Welfare Analysis

Consumer and Producer Surplus

Welfare Analysis

 To determine the impact on trade policies,
we must determine how the participantsin
the economy are affected

— Participants include:
» Consumers (Households)

* Producers (Firms)

* Government

Consumer Surplus

» Consumer Surplus (CS) isamethod to
determine the net benefit of consumption

« Definition: “extraamount consumers are
willing to pay for an item compared to what
they have to pay”

— Graphically, thisis the area under the demand
curve




Consumer Surplus |

¢ Areaunder
demand curveis 15
the total value
of consumption
¢ At $10, valueto
consumer is
(atb+c), but
consumer must
pay (b+c) 5
¢« SoCS=a

P

Consumer Surplus 11

« If thepricefalls
to $5, then the
total value of
consumption is
(atb+ct+d+e)

¢ Consumer must
pay (c+e)

e S0, CS=(atb+d) 5

p

Producer Surplus (PS)

« “Extrabenefit” to producers

¢ “What producers can charge” —“What
producers willing to charge”

e Graphically: Areabetween market price and
supply curve




Producer Surplusl|

» Supposethe
market priceis $5 P

e Firmiswilling to
sell unit 8 at $5,
but for units 1-7,
the firm iswilling
tosell eachat a
priceless than $8

e PS=x

Producer Surplus il
¢ |f the market
pricerisesto P
$10, thefirmis
willing to sell at S
most 15 units. 10 -
* For units 1-14,
thefirmis
willing to sell at 5
apricelower X
than $10

* PS=(x+ty+2) 1

Market Equilibrium

* A nation’swelfare can then be determined by the sum
of consumer surplus (CS) and producer surplus (PS)
(plus any government revenue)

Welfare= CS+ PS + GR

» Notethat an increase in market price decreases CS yet
increases PS

* So anincrease in market price does not necessarily
have a negative impact on the economy.




