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Ab stract:
The pa per is fo cu sed on his to ry of the con cept of con su mer sur plus pre sen ted by Alfred Mar shall as

an eco no mic tool to me a su re be ne fits and los ses re sul ting from chan ges in mar ket con di ti ons. As it

as su mes con stant mar gi nal uti li ty of mo ney, it was re fu sed by fur ther de ve lo p ment of eco no mics.

Sub sequent ly, John Hicks re de fi ned the con cept using in dif fe ren ce ana ly sis, in du cing the use of

com pens a ting and equi va lent va ri ati ons in wel fa re eco no mics. However, we re ve al sub stan tial

errors in the Kal dor-Hicks-ef fi ci ency jus ti fi cati on of eco no mic po li cy and su g gest an al ter na ti ve use

for the concept of consumer surplus -  in an analysis of economic discrimination.
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JEL Clas si fi ca tion: D61, N30

The con cept of con su mer sur plus can be found in eve ry stan dard eco no mic text book.
It ser ves as a sim ple and clear tool for me a su ring wel fa re ef fects of ex chan ge. And yet,
in the field of eco no mic the o ry, the con cept has been sub ject to long-run ning dis pu te
sin ce Alfred Mar shall put it into his Principles of Economics.

It se ems that the con su mer-sur plus con tro ver sy has not been sett led down, and yet
the use of the con cept in stan dard eco no mic ana ly sis is wi despread and se e min g ly un -
con tro ver sial. The re fo re the is sue ne eds fur ther at ten ti on and eva luati on. The pre sent
ar ticle se eks to con tri bu te to fil ling the gap by pro vi ding a form of in tro ducti on. It de als
not only with his to ry of the con cept but also tries to stress its weak points. In ad di ti on,
it tries to iden ti fy the di recti on in which con su mer sur plus might serve as a useful tool
for empirical economic research.

The structu re of the pa per is as fol lows: In the first secti on we in tro du ce Alfred Mar -
shall’s con cept of con su mer sur plus and dis cuss its un der ly ing as sumpti ons; sub sequent 
secti on descri bes Hicks’s re de fi ni ti on and de ve lo p ment of the con cept. In the thi rd
secti on we re ve al sub stan tial errors in Hicks’s and Kal dor’s ap pli cati on of the con cept in 
the field of eco no mic po li cy. Fi nal secti on su g gests an al ter na ti ve use for the whole
concept of consumer surplus.

1. Al fred Mar shall’s Con sumer Sur plus

Alfred Mar shall’s Prin ci ples of Eco no mics, first pu b lished in 1890, in tro du ced (among
other things) a the o ry of con su mer and pro du cer be ha vi our, de ri ved de mand and sup ply
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cur ves and used them in par tial equi lib ri um ana ly sis, of which the con cept of con su mer
sur plus was an in te gral part. It prompted an im me di a te at ten ti on of Mar shall’s con tem -
po ra ries and was con si de red to be a stri king no vel ty (pro vo king also a huge cri tique).1

In his book, Mar shall could not lea ve the old ques ti on about pri ce and va lue (or uti li ty)
wi thout at ten ti on. As mar gi nal ana ly sis su g gests, pri ce paid does not re pre sent the va lue of
an ob ject. Mo re o ver, in most ca ses one would be wil ling to pay more than he or she actu al ly
pays ra ther than go wi thout the good. A per son “thus de ri ves from the purchase a sur plus of
sa tis facti on”.2 If pri ce is not a me a su re of uti li ty, is the re a way how to me a su re the in cre ment 
of sa tis facti on, which an exchange yields? Marshall seems to find one:

“The ex cess of the price3 which he would be will ing to pay rather than go with out the
thing, over that which he ac tu ally does pay, is the eco nomic mea sure of this sur plus
sat is fac tion. It may be called con sumer’s sur plus.”4

