Monopoly
Monopolies are at the other end of the spectrum when compared to perfect competition: they are markets where one firm is the whole industry. The case of Microsoft is a typical example of monopoly in the market for software: though Microsoft is not the only supplier, its customer share is so large that it represents almost the entire industry.
Monopoly
The assumptions of the model for monopolies are:
· A single producer – one firm covers the entire industry
· Very high barriers to entry – due to capital investment or legislation
· High price-setting ability – monopoly firms are price-setters
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Barriers to entry
It is important to understand why monopolies arise – a lot has to do with the barriers to entry for other firms, with the absence of competitors. Some of these barriers are:
· Economies of scale are important because they allow firms to reduce costs as production increases. When firms conquer greater portions of the industry, they can produce at reduced average costs if they enjoy economies of scale. In turn, this allows them to sell at lower average costs and drive competitors out of business.
· Superior technology which is patented and nobody else can replicate. For example, pharmaceutical companies can establish themselves as monopolists if they are the only ones able to produce specific medicines. It is hard for other companies to replicate production processes if their labs are not well developed. Moreover, patents give intellectual property rights to pharmaceutical producers which make it illegal for others to produce the same drugs.
· Legislation may favour one provider only as opposed to competitive firms, as in the case of public monopolies – for example, Sweden has a public monopoly of alcoholic drinks for public health reasons.
· Branding works so that customers become loyal to a specific brand and, over time, this takes over competitors and discourages new entrants. Branding, in this sense, drives the market towards monopolies.
Revenue curves and profit maximisation
Because of the lack of substitutes, the demand curve in monopolies is downward sloping and quite inelastic. Consumers have no other choice than buy the product from the only supplier.
· Demand is equal to the average revenue (AR): in order to sell more, the price must go down (law of demand) – hence AR is downward sloping and so is the demand curve.
· Marginal revenue (MR), instead, is smaller than AR. This is also due to the fact that, as the average price decreases at greater quantities, the price of each additional unit sold will have to be lower! Therefore, we always draw the MR curve to the left of the AR curve.
The curves are drawn in the diagram below, together with the average total cost curve (ATC), representing a monopoly.
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The monopolist, in turn, has the ability to set the price it prefers.
If it wishes to maximise profits, as in most cases, it will set the price where MC = MR (purple point). The monopolist will make abnormal profits equal to the difference between the AR and ATC curves. Monopolists enjoy profits both in the short and in the long-run: contrary to perfect competition, the high barriers to entry will make it impossible for new firms to join the industry. This way, monopolies can keep making profits in the long run too.
Alternatively, a monopoly may be a revenue maximiser instead. In order to maximise revenue, it would produce at Q* (green point) where MR = 0. This goal may be set to increase sales and make the product more popular. Revenue maximisation is sometimes thought to be good for employees who are happier to work if they see that more sales are made, rather than more profits.
Natural monopoly
A natural monopoly is a special type of monopoly in which it is more efficient for one firm to operate in the industry than two or three firms.
· Example: Think of the water pipes in a city: how can different companies supply their own water to different customers if all the water has to go through the same pipes? They can’t! They would have to build an additional system of pipes instead, but this makes it much more expensive to provide water. Because of these special conditions, water services are natural monopolies, just like many other utilities.*
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We represent natural monopolies in the diagram above. The ATC declines as we expand the quantity produced. After the initial investment to build the system of water pipes, in fact, costs are lower and lower as only partial expansion and temporary repairs must be undertaken. Themarginal cost is constant because, as one more person attaches to the pipes, there is no additional cost for providers.
The profit maximising position is where MR = MC (the purple point, Q1). However, the efficient outcome would be where MC = AR (the green point, Q2). For utilities such as water, the government will usually intervene to ensure that people are not denied access to it and will regulate the natural monopoly to charge at the green point.
Regulation of monopolies
Governments tend to enact policies to reduce the power of monopolies. When monopolies abuse of their power, in fact, welfare is reduced and society is damaged. Imagine what happens when water monopolies charge such a high price that people cannot afford water! Legislationcan be passed in order to:
· cap prices below a certain limit (price ceiling)
· break up monopolies through competition policies
· impose state control over certain industries to ensure affordability
 
What you should know
· In a monopoly, there is only one firm for the whole industry.
· Sources of monopoly come from economies of scale, technology, legislation (e.g. patents) and state control.
· The monopolist is a price-setter and enjoys abnormal profits both in the short-run and in the long-run because the high barriers limit the entry of competitors. They maximise profits where MC = MR.
· Alternatively, monopolies may be revenue-maximisers and charge where MR = 0.
· Natural monopolies occur in industries, such as utilities, where it is more efficient for one firm to operate in the market. Price-setting decisions are an important issue for natural monopolists.
· Regulation and legislation are used by governments to reduce monopoly power.
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