothbard (1970, p.
44) claimed, contradicting his previous presentations of the theory, the relevant circumstance for a
monopoly price to arise is that a demand schedule to a firm is made “sufficiently less elastic”
through the forced exclusion of competitors, not necessarily that it is made inelastic, after all. If it is
legitimate to refer to such an outcome as a monopoly price, it is certainly legitimate to refer to its

counterpart in the factors markets and its outcomes as a monopsony prices'?.

Semantics aside, the most important result here is that a monopoly price-gap can emerge with
higher product prices and lower specific factor prices, specifically as a result of the monopolist
choice to contract its activity in order to take advantage of demand and supply schedules made less

elastic through the threats of fines, taxes, imprisonment and other coercive methods.

7. THE MONOPOLY PRICE-GAP: NON-SPECIFIC FACTORS AND THE LAW OF COSTS

What difference non specific factors make? Is it true that non-specificity shields them, and

especially labor factors among them, from monopsonistic pressure? Or, recasted in the framework

of the monopoly price-gap theory above, could it be that only increases of the product prices (as

14 1t follows that, for the analysis of production decisions, the Mises-Rothbard-inspired theory of monopoly price-gap,
with monopoly and monopsony prices as its symmetric components, is actually more similar to the mainstream one
than what Mises’s and Rothbard’s explicit discussions of monopoly prices and monopsony would have seem to lead
to, with the important difference that it has no room for a perfect competition benchmark.
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well as decreases of the specific factor prices) account for the price-gap and monopoly gain?

First, in regard to labor, the sense in which Rothbard speaks of it as non-specific, when he claims
that only an all-encompassing monopsony could extract a gain from it, does not appear to be the
strict one. He must allude to “labor-in-general” (Rothbard 1962, pp. 572-75), as a class of factors.
Otherwise the universal monopsony clause could hardly be required. Strictly speaking, a non-
specific factor performs a task which can be used in several production processes (Rothbard 1962,
p- 39) but is nevertheless “homogeneous in its supply” (Rothbard 1962, p. 562). This is certainly
true of many tasks that laborers are able to perform. But labor-in-general is non-specific in the
larger sense that each person is able to perform various labor tasks. It would be more accurate to say
then, if one sticks to the strict definition, that a person normally can embody several labor factors
and that she can switch from being a supplier of one to a supplier of another. The reason it is
important to keep this in mind is that there is going to be a different marginal revenue product
schedule for each task. And the next most remunerative task that an employee will be able to
perform may pay far less than the ongoing one. Furthermore, this particular factor they embody,
may be specific to the process they participate in. As a consequence, privileged employers
(monopolists-monopsonists) may be in a position to pay a lower than free market wage rate without
such workers fleeing en masse to another field, although the lower limit below which the latter

would quit is higher than if they could not perform other labor tasks.'3

Now what about a genuinely non-specific factor, be it a labor factor, a land factor or a capital good?
Rothbard claims, following Mises, that the non-specific factor would just go elsewhere if the
employer attempts to push its price below the free market level. One problem here is that
Rothbard's point proves too much. If it really followed from the non-specificity of a factor that a
monopsony could not lower factor prices, would it not follow too from the marketability of money
that no monopoly price of the sort Rothbard envisages can emerge from a monopoly of supply?
After all, one could say that the buyers' money “can move elsewhere” when the monopolist tries to
charge a monopoly price, especially since money is the non-specific asset par excellence, by
definition. But the theory of monopoly price, as understood by Rothbard and others, implies that

such non-specificity does not prevent monopoly pricing.

15 In this respect, one would then expect that the possibility of lowered wages under monopsony-monopoly pressure
would mostly concern very specific, highly qualified jobs, as Block Barnett (2009, p. 73-74) claim.
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This suggests that there is something wrong about Rothbard’s view but does not pinpoint what the
issue is exactly. The essential weakness in the thesis of the necessity of socialism to lower non-
specific factor prices should be clear, however. For this thesis begs a question: for what price could
non-specific factors move into other firms and industries under partial monopsony? The claim
suggests that the prices the factor owners can charge elsewhere are a given, an “independent
variable” which has nothing to do with the pattern of monopolistic action under examination. And
yet the well-known insights about the price relationship between substitute goods (Rothbard 1962,

pp- 280-88), combined with the distinctively Austrian “law of costs” imply that this is not the case.