Mar shall does not stop with de fin ing a mea sure of the “sur plus sat is fac tion”. He also
sug gests a way of com put ing and rep re sent ing it graph i cally with the aid of a de mand
curve. Fig ure 1 presents his orig i nal representation.
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Figure 1 
Demand for Tea (from Principles of Economics)

1 As it happens, Alfred Marshall was not completely original. The first person to have developed
a concept of consumer surplus, and moreover, identified its size with an area under a demand curve
and above a price line, was Jules Dupuit, a French engineer, in his articles “De la mesure de l’utilité 
des travaux publics” (1844) and “De l’influence des péages sur l’utilité des voies de communi-
cation” (1849). Nevertheless, it was Alfred Marshall who presented the concept to the economic
community at large and it is to his interpretation that the whole debate has been directed. Hence in
this article we deal principally with Marshall’s concept.

2 Marshall (1947 [1920]), p. 124. Marshall’s Principles of Economics got eight editions. Through the
time, he had enriched it with some modifications and notes on account of the proceeding discussion. 
Therefore, the last edition is used here as a reference.

3 We should probably read it as “total expenditure” instead of “price”.
4 Ibid., p. 124.
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Fi gu re 1 shows quan ti ty of tea de man ded by a par ticu lar man at dif fe rent pri ces. If he
actu al ly buys 7 pounds of tea at the pri ce of 2 shil lings, what is the to tal uti li ty of tea for 
him (in mo ney terms)? Su re ly it is much more than the 14 shil lings paid. Lo o king at
the de mand cur ve we see that for the pri ce of 20 he would have bought 1 pound of tea,
de mon stra ting that his sa tis facti on (mar gi nal uti li ty) ga i ned from that sin g le pound is
no less than 20 shil lings. If the pri ce fell to 14 shil lings, he would be in du ced to buy not 
just 1 but 2 pounds, which shows not only that the se cond pound is wor th no less than
14 shil lings to him, but also that the first pound (actu al ly bought for 14 but pre vi ous ly
de man ded even for 20 shil lings) yields a sur plus sa tis facti on wor th to him at le ast
6 shil lings, etc.

When he pur chases 7 pounds of tea, it means he gets to tal util ity of at least
20+14+10+6+4+3+2 = 59 shil lings while pay ing only 14 shil lings, and thus ex pe ri en-
c ing a sur plus of sat is fac tion of no less than 18+12+8+4+1+0 = 43 shil lings. That is
ex actly the size of the area above the price-line and un der the de mand curve! The el e -
gance and sim plic ity of such a rep re sen ta tion of one’s sur plus of util ity is ap peal ing.
And prob a bly that is the main rea son why it is com monly used at school and so
well-re mem bered among un der grad u ate stu dents of eco nomic sci ence.

On the other hand, students mostly do not remember one crucial fact: the above
mentioned method of computing the consumer surplus definitely cannot be a general
case, containing some important and limiting assumptions. In general, the price that
a person is willing to pay for a marginal unit of a good is dependent on the price that he or 
she paid for the preceding units. Thus if the man in our example purchased 7 pounds of
tea for a price of 2 shillings, he was willing to buy the 7th unit only because all the
preceding units cost the same. Were he forced to pay a different price for them, say the
maximum price for each pound, his situation would definitely change – his income
would fall and he would possibly stop buying tea long before the 7th pound as tea would
represent bigger sacrifice of other goods than before (or because he would exhaust his
income completely).

Con stant Mar ginal Util ity of Money

Marshall made a strong assumption to avoid such a problem: he declared the marginal
utility of money (approximately) constant:

“We tacitly assumed that the sum which purchasers were willing to pay, and which
sellers were willing to take ... would not be affected by the question whether the earlier
bargains had been made at a high or a low rate.”5

He considered this assumption perfectly justifiable as it fitted well the frame of his
concept of partial equilibrium analysis. He was concerned with market situations where
each individual spends only small fraction of his or her resources and (or) where price
changes are only small. For Marshall, the ceteris paribus clause is a relevant tool then;
exploring a particular market, we do no harm if we omit the impact on other goods or
income.

