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In the world of economics and market competition, pricing strategies play a crucial role in determining a 

firm's success or failure. One such pricing strategy, "Limit Pricing" holds a unique position, especially in 

the context of monopolies and industries with significant barriers to entry.  

To understand the significance of limit pricing, let's first jump into the concept of monopoly and its 

associated challenges. 

What is Monopoly 

A monopoly is a market structure characterized by a single seller or producer dominating the entire 

industry. Unlike in competitive markets where multiple firms compete, monopolists enjoy a significant 

degree of market power, allowing them to control prices, quantities, and entry into the market.  

This dominance often leads to higher prices and reduced consumer choice, raising concerns about fair 

market practices. 

Monopolies typically emerge due to specific barriers to entry that discourage or prevent new firms from 

entering the market. These barriers can take various forms, such as: 

1. Economies of Scale: Monopolists may achieve lower average costs as they produce at larger 

scales, making it challenging for newcomers to compete on cost-efficiency. 

2. Patents and Intellectual Property: Exclusive rights to innovative products or technologies can 

create temporary monopolies. 

3. Control over Essential Resources: Ownership or control of crucial resources can deter potential 

competitors. 

4. Regulatory Barriers: Government regulations and licensing requirements can limit market entry. 

In a monopoly, pricing becomes a strategic tool for the monopolist. Without the competitive pressure to 

keep prices low, monopolists face a unique set of challenges and opportunities. They must carefully 

consider how to maximize their profits while avoiding regulatory scrutiny or consumer backlash. 

What Is Limit Pricing 

Limit pricing is one such pricing strategy used by monopolists to maintain their dominant position in the 

market. It involves setting the price of a product or service at a level low enough to discourage potential 

entrants from entering the market. In essence, the monopolist "limits" the profitability of new entrants, 

thereby reducing the threat of competition. 

Limit Pricing Graph 
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Examples: Limit pricing has been employed by various firms in different industries. One notable example 

is the airline industry, where established carriers have used aggressive pricing strategies to deter new 

airlines from entering their routes. Similarly, telecommunications companies have employed limit 

pricing to safeguard their market positions. 

Objectives of Limit Pricing 

Limit pricing is a strategic pricing tactic employed by monopolists to achieve specific objectives aimed at 

preserving their market power and deterring potential competitors. While it may seem counterintuitive 

for a firm to intentionally set low prices, doing so serves several crucial objectives: 

1. Maintaining Market Dominance: The primary objective of limit pricing is to maintain the 

monopolist's dominant position in the market. By discouraging new competitors from entering, 

the monopolist can continue to operate without the threat of competitive pressure. 

2. Protecting Profit Margins: Monopolists often enjoy substantial profit margins due to their 

market power. Limit pricing helps them protect these margins by deterring new entrants who 

might otherwise engage in price competition, eroding profits. 

3. Minimizing Regulatory Scrutiny: In many industries, governments and regulatory bodies 

monitor market behavior closely. Limit pricing can be a strategic way to avoid regulatory 

intervention, as it keeps prices relatively low compared to traditional monopolistic pricing. 

4. Delaying Competitive Entry: Limit pricing is not only about deterring competitors but also about 

delaying their entry into the market. This can be advantageous for the monopolist, as it allows 

them to capture a significant share of the market before facing any real competition. 

5. Securing Long-Term Profitability: Monopolists often adopt a long-term perspective. By 

implementing limit pricing, they aim to secure their market position for an extended period, 

ensuring sustained profitability over time. 

6. Minimizing Price Wars: Price wars can be detrimental to businesses. By deterring competitors 

from entering the market, limit pricing reduces the likelihood of price wars that could harm all 

firms involved. 

7. Protecting Economies of Scale: Monopolists may benefit from economies of scale, leading to 

lower average costs as they produce at larger volumes. Limit pricing helps safeguard these cost 

advantages by discouraging smaller entrants who may struggle to achieve similar economies of 

scale. 
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8. Preserving Barriers to Entry: Certain monopolies are built on significant barriers to entry, such 

as control over essential resources or patents. Limit pricing protects these barriers by making it 

financially unattractive for potential entrants. 

9. Minimizing Disruption: Introducing new competitors can disrupt a monopolist's operations, 

even if those competitors are not immediately profitable. Limit pricing aims to minimize such 

disruptions by preventing new market participants from gaining a foothold. 

It's important to note that while limit pricing can be an effective strategy for monopolists, it also has its 

limitations and potential drawbacks. Critics argue that it can lead to reduced consumer welfare, stifled 

innovation, and inefficient market outcomes.  

