P RIC E
\, HECRY AND
APPLICA T TON s

THIRD EDITION

STEVEN E. LANDSBURG
Umversrty of Rochester o

e Example A Mllltary Draft

_ Socrety, through its armed forces demands mrlrtary servrces that are sup- |
E plred by young people between the ages of 18 and 26. Suppose that the armedr

' ': forces are able’ to set a maxrmum prrce (below equrhbrrum) that they will pay

| o ifor mrhtary servrces and suppose that they can compel young people to sup' _
I ply the quantrty of military servrces that. is’ demanded at that price (Q, in Ex- -
~hibit 9- 4) The ‘fDraft” column of the table in Exhrblt 9 4 shows the drstrrbu .

N :.tron of garns the “Volunteer Army column shows the gams in equrhbrrum for ‘

» comparrson :
. Exhibit 9 5 elaborates on the reason why the ‘producers’ surplus is F —

, C - D —Ein the presence ofa draft ‘Panel A of Exhibit 9-5 reproduces the
I "_relevant part of the graph in Exhlbrt 9-4. Revenue to producers (that is, the
o wages pard to soldrers) is grven by prrce times quantity, that is, the rectangle‘ v
X+ Z The sum of the marginal. costs to producers is the sum of the rect-
f' “angles in panel B, whrch is the same asareaY + Zin panel A. The drfference_
Cois (X+ Z)—(Y-l-Z)— X YwhrchrsthesameasF— C — D Ein

: Exhtbrt 9 4

. ,‘sz drawmg one graph we are lmphcltly assummg that all young people would make equally '
L good soldrers To dnspense wrth thrs assumptron, we could draw several graphs, each showmg the_
e demand for soldrers of a drfferent levcl of quahty None of our conclusrons would be substantlally
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¢ Exhibit9-4 A Military Draft

.' -Vbllinteer,Arx‘nvy"b SR Draft - | Limited Draft -

"Con‘s.ume'rs’ ‘S‘l‘.x'rplus‘ A lA 4+ B+ C. +D|A +B + C
- Producers’ Surplus B + F | Fo C—-D~-E | F = Cc

Social Gain A+B+F |4+B+F-F |4+ p+ L

Deadweight Loss |~ — e

Price

than will volunteer. If the army can draft as many young people as it wants to at the price P, it will choose th
and social gains will be as depicted in the seco

people, sotial gains will be as in the third column, seem
clusion that the limited draft is as efficient as the volunte

W Exercise 9.5 Veify the deadweight loss in Exhibit 94 by calculating
. socia] gain di"recftly;(_thgt is, using' reCtangles-repr_escnting marginal value .-

minus marginal cost, without breaking things down into consumers’ and -

~ producers’ surpluses). e

. Now consider an alternative policy. Suppose that at the same controlled -
price P, the armed forces can' compel services only from that number of young

£, 50 that more young people are demanded - -
| - the quantity 0,
nd column. If, on the other hand, the army is permitted to hire only Q, young = .
_ih'gly»é:l_iminatin'g'thc'gicadWcight loss. This leads to the apparent con-
er army.' As 'cxplaincd in the tcxt,'howcve_r,'this conclusion is misleading. *
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FURTHER COMMENTARY ON EXHIBIT 94 BY U.E.R.:
| have modified Exhibit 9-4 a bit, by adding the labels X and Z in the graph.

The welfare accounting framework in Exhibit 9-4 takes the "Volunteer Army" as a
baseline and then asks how "consumers' (taxpayers') surplus" and "producers’ (the
soldiers') surplus" are changed and redistributed as a result in instituting the draft.

In the baseline, with a voluntary army of Q, soldiers, taxpayers pay Q, soldiers B+C+F+
X. The total benefit taxpayers derive:from hiring Q, soldiers is A +B+C+F+ X, i.e., the
area under the demand curve up to Q,. Thus the net psychic profit (i.e., "consumers'
surplus") that taxpayers derive from this deal is area A.

The opportunity costs borne by the volunteer soldiers is measured by the area under the
supply curve from 0 to Qo. It is the sum of areas X +C. As soldiers get paid B+C+F+ X,
they reap a "producers’ surplus” of F+B. Total net social welfare under this deal is the
sum A+B+F. This is the baseline situation.

After the draft, taxpayers pay soldiers F+X+Z, and they reap a total benefit from hiring Qg
soldiers at the low wage P equal to A+B+C+D+F+X+Z. Thus the taxpayers' net psychic
profit ("consumer surplus”) now is A+B+C+D. Alas for the previously hired soldiers who
had volunteered for military service, they now get paid only F+ X (rather than the
previous amount B+C+F+ X). Thus they lose pay equal to areas B+C, which is
transferred directly to taxpayers in the form of lower taxes. It is a transfer on which one
might have varying views. Some taxpayers might view it as a nice windfall gain. Other
citizens might view it as an untoward exploitation of fellow citizens. Using their collectivist
approach to public policy, however, economists would score this transfer of economic
privilege as a zero change in social welfare, because every dollar taken away from the
soldiers now accrues to the taxpayers, so that social welfare (as economists think of it)
has not changed at all. How do you fell about that normative proposition? Do you agree
with economists that nothing of substance has changed with this transfer of wealth from
soldiers to taxpayers?

But an additional Q,-Qgq soldiers now are drafted at the low wage P. They are paid an
amount equal to area Z in the graph. Their opportunity cost of delivering military service
to society can be measured by the area under the supply curve over the range Q, to Qg.
That total opportunity cost is the sum of areas Z+D+E. These draftees, then, suffer a loss
equal to D+E. Of this loss, area D is transferred to taxpayers, who get these soldiers at
below market pay. Once again, on their collectivist doctrine, economists would not score
that transfer as a change in social welfare because what one member of society loses
another gains.