5 Ibid., p. 334.
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“Strictly speak ing we ought to take ac count of the fact that if he spent less on tea, the
mar ginal util ity of money to him would be less than it is, and he would get an el e ment of
con sumer’s sur plus from buy ing other things at prices which now yield him no such rent.
But these changes of con sum ers’ rent (be ing of the sec ond or der of small ness) may be ne -
glected, on the as sump tion, which un der lies our whole rea son ing, that his ex pen di ture on
any one thing, as, for in stance, tea, is only a small part of his whole ex pen di ture.”6

Without such an assumption, the whole conception of consumer surplus would not
be consistent, as it is composed of three perspectives (or “definitions”): (1) consumer
surplus as a surplus of satisfaction (further referred to as “C.S.1”), (2) consumer surplus
as an excess expenditure (“C.S.2”), and (3) consumer surplus as an area under the
demand curve and above the price line (“C.S.3”). In general, the three perspectives are
of different meaning. But if the marginal utility of money is constant, it can serve as
a cardinal index of utility –  hence C.S.2 is an appropriate measure of C.S.1.7 –  and, with
the marginal utility of money constant, the demand curve merges with the marginal
utility curve – thus C.S.3 is an exact measure of C.S.2.8

To tal Con sumer Sur plus

Nevertheless, limitations imposed by the constancy assumption are very strict. First of
all, as it is to be used for small changes only, one could possibly conceive of measuring
a change in a consumer surplus but not the surplus as a whole. Many goods are
a necessity: were an individual to be deprived of them altogether, he or she would be
willing to sacrifice everything, subject to his or her budget constraint. Thus C.S.2 ceases 
to be a good measure of C.S.1. In addition, C.S.1 could be infinitely large and therefore
without any reasonable meaning.

Being aware of it, Alfred Marshall tried to escape:
“We must there fore take life for granted, and es ti mate sep a rately the to tal util ity of

that part of the sup ply of the com mod ity which is in ex cess of ab so lute nec es saries...”9

Such an at tempt is tan ta mount to a tacit con fes sion that even in Mar shall’s car di nal
con cept of util ity, an un am big u ous way of mea sur ing to tal util ity can not be found. 

Ag gre ga tion over Dif fer ent Goods

The constant marginal utility of money assumption is closely related to Marshall’s
assumption of independent utility functions: he assumes that utility from a particular
good is not affected by utility of other goods. Thus quantity demanded of a good
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6 Ibid., p. 842 (Mathematical Appendix, Note VI.).
7 Actually, it has to be stressed that C.S.2 is never an exact measure of C.S.1, if C.S.1 is defined

simply as a satisfaction gained from a purchase. A person always gets a surplus satisfaction from
a voluntary exchange (C.S.1>0), even when he or she pays the maximum price (C.S.2=0).

8 Some disputes were also held as for which consumer surplus is the “true” one. It is to be stressed
that generally speaking, no definition of a man-made term can be “true” as the term is not a
property of anyone. However, it is of importance to know which definition is used by whom. As for 
Marshall’s consumer surplus, I agree with Bishop (1943) that Marshall saw the C.S.1 as the primary 
one and the others two as measures of it.

9 Ibid., p. 841 (Mathematical Appendix, Note VI.).
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depends solely on its price but not on the prices and quantities demanded of other goods. 
(For Marshall, again, this condition of “other things being equal” is justifiable as he
considers small changes and small expenditures only.)

But is there a way from a single good to a consumer surplus of many (or all) goods?
Marshall recognizes that some goods are substitutes or complementary to each other
and that their aggregate consumer surplus is not just a sum of particular surpluses, as we
can see if we deprive an individual from his/her consumption. Were he or she deprived
of both rival goods, say tea and coffee, the loss would be bigger than a sum of losses
were he or she deprived of just one of them, the other one still being available. If it was
for two complementary goods, the total loss would be smaller.

