
1. Consumer surplus is represented by the area below the demand curve and above the price.


2. Producer surplus is represented by the area below the price and above the supply curve. 


3. In each graph, indicate the area of consumer surplus with vertical stripes and the area of producer surplus with horizontal stripes.
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4. When demand is downward sloping and supply is upward sloping, the deadweight loss from a sales tax represents
a. consumer surplus only.
b. producer surplus only.
c. consumer surplus and producer surplus.
d. profit only.
e. revenue only.

Before tax consumer and producer surplus 
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After sales tax consumer and producer surplus – showing the deadweight loss – when sales tax of $2.50 applied
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With the supply shifting showing the same deadweight loss
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In addition, regarding consumer and producer surplus:

e Consumer surplus is the consumer’s gain from an exchange. The consumer surplus is the area below

the demand curve but above the equilibrium price and up to the quantity demand.

* Producer surplus is the producer’s gain from exchange. The producer surplus is the area above the
supply curve but below the equilibrium price and up to the quantity demand.

Let us consider the effect of a new after-tax selling price of $7.50:

Price
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Consumer Surplus

Prax = $7.5

Tax Revenue

Producer Surplus

Demand

450 = Qp Quantity

The price would be $7.50 with a quantity demand of 450. Taxes reduce both consumer and producer surplus.
However, taxes create a new section called “tax revenue.” It is the revenue collected by governments at the

new tax price.
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Calculating Deadweight Loss

To figure out how to calculate deadweight loss from taxation, refer to the graph shown below:

Supply,
8 Deadweight Loss
= Supply,
Py
PO Tax Reverue
P,

Demand

Q, Q, Quantity

Notes:
* The equilibrium price and quantity before the imposition of tax are Qy and Pg.

e With the tax, the supply curve shifts by the tax amount from Supply, to Supply;. Producers would want to

supply less due to the imposition of a tax.

* The buyer's price would increase from P to P, and the seller would receive a lower price for the good

from Py to P.
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Graphically Representing Deadweight Loss

Consider the graph below:
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At equilibrium, the price would be $5 with a quantity demand of 500.

¢ Equilibrium price = $5

¢ Equilibrium demand = 500

In addition, regarding consumer and producer surplus:
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