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Chapter 8: Supply, Demand, and Government Policy

 The economy is governed by two laws: the law of 
supply and demand and government policies.

 In this chapter, we will explore the interaction between 
these laws.

 Price controls and taxes are common in different 
markets, and their effects are frequently debated by 
the press and policymakers. Economic knowledge 
helps in understanding these policies.

 In this chapter, we will use supply and demand tools to 
analyze the effects of these policies.
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 Price control

 Taxation

PRICE CONTROL
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 A price ceiling is a legally mandated maximum price at 
which a good can be sold. A common example of a price 
ceiling is rent control.

 If the price ceiling is higher than the market equilibrium 
price, the forces of supply and demand tend to move the 
price toward the initial equilibrium, while the price ceiling 
has no effect.

 If the price ceiling is lower than the market average price, 
the price ceiling actually affects the market. At this price, 
demand exceeds supply.
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 When the government sets a binding price ceiling in a 
highly competitive market, goods become scarce, and 
sellers must ration the scarce goods among a large 
number of potential buyers.
 Rationing mechanisms developed under price ceilings are rarely desirable. 
 Long queues are inefficient because they waste buyers' time. 
 Seller biases lead to discrimination, which is both inefficient and potentially 

unfair, because the goods may not necessarily flow to the buyer who gives 
the highest valuation.
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 A price floor is a legally mandated minimum price at 
which a good can be sold; a key example is the 
minimum wage.

 If the price floor is below the market equilibrium price, 
supply and demand forces will generally drive the 
price towards the equilibrium price, and the price floor 
has no effect.
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 If the price floor is above the market equilibrium price, 
then the price floor exerts a binding effect on the 
market. Supply and demand forces will generally drive 
the price towards the equilibrium price, and when the 
market price reaches the floor, it will not fall further. At 
this point, the price floor equals the market price. At 
this price level, supply exceeds demand, and some 
sellers are unable to sell their products. Therefore, a 
binding price floor will lead to surplus. The surplus 
caused by a price floor can also trigger the unpleasant 
practice of rationing.
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A Tax on Buyers

Eq’m 
w/o tax P

Q

D1

$10.00

500
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S1

D1

$10.00

500

A Tax on Buyers
The price buyers pay 
is now $1.50 higher than 
the market price P. 
P  would have to fall
by $1.50 to make
buyers willing 
to buy same Q  
as before.  
E.g., if P  falls 
from $10.00 to $8.50,
buyers still willing to
purchase 500 pizzas. 

P

Q
D2

Effects of a $1.50 per 
unit tax on buyers

$8.50

Hence, a tax on buyers 
shifts the D curve down 
by the amount of the tax. 

Tax
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S1

D1

$10.00

500

A Tax on Buyers

P

Q
D2

$11.00PB =

$9.50PS =

Tax

Effects of a $1.50 per 
unit tax on buyers

New eq’m:

Q = 450

Sellers 
receive 
PS = $9.50

Buyers pay 
PB = $11.00

Difference 
between them 
  = $1.50 = tax 450
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450

S1

The Incidence of a Tax:
how the burden of a tax is shared among 
market participants

P

Q

D1

$10.00

500

D2

$11.00PB =

$9.50PS =

Tax

In our 
example,
  buyers pay 
  $1.00 more,
  sellers get 
  $0.50 less.
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The tax burden falls more heavily on the less elastic party in the market. Elasticity measures the willingness of a 
buyer or seller to leave the market when conditions become unfavorable. When taxes are levied, the less elastic 
party cannot easily leave the market and therefore must bear a greater tax burden.

Can Congress allocate the burden of payroll taxes?
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 When the government taxes a good, who actually 
bears the tax burden?
 Is it the person who buys the good, or the person who sells it?
 Or, if the buyers and sellers share the tax burden, what factors 

determine how that burden is distributed?
 Can the government simply allocate the tax burden through 

legislation, or are there more fundamental market principles that 
determine the sharing of the burden?

 Economists refer to this topic as tax incidence. When 
the government taxes a good, the equilibrium quantity 
decreases. In other words, taxing a good reduces the 
size of the market for that good.
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 How Does Taxing Sellers Affect Market Outcomes?
 First, let's analyze the situation of taxing sellers using 

the following three steps:
 Step 1: Since buyers are not taxed, the quantity demanded remains 

the same at any given price level.
 Step 2: Because taxing sellers increases production and distribution 

costs, the quantity supplied decreases at every price level. The 
supply curve shifts to the left, or equivalently, upwards.

