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Previously...

« Government policies
* price ceiling
« price floor

e taxes




Review

 Efficiency of markets
e consumer surplus
« producer surplus

« Application

« welfare consequences of taxation




Review

Market Equilibrium

« Market equilibrium reflects the way markets
allocate scarce resources

« Whether the market allocation is desirable
can be addressed by welfare economics

* Do the equilibrium price and quantity
maximize the total welfare of buyers and
sellers?




Review

Welfare

Welfare economics is the study of how the

allocation of resources affects economic well-
being

« Buyers and sellers receive benefits from
taking part in the market

« The equilibrium in a market maximizes the
total welfare of buyers and sellers




Review

Welfare

Equilibrium in the market results in maximum
benefits, and therefore maximum total welfare
for both the consumers and the producers of

the product

« Consumer surplus measures economic
welfare from the buyer’s side

* Producer surplus measures economic welfare
from the seller’s side
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Consumer Surplus

Willingness to pay is the maximum amount
that a buyer will pay for a good;

it measures how much the buyer values the
good or service

Buyer WILLINGNESS TO Pay

John $100
Paul 80
George 70
Ringo R0

Consumer surplus is the buyer’s willingness to
pay for a good minus the amount the buyer
actually pays for it
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Consumer Su

The market demand curve de
guantities that buyers would
able to purchase at different

rplus

nicts the various
e willing and

orices
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Consumer Surplus

Price

Quantity
Buyers Demanded

More than $100
$80 to $100

$70 to $80

$50 to $70

$50 or less

None 0
John

John, Paul

John, Paul,
George

John, Paul,
George, Ringo
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Consumer Surplus

John's willingness to pay

— Paul's willingness to pay

— George's willingness to pay

— Ringo's willingness to pay

Demand

Quantity of
Albums
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Consumer Surplus

(a) Price = $80 (b} Price = 570

. John's consumar surplus ($20)
John's consumear sumplus (200 plus ($30]

Paul's consumer surplus (($10)

I".
Total

—  Consumear
sumplus (F400

Ciermand
Ciemand

Quantity of Quantity of
Albums Albums
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Consumer Surplus

The area below the demand curve and above
the price measures the consumer surplus in
the market

(a)} Consumer Surplus at Price P,

Price

Consumer
surplus
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Consumer Surplus

Effect of decrease in price:

{b) Consumer Surplus at Price P,

Initial
consumer
surplus

Consumer surplus
to new consumers

Additional consumer

surplus to initial
COnsumears

'I:ji . Quantity
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Consumer Surplus

What does consumer surplus measure?

Consumer surplus, the amount that buyers are
willing to pay for a good minus the amount
they actually pay for it, measures the benefit
that buyers receive from a good as the buyers
themselves perceive it
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Producer Surplus

Producer surplus is the amount a seller is paid
for a good minus the seller’s cost

It measures the benefit to sellers participating
in a market

SELLER CosT

Mary $900
Frida s00
Georgia 600
Grandma 500

Just as consumer surplus is related to the
demand curve, producer surplus is closely
related to the supply curve
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Producer Surplus

Quantity supplied:

PRICE SELLERS QUANTITY SUPPLIED

$900 or more Mary, Frida, Georgia, Grandma

$800 to $900 Frida, Georgia, Grandma
%600 to 5800 Georgia, Grandma

$500 to $600 Grandma

Less than $500 None
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Producer Surplus

Supply curve:

Price of
House
Painting
4000 — Mary's cost
=200 Frida's cost

G600 Georgia's cost

500 Grandma's cost

Quantity of
Houses Painted
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Price of
House
Painting

F900
800

500
500

Producer Surplus

(a) Price = 5600

N

Grandma’s producer
surplus ($100)

4
Quantity of
Houses Painted

Price of
House
Painting
FO00
200

600
500

(b} Price = $800

Total
producer
surplus ($500)

T Georgia's producer
surplus ($200)

Grandma’s producer
surplus ($300)

il
Quantity of
Houses Painted
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Producer Surplus

The area below the price and above the supply
curve measures the producer surplus in a
market

(a) Producer Surplus at Price P,

Supply

Producer
surplus

Quantity
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Producer Surplus

Effect of increase in price:

{b) Producer Surplus at Price P,

Additional producer Supply

surplus to initial
producers

Initial

producer
surplus

i Producer surplus
: to new producers
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Market Efficiency

Consumer surplus and producer surplus may be used
to address the following question:

* |s the allocation of resources determined by free
markets in any way desirable?

« CS = Value to buyers - Amount paid by buyers

« PS = Amount received by sellers - Cost to sellers
« TS = Consumer surplus + Producer surplus

« TS = Value to buyers - Cost to sellers
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Market Efficiency

 Efficiency is the property of a resource
allocation of maximizing the total surplus
received by all members of society

 In addition to market efficiency, a social
planner might also care about equity - the
fairness of the distribution of well-being
among the various buyers and sellers
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Market Efficiency

Total surplus:

Price A

Consumer
surplus

ECJUTTBFILITY [rasras rasensres raseas resrasees rasens resrsees ranes

price
Producer
surplus

Demand

Equilibriurm
guartity

Quantity
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Market Efficiency

Three Insights Concerning Market Outcomes:

* Free markets allocate the supply of goods to
the buyers who value them most highly, as
measured by their willingness to pay

* Free markets allocate the demand for goods
to the sellers who can produce them at least
cost

« Free markets produce the quantity of goods
that maximizes the sum of consumer and
producer surplus
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Market Efficiency