But area E, a loss to "producers” (draftees), is not transferred to anyone else in society.
It goes straight to the Devil, so to speak. Economists therefore would score area E as a
loss to society as a whole, as a decline in "social welfare," or, in technical jargon, as a
"deadweight loss." Economist do have strong misgivings about this deadweight loss.
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¢ Exhibit9-5 ééiripufméyfl’;fodﬁcc5fs?IiSui'pl.iisvi',W_'ith a Draft

Price
Price

R B

* Quantity (military service)

L : ~ Quantity (military service)

S

If the 2 1rmy forcxbly herS Qd soldlcrs at the prxce then soldxers wrll enm 2. Q,, = X + Zin wages ’l‘hexr opportumty cost of e
"’;, bemg in the army.is the sum of all’ the rectangles in. p1nel B, Wthh is the same as area Y+Zin

0

.people who would lmve enlrsted voluntarlly at the equ1hbr1um prxce In Ex-

- hibit 9-4 the number of. soldiers is Qo and the social gains are computed in

the: “Lxmlted Draft” column of the table. NOthC that the measured deadwerghtv‘
“loss becomes zero

l Exerczse 9. 6 Verify . all of the entries in the “Limited Draft” column of

o the table. Recompute the deadwelght loss by a drfferent method and -
make sure the answers comcrde

NOthC thdt comp"lred wrth the volunteer army, the new “lxmxted” version |

“of the draft transfers the amount B + C from young people to the other mem-
bers of soelety SR SO R R ,

e

I Exerczse 9 7 lee an economlc mterpretatron of the area B + C in Ex-
hlblt 9 4 | * '

‘ panel’A. This leaves a producers’
surplusof(x+2)—(y+z) X—-y-'; R R R
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Now ‘we: are closing in ‘on the main ‘point: Even though thc"comp'utcd N

”deadw.eight loss is zero, the limited draft is still inferior to the volunteer army-

_ from the point of view of economic efficiency. There are social costs associ-

< ated with the draft that are not captured in our representation of deadweight. -
PR  loss. B e TR -
' Consider the calculation of producers’ surplus, which is illustrated anew

 in Exhibit 9-6. We begin with the total revenue of soldiers and subtract from .

it the sum of the shaded rectangles. These rectangles are the costs of joining.

~ the army for the Q, young people who would .volunteer at the ‘equilibrium -
" price.But'it is unlikely that these are the same young people who'are drafted.

* AEXhibit_ 9-6 | ’U_rkx'dere'stin.lzit’invg' Deadwcight"bbss .

L

Price

€ 1B [ [t artaal - 1,
i bR e |4 |d ef _
o . o Qg

Quantity (military Sé;\(ice) G

Qp is the number of young people ‘who would join a volunteer army. Each of these young people has an opportunity cosf bf_
joining that is represented by one of the shaded rectangles. When we compute producers’ surplus, we take the total revenue -
earned by young people and subtract this shaded area, e e h e T e e T

Under a limited draft, the same: number of young people enter the army. However, those who are drafted are not identical to *
- those who would have volunteered: Suppose tha the draft board selects the young people represented by rectangles 4, ¢, and f - -
instead of rectangles a, b, and c, In'that case, social welfare is-reduced bythearea(d +.¢ + f) —(a + b + o),eventhough

this reduction is ignored in the usual welfare computations. Hence the ‘measured deadweight loss is overly optimistic; .
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- Instead of dm.rtxng the young people represented by rectangles a, b, and ¢, the
" authorities may draft those. represented by rectangles d, e, and f The true
- producers’ surplus is reduced by thearea(d + e + f)—(@ + b + 0.
" The measured producers surplus, and consequently the measured deadweight -
- loas are too optimistic.. s . : :
~In concrete terms, whqt thxs means is that the Selective Servrce Board
. will draft young people who are potentxally brilliant brain surgeons inventors,
and economrsts—-young people thh lngh opportumty costs of entering the
“service—and will leave undrafted some young people with much lower op-

L gortumty costs. The socnl loss is avoided under a voluntary system, in which
- _precisely those with the lowest costs will volunteer.

What rf the authorrtxes choose to draft only the low-cost young people?

‘Here, ‘of course, the problem of- knowledge becomes insurmountable. Infor-
~ mation about mdmdual opportunity. costs, avarl_a_ble for free under a voluntary
--‘systern" is available only at high cOst and with great uncertainty in the absence
of prices. The Selective Service authormes can pass out questionnaires—
~» but who will' freely reveal that his costs are low7 They can observe people’s

| behavror—but who can observe " the drfference between two starving novel-
" ists in garrets; one with a brilliant vision that needs only careful nurturing
~ to become great hteraturc the other barren of ideas, frustrated and ready to

ol quit?

Itis often argued tlut the draft is better for socrety than a volunteer army
~ because it is less costly. Thxs argument is. wrong > The cost of maintaining an
- army is the sum of the opportumty costs of its soldxers and is mdependent of
the wages pard to those SOldlCI’b Hrgher wages mean less wealth for taxpayers
- ‘and more for bOldlCl‘b but no more or less for socrety, to which taxpayers and
- boldrers equally belong, There are two ways in which an army can be unnec-

B ess1rxly eostly It can be the wrong size or it can consist of the wrong people
- Exhrbrts 9- 4 and 9 6 1llustr'1te these two mrstakes



