The role of the price mechanism and market efficiency
From the previous lessons, you have learnt that the market always adjusts so as to operate at equilibrium, meaning that there is neither excess demand, nor excess supply. Equilibrium only tells the story about the market in general however!
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Imagine that you are trying to find a nice restaurant in central London where you can sit down for a meal. As it turns out however, all of the restaurants charge what you regard as extortionate prices. Still, they manage to fill up all their places. Personally however, you cannot afford a proper restaurant meal so you retire with your friends to a pub for some fish’n chips instead. The fact that a market operates at equilibrium tells us little about the happiness and satisfaction about individual consumers.
Resource allocation
We are now able to understand how markets work, but we still may not appreciate why they are so important. In order to do so, let’s introduce the concept of scarcity. Think about the example of the fruit market in the late afternoon, when too many people want to buy fruit compared to the local availability. Similarly, it might be that too many people want to go to a restaurant with limited seating capacity and so they find it impossible to get a table.
 
Important
Scarcity arises when there are unlimited human needs to be satisfied by limited resources such as land, labour, etc.
Thus, at the restaurant, places are scarce. This is because land (the space in the restaurant), labour (the number of chefs, waiters and waitresses) and capital (the number of stoves and ovens) are limited. The restaurant simply cannot produce meals for everyone who arrives because of the limited factors of production. In fact, this is a case where the market operates at disequilibrium; demand exceeds supply. Because the restaurant can’t change their prices overnight, places are instead likely to be allocated on a first-come-first-served basis.
Because of scarcity, we are always involved in trade-offs between producing one good or the other - the “what to produce?” question. Firms answer this question by looking at the potential profit to be made: they will simply produce the product that allows for the highest profit to be made. In making such a decision however, firms will have to take into account something known as opportunity cost. This represents what firms give up in order to produce something else. For example, when setting up a business, you do not simply consider whether you will make a profit or not. Instead, you consider different production alternatives and compare them to one another. You also take into account the time you will have to dedicate to the project.
 
Important
The opportunity cost is defined as the value of the best alternative foregone.
Example: you are at the beach and trying to decide whether to buy a drink or an ice-cream. They both cost $2 which is exactly what you have got in your pocket. Thus, the resources at your disposal are limited, and you have to make a choice since you cannot have both. When you decide to go for the drink, this comes at the opportunity cost of buying the ice cream.
It is in relation to scarcity and opportunity cost that the role of competitive markets becomes extremely important. The interaction of demand and supply determines equilibrium prices. Prices, in turn, have a signalling function and an incentive function. On the one hand, they regulate scarcity by signalling where and when resources should be used: e.g. the price of oil goes up if the world population increases, thus causing an increase in the quantity supplied. On the other hand, they send incentives to producers and consumers about what and when to buy and sell. The signalling function and the incentive function result in a reallocation of resources when prices change as a result of a change in demand and supply conditions.
Consumer surplus and Producer surplus
Because of these characteristics, competitive markets are said to allocate resources efficiently. But what is efficiency really about? In order to answer this question, we must understand the concepts of consumer and producer surplus.
Consumer surplus is really a measure of how much consumers are “better off”. We can illustrate this using an example. Imagine that you wish to buy a car and that you are willing to pay $10000 for it. However, before you buy it you find another retailer that sells exactly the same car for $8000! You will be very happy since you didn’t have to pay as much as you were willing to pay. You enjoy a consumer surplus.
 
Important
Consumer surplus is a measure of utility, defined as the difference between the maximum price you are willing to pay for a certain product and the price you actually pay for it.
 
Important
Producer surplus, instead, measures the difference between the price at which a supplier would be willing to supply a certain product and the price at which he actually sells it.
Consumer and producer surplus can be represented on a diagram as follows:
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Allocative efficiency
Looking at the diagram above, it will take us a quick glance to answer the following question: what is the best allocation of resources possible from society’s point of view? Since we want both consumer and supplier surplus to be as high as possible, it should be at equilibrium where the two triangles are maximised. When the triangular areas are maximised, we say that total welfare is maximised too. It is the perfect balance between consumers paying as low a price as possible, and producers being able to sell at as high a price as possible.
Thus, we say that markets reach allocative efficiency when social welfare (that is total surplus, both consumer and producer) is maximised. At the market equilibrium level, demand equals supply, meaning that the marginal benefit (the benefit that consumers get from buying one more unit) equals marginal cost (the cost that producers pay from supplying one more unit): at no other price level can social welfare be greater. We will revisit this concept when looking at market failure, dealing with the situation when the market fails to allocate resources in such a way as to maximise social welfare.
 
What you should know
· The market allocates resources efficiently by regulating scarcity. Choices about scarce resources involve trade-offs with opportunity costs.
· The allocative efficiency of markets is measured by social welfare, given by the sum of consumer and producer surplus. Welfare is maximised when total surplus is the greatest possible.
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