Additionally, predicting the reactions of potential entrants can be challenging, making the success of 

limit pricing strategies uncertain in some cases. Nonetheless, understanding these objectives is crucial 

for grasping the dynamics of monopolistic behavior in markets with significant barriers to entry. 

How Limit Pricing Works 

Limit pricing is a pricing strategy used by monopolists to discourage the entry of new competitors into a 

market. It involves setting prices at a level that is low enough to make it unprofitable or undesirable for 

potential entrants to compete. Let's explore how limit pricing works in more detail: 

1. Market Dominance: Monopolists typically enjoy a dominant position in their market, which 

allows them to set prices and control supply. They aim to maintain this dominance by keeping 

potential competitors at bay. 

2. Identifying Threats: To implement limit pricing, a monopolist must first identify potential 

threats from new entrants. These threats could come from existing firms in related industries, 

startups, or other players interested in entering the market. 

3. Calculating Entry Costs: The monopolist assesses the potential costs that new entrants would 

incur if they decide to compete in the market. These costs may include production costs, 

marketing expenses, distribution costs, and any other relevant expenses. 

4. Setting a Low Price: Once the monopolist has a good estimate of entry costs, they set their 

product's price significantly lower than what would be considered profitable for potential 

entrants. This low price makes it challenging for newcomers to cover their costs and earn a 

reasonable profit. 

5. Maintaining Quality: While setting a low price, the monopolist often maintains the quality of 

their product or service at a level that meets or exceeds customer expectations. This ensures 

that consumers continue to choose their offering over potential competitors. 

6. Signaling Commitment: Limit pricing is not just about setting a low price; it also serves as a 

signal to potential entrants that the monopolist is committed to defending its market position. 

By offering a low price, the monopolist communicates its readiness to engage in price wars and 

further lower prices if necessary. 

7. Evaluating Elasticity: Monopolists assess the price elasticity of demand in the market, which 

measures how sensitive consumers are to price changes. If demand is inelastic (not very 
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responsive to price changes), the monopolist can lower prices without a significant loss in 

revenue. 

8. Monitoring Competitor Reactions: The monopolist closely monitors the reactions of potential 

entrants. If competitors still attempt to enter the market despite the low prices, the monopolist 

may further reduce prices or take other defensive actions, such as aggressive marketing or 

product innovation. 

9. Evaluating Long-Term Viability: Limit pricing is often a long-term strategy. Monopolists consider 

whether they can sustain the low prices and potential price wars over an extended period while 

still remaining profitable. This assessment involves analyzing their own cost structure, financial 

reserves, and overall market conditions. 

10. Deterrence or Delay: The ultimate goal of limit pricing is to deter or delay the entry of new 

competitors. If potential entrants perceive that they cannot achieve profitability due to the low 

prices set by the monopolist, they may choose not to enter the market or delay their entry until 

conditions become more favorable. 

It's important to note that while limit pricing can be an effective strategy for monopolists to protect 

their market power, it has its limitations. Success depends on accurately estimating entry costs, 

predicting competitors' responses, and maintaining the financial capability to sustain low prices.  

Additionally, limit pricing may raise concerns about potential antitrust violations if it is used to eliminate 

competition unfairly. 

Factors Influencing Limit Pricing 

Limit pricing is a strategic decision made by monopolists to discourage potential competitors from 

entering the market. Several factors come into play when determining the effectiveness of this strategy. 

Let's discuss the key factors that influence limit pricing: 

1. Cost Structure: The monopolist's own cost structure plays a pivotal role in limit pricing. 

Understanding their own production costs, fixed costs, and variable costs is essential. A 

monopolist with lower production costs can set lower prices while maintaining profitability, 

making limit pricing more effective. 

2. Demand Elasticity: The price elasticity of demand in the market is a critical factor. If demand for 

the monopolist's product is inelastic (insensitive to price changes), the firm can reduce prices 

without experiencing a substantial drop in revenue. In contrast, highly elastic demand makes it 

challenging to engage in limit pricing. 

3. Market Structure: The existing market structure influences limit pricing. Monopolists are more 

likely to employ this strategy in markets with potential entrants and where competition poses a 

threat to their dominance. In industries with high barriers to entry, limit pricing may be less 

relevant. 

4. Barriers to Entry: The level of barriers that potential entrants face is a significant consideration. 

High barriers, such as regulatory restrictions, substantial capital requirements, or proprietary 

technology, make it more difficult for newcomers to enter the market. Monopolists may adjust 

their limit pricing based on these barriers. 
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5. Competitor Behavior: Understanding how potential competitors might react to the 

monopolist's pricing strategy is crucial. Monopolists assess whether competitors are likely to 

enter the market despite low prices. If competitors are deterred, the strategy is successful. 

