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In this chapter, look for the answers to
these questions:

= What is consumer surplus? How is it related to
the demand curve?

® What is producer surplus? How is it related to the
supply curve?

® Do markets produce a desirable allocation of
resources? Or could the market outcome be
improved upon?
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" Recall, the allocation of resources refers to:
e How vwmy of each good is produced
e \Who i produce it
o who consume it

= Welfare economics:

the study of how the allocation of resources
N

affects economic weli-being

* First, we look at the well-being of consumers.

CHAPTER 7 CONSUMERS, PRODUCERS, EFFICIENCY OF MARKETS

CSPSTS Page 3



Willingness to Pay (WTP) = [teservation

A buyer’s willingness to pay for a good is the frice

maximum amount the buyer will pay for that good.

WTP measures how much the buyer values the
good.

name |WTP | Example:
4 buyers’ WTP
Eop $250 for an iPod
Cindy 175
Anny 300
Danny 125
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WTP and the Demand Curve

Q: (f price of iPod is $200, who will buy an iPod,

and what is quantity demanded?

A: Q=2 ( Aﬂ'm‘Q b Bab)

</;::me/ ;ZZOP\),/ IF WIP ) P, Comsvmer Olectdes o buiy
N :

Cindy 175 | X
([Anny 300 >\/

Danny 125 |

O wr< P; Consvmer dewdes not 10
(m%
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WTP and the Demand Curve

Derive the
demand
schedule:
name | WTP
Bob $250
Cindy 175
Anny 300
Danny 125

e [ wonn | o
$301 & up NONE O
251 — 300 AVIY [
176 - 250 | AVY 4 Bog >
126 — 175 | ANNY 3 BoB HCviy 3
0-125 A)_B/C', V14
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$350
$300
$250
$200
$150
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WTP and the Demand Curve

(

W1 P I’)Cl‘jl/d' of the

demend Curve

from the @rouno{

fo the raof 6 fhe

covve  wheye

the buyey stomols

P v Dewonel Cwvie w/
AvNY 4 husyers P Q¢

$301&up| O
- ' 251-[300 | 1
25 1% WY 1476 [250 | 2
| 126 {175 | 3
0-125| 4

Q

o 1 2 3 4
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About the Staircase Shape...

P

[

This D curve looks like a staircase
with 4 steps — one per buyer.

If there were a huge # of buyers,

as in a competitive market,

there would be & huge #
of very liny steps,

and it would ook
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$100 moie ke 3 smooth (SO
$50 curve.
$0 - _ | | Q
0 1 2 3 4
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WTP and the Demand Curve

$350

$300 = curve is
the WTP of the

$250 )
marginal buyer,
$200 the buyer who
$150 would leave the
$100
$50

$0 Q
1 2 3 4
Cc TER7 CONSUMERS, PRODUCERS, EFFICIENCY OF MARKETS 8

CSPSTS Page 8




Consumer surplus is the amount a buyer is willing
to pay minus the buyer actually pays:

a9 =WwTp-°f
Suppose P :
aing: | [WItE Anny'sCS=......... WP 7007260 = 40 *ﬁ
B?b o The others get no CS because
Cindy | 178 . tue: ..Q{Q..M..wrolﬂm et at Mls gjven prie .
Anny 300 asssmas ssssssmaamw
Danny | 125]  pygics-...40.5.0 1O+ O = 40 g
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P = $260
350 pe /‘fa _ — iy
$ A/ Anny’s CS = 300 260 Bl
$300 ‘Fz1
20 s P: 26O e
$250 - o | TotalCS= 4o +90 + O + O
$200 -, | A ﬁ ‘

c
$150
¢1NnN | . |I

v iIuuv
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$100 i
$50 - 1‘
$0 - { _ _ Q
0 1 2 3 4
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CS and the Demand Curve

Instead, suppose
P =$220

Anny's CS= 300 —2lo = %Q_::Jf

P=220

Bob'sCS= 250 - 220°= 30$

Totalcs= 80+3%0 +0 40 = || §
Q

o 1 2 3 4
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The lesson:
Total CS equals

Olyece  Under

oy o svnooﬂ/\ olowiand cone o

9
oL €S = Sum of all buyers’ Crg//

byt above the I’JY/GQ, love |

CHAPTER 7 CONSUMERS, PRODUCERS, EFFICIENCY OF MARKETS

CSPSTS Page 11

12




