CHAPTER

Supply;, Demand] and
GovermmenttRalicies

PRINCIPLES OF

| 5
»’--‘\ -\‘,.

egory Manklw

: B . '—;—

—— -

Premium PowerPoint Slides
by Vance Ginn & Ron Cronovich

© 2009 SouthWestern, a part of Cengage Learning, all rights reserved



A What are price ceilings and price floors?
What are some examples of each?

A How do price ceilings and price floors affect
market outcomes?

A How do taxes affect market outcomes?
How do the effects depend on whether
the tax is Imposed on buyers or sellers?

A What is the incidence of a tax?
What determines the incidence?



Government Policies That Alter the

) Private Market Outcome
APrjce controls (video)

A . a legal maximum on the price
of a good or service Example: rent control
A . alegal minimum on the price of

a good or service Example: minimum wage

ATaxes

AThe govt can make buyers or sellers pay a
specific amount on each unit bought/sold.

We will use the supply/demand model to see
how each policy affects the market outcome

(the price buyers pay, the price sellers receive,
and egom guantit



http://www.learnliberty.org/content/unintended-consequences-price-controls

EXAMPLE 1. The Market for Apartments
Price Ceiling 0 Rent Control
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How Price Cellings Affect Market Outcomes

A price celling o
above the

e g Borice is $1000 Price

ceiling

has no effect $800 b
on the market
outcome.
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How Price Cellings Affect Market Outcomes

The e q Oprrce P
($800) is above
the celling and

therefore
$800

The ceiling $500

IS a binding
constraint

Price
ceiling

on the price,
causes a
shortage.
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How Price Cellings Affect Market Outcomes

In the long run, P
supply and
demand

are more Y2010 ) EESE——

So, the $500
shortage
IS larger.

'
shortage

Price
ceiling
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, Shortages and Rationing
A With a shortage, sellers must

A Some

A(l) Long lines
( 2) Di scri minati on accor i

A These mechanisms are often unfair, and inefficient.

A In contrast, when prices are not controlled,
the rationing mechanism is efficient (the goods
go to the buyers that value them most highly)
and impersonal (and thus fair).
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Example 1.5: Lines at the gas pump

A 1973, OPEC raised the price of crude oil

AReduced the supply of gasoline
AlLong lines at gas stations

A What was responsible for the long gas lines?

AOPEC: created shortage of gasoline

AU.S. government regulations: price ceiling on
gasoline
ABefore OPEC raised the price of crude oll
I Equilibrium price - below price ceiling: no effect
AWhen the price of crude oil rose

I Reduced the supply of gasoline
I Equilibrium price i above price ceiling: shortage