Supply

Value
to
buyers

Cost
to
sallers

Cemand

Equilibrium Quantity
quantity

L b

| I
Value to buyers is greater Value 1o buvers is less
than cost to sellers. than cost to sellers.
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Market Efficiency

« Because the equilibrium outcome is an efficient
allocation of resources, the social planner can leave
the market outcome as he/she finds it - laissez faire

Market Power

 If 2 market system is not perfectly competitive,

mar
« Mar
« Mar

ket power may result

et power is the ability to influence prices

ket power can cause markets to be inefficient

because it keeps price and quantity from the
equilibrium of supply and demand
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Market Efficiency

Externalities:

« created when a market outcome affects
individuals other than buyers and sellers in
that market

« cause welfare in a market to depend on more
than just the value to the buyers and cost to
the sellers

« when buyers and sellers do not take
externalities into account when deciding how
much to consume and produce, the e
equilibrium in the market can be inefficient
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Application

The cost of taxation:

« Welfare economics is the study of how the

allocation of resources affects economic
well-being

« Buyers and sellers receive benefits from
taking part in the market

* The equilibrium in a market maximizes
the total welfare of buyers and sellers

How do taxes affect the economic well-being
of market participants?
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Application

The cost of taxation:

« A tax places a wedge between the price
buyers pay and the price sellers receive

« Because of this tax wedge, the quantity sold
falls below the level that would be sold
without a tax

* The size of the market for that good shrinks
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Application

The cost of taxation:

Price BUygrs fsse s ' Size of tax Price buyers fsssmssmmn
pay pay .

i ax
PHQE [rrnesvesmssressesamessessnssens ot acsvasessnssesd revenue

without tax (TxQ)

Price sellers | e - Price Sellars [m e e o H
receive receive

Demand Quéntit}f Demand
sold () i i

Quantity Quantity Quantity Quantity Quantity Quantity
with tax without tax with tax without tax
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Application

The cost of taxation:

Price

Price .
BUYErS = Py feoersssssssssinsimsnrineo?
pay

Price  _ p E
WIthOUL tax = P [ sesmses s o s st e

Price i
sellers = P_ L g
receive

Qy Quantity

WitHoOUT Tax WiTH Tax

CHANGE

Consumer Surplus A+BE+C A
Producer Surplus D+E+F F
Tax Revenue MNone E+D

TﬂtcﬂSurPlLlE A+B+C+D+E+F A+BE+D+F

—(B +C)
—-D+E
+(B +D)

—~(C+B)

..f”

The area C + E shows the fall in total surplus and is the deadweight loss of the tax.
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Application

The cost of taxation:

Changes in Welfare:
A deadweight loss is the fall in total surplus

that results from a market distortion, such as
a tax

Taxes cause deadweight losses because they
prevent buyers and sellers from realizing
some of the gains from trade
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Application

nange in total welfare includes:
ne change in consumer surplus
ne change in producer surplus

ne change in tax revenue

ne losses to buyers and sellers exceed
the revenue raised by the government

« This fall in total surplus is called the
deadweight loss
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Application

Lost gains from trade:

Price

Lost gains

Py feesemnresransesse s res s e from trade

Size of tax < \
Price IR AP SN T,
without tax

= S ——— :

: :—Cost to
: i sellers

Dermand
Value to

buvers

Q2 7 @ Quantity

Reduction in quantity due to the tax
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Application

What determines whether the deadweight loss
from a tax is large or small?

« The magnitude of the deadweight loss
depends on how much the quantity supplied

and quantity demanded respond to changes
in the price

* That, in turn, depends on the price
elasticities of supply and demand
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Application

Deadweight loss - elasticities

Size of tax

(a) Inelastic Supply

Supply

When supply is
relatively inelastic,
the deadweight loss
of a tax is small.

Demand

(b} Elastic Supply

When supply is relatively
elastic, the deadweight
loss of a tax is large.

Supply

Demand

Quantity

Quantity
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Application

Deadweight loss - elasticities

(¢} Inelastic Demand

Supply

Size of tax
V' When demand is
relatively inelastic,
the deadweight loss
of a tax is small.

Cemand

Quantity

(e} Elastic Demand

Supply

of :
tan ‘ Demand

When demand is relatively
elastic, the deadweight
loss of a tax is large.

Quantity
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Application

Deadweight loss - elasticities

The greater the elasticities of demand and
supply:

« the larger will be the decline in
equilibrium quantity and

« the greater the deadweight loss of a tax
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Application

Effects of price floor and price ceiling:

* price floor
« consumer surplus decreases
 effect on producer surplus is ambiguous

* price ceiling
« effect on consumer surplus is ambiguous
e producer surplus decreases

* it can be seen from graphs
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Summary |

« Consumer surplus equals buyers’ willingness
to pay for a good minus the amount they
actually pay for it

« Consumer surplus measures the benefit
buyers get from participating in a market

« Consumer surplus can be computed by
finding the area below the demand curve and
above the price
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Summary Il

« Producer surplus equals the amount sellers
receive for their goods minus their costs of
production

* Producer surplus measures the benefit
sellers get from participating in a market

* Producer surplus can be computed by finding
the area below the price and above the supply
curve




Summary

Summary lIllI

« An allocation of resources that maximizes
the sum of consumer and producer surplus is
said to be efficient

* The equilibrium of demand and supply is
efficient

* This is as if the invisible hand of the
marketplace leads buyers and sellers to
allocate resources efficiently

« Markets do not allocate resources efficiently
in the presence of market failures