Marshall thought about grouping some particular goods together as one commodity
to make the calculation of an aggregate consumer surplus possible. However, he himself 
did not consider the project a success:

 “But the task of add ing to gether the to tal util i ties of all com mod i ties, so as to ob tain
the ag gre gate of the to tal util ity of all wealth, is be yond the range of any but most elab o -
rate math e mat i cal formulae .  An at tempt to treat it by them some years ago con vinced the
pres ent writer that even if the task were the o ret i cally fea si ble, the re sult would be en -
cum bered by so many hy poth e ses as to be prac ti cally use less.”10

It does not seem useful to measure the total consumer surplus of an individual. Are
we dealing with “small changes” then? How can we define them? And how can we hold
the marginal utility of money constant, speaking of total consumption possibilities and
thus of income as a whole?!

Aggregation over Different Consumers

Marshall made also an attempt to aggregate the total surplus of consumers at a particular 
market. As the consumer surplus is measured by the triangle-like area under the demand
curve and above the price-line, the consumers’ surplus can be measured, according to
Marshall, exactly the same way, only using the market demand curve.

This necessarily means Marshall’s cardinal measure of utility – money – is of the
same value-schedule to every person:

“...it would naturally be assumed that a shilling’s worth of gratification to one
Englishman might be taken as equivalent with a shilling’s worth to another, ‘to start
with,’ and ‘until cause to the contrary were shown’.”11

Subsequently, Marshall abandons the constancy of marginal utility of money and
admits that satisfaction derived from a money unit differs between “an ordinary poor”
and “an ordinary rich” man. There are cases in which a correction in this way would be
needed. Nevertheless:

“On the whole, however, it happens that by far the greater number of the events with
which economics deals, affect in about equal proportions all the different classes of
society; so that if money measures of the happiness caused by two events are equal,
there is not in general any very great difference between the amounts of the happiness in

10 Ibid., p. 131, footnote 1.
11 Ibid., p. 130.
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the two cases. And it is on account of this fact that the exact measurement of the
consumers’ surplus in a market has already much theoretical interest, and may become
of high practical importance.”12

Marshall’s interpersonal comparison of people’s satisfaction prompted huge
critique which does not need to be repeated here. Together with the measurability of
utility it was dismissed by further development of economic science as soon as
indifference analysis was developed. Still, it has an appeal which preserved it from
being forgotten: it was the only tool (with an ambition to be a scientific one) to measure
welfare effects of changes in market conditions.

2. Hicksian Consumer Surplus

After ordinalism was introduced to economics, the concept of consumer surplus
“suffered” from being tied with measurability of utility and interpersonal comparison of 
utility. The situation had not changed until John R. Hicks redefined the whole concept
with the aid of indifference analysis in the 1930s.

Why did Hicks return to the concept of consumer surplus? The answer can be found
in his 1939 article “The Foundations of Welfare Economics”. His intention there was to
start a normative branch of economics – welfare economics – on a secure, scientific
field. He starts with an assertion that pure laissez-faire economics does not necessary
lead to an optimum structure of production and consumption. There might be another
situation in which the economy would be more effective but which at the same time
cannot be achieved without an economic policy that brings benefits to some but losses
for others. However, how can we judge the superiority of the latter situation, when the
scientific interpersonal comparisons of utility are impossible? There is a way, says
Hicks. If the benefits are so great that all the losses of damaged people can be
compensated and still something is left, than the reorganization will produce a net social 
advantage; the original position was not optimum.13

To measure economic benefits and losses, we do not need to deal with utility. We
simply ask for a size of compensation individuals would be willing to pay/obtain to
cover their benefits/losses. From this, Hicks derives his definition of consumer surplus:

