Chapter 7 Pass Notes

Pareto-efficient: A situation in which it is impossible to help/benefit someone without harming/costing others. (see p 167 for examples of efficient and non-efficient markets)

Economic surplus: The sum of producer surplus and consumer surplus. 

Consumer surplus is the economic surplus gained by the buyers, measured by the cumulative difference between their respective reservation prices and the price they actually paid. (graphically, it’s the area between market price and demand curve)

Producer surplus is the economic surplus gained by the sellers, measured by the cumulative difference between the price received and their respective reservation prices.

(graphically, it’s the area between market price and supply curve)

For example: Jack owns a mobile phone, but wishes to sell it. The lowest amount he would be willing to sell it for is $50 (ie: Jack values owning the phone at $50). Peter wishes to buy a mobile phone, and his maximum price is $70. After negotiations, a price of $65 is agreed upon. Producer surplus is $65-$50=$15, and consumer surplus is $70-$65=$5. Note: economic surplus is $20, and would still be $20 for any market price between $50 and $70 inclusive.

Maximising Economic Surplus: Price ceilings (p174) and price floors (p178) both prevent markets from reaching equilibrium (stand in way of actions that satisfy cost-benefit analysis), and therefore reduce economic surplus (see 175, 177 and 178 for indicative diagrams). There are always more efficient (or less inefficient) methods to protect poor consumers or struggling producers-simply give them money (see p179).

First-come-first-serve verse compensation: First-come-first-serve allocates products based on the timeliness of consumers, ignoring market forces. Compensation policy establishes a market for the scarce product (eg; airline ticket), hence satisfying the most wanting consumer first.

Taxation & Efficiency Governments tend to tax producers more than consumers for two reasons. Firstly, large companies don’t vote, the individuals (consumers) vote. Secondly and most importantly, taxing production increases production costs (the supply curve), and some of this shift is also paid for by consumers. Hence, the cost of taxes is shared.

The amount of sharing is determined by the price elasticity of demand in that market (see p188 for diagrams, when viewing, recall the relationship between the slope of the demand curve and the price elasticity of demand.). Consider inelastic products such as alcohol. If governments put a tax on the production of alcohol making it 10% more costly to make, the supplier could pass the increase onto the consumer. This holds true for any addictive good (which explains the high tax rate on gambling profits, tobacco and alcohol). Governments could also use the same rationale and tax medicine (or any necessary good) if it already wasn’t too expensive (medicine is in fact subsidised).