6. Market Share: The monopolist's current market share and the potential for growth also come 

into play. A monopolist with a large market share may use limit pricing to protect their 

dominant position. In contrast, a smaller player might adopt alternative strategies due to limited 

resources. 

7. Government Regulations: Regulatory factors can significantly impact limit pricing. Antitrust laws 

and regulations vary by jurisdiction and can influence a monopolist's ability to engage in pricing 

strategies that deter competition. Monopolists must navigate legal boundaries when 

implementing limit pricing. 

8. Entry Timing: The timing of potential entry by competitors matters. Monopolists may adjust 

their pricing strategy based on when they expect competitors to enter the market. Early entry 

threats might prompt preemptive limit pricing, while late entry threats may result in a more 

gradual response. 

9. Resource Availability: A monopolist's financial resources and capacity to endure prolonged 

periods of low profitability are key considerations. Sustaining limit pricing over time may require 

significant financial reserves to cover operating costs and withstand price wars. 

10. Market Growth: The growth potential of the market affects limit pricing decisions. In markets 

with limited growth prospects, monopolists may be more aggressive in deterring entry to 

maintain their existing customer base. In contrast, high-growth markets may necessitate 

different strategies. 

11. Product Differentiation: The degree of product differentiation in the market is relevant. 

Monopolists with unique, differentiated products may have more flexibility in setting prices, as 

consumers may perceive their offerings as distinct from potential competitors. 

12. Strategic Objectives: Ultimately, the monopolist's strategic objectives guide their limit pricing 

decisions. Some may prioritize long-term market dominance, while others may aim to protect 

short-term profitability. 

The effectiveness of limit pricing as a strategy for monopolists depends on a complex interplay of 

factors, including cost structure, market conditions, competitive dynamics, and regulatory constraints.  

A thorough assessment of these factors helps monopolists determine the viability and impact of their 

limit pricing strategy on potential entrants. 

Criticisms on Limit Pricing 

While limit pricing is a strategy used by monopolists to discourage potential competitors, it is not 

without its criticisms and controversies. Economists and scholars have raised several concerns and 

criticisms related to this pricing strategy. Let's explore these criticisms in detail: 

1. Assumption of Rational Competitors: One of the primary criticisms of limit pricing is its 

assumption that potential competitors are entirely rational in their decision-making. In reality, 

firms may have varying levels of risk tolerance, access to capital, and strategic objectives. Some 
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may enter a market despite facing losses in the short term, especially if they anticipate long-

term gains. 

2. Dynamic Market Conditions: Critics argue that limit pricing strategies often fail to account for 

dynamic changes in market conditions. Markets can evolve rapidly due to technological 

advancements, changes in consumer preferences, or shifts in regulatory policies. Limit pricing 

may not effectively address these changes. 

3. Collusion Concerns: Limit pricing can raise concerns about collusion between incumbent firms. 

Critics argue that incumbents might signal their intent to engage in limit pricing as a strategic 

move to deter entry. This signaling may be seen as anticompetitive behavior and could lead to 

legal challenges. 

4. Difficulty in Implementation: Implementing effective limit pricing can be challenging. 

Determining the optimal price to deter entry while maintaining profitability is a complex task. 

Monopolists may struggle to accurately assess the pricing threshold required to deter potential 

competitors. 

5. Predatory Pricing Alternatives: Some economists suggest that limit pricing may not be the most 

effective strategy for monopolists. Instead, they argue that monopolists can resort to predatory 

pricing, where they temporarily lower prices to unsustainable levels to drive competitors out of 

the market. This approach is seen as more aggressive and potentially more effective. 

6. Regulatory Scrutiny: Limit pricing strategies can attract regulatory scrutiny, particularly in 

markets with antitrust regulations. Competitors and regulatory authorities may view this 

strategy as an attempt to monopolize the market or engage in anticompetitive behavior, leading 

to legal challenges and investigations. 

7. Barrier to Entry Complexity: Critics highlight that limit pricing does not address all barriers to 

entry. While it may deter potential competitors based on price alone, other barriers, such as 

access to distribution channels or proprietary technology, can still enable entry. 

8. Market Concentration: In highly concentrated markets where a few firms dominate, limit 

pricing may not be as effective. Competitors may have limited alternatives and may be more 

willing to endure short-term losses to gain access to a lucrative market. 

9. Strategic Response: Potential competitors can employ strategic responses to limit pricing, such 

as building brand reputation or offering superior products or services. These responses can 

weaken the impact of limit pricing as a deterrent. 

10. Long-Term Sustainability: Critics question the long-term sustainability of limit pricing. While it 

may deter immediate entry, it may not prevent entry in the future when market conditions 

change or when potential competitors become more resilient. 