“Consumers’ surplus is the measure of the compensation which consumers would
need in order to maintain them at the same level of satisfaction as before, after the supply 
of the commodity had been withdrawn.”14

Four Consumer Surpluses

Hicks’s definition was examined by Henderson (1941) who proved that Hicksian consumer
surplus and the one of Marshall’s (C.S.2) differs. The Marshall’s surplus consists of income
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12 Ibid., p. 131.
13 Hicks was not the only one who tried to get over the strict Pareto criterion of optimality in order to

build new welfare economics. Kaldor (1939) followed the same line of reasoning. But let us leave
the question of the so called Kaldor-Hicks efficiency aside for a while in order to concentrate on the 
consumer surplus only.

14 Hicks (1939), p. 710, footnote 1.
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variation which an individual needs to undergo in order to purchase the original quantity
of a good, while the Hicks’s surplus stands for income variation which an individual
undergo in order to get the original price (to get to the original indifference curve).

This induced Hicks to explore the task more deeply in order to clear the issue:
(1) He proved that Mar shall’s sur plus can be thought of as a spe cial case of a gen eral

com par i son of two mar ket sit u a tions. (For Mar shall, a par tic u lar ex change is com -
pared with a sit u a tion of no pur chase at all. Surely, this is a spe cial case of com par i -
son of two dif fer ent con sump tion possibilities.)

(2) He showed that a dif fer ence be tween two mar ket sit u a tions can be mea sured through 
the size of com pen sa tion that an in di vid ual would be will ing to pay/re ceive in or der
to un dergo/forego the change.

(3) He ana lysed the changes for both nor mal and in fe rior goods and came with a sim ple
graphic rep re sen ta tion.
Hicks then identified four different measures which could reasonably serve for

evaluation of a market change, the number of four resulting from answering two
questions: whether the change is in price or quantity, and whether the task is to achieve,
or avoid the change. Hicks finally named them compensating variation, equivalent

variation, compensating surplus and equivalent surplus.15 Their representation for
a price fall of a normal good can be shown in Figure 2.

In Figure 2 we can see the situation of a woman with initial income of Y0 faced with
a possibility to buy good X at price p1. The optimum point would be A with X1 purchased
for a total expenditure of Y0Y1, reaching indifference curve I1. If the price were p2, she
would shift to B on indifference curve I2, buying X2 for Y0Y2.
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Figure 2 
Different Consumer Surpluses

15 For the development of the debate (and terminology, too), see Hicks (1941, 1942, 1943, 1946) and
also his Revision of Demand Theory (London, 1956).
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(1) How much would she be willing to pay for the privilege of purchasing at the new
price rather than the old? Or, what amount of income could be extracted from her in
order to compensate the price fall and leave her at the initial level of satisfaction?
Clearly, the change in income needed is Y0YC

16
 – with income YC and price p2 she

would still be able to reach the initial indifference curve I1 at C. The amount of Y0YC

is called the compensating variation.

(2) What is the min i mum pay ment she would re quire if the price did not fall? The
amount of Y0YE, called equiv a lent vari a tion, would have to be added to her in come;
only af ter that she could reach the same level of util ity I2 as with the lower price and
ini tial in come (but now at the old price p1, thus choos ing point D in stead of B).

(3) If she is in the ini tial po si tion (thus with the op ti mum at point A and quan tity de -
manded X1), what amount of in come would she be ready to sac ri fice for a right to buy 
X2 rather than stay in the ini tial po si tion? This can be mea sured by BE and it is called
the com pen sat ing sur plus.
It also represents the Marshallian consumer surplus (C.S.2): it is the excess of total
expenditure which she would be willing to pay (Y0Y3) rather than go without the
thing (or, in this case, rather than observe price p1 and go to the point A), above that
which she actually does pay (Y0Y2 at the point B).
For Hicks, compensating surplus would not be of much importance to welfare
economics as it does not primarily concentrate on rationing. According to Hicks,
after paying BE the individual would not go to the point E if she were free to choose;
she would be able to reach a higher indifference curve by purchasing less than X2.
Thus moving her to E would require a kind of coercion.17 

