
 

 

Answer on Question #55109 – Economics / Microeconomics 

The wool industry in Hypothetica is highly competitive with the many woolgrowers seeing themselves as 

being price takers in an industry with no significant barriers to entry. In order to improve the incomes of 

woolgrowers, the government of Hypothetica is contemplating subsidizing wool production in order to 

reduce woolgrowers’ costs and thus increase their profits. The government is also considering, as an 

alternative policy, the provision of funds for the wool industry to improve the marketing of its product and 

thus to increase the demand for wool. 

Using diagrams, show the impact of each of these two policies on a typical firm (i.e. woolgrower) in the 

wool industry in the long run. (Assume constant costs and also assume that all firms in the industry are 

initially in long run equilibrium). Will the typical woolgrower be better off in the long run if either policy is 

implemented? 

Solution: 

When the government of Hypothetica is contemplating subsidizing wool production, it’s means 

government payment per unit sold of a specific good or service, sometimes as percent of sales price, 

sometimes a fixed amount per unit. 

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. 

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 price falls and quantity 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. 
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