CHAPTER 9:  The analysis of competitive markets
Checklist

Can you do the following regarding analysis of competitive market?
· Define welfare effects
· Define ceiling price
· Explain consumer surplus
· Explain producer surplus
· Explain deadweight loss
· Explain market failure
· Define externalities
· Define lack of information
· Define minimum price
· Define production quotas
· Define incentive programmes
· Define import quota
· Define tariff
· Define specific tax
· Define and explain the effects of a subsidy
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CHAPTER 9:  The analysis of competitive markets
Change in consumer and producer surplus from price controls
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CHAPTER 9:  The analysis of competitive markets
Effect of price controls when demand is inelastic
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CHAPTER 9:  The analysis of competitive markets
Welfare loss when price is held above market-clearing level
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Minimum price
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Price supports
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CHAPTER 9:  The analysis of competitive markets
Production/Supply restrictions
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CHAPTER 9:  The analysis of competitive markets
Import tariff or Quota that eliminates imports
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CHAPTER 9:  The analysis of competitive markets
Import tariff or quota (General case)
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CHAPTER 9:  The analysis of competitive markets
Incidence of a tax
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CHAPTER 9:  The analysis of competitive markets
Impact of a tax depends on elasticities of supply and demand
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Subsidy
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FIGURE 9.3 Effect of Price Controls When Demand Is Inelastic

If demand is sufficiently inelastic, triangle B can be larger than rectangle A. In
this case, consumers suffer a net loss.from price controls.
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FIBURE 9.5 Welfare Loss When Price is Held Above Market-Clearing Level

When price is regulated to be no lower than P,, only Q, will be demanded. If Q, is pro-
duced, the deadweight loss is given by triangles B and C. At price P,, producers would |
like to produce more than Q. If they do, the deadweight loss will be even larger. |





image5.png
Price

Prnin

Py

.
0

Quantity

FIGURE 9.7 Price Minimum

Price is regulated to be no lower than P, ;.. Producers would like to supply Q,, bu
consumers will buy only Q. If producers indeed produce Q,, the amount Q, ~ Q
will go unsold and thechange in producer surplus will be A - C - D. In this case
producers as a group may be worse off. .
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FIGURE 9.10 Price Supports

To maintain a price P, above the market-clearing price Py the government buys a
quantity Q. The gain to producers is A + B + . The loss to consumers is A + B. The
cost to the government is the speckled rectangle, the area of which is P(Q, = Q).
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FIGURE 9.11 Supply Restrictions

To maintain a price P, above the market-clearing price P,, the government can restrict
supply to Q,, either by imposing production quotas (as with taxicab medallions) or
by giving producers a financial incentive to reduce output (as with acreage limita-
tions in agriculture). For an incentive to work, it must be at least as largeas B+ C+ D,
which would be the additional-profit earned by planting, given the higher price P

The cost to the government is therefore at least B + C + D. ' o
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F!GURE 9.14 Import Tariff or Quota That Ellmmates Imports

In a free market, the domestic price equals the world price P Atotal Q, is consumed,
of which Q, is supplied domestically and the rest jmported. “When imports are elimi-
nated, the price is increased to Py The gain to producers is trapezoid A. The loss to
consumers is A + B + C, so the deadweight loss is B+ C.
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FIGURE 9.15 Import Tariff or Quota (General Case)

When imports are reduced, the domestic price is increased from P,, to P*. This can be
achieved by a quota, or by a tariff T'= P*~ P, Trapezoid A is again the gain to domes-
tic producers. The loss to consumers is A + B + C + D, If a tariff is used, the govern-
ment gains D, the revenue from the tariff, so the net domestic loss is B + C. If a quota
is used instead, rectangle D becomes part of the profits of foreign producers, and the
net domestic loss is B+ C + D. :
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FIGURE 9.17 Incidence of a Tax

Py is the price (including the tax) paid by buyers. P_ is the price that sellers receive,
less the tax. Here the burden of the tax is split evenly between buyers and sellers.
Buyers lose A + B, sellers lose D + C, and the government earns A + D in revenue. The

deadweight loss is B + C.
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FIGURE 9.18 Impact of a Tax Depends on Elasticities of Supply and Demand

(a) If demand is very inelastic relative to supply, the burden of the tax £

is very elastic relative to supply, it falls mostly on sellers.

alls m(}stly on buyers. (b) If demand
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FIGURE 9.19 Subsidy

A subsidy can be thought of as a negative tax. Like a tax, the benefit of a subsidy is
split between buyers and sellers, depending on the relative elasticities of supply and
demand.
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FIGURE 9.1 Consumer and Producer Surplus

Consumer A would pay $10 for a good whose market price is $5 and therefore enjo?
a benefit of $5. Consumer B enjoys a benefit of $2, and Consumer C, who values t}
good at exactly the market price, enjoys no benefit. Consumer surplus, which me
sures the total benefit to all consumers, is the yellow-shaded area between t}
demand curve and the market price. Producer surplus measures the total profits «
producers, plus rents to factor inputs. It is the green-shaded area between the supp
curve and the market price. Together, consumer and producer surplus measure tt
welfare benefit of a competitive market.
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FIGURE 9.2 Change in.Consumer and Producer Surplus from Price
Controls

The price of a good has been regulated to be no higher than P, which is below the
market-clearing price Py The gain to consumers is the difference between rectangle A
and triangle B. The loss to producers is the sum of rectangle A and triangle C.
Triangles B and C together measure the deadweight loss from price controls.




