CHAPTER 5: Valuing Benefits and Costs in Secondary Markets

Purpose:  Estimating consumer surplus, producer surplus, and government revenue (i.e., social surplus) in secondary markets (i.e., markets that are indirectly affected by a policy or project).

Valuing Costs and Benefits in Efficient Secondary Markets.
A primary reason for secondary market effects is that price changes of goods in primary markets change the demand for the complements and substitutes of the primary market goods.  These complements and substitutes are exchanged in secondary markets.  Complements are goods that tend to be purchased and used with another good (e.g., hamburger buns are complements to hamburgers).  Substitutes are goods that can be used in place of another good (e.g., hot dogs are substitutes for hamburgers).  The effect in the primary market may or may not affect the price in secondary markets.  

Efficient market effects without price changes.

The impacts in undistorted secondary markets should be ignored if the prices in the secondary markets don't change and the change in social surplus in the primary market is measured.  The reason is that (absent price adjustments in secondary markets) impacts are typically fully measured as a social surplus change in the primary market.

For example:  A nearby lake is stocked with fish.  This causes the effective price of fishing days to decrease.  This, in turn, causes the number of fishing days to increase.  The decline in the price of fishing days shifts the demand curve for fishing equipment (a complement) to the right.  Because the local market is only a small portion of regional demand, it does not affect the price of fishing equipment.  Moreover, any increase in consumer surplus resulting from the increased value that people place on fishing equipment is already reflected in the demand curve in the primary market (i.e., reflected in their WTP for fishing days) and, therefore, a part of the change in social surplus in the primary market.  Secondary markets can only be ignored, however, if the social surplus in the primary market is actually measured.

Efficient market effects with price change.

The situation is more complex when the price in the secondary market changes because the supply curve is positively sloping.  This can be seen by returning to the fishing example and considering the secondary market for golf (a substitute).  In this case, the price of fishing days again decreases, increasing demand and social surplus.  This causes the demand for golf to fall.  This shift, in itself, is already reflected in the primary market (i.e., consumers are aware of the existence both fishing and golf and decide their WTP for fishing accordingly).  The shift in demand, however, causes the price of golfing to decrease (due to the sloping supply curve).  This increases consumer surplus to golfers but decreases producer surplus by a larger amount, thereby, reducing net social surplus.  The reduction in the price of golf also causes some consumers to switch back from fishing to golfing.  

Connecting the original (pre-fishing days price change) and final (post-golf price change) equilibrium points on the fishing days supply and demand diagram creates an "observed" or "equilibrium" demand curve [see curve D* in Figure 5.2(a)].  This curve indicates the demand for fishing days once prices in other markets have fully adjusted to the original change in the price for fishing days.  The other demand curves (DF0 and DF1) hold the price of all other goods constant.  Thus, these curves are difficult to actually estimate.  Observed demand curves, as a result, are often the ones actually available for use in CBA.

Therefore, D* is the curve more likely to be used in a CBA.  This curve, however, understates the true measure of the gain in social surplus in the primary market.  But this understatement is a close approximation of the net loss of social surplus in secondary markets due to price changes.  In other words, if changes in social surplus in secondary markets are ignored and an equilibrium demand curve is used to measure a change in social surplus in the primary market, then errors result that tend to be offsetting.   Hence, the effects in undistorted secondary markets should be ignored, regardless of whether or not there are price changes, as long as benefits in the primary market are measured using empirically measured "observed" demand curves that don't hold prices constant in secondary markets.

Exhibit 5.1

In 1981, Japan and the US agreed to cut imports of Japanese cars with the Voluntary Restraint Agreement (VRA).  The idea was that Japanese cars are substitutes for U.S. cars, so limiting the imports would improve U.S. sales.  The limit on imports did, in fact, raise the price of Japanese cars and, thereby, increase the demand for U.S. cars.  This shift in demand increased the price and quantity sold of U.S. cars, which, in turn, caused the demand for Japanese cars to increase (shift to the right), increasing Japanese car prices even more.  The effects of the policy included an increase in producer surplus for U.S. car manufacturers, an increase in producer surplus for Japanese car manufacturers, a deadweight loss, and a large decrease in consumer surplus.  The net effect was a loss in social surplus within the U.S.

Valuing Benefits and Costs in Distorted Secondary Markets

Distorted markets are those in which price doesn't equal social marginal costs.  Two examples are markets in which there are negative externalities and taxes.  

For an illustration of a negative externality, consider the possibility that lead sinkers, which are part of fishing equipment, can poison some of the wildlife.  The social cost (say X cents per sinker) of this loss of wildlife is not included in the price of the sinkers.  Therefore, an increase in consumption of lead sinkers imposes a cost of X times the increase in quantity that should be included in a CBA. 

The second example is taxes.  Consider two substitute goods:  Good A, which is not initially taxed, and good B, which is taxed.  Now imagine that a tax is imposed on good A.  The tax on good A raises its price, increasing government revenue, decreasing consumer surplus, and creating deadweight loss.  The demand for the substitute (good B), however, shifts to the right (due to the increase in the price of good A), resulting in more revenue for the government (from the already existing tax on good B).  This may offset the deadweight loss created in market A.  

Important note:  When there are distortions in secondary markets, benefits and costs can't be measured solely by observing effects that occur in primary markets.  Effects in distorted secondary markets must be valued separately.  These effects, however, are very difficult to measure in the real world.  Fortunately, they are usually small.  Unless the good in question has strong substitutes or complements, large price changes would be needed to produce noticeable demand changes in secondary markets.  Therefore, effects in distorted secondary markets can usually be ignored.

INDIRECT EFFECTS OF INFRASTRUCTURE PROJECTS
Public infrastructure projects that reduce transportation costs (e.g., road building or harbor deepening) may have indirect effects on the markets for consumption goods that use inputs that are shipped by truck or boat if shipping firms reduce their prices and then the firms that produce the consumption goods pass on their cost savings to consumers by reducing their prices.  The analysis of these indirect effects is similar to the analysis of effects in secondary markets:  if the product markets in which the indirect effects occur are undistorted, and the surplus changes that occur in the shipping markets are fully measured, then the indirect effects can be ignored.

Secondary Market Effects from the Perspective of Local Communities

If those with standing are restricted to the local area, should effects from undistorted secondary markets be included as project benefits (as promoters of local projects often claim they should be)?  Reasons to be very cautious about doing this include:

1) From a broader perspective, the benefits are actually just a transfer from non-residents to residents.

2) If standing is restricted to local area residents, benefits received by non-residents must be excluded.

3) Even if the demand for local goods and services that are produced in secondary markets increases, suppliers only receive an increase in surplus if price also increases (and then the producer surplus is partially offset by the reduction in consumer surplus of local residents because they now pay higher prices).

4) Possible multiplier effects would be small because non-residents often own local businesses, and many purchases by local businesses are outside the local area.

Last word: effects in secondary markets usually generate community benefits for a project only when they are distorted – for example, local levels of unemployment are high and other resources are idle, and there are barriers to resource mobility.
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