11. Consumer Welfare: There are concerns that limit pricing may harm consumer welfare in the 

long run. By maintaining higher prices than a competitive market, consumers may face reduced 

choices and potentially higher prices once competitors are effectively deterred. 

Limit pricing is a strategy employed by monopolists to discourage entry, it faces significant criticisms 

related to its assumptions, effectiveness, regulatory implications, and long-term sustainability.  

Critics argue that this strategy may not always achieve its intended goals and may lead to unintended 

consequences in dynamic and competitive markets. 
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Limit Pricing vs. Predatory Pricing 

Limit pricing and predatory pricing are two distinct pricing strategies employed by firms in monopolistic 

or dominant positions to deter competition or eliminate rivals. While both strategies aim to maintain 

market power, they differ in their approach and objectives. Let's discuss it below in more detail. 

1. Definition: 

Limit pricing is a strategy where an incumbent firm sets a price for its product or service low enough to 

discourage potential entrants from entering the market or to render their entry unprofitable. The goal of 

limit pricing is to maintain monopoly power without resorting to anticompetitive behavior. 

Predatory pricing is a more aggressive strategy where a dominant firm intentionally lowers its prices to 

levels below its costs with the primary aim of driving competitors out of the market. Once competitors 

exit, the predator firm can raise prices and recoup its losses. 

2. Pricing Approach: 

In limit pricing, the incumbent firm sets a price that is typically above its marginal cost but below the 

expected cost that a potential entrant would incur. This signals to potential entrants that they will not 

be able to earn a profit in the market, thus deterring entry. 

Predatory pricing involves temporarily pricing products or services below their average variable cost or 

total cost. The predator firm deliberately incurs losses for a period, aiming to bankrupt or force 

competitors out of the market. 

3. Profitability: 

The incumbent firm employing limit pricing aims to maintain profitability while preventing or 

discouraging entry by potential competitors. It accepts a lower profit margin compared to a competitive 

market. 

Predatory pricing often results in short-term losses for the predator firm, as it deliberately incurs costs 

exceeding its revenues during the predatory phase. The expectation is to regain profitability once 

competitors exit the market. 

4. Duration: 

Limit pricing is a long-term strategy aimed at preventing potential entry into the market over an 

extended period. It does not rely on immediate price reductions but rather maintains prices at a level 

that deters entry. 

Predatory pricing is a short- to medium-term strategy that involves pricing below cost for a limited 

duration, typically until competitors are driven out of the market. Once achieved, the predator firm 

raises prices. 

5. Legal Implications: 
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Limit pricing is generally considered a less controversial strategy from a legal standpoint, as it does not 

involve selling below cost or engaging in anticompetitive practices. However, it may still attract 

regulatory scrutiny if it harms consumer welfare. 

Predatory pricing is often subject to stringent antitrust regulations. It can be deemed anticompetitive 

and illegal if proven to be aimed at monopolizing a market or harming competitors. Legal challenges and 

fines may result from predatory pricing practices. 

6. Competitive Response: 

Potential entrants may respond to limit pricing by seeking alternative strategies, such as product 

differentiation, cost reduction, or seeking niche markets. They may attempt to build their brand 

reputation or offer superior products or services. 

Competitors targeted by predatory pricing may find it challenging to respond effectively, as the predator 

firm is intentionally incurring losses. Surviving competitors may have to exit the market or seek legal 

remedies. 

7. Consumer Impact: 

Limit pricing may have a milder impact on consumers, as it typically maintains prices above the 

competitive level. However, it can reduce consumer choices if potential competitors are deterred. 

Predatory pricing can harm consumers in the short term by driving competitors out and reducing 

choices. Once the predator firm attains a monopoly, it may raise prices to recoup losses, negatively 

affecting consumers in the long run. 

Both limit pricing and predatory pricing aim to maintain market power, they differ in their pricing 

approach, profitability, duration, legal implications, competitive responses, and consumer impact.  

Limit pricing seeks to deter entry by maintaining prices above potential entrants' profitability threshold, 

while predatory pricing involves aggressive price-cutting with the intent to eliminate competitors. Legal 

and ethical considerations play a significant role in distinguishing between these strategies. 

Conclusion 

Limit pricing is a strategic pricing approach employed by monopolists to protect their dominant market 

positions. By setting prices low enough to discourage potential entrants, monopolists can maintain 

higher prices and profitability.  

However, this strategy is not without controversy, as it can raise concerns about consumer welfare and 

market efficiency. Understanding the dynamics of limit pricing is essential for both policymakers and 

businesses operating in monopolistic markets. 