(4) What amount of com pen sa tion would she be ready to ac cept in ex change for the price
fall not hap pen ing, if she were plan ning to buy the old quan tity at the lower price? Such
an amount is called the equiv a lent sur plus and can be mea sured by AF – it will leave her
on a higher sat is fac tion level I2. (Hicks’s com ment ap plies to this case cor re spond ingly.)
(If we analyse the case of price increase –  the initial point being B – compensating

measures become equivalent and vice versa: Y0YC is no longer compensating, but
equivalent variation, Y0YE becomes equivalent variation; BE is now equivalent surplus
and AF compensating surplus.)

Consumer Surplus Graphically

In works of Hicks and others, specific attention was paid to the triangle-like area under
the demand curve and above the price line – which we marked C.S.3. Hicks showed that
it can be a good measure of compensating surplus (C.S.2) if the income effect is
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16 Strictly speaking, this answers only the latter question. The amount of Y0YC measures the loss of
income that would leave her at the initial indifference curve. On the other hand, she would never
freely pay for something that would not improve her situation; she would definitely pay less than
Y0YC otherwise she would not get to a higher indifference curve. Mr. Hicks neglects this difference
and would probably justify his position by his use of infinitesimal calculus. However, we must
conclude that this position could contribute to Hicks’s inability to differ between the free and the
coerced action.

17 Such an argument is only half-plausible, as he tacitly assumes a possibility of coercion at the very
heart of compensating principle of welfare economics! 
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negligible (or zero at the best), thus proving that Marshall’s assumption of constancy of
marginal utility of money can be easily translated into ordinalistic language. Moreover,
he proved that with income effect tending to zero, all four consumer surpluses tend
towards the same size. Hicks also developed a new graphical representation of those
propositions which we show here in Figure 3.

Fig ure 3
Dif fer ent Con sumer Sur pluses

The situation in Figure 3 corresponds to that of Figure 2, except that now we measure
the price of X on the vertical axis. The line AB is our woman’s ordinary demand curve.
The ACE line is Hicks’s compensated demand curve, which can be derived by asking:
“Having bought X1 at the price p1, at what maximum price would she be willing to buy
another unit of X? And after that, what would be the maximum price for the next
additional unit? Etc.” With this procedure, no new consumer surplus can appear; the
whole surplus is drained from her by maximum prices paid. Along the compensated
demand curve, she stays at the initial level of satisfaction, so in a sense it is a form of an
indifference curve.18 The BDF line is also a compensated demand curve, but
compensated in the opposite way. Starting in B, it follows the minimum price the
consumer accepts to sacrifice one unit of X – and then the next unit, etc.

If we want to measure a compensating variation of price changing from p1 to p2, we
simply compare “the most expensive” way how to get from A to the lower price p2 – the
way along the compensated demand curve. Thus the consumer would get to the new
price at point C, with total expenditure of 0p1ACX3. Were the price lower from the
beginning, she could purchase the same amount of X for 0p2CX3. The difference
( = p2 p1 AC) is the compensating variation –  the maximum amount of money ready to be
paid for the right of purchasing at the lower price.
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18 Strictly speaking, every move along the compensated demand curve must be a shift to a higher
indifference curve (otherwise the consumer would not be willing to undergo the change). In
Hicks’analysis this fact is neglected. Cf. note 16.
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The compensating surplus can be reached accordingly: the most expensive way how
to buy X2 starting in A, is marked by the compensated demand curve with total
expenditure 0p1 AEX2. If she was allowed to buy X2 at the price p2, she would pay only
0p2BX2. Thus compensating surplus is p2 p1AC minus CBE.

