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In this chapter you will learn...

I the link between buyers' willingness to pay for a good and the
demand curve

I how to de ne and measure consumer surplus

I the link between sellers' costs of producing a good and the
supply curve

I how to de ne and measure producer surplus

I that the equilibrium of supply and demand maximizes total
surplus in a market
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Welfare Economics

I Market equilibrium re ects the way markets allocate scarce
resources.

I Whether the market allocation is desirable is the subject of
welfare economics.

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

I Consumer surplus measures welfare on buyers' side.
I Producer surplus measures welfare on sellers' side.
I Total surplus measures welfare on both sides.

Welfare Economics

| Ef ciency is the property of a resource allocation that maxi mizes
the total surplus received by all members of society.

I Equity is the fairness of the distribution of well-being among the
members of society.

I The question of ef ciency is whether the pie is as big as possi ble.
The question of equity is whether the pie is divided fairly.

| Ef ciency can be judged on strictly positive grounds. Equity
involves normative judgments that go beyond economics.



Consumer Surplus

I 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.

I Consumer surplus is the buyer's willingness to pay for a good
minus the amount the buyer actually pays for it.

I The market demand curve depicts the various quantities that
buyers would be willing and able to purchase at different prices.

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

Consumer Surplus

FIGURE 1

The Demand Schedule and the Demand Curve

The table shows the demand schedule for the buyers in Table 1. The graph shows the corresponding demand curve. Note that the height of the
demand curve reflects buyers” willingness to pay.

Quantity
Price Buyers Demanded

More than $100 None 0
$80 to $100 John 1
$70 to $80 John, Paul 2
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Figure 7-1, Mankiw, Principles of Microeconomics, South-Western College, Fifth Edition, 2009.



Consumer Surplus

Figure 7-2, Mankiw, Principles of Microeconomics, South-Western College, Fifth Edition, 2009.

Consumer Surplus

FIGURE 3

How the Price Affects Consumer Surplus

In panel (), the price is P,, the quantity demanded is Q,, and consumer surplus equals the area of the triangle ABC. When the price falls from

P, to P,, as in panel (b), the quantity demanded rises from Q, to Q,, and the consumer surplus rises to the area of the triangle ADF. The increase
in consumer surplus (area BCFD) occurs in part because existing consumers now pay less (area BCED) and in part because new consumers enter
the market at the lower price (area CEF).
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Figure 7-3, Mankiw, Principles of Microeconomics, South-Western College, Fifth Edition, 2009.



Producer Surplus

I Willingness to sell is the minimum amount a seller will accept for
a good. It can be interpreted as the total cost of a good (including
the opportunity cost of selling the good).

I Producer surplus is the amount a seller is paid for a good minus
the seller's cost.

I The market supply curve depicts the various quantities that
sellers would be willing to sell at different prices.

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

Producer Surplus

Figure 7-4 , Mankiw, Principles of Microeconomics, South-Western College, Fifth Edition, 2009.



Producer Surplus

Figure 7-5, Mankiw, Principles of Microeconomics, South-Western College, Fifth Edition, 2009.

Producer Surplus

Figure 7-6 , Mankiw, Principles of Microeconomics, South-Western College, Fifth Edition, 2009.



Market Ef ciency

I Consumer Surplus =
Value to buyers — Amount paid by buyers

| Producer Surplus =
Amount received by sellers — Cost to sellers

| Total surplus =
Consumer surplus + Producer surplus

| Total surplus =
Value to buyers — Cost to sellers

I The free market equilibrium maximizes total surplus.

Market Ef ciency

Figure 7-7 , Mankiw, Principles of Microeconomics, South-Western College, Fifth Edition, 2009.



Market Ef ciency

A change from one allocation of resources to another that can make at least one
individual better off, without making any other individual worse off, is called a Pareto
improvement.
I An allocation is Pareto ef cient or Pareto optimal when no Pareto im provement is
possible.
I Resource allocations that are not Pareto ef cient are undesirab le.
Under certain (stringent) conditions, free markets will lead to a Pareto ef cient
allocation of resources.
I The conditions include perfect competition (no market power, no xed costs), perfect
information, no externalities, no bubbles, ...
Because the equilibrium outcome is an ef cient allocation o f resources, there is no
need for a social planner.
I The policy of leaving markets to allocate resources without interference goes by the
French expression “laissez faire”.

The Compensation Principle

In the real world, improving economic ef ciency may require
compensation of one or more parties.

For instance, if legal protection of a monopoly is abolished and the
market becomes competitive and more ef cient, the market wi Il be made
better off but the monopolist will be made worse off.

However, the monopolist can be compensated for its loss using the

ef ciency gains realised by the market.

The compensation principle states that redistribution can be used as a
tool to implement changes that improve economic ef ciency.



