Efficiency under monopoly and perfect competition
Let’s look at efficiency with an example.  I can be very effective at doing something (e.g. I could make sure that I score 100 per cent in my next exam). However, I might need to do several thousand hours of studying in order to achieve this, hence I would not be very efficient. Efficiency would be, again, to make sure that you get a 7 in Economics while doing the least amount of studying possible! Therefore, efficiency is a measure of how much input is needed to convert something into output. Just like a student wants to get 7 with the least amount of work, so do companies as they try to lower their costs per unit.
Efficiency explained
It is extremely important to point out that there are two kinds of efficiency we are concerned with:
 
Important
Allocative efficiency
This occurs when resources are distributed in such a way as to maximise utility. You will recall that welfare maximisation is required to achieve allocative efficiency. For example, if all the IB guides in the classroom are taken by one student, the allocation of resources is inefficient as the other students will not be able to revise for the exams. Class progress will be slower, overall.

Productive efficiency
This occurs when we use a minimum amount of inputs in order to produce a certain amount of output. It is precisely linked to our example: you want to minimise the amount of work but still get the highest grade to be productive efficient.
In a diagram, allocative efficiency occurs when P = MC while productive efficiency occurs when we produce at the lowest point of the ATC. You can start seeing this in the following diagrams.
[image: Allocative and productive efficiency]
[image: Static of dynamic?]
You will now be familiar with the diagrams above. In perfect competition (diagram to the left), allocative efficiency is always achieved as MC = MR when it also equals price. Moreover, we are producing at the lowest possible point of the ATC. Therefore, we are productively efficient as well.
In a monopoly (diagram to the right), instead, we do not reach allocative or productive efficiency. As the diagram shows, the profit-maximising position is far away from the allocatively efficient position (MC = AR). This results in a welfare loss, shown by the grey triangle. Productive efficiency is not achieved as we could be decreasing costs by increasing production.
 
Examiner Tip
The debate over efficiency in monopoly and perfect competition does not stop here – indeed, this is often a topic for essay questions in the exam!
You should be able to discuss, for example, the advantages and disadvantages of monopolies.
Efficiency in monopolies
On the one hand, monopolies can be more efficient if they enjoy economies of scale, given their size. Remember that this is the case when an increase in inputs produces a more than proportionate increase in outputs. In addition, monopolies are more likely to invest in research and development (R&D) as the profits they accumulate can be spent to lower production costs. As costs are lowered, the ATC goes down and profits increase in the long-run. For example, Microsoft will invest in faster information technology systems that improve the multi-functionality of its operating systems. For natural monopolies, there is also the argument that two firms would lead to higher cost for coordinating the use of infrastructure (e.g. sharing railways), hence everyone is better off with one provider only.
On the other hand, perfect competition ensures lower prices for consumers. Welfare is maximised as consumers enjoy a much larger surplus than in monopoly: they pay less than the maximum they would be willing to. Competition also avoids the rise of unfair practices against consumers, such as forcing people to buy software upgrades every year. Indeed, the abuse of market power is one of the dangers of monopoly that requires regulation and monitoring by the government. The existence of antitrust legislation is one of these safeguards.
 
What you should know
· Efficiency can be measured in terms of allocative efficiency (MC = AR) or productive efficiency (lowest point of the ATC).
· Perfect competition ensures both types of efficiency, while monopolists are inefficient in both respects. However, they may have an advantage in reaching economies of scale and investing in research and development (R&D).
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