Economics Chapter 6: Supply, Demand and Government Policies
Controls on Prices:
· Price ceiling: a legal maximum on the price at which a good can be sold
· Price Floor: a legal minimum on the price at which a good can be sold
· How Price Ceilings Affect Market Outcomes:
· If a price ceiling balances supply and demand (above equilibrium), it is considered not binding
· If a price ceiling is below the equilibrium it is considered a binding constraint, creating a shortage because the market can’t push the price back up to the equilibrium 
· When the government imposes a binding price ceiling on a competitive market, a shortage of the good arises, and sellers must ration the scarce goods among the large number of potential buyers
· How Price Floors Affect Market Outcomes:
· A binding price floor occurs when the floor (minimum) is higher than the equilibrium price, can cause a surplus
· Evaluating Price Controls:
· Economists usually oppose price ceilings and floors
· Price controls may not always be the right decision for the greater amount of society
Taxes:
· All levels of government use taxes to raise revenue for public projects
· Tax incidence: the manner in which the burden of a tax is shared among participants in a market
· How taxes on buyers affect market outcomes:
· Taxes discourage market activity; when a good is taxed the quantity of the good sold is smaller in the new equilibrium
· Buyers and sellers share burden of taxes; buyers pay more and sellers receive less
· How taxes on sellers affect market outcomes:
· Taxes on buyers and taxes on sellers are equivalent; only difference is who sends the money to the government
· Elasticity and Tax Incidence:
· Rarely will the tax burden be shared equally with buyers and sellers
· When a market has an elastic supply and inelastic demand and a tax is imposed, the price received by sellers doesn’t fall by much, but the price paid by buyers rises substantially
· When a market has an inelastic supply and elastic demand and a tax is imposed, the price paid by buyers doesn’t rise by much, but the price received by sellers falls substantially
· Overall, a tax burden falls more heavily on the side of the market that is less elastic
· [bookmark: _GoBack]Supply of labour is much less elastic than the demand; meaning that workers bear most of the burden of the payroll tax than the firm
