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Introduction

Consumer surplus is the extra value consumers receive when they buy a product
for less than what they were willing to pay, often due to competition in the market.

Suppose you're able to get a deal on a smartphone for $500 when, let's face it,
you'd have paid $800, given its features. The $300 difference is what economists
call consumer surplus, the additional value consumers gain beyond what they pay
for goods and services.

The consumer surplus is the gap between your maximum price and what it costs
in the market. It thus puts a number to the benefits individuals and societies gain
from buying and selling that aren't reflected in price tags alone. For example, the
concept captures the idea that there's more value to having the seemingly infinite
variety of books available on Amazon.com than what we pay for each book.

o Consumer surplus is based on the economic theory of marginal utility,
which is the additional satisfaction a consumer gains from one more unit
of a good or service.

o The consumer surplus increases as the price of a good falls and decreases
as the price of a good rises.

« It's depicted visually by economists as the triangular area under the demand
curve between the market price and what consumers would be willing to

pay.



How elasticity of demand affects consumer surplus

If demand is price inelastic, then there is a bigger gap between the price
consumers are willing to pay and the price they actually pay.
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The demand curve shows the maximum price that a consumer would have paid.
Consumer surplus is the area between the demand curve and the market price.

If the demand curve is inelastic, consumer surplus is likely to be greater
« Monopolies are able to reduce consumer surplus by setting higher prices

« Price Discrimination is an attempt to extract consumer surplus by setting.



Calculating the Consumer Surplus

The basic formula for consumer surplus is the following:

Consumer Surplus = (Maximum price willing to pay - Actual price) x Quantity
purchased

Graphically, consumer surplus is represented by a triangle-like shape on the
demand-supply graph. Economists use this formula to calculate it:

Consumer surplus = (72) x Qd x AP
Where:
« Qd = the quantity at equilibrium where supply and demand are equal

« AP = Pmax (the price a consumer is willing to pay) — Pd (the price at
equilibrium where supply and demand are equal)

So if consumers are willing to pay up to $100 for a product but can buy it for $60,
and 1,000 units are sold, the consumer surplus would be:

Consumer Surplus = (1/2) x 1,000 x (100 - 60) = $20,000

Factors Affecting Consumer Surplus

Three key factors determine the size and distribution of consumer surplus in
markets:

o Prices: When prices fall, consumer surplus increases as the gap widens
between what consumers are willing to pay and what they actually pay.
Conversely, rising prices shrink this gap and reduce consumer surplus—
hence, this is why inflation is a problem beyond just affordability. Under
the assumptions of classical economics, competitive markets typically
generate larger consumer surpluses as firms compete to offer lower prices,
while monopolistic markets often restrict consumer surplus through higher
pricing.

o The elasticity of demand: The responsiveness of consumers to price
changes significantly affects consumer surplus. For products with inelastic
demand, such as things you need, even if prices go higher, like medication
or basic food items, consumer surplus tends to be larger because consumers



are highly willing to pay regardless of price changes. Products with elastic
demand—Iike luxury goods or items with many substitutes—generally
produce smaller consumer surpluses as consumers are more price-
sensitive. These are products the consumer is often barely willing to buy at
the price tag.

Consumer preferences: Shifts in tastes, income levels, or product
awareness can dramatically alter consumer surplus.
When consumers develop stronger preferences for particular products,
their willingness to pay increases, expanding the consumer surplus if prices
stay about the same.