We can find equivalent variation following the other compensated demand curve
which, starting in B, compensates the loss of every single unit of X until the price p2 is
reached. The consumer initially paid 0p2 BX2 and is reimbursed by X4 DBX2. On the
other hand, to undergo the higher price from the beginning would mean to pay
0p1 DX4. Thus equivalent variation comes to p2 p1DB. As for equivalent surplus, the
compensated demand curve should be followed to F, the result then would be p2 p1DB

plus AFD.
As we can see, the difference between individual measures is always tied up with

a difference between ordinal and compensated demand curve. The closer they are to
each other, the closer the measures are to the area p2 p1DB which is – Marshall’s
C.S.3! And what makes the difference between ordinal and compensated demand? It 
is the income effect, which is included in the ordinal but absent in the compensated
demand. Thus in the case of a negligible income effect, no complicated calculation
is necessary – every type of consumer surplus can be simply and reasonably
expressed by the area under the (ordinal) demand curve and between the two price
lines.

3. Uses of Consumer Surplus

Works of John Hicks and others were meant to justify the use of the consumer surplus as
an economic tool:

“Consumers’ surplus remains a usable instrument of analysis – as usable as it ever was;
and we ought now to be enabled to use it with more security and greater confidence.”19

After a quick look at the state of contemporary economic analysis, Hicks might
consider himself more than successful: (1) consumer (combined with producer) surplus
is widely used to judge changes of social economic welfare, and (2) the C.S.3-area is
widely recognized as a plausible measure of it. 

In many cases C.S.3 is used to measure a compensating variation in economic
research. Why is it so, if it can be a good measure only under the assumption of
negligible income effect? In our opinion, the answer is twofold. Firstly, calculation of
C.S.3 is simpler than calculation of compensating variation. Even though sophisticated
mathematical methods have been developed to derive Hicksian compensated demand
from observable data, computation of C.S.3 is then often used instead. Second reason
lies in the simplicity of C.S.3. Such a plain graphic explanation of benefits and losses
attracts many economists to use it as a heuristic device at least, and often even to derive
strong policy recommendations.

However, our little excursion through history creates a suspicion that such
recommendations violate the frame in which its use might be relevant and justifiable.
Let us turn our attention to that problem in the rest of the article.
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19 Hicks (1943), p. 41.
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Compensation in Welfare Economics

We have already mentioned, what afterwards became known as the Kaldor-Hicks test of
efficiency. It can be summarized as follows: if there can be a change in the structure of
society that winners gain so much they are able to compensate losers and still have
something left, then it is a change towards higher efficiency; it is an “ought to be” change.

If the compensation is to be paid, only one important question20 for practical
economic policy remains to be answered: if the compensation shows net gain, why is it
not paid by market agents themselves, by their own free will? Is economic policy
necessary? The answer is not unambiguous and would probably lead us towards public
goods or other concepts of market failures.

Surprisingly, for Hicks and Kaldor, such a line of reasoning would not even come to
our consideration as they both exclude from the field of economic theory the very
question whether the compensation is or is not being (or to be) paid!

“I do not contend that there is any ground for saying that compensation ought always
to be given; whether or not compensation should be given in any particular case is
a question of distribution, upon which there cannot be identity of interest, and so there
cannot be any generally acceptable principle. ... If measures making for efficiency are to 
have a fair chance, it is extremely desirable that they should be freed from distributive
complications as much as possible.”21

Kaldor (1939, p. 550) puts it the same way, proposing that whether the losers of
a certain policy “should in fact be given compensation or not, is a political question on
which the economist, qua economist, could hardly pronounce an opinion”.

This seems erroneous in at least two ways:22

(1) The argument of a change to a more efficient position of an economy stands on the
assumption that the compensation is actually paid. Were it not paid, the economy
would shift to a different position -  resources would be distributed differently and
induce different structure of production. Economic analysis thus has nothing to say
about efficiency of such a new position.