 Step 3: When a tax is imposed on sellers, a new equilibrium is formed, 
resulting in a higher equilibrium price and a lower equilibrium 
quantity. Because sellers sell less and buyers buy less, the tax 
shrinks the size of the market.
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 Although the seller pays all the taxes to the 
government, the tax burden is shared between the 
buyer and the seller. Because the market price 
increases after the introduction of the tax, the buyer 
pays more for the item than they would without the tax; 
therefore, the tax makes the buyer worse off. The 
seller receives a higher price from the buyer than 
before, but after paying the taxes, they retain less than 
they did before the tax. Therefore, the tax also makes 
the seller worse off.
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 How Taxes on Buyers Affect Market Outcomes
 Now consider a tax levied on the buyers of a good.

 Step 1: Because the tax is levied on buyers, the supply curve is unaffected: at 
any given product price level, sellers have the same incentive to supply the 
product to the market. Conversely, buyers now have to pay the price to the 
seller in addition to paying the tax to the government. Therefore, the tax shifts 
the demand curve for the product.

 Step 2: Next, we determine the direction of the shift. Because the tax on 
buyers reduces the attractiveness of purchasing the product, at every price 
level, buyers demand less of the product. Therefore, the demand curve shifts 
to the left, or equivalently, downwards.

 Step 3: Due to the tax, both the initial equilibrium price and quantity decrease, 
and the market size shrinks. The tax burden is again shared between buyers 
and sellers. Sellers receive a lower price for their product; buyers pay a lower 
market price to sellers than before, but the effective price increases, including 
the additional tax they have to pay.
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 Taxing sellers and taxing buyers are equivalent. In 
both cases, the tax drives a wedge between the price 
paid by the buyer and the price received by the seller. 
This wedge between the buyer's price and the seller's 
price is the same whether the tax is levied on the 
buyer or the seller. In both cases, this wedge shifts the 
relative positions of the supply and demand curves. 
When a new equilibrium is reached, both buyers and 
sellers share the tax burden. The only difference 
between taxing sellers and taxing buyers is who hands 
the money over to the government.

TAXATION



1. When the government imposes a binding price floor, it 
causes:

a. The supply curve to shift to the left.

b. The demand curve to shift to the right.

c. A shortage of the good.

d. A surplus of the good.

思考题
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2. In a market with a binding price ceiling, an increase in 
the ceiling will cause the quantity supplied to ______, the 
quantity demanded to ______, and the ______ to decrease.

a. increase, decrease, surplus

b. decrease, increase, surplus

c. increase, decrease, shortage

d. decrease, increase, shortage

思考题

87



3. Imposing a $1 tax per unit on consumers of a particular 
good is equivalent to:

a. Imposing a $1 tax per unit on the producers of the good

b. Providing a $1 subsidy per unit to the producers of the 
good

c. Imposing a price floor that raises the price of the good by 
$1 per unit

d. Imposing a price ceiling that raises the price of the good 
by $1 per unit

思考题
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4. Which of the following would increase supply, decrease 
demand, and raise the price paid by consumers?

a. Implementing a binding minimum price

b. Removing a binding maximum price

c. Imposing a tax on producers

d. Abolishing a tax on producers

思考题
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5. Which of the following would increase both supply and 
demand, and lower the price paid by consumers?

a. Implementing a binding minimum price

b. Removing a binding maximum price

c. Imposing a tax on producers

d. Abolishing a tax on producers

思考题
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6. When an item is taxed, the tax burden falls primarily on 
consumers if ______.

a. the tax is levied on consumers

b. the tax is levied on producers

c. supply is inelastic and demand is elastic

d. supply is elastic and demand is inelastic

思考题
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7. If the government imposes a $500 tax on luxury cars, will 
the price paid by consumers increase by more than $500, 
less than $500, or exactly $500? Please explain.

思考题
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8. At Fenway Park, the home stadium of the Boston Red 
Sox, seating is limited to 39,000. Therefore, the number of 
tickets sold is fixed at this number. The city of Boston saw a 
golden opportunity to increase revenue and imposed a $5 
tax on each ticket. Boston sports fans, a famously civic-
minded group, dutifully paid the $5 tax on each ticket. 
Please draw a clearly labeled graph or table to illustrate the 
impact of the tax. Who bears the burden of the tax—the 
team owners, the fans, or both? Why?

思考题
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