Market Power

I If a market system is not perfectly competitive, market power may
result. Market power is the ability to in uence prices.

I Market power can cause markets to be inef cient because it
keeps price and quantity from the equilibrium of supply and
demand.

Externalities

| Externalities exist if a market outcome affects individuals other
than buyers and sellers in that market.

I With externalities welfare depends on more than just the value to
the buyers and cost to the sellers.

I When buyers and sellers do not take externalities into account

when deciding how much to consume and produce, the
equilibrium in the market can be inef cient.



Summary

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

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

3. Free markets produce the quantity of goods that maximizes the
sum of consumer and producer surplus.

Summary

4. Consumer surplus equals buyers' willingness to pay for a good
minus the amount they actually pay for it.

5. Consumer surplus measures the bene t buyers get from
participating in a market.

6. Consumer surplus can be computed by nding the area below
the demand curve and above the price.



Summary

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

8. Producer surplus measures the bene t sellers get from
participating in a market.

9. Producer surplus can be computed by nding the area below the
price and above the supply curve.

Summary

10. An allocation of resources that maximizes the sum of consumer
and producer surplus is said to be ef cient.

11. In free markets, it is as if the invisible hand of the marketplace
leads buyers and sellers to allocate resources ef ciently.

12. Markets do not allocate resources ef ciently in the presenc e of
market failures.



Problems and Applications

Mankiw, Principles of Micro, Problem 3, Chapter 7.

I Itis a hot day, and Bert is very thirsty. Here is the value he places on a bottle of
water :

Value of rst bottle $7
Value of second bottle $5
Value of third bottle $3
Value of fourth bottle $1

I (a) From this information, derive Bert's demand schedule. Graph his demand curve
for bottled water.

I (b) If the price of a bottle of water is $4, how many bottles does Bert buy ? How
much consumer surplus does Bert get from his purchases ? Show Bert's consumer
surplus in your graph.

I (c) If the price falls to $2, how does quantity demanded change ? How does Bert's
consumer surplus change ? Show these changes in your graph.



Problems and Applications

Mankiw, Principles of Micro, Problem 9, Chapter 7.

I Consider how health insurance affects the quantity of health care services
performed. Suppose that the typical medical procedure has a cost of $100, yet a
person with health insurance pays only $20 out-of-pocket when she chooses to
have an additional procedure performed. Her insurance company pays the
remaining $80. (The insurance company will recoup the $80 through higher
premiums for everybody, but the share paid by this individual is small.)

I (a) Draw the demand curve in the market for medical care. (In your diagram, the
horizontal axis should represent the number of medical procedures.) Show the
guantity of procedures demanded if each procedure has a price of $100.

Problems and Applications

I (b) On your diagram, show the quantity of procedures demanded if consumers pay
only $20 per procedure. If the cost of each procedure to society is truly $100, and if
individuals have health insurance as just described, will the number of procedures
performed maximize total surplus ? Explain.

I (c) Economists often blame the health insurance system for excessive use of
medical care. Given your analysis, why might the use of care be viewed as
“excessive” ?

I (d) What sort of policies might prevent this excessive use ?



Strategy Challenge of the Week No.4 !

Mrs Chan is dying. She convenes Grace and Jack — her two children — to her
death bed. Grace and Jack are sel sh and mean. Mrs Chan is not v ery nice
either. She will bequeath her wealth according to the following game. A coin is
tossed : head for Grace, tail for Jack. Mrs Chan then offers $1 to the winner of
the toss, who can accept or reject. If the toss winner accepts, the game ends :
the toss winner gets $1, the toss loser gets nothing, and the rest of Mrs Chan's
wealth goes to her children's most hated charity. If the toss winner rejects, Mrs
Chan then offers $2 to the toss loser, who can accept or reject. If the toss loser
accepts, the game ends : the toss loser gets $2, the toss winner gets nothing,
and the rest of the money goes to charity. If the toss loser rejects, Mrs Chan then
offers $3 to the toss winner, and the game goes on until Mrs Chan's offer has
increased to Mrs Chan's total wealth. How will Mrs Chan's wealth be distributed
among her children ?

Discuss the challenge on the Blackboard !

The Devilish Mrs Chan

Mrs Chan is very wealthy, but no-one knows exactly how wealthy, not even Mrs
Chan herself. Mrs Chan entrusts her wealth to a fund whose task is to make offers
to Grace and Jack, her children, on alternate days, incremented by $1 each time,
until the day they die. On the day the rst child dies, if no off er has been accepted
heretofore, the fund will donate the money to charity, and the surviving child will
receive nothing. Can you predict the outcome of the game ?

Suppose now, instead, that Mrs Chan's wealth is known to be $10Q 000, and
growing at a rate of 1% a year.

Discuss the challenge on the Blackboard !



