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Policy Application of Long Run Competitive Market Analysis:

Who benefits from a subsidy?
Subsidy = government payment per unit sold of a specific good or service, sometimes as percent of sales price, sometimes a fixed amount per unit. Assume fixed here.

Suppose the market has reached long run equilibrium, the price where firms earn 0 profits – convenient starting point for analysis 

Assume this is a “constant cost” industry [can relax this later]

How does the subsidy affect existing firms’ costs?  Downward shift in MC by amount of subsidy. Hence, downward shift in AVC and ATC

As a result, market supply curve shifts down, market P falls and Q rises

But P does not fall as much as much as the costs fall, this means 2 things:

In the short run, benefits of subsidy are shared between firms and buyers

Relative elasticities of demand and short run supply curves determine which side benefits more in short run

Profits become positive

Subsidy generates a deadweight loss (welfare loss, welfare cost, efficiency loss) 


Identify this loss on the graph

Some firms enter, market supply curve shifts further to right and price falls further.  

Entry continues until P falls to fully offset subsidy, and profits return to 0

In new long run equilibrium, buyers get all the benefits of the subsidy.  Are there any gainers on supply side?

Deadweight loss in long run