(2) Kaldor-Hicks test thus, quietly, brings back interpersonal comparisons of utility. It
states that the change is justifiable if the monetary benefit of winners is bigger than
the monetary loss of losers. However, one cannot deliberately compare what level of
satisfaction an amount of money means to different people.
If and only if the losers accept the compensation, such a statement is proved. Unless
this condition is fulfilled, nothing can be said about the intensity of the loss “being
compensated potentially, however, not actually”.
Let us illustrate this with an example of two peasants, A and B. Both of them have

a field of the same size but only A possesses a plough. He is able to plough only half of
his field annually, whereas B could plough it whole: 

20 Of course, there is a question about reliability of data, and about all the costs and risks connected to
practical economic policy because of which it may eventually be refused. However, for Hicks and
others, this question would lay outside the field of pure economic theory (even though they stress it
is of utmost practical importance). Therefore let us leave the question aside, too.

21 Hicks (1939), pp. 711-712.
22 Cf. Š• astný (2006).
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Ad (1) According to Kaldor-Hicks test, the “redistribution” of the plough from A to B
would mean a gain in efficiency for the economy, as greater part of land would be reclaimed
and as A’s field could have been (as a compensation) ploughed at least as much as before.
Moreover, for Kaldor and Hicks the redistribution would mean a gain in efficiency even if B
actually provided no compensation at all and plough his own field only, regardless of the
fact that he would grow different crops and spend his earnings on different goods.

Ad (2) For Kaldor and Hicks, there is no difference among the following three
questions: “what gain would A be willing to accept for sacrificing the plough, if he
agreed to the redistribution on his own will”, “what gain to A would balance his loss of
the plough, were he compelled to hand it over” and “what loss would he feel, were he
compelled to hand the plough over and no compensation came”?

Yet, the whole Hicks’s analysis of consumer surpluses must be based on the
assumption that both parties freely agree with the redistribution. The reason is clear: only
at the moment of free contract (or, free exchange), the preferences may be interpersonally
compared with a scientific certainty; only if A actually agrees with the redistribution and
compensation, we are sure that his loss is overbalanced and a net gain appears.

The free agreement is not any form of “distributive complication” as Hicks puts it; it
is the only proof that a particular situation under consideration really does fit the scheme 
of compensating variations. The free agreement is not a problem of practical
applicability of economics (see footnote 20) –  it lies in the very heart of positive theory
of welfare economics, therefore providing no defense for any economic policy.

4. Final Remarks

Consumer surplus was designed primarily to measure the welfare effects of economic
policy. The history of the concept is a history of cultivation of possible definitions;
nevertheless, its original ambition has remained. As this article proves, economic policy
must find its justification on the other grounds. Proper calculations of consumer surplus
may serve only as additional information and a guideline for further political calculations.

Yet, there is much to be said about consumer surplus. There is an area to which the
concept points, even though economists rarely write about it in connection with
consumer surplus -  the area of (economic) discrimination. The relation is clear: the less
one party may discriminate, the bigger surplus the other party experiences. The
consumer surplus analysis may help to find effective methods of discrimination.

In economic textbooks, price discrimination is commonly analysed. Price is often
seen as the principal measure, quantity being simply a dependent variable. For
economists, out of the set of consumer surpluses, only compensating and equivalent
variation are relevant – the change in price seems to be the only thing that matters.

However, the set of consumer surpluses shows that quantity matters too. There is a sur-
plus connected to the desired quantity, not the desired price. Therefore quantity discrimi-
nation is to be analysed too (as well as a combination of price and quantity discrimination
together). In the real world, firms do not face the question “what price for whom?” but more
often “what price for what quantity?”. Firms do not deal with infinite small steps of econo-
mists’ graphs, they solve the question “how big a ‘unit’ of a good should be offered?” instead.

Here we can find room for further development of consumer surplus – as a tool for
effective economic discrimination.
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