Chapter 7: Consumers, Producers, and the Efficiency of Markets
Welfare Economics:
Allocation of resources = how much of each good is produces
			  Which producers produce it
			  Which consumers consume it
Welfare Economics studies how allocation of resources affects economic well-being
First well look at well-being of consumers

Willingness to pay (WTP): buyers WTP for a good is max amount buyer will pay for that good
WTP measures how much buyer values the good
WTP varies buyer to buyer
Q: If iPod is $200, who will buy an iPod, and what is quantity demanded?
	name
	WTP

	Anthony
	$250

	Chad
	175

	Flea
	300

	John
	125


Anthony and Flea will buy iPods
WTP and the Demand Curve
Consumer Surplus (CS): amount a buyer is willing to pay minus the amount the buyer actually pays
CS = WTP – P
Total CS equals the area under the demand curve above the price, from 0 to Q.
[bookmark: _GoBack]CS is the area b/w P and the D curve, from 0 to Q. 
Cost and the Supply Curve
· Cost is the value of everything a seller must give up to produce a good (i.e., opportunity cost).  
· Includes cost of all resources used to produce good, including value of the seller’s time.  
· A seller will produce and sell the good/service only if the 
price exceeds his or her cost. 
· Hence, cost is a measure of willingness to sell. 
At each Q, the height of the S curve is the cost of the marginal seller, the seller who would leave 
the market if the price were any lower. 
Producer surplus (PS): the amount a seller is paid for a good minus the seller’s cost
PS = P – Cost
Total PS equals the area above the supply curve under the price, from 0 to Q.
CS = (value to buyers) – (amount paid by buyers)
     = buyers’ gains from participating in the market
PS = (amount received by sellers) – (cost to sellers)
     = sellers’ gains from participating in the market  
Total Surplus = CS + PS
	          = total gains from trade in a market
In market economy, allocation of resources is decentralized, determined by interactions of many self-interested buyers and sellers.
Efficiency
Total surplus = (value of buyers) – (cost to sellers)
An allocation of resources is efficient if it maximizes total surplus. Efficiency means:
	The goods are consumed by the buyers who value them most highly 
	The goods are produced by the producers with the lowest costs
	Raising or lowering the quantity of a good would not increase total surplus
Total surplus = CS + PS