Bohm-Bawerk (1930, pp. 223-34) had developed the view of costs, in the sense of money expenses,
as ultimately determined by consumers' preferences so that the determination of relative prices has
to be entirely driven by consumers in the market. In the absence of obstacles, arbitrage would align
the prices of the products with their costs throughout the economy: that was the common
knowledge shared by classical and pre-classical economists. But where are the costs coming from?
For Bohm-Bawerk and the Austrians after him, there was to be no such thing as a “natural price”
derived from a somewhat exogenous cost of production. Capitalists who want to keep operations
going in whatever industry have to advance payment to factor owners at such a level of price that
they would not go elsewhere. The price the factor owners can obtain elsewhere is the bid of other
capitalists. And the most that each capitalist can profitably pay in a particular stage of a process is
determined by what the capitalists at the next stage will be ready to pay, which is in turn determined
ultimately by what consumers will be ready to pay for the final product of these factors in this
branch. Capitalists everywhere compete for the use of these factors and the whole arbitrage process
then determines costs of production as imputed backward from consumption goods prices, not the
other way round. Hence the height of the bids for factors of production anywhere at the beginning
of a stage depends on the expected income from the sale of their products received at the end of the

stage, which is ultimately determined by consumer choices.

What is missing then when Rothbard tells us that non-specific factors can just go elsewhere when a
monopsonist attempts to bid down their price is the following: since a grant of monopoly-
monopsony may distort the pattern of spending on various products'® beyond the one produced by

the monopolist, the upper limit on the capitalists’ bids for the factors of production “elsewhere”

16 As Rothbard (1962, p. 905) puts it, “the consumers are only fully responsible for their demand curve on the free
market; and only this demand curve can be fully treated as an expression of their voluntary choice.”
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may be a different price than it would be absent the grant.

Indeed, what happens on the side of the buyers of a product when a monopolist produces and sells
less than he could have if he had been happy to earn a “normal” income only? Let us assume first
that the demand schedule above the free market price is inelastic, for even though this is not a
necessary condition for such a decision to pay off, it certainly cannot hurt. In such a case, the
pattern of spending by its clients is altered in such a way that they are going to spend more on the
product they have to pay a monopoly price for and less on other products than they would have
otherwise. This means that their demand schedules for those other goods are lower. Therefore, their
prices tend to be lower and capitalists-entrepreneurs had less reasons to invest there than they would
have had otherwise. In other words, the marginal revenue product schedules of the factors
employed there were lower than otherwise. Now, if a factor used in the production of the product
charged a monopoly price is also used in one or several of those sectors, its lower marginal revenue
product schedules there affected its reservation demand here, in the first process (Méra 2010, pp.
59-64). What he can earn “elsewhere” can be negatively impacted by the monopolistic pattern of

action occurring here, via the spending shift of the final buyers of its products.

Insofar as there exists a tendency for those factors to command a lower price elsewhere because of
those shifts, their reservation demand here is impacted. Their supply schedule here becomes even
less elastic below the free market price, with more room for a monopolistic-monopsonistic
contraction and the establishment of a monopsony price than otherwise, reflecting the formation of
a larger phenomenon, a monopoly price-gap. The fact that under monopoly-monopsony here, they
can earn less than they otherwise could here and elsewhere are two sides of the same pattern of
action originating in the monopolistic grant. And the less specific such a factor is, the higher the
likelihood he will be in use in a branch where its marginal revenue product schedule must be lower
because of the aforementioned shifts. This is why non-specificity of a factor does not automatically
shield its owners from the adverse effect of monopolistic-monopsonistic pressure. Depending on the

direction of the spending shifts on products, it can on the contrary expose the owners to that effect.

On the other hand, what if the demand schedule for the good a monopolist produces remains elastic
above the free market price? A monopoly price then results in lower spending on the product (the
monopolist, if successful, will have correctly anticipated that this lower income is more than

compensated by lower expenses). This means that the demand schedules for other goods are higher.
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Therefore, their prices tend to be higher and capitalists-entrepreneurs were justified in investing
more there than they would have had otherwise, which implies the marginal revenue product
schedules of the factors used there is higher. If a factor used in the production of the product
charged a monopoly price is also used in some or all of those sectors, its higher marginal revenue
product schedules there affected its reservation demand here. This is a factor in the increase of the
elasticity of its supply schedule to the monopsonist-monopolist, although the exclusion of

competitors inherent in this monopsony position has the opposite effect.

What this means is that there is less room for a monopoly price-gap in such a case, although one
cannot rule out the possibility since the elasticity of the demand schedule for the monopolized
product could still have decreased relative to the elasticity of the supply schedules of its factors of
production in the relevant ranges. And there is even less room for the establishment of a monopsony
price for the factor (a price which would be lower as a consequence employers taking advantage of
an absolute decrease of the elasticity of its supply schedule), although it remains possible. Here
non-specificity is a mitigator or even a shield, but whether it is one, whether it is neutral or whether
it increases monopolistic-monopsonistic pressure on the factors’ prices depends on the direction of

the shifts in spending on the products and on what goods those factors help produce.!’

