
Chapter 9: Applying the Competitive Model

9.2 Consum e rW e lfare

 We could measure welfare impacts with consumer theory, assessing the impacts by

applying indifference curves and budget lines, but that is inefficient because you

cannot compare the indifference curves of many people - the scales are different

 We measure consumer welfare in te rm sof dollars

 It is easier to compare dollars across people than utils

 Measuring Consumer Welfare Using a Demand Curve

 Consumer Welfare - the benefit a consumer gets from consuming a good minus

what he had to pay to buy it

 The demand curve contains the information we need to make this measurement

 The demand curve reflects a consumer's marginal willingness to pay → the 

marginal value a consumer places on the last unit of a good

 Total Value Placed on a Good - Expenditure + Consumer Surplus

 Consumer Surplus (CS) - the monetary difference between what a consumer is

willing to pay for the quantity of the good purchased and what the good actually

costs

 An individual's consumer surplus is the area under the demand curve and above

the market price up to the quantity the consumer buys

 The market consumer surplus is the area under the market demand curve above the

market price up the quantity consumers buy

 Application: Willingness to Pay and Consumer Surplus on eBay

 Application: Consumer Surplus From Television

 Huge consumer surpluses; 46% of people say they would refuse to give up TV for

anything under $1 million

 Effect of a Price Change on Consumer Surplus

 In general, consumer surplus falls more (1) the greater the initial revenue spent on

the good and (2) the less elastic the demand curve

 Consumers could benefit if policymakers considered beforehand in which markets

the tax would harm consumers the most

 The effect of a price change depends on both revenue and the demand elasticities

9.3 Produce r W e lfare

 Producer Surplus (PS) - the difference between the amount for which a good sells and

the minimum amount necessary for the seller to be willing to produce the good

 The minimum amount a seller must receive is the firm's avoidable production cost

(the shutdown rule)

 Measuring Producer Surplus Using a Supply Curve

 Graphically, the total producer surplus is the area above the supply curve and

below the market price up to the quantity actually produced

 Producer surplus is revenue, R, minus variable cost, VC:

� � = � − � �



 Profit is revenue minus total cost, which equals VC plus F

� = � − � = � − (� � + � )

 When fixed costs are zero (in the LR, for example), the producer surplus = profit

 Another interpretation is - producer surplus equals profit from trade minus the

profit (loss) from not trading (loss of fixed costs):

(� − � � − � ) − (− � ) = � − � � = � �

 Using Producer Surplus

 In the SR, we can use producer surplus to study effects of any shocks, because

profit changes by the same amount as PS since F does not change

 An advantage is we can use PS to measure the effect of all firms in a market at

once, without having to measure profit of each firm separately

 The variable cost for all firms in the market producing Q is the area under the

supply curve between 0 and the market output, Q

9.4 Com p e tition Max im ize sW e lfare

 Welfare of society is commonly measured as the sum of consumer and producer

surpluses:

� = � � + � �

 Here, we are making a value judgment that the well-being of consumers and that of

producers are equally important

 One of the most important results in economics is that competitive markets maximize

this measure of welfare

 Deadweight Loss (DWL): the net reduction in welfare from a loss of surplus by one

group that is not offset by a gain to another group from an action that alters a market

equilibrium

 If there is a fall in the quantity supplied at equilibrium, the price would rise; the

deadweight loss that results is because consumers value extra output by more than the

marginal cost of producing it (consider graph)

 The deadweight loss is the opportunity cost of giving some of this good to buy more

of another good; it reflects a market failure

 Market failure - inefficient production or consumption, often because a price exceeds

marginal cost

 When price equals marginal cost, consumers value the last unit of output by exactly

the amount that it costs to produce it; that's why competitive markets maximize

welfare

 Application: Deadweight Loss of Christmas Presents

 Efficient gift - one that the recipient values as much as the gift costs the giver, or

more.

 In 2007, the estimated deadweight loss of the holiday season was about $12 bn

 Gift recipients may also experience an endowment effect in which their WTP <

WTA



9.5 Policie sth at Sh ift Sup p ly Curve s

 "I don't make jokes. I just watch the government and report the facts"

 All government actions affect a competitive equilibrium in one of two ways:

 Shifting the supply or demand curve

 Creating a wedge between price and marginal cost

 We concentrate on policies that limit supply because they have clear-cut effects

 Usually a limit on the # of firms in the market or a quota on output

 Of course if the actual good is unwanted, government policies may increase welfare

 Governments can alter the number of firms in three ways:

 Explicitly controlling the number

 Barring some members of society from owning firms

 Indirectly controlling by raising the cost of entry

 Restricting the Number of Firms

 A limit on the number of firms shifts supply to the left and harms consumers;

firms benefit from higher profits (ex. taxicab companies)

 In the case of taxicab companies, only the permit owners and not the cab drivers

benefit from restrictions

 The size of the loss to consumers and the benefit to permit holders depend on how

severely a city limits the number of cabs

 Application: Licensing Cabs

 In 2009, the value of all NYC taxi licenses was $9.7 billion

 Raising Entry and Exit Costs

 Government may limit the number of firms by raising the cost of entry

 Any cost that falls on potential entrants and not on current firms discourages entry

 Barrier to Entry - an explicit restriction or a cost that applies only to potential new

firms - existing firms are not subject to the restriction or do not bear the cost

 It costs McDonald's about $2m to open a new fast-food restaurant → costs of 

entry, not barrier to entry

 Large sunk costs can be barriers to entry if:

 Capital markets do not work well

 If the firm is uncertain of success in the market

 Some markets have exit barriers that make it difficult to exit the market - keeps the

number of firms high and may indirectly limit the number of firms

 For example, a law that requires that you give workers six months' warning

before laying them off may deter entry and exit

9.6 Policie sTh at Cre ate a W e dge Be twe e n Sup p ly and De m and

 Most commonly sales taxes (and subsidies) and price controls

 Welfare Effects of a Sales Tax

 Assuming the government uses the revenue of a tax usefully, the welfare is:

� = � � + � � + �



 Even when including tax revenue in our welfare measure a specific tax must lower

welfare in a competitive market

 Basically, a specific tax causes inefficiency in a society because it puts a wedge

between price and marginal cost - welfare falls

 Welfare Effects of a Price Floor

 "Amount the EU paid to businessmen in Serbia-Montenegro for sugar subsidies

before realizing that there was no sugar industry there: $1.2m"

 Government sets price floors in some markets (agriculture) in order to keep the

price up

 When a price floor is instituted, the government must buy the excess supply and

either store it or sell it abroad

 The deadweight loss that results reflects two distortions:

 Excess production - some has to be stored/destroyed/sent abroad

 Inefficiency in Consumption - WTP > MC

 Nowadays, the government uses an alternative subsidy program with farmers:

 Sets a support price

 Farmers choose how much to produce/sell at their market-clearing price

 Governments give farmers a deficiency payment equal to the difference

between the two prices - farmers receive the support price for entire output

 Unfortunately, much of these government payments (62%) go to large agricultural

corporations and not to poor struggling farmers

 Application: Farmer Subsidies

 Each adult in the US pays about $500/year to support agriculture

 Welfare Effects of a Price Ceiling

 Price Ceiling - government sets a maximum price that can be legally charged

 Consumers value the good more than the MC of producing extra units

 Deadweight loss here may be underestimated because:

 Consumer may need to spend more time searching

 Consumers who are lucky enough to buy the good may not be the ones who

value it most

 Because of the first come-first serve basis, there is an allocative cost to

society of a unit being sold to the wrong consumer

 Application: The Social Cost of a Natural Gas Price Ceiling


