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Quantitative skills: more on using 
diagrams 
Peter Smith 

This resource provides answers to the ‘Questions and activities’ set in the Quantitative skills 
column on p. 21 of the April 2016 issue of ECONOMIC REVIEW. 

Question 1 
The first question centred around a diagram that illustrated consumer and producer surplus, which is 
reproduced here: 

 
Here, the area OABQ* represents the total welfare that society gains from consuming the good. This is 
made up of consumer surplus (area ABP*), producer surplus (area P*BC), and the area OCBQ*. So 
what does this last area represent? It shows the quantity of resources used in the production of Q*, 
the good. 
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Question 2 
The next question asked you to sketch a diagram to show a positive consumption externality, and to 
identify the area that represents the social cost to society that results in a free market. You should 
have produced a diagram something like this: 

 

 
 
The positive consumption externality is shown by the way that marginal private benefit (MPB) is 
greater than marginal social benefit (MSB). In a free market, consumers will consume the good up to 
the point at which marginal private benefit is equal to price at P1. In other words, when households 
consume the good they provide benefit for third parties, which is not reflected in the market price. 

The best position for society as a whole would be at the point at which MSB=MSC, which is at quantity 
Q*. We can identify the area that represents the cost to society of being at Q1 instead of Q* by tracing 
the extent to which MSB exceeds MSC between Q1 and Q*, which is the area XYZ. 
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Question 3 
The final question used Figure 3, reproduced here, which shows a firm in a competitive market 
operating under short-run equilibrium.  

 

 
 
The question asks you to identify the area in the diagram that represents supernormal profits made by 
the firm when the price is set at P1. Given that the firm maximises profits by producing where 
SMC=MR, the firm will produce at the level of output Q1. Average revenue at this point is given by the 
price P1, but average coat is given by C. Profit is thus represented by the area P1ABC. 

This will not persist, because the fact that the firm is making supernormal profits will attract new firms 
into the industry, and the price will fall as supply expands. In long-run equilibrium, the typical firm in 
the industry will make only normal profits. 
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