8. CONCLUSION

The possibility of lower non-specific factor prices as a consequence of grants of monopolistic
privileges, deduced from Bohm-Bawerk’s law of costs and the law of substitutes, suggests that we
are presented here with an anomaly in the history of economic thought, that this paper was intended
to identify and correct. The anomaly is that it is the authors who had not followed Bohm-Bawerk

who insisted there existed significant room for monopsony distortions in the economy while the

17 In this paper I essentially focus on what factor prices and production in a branch where a monopoly-monopsony
grant exists to explain how a monopoly price gap can arise. Other industries are dealt with only insofar as the grant
indirectly affects the marginal revenue product schedules of the very same factors there, leaving more or less room
for a monopoly price gap (and therefore a monopsony price) in the first. However, other indirect consequences in
the pricing process are to be expected and felt virtually anywhere in the economy. For a more complete analysis, see
Meéra (2010): in short, grants of monopoly-monopsony privileges to capitalists imply a prevailing tendency for
lower land and labor prices and aggregate income than under free competition, even though some of them may
command higher prices, the overall distribution of incomes being altered to the disadvantage of those classes of
factors. In addition, the overall output is reduced insofar as some units of those factors leave production altogether
in the face of declining prices for their services while the allocation of the remaining units is distorted to the
detriment of the bulk of consumers.

21



authors who had placed him on a piedestal tend to dismiss concerns about monopsony, even when it
is conceived as a manifestation of interventionism. This is an anomaly insofar as the first tended to
come from the partial equilibrium Marshallian tradition (Robinson), which naturally lead to take
factor prices outside the branch one focuses on as given, while the second had endorsed an insight
that might have lead them to think of those factor prices elsewhere as dependent on what is going
on inside the branch. In other words, taking Bohm-Bawerk’s law of costs seriously could have lead
to think that there is more room for monopsony distortions in a market economy than what a

Marshallian approach suggests. And yet, the opposite occurred, by and large.

If monopsony theorists, and especially the new wave of scholars among them, have been able to
push monopsony theory as an empirically relevant piece of theorizing, it is because they went on a
completely different track of course. Pure and perfect competition was given a benchmark status for
welfare comparisons so that any deviation from it originating from any source could be considered
as an issue in need of corrective action. A less than perfectly elastic supply schedule of a factor of
production, for instance, could be taken to be a manifestation of its employer’s market power and a

sign of inefficiency in resource allocation.

What has been argued here is that this way of conceiving of the issue is a dead end, in that it
compares real world situations with an impossible ideal, so that mainstream monopsony theory, old
and new, lacks a realistic criterion to distinguish between monopsony and its absence, monopsony
prices and competitive prices. This is the application to monopsony of the fundamental Austrian
criticism of the imperfect vs perfect competition paradigm, which is at the heart of mainstream
monopsony theories. On the other hand, this paper has challenged the Austrian view that any
monopsony theory should therefore be considered as of little empirical relevance at best and as an

absurd piece of theorizing at worst.

On the contrary, once one endorses a praxeological outlook in the Mises-Rothbard tradition, the
view that human action occurs in discrete steps, that the supply schedules of factors of production
must always be less than perfectly elastic and that they can be made less elastic as a result of
coercion, leads to an Austrian theory of a monopoly price-gap, with monopoly and monopsony
prices as two features of the same phenomenon. A monopoly price-gap and a corresponding

monopoly gain can emerge when the everyday arbitrage activities of capitalist-entrepreneurs
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throughout society’s structure of production are hampered in such a way that the demand schedules
for products are made less elastic relative to the supply schedules of their factors of production

(with all those elasticities being altered as a consequence of coercion).

The possibilities of such distortions are more widespread in a market economy than what Mises and
Rothbard’s writings on monopoly price theory suggest is possible, for two reasons. First, the
requirement they put forward for the formation of a monopoly price -demand schedules for
products made inelastic- is valid only in the context of decisions over an already produced stock of
a good. In the realm of production decisions, there is no need for the demand schedules to become
inelastic for contraction to pay. This is because maximizing gross income is not the relevant
consideration. Expenses are compared with gross incomes, so that an expected falling gross income
is an insufficient reason not to contract activity. A less elastic demand schedule for the product
relative to the elasticity of the supply schedules of its factors will be enough to produce at a lower
scale. Contraction and its outcome, lower factor prices and higher product prices, can therefore be a
more widespread phenomenon than what the inelasticity of demand-based theory suggests. Second,
non-specificity of the factors of production does not necessarily protect their owners from
monopolistic-monopsonistic pressure since what they can earn outside of the monopolized branch

of industry can be negatively affected as an indirect consequence of that very same grant.

Finally, if coercion-induced changes in the elasticity of the demand schedules for products and the
supply schedules for their factors are the decisive requirements for monopsony prices and a
monopoly price-gap to emerge, it immediately follows that the removal of those grants is what
allows wage rates and the marginal revenue product of labor factors to be as close as humanly
possible at any given time. A thorough analysis of minimum wage legislations goes beyond the
scope of this paper, but while such price controls can conceivably mitigate the impact of monopoly-
monopsony on factor prices, if they are not set above and remain below (prone to change) market-
clearing prices, their lack of flexibility and adaptability to various factor markets and situational

changes render them rather inadequate, as compared with abolitionism.
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