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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.

SUPPLY, DEMAND, AND GOVERNMENT POLICY



Chapter 8: Supply, Demand, and Government Policy

* Price control

PRICE CONTROL



Supply, Demand, and Government Policy

Let's use supply and demand models to analyze

various types of policies.

supply, demand
and policy

You might be surprised to learn that policies

often have effects that are not what their designers

intended or expected.
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Supply, Demand, and Government Policy

The rent control law stipulates

a maximum rent.

When policymakers believe that the market price of a good or |

y
Iaddition; themost commen sxample:ck service is unfair to buyers or sellers, they typically implement price control s
price control is the minimum wage law, which -

policies. However, these policies themselves can also create unfairness.:
stipulates the minimum wage that businesses can pay. v

—t et W
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Supply, Demand, and Government Policy

Next, we will analyze the

impact of taxation.

Policymakers use taxes to increase revenue for public goals and

influence market-determined resource allocation.

PRICE CONTROL

However, the effects of these taxes are not obvious. For example, when
the government taxes the wages paid by businesses to their workers, who

bears the tax burden—the business or the worker?

—

The answer is not entirely clear
until we use supply and demand

models for analysis.




Price control

‘ Let’s look at the market
Price Col"ltl’OlS - for ice cream to see how price controfs
— = affect market outcomes.

Y

-

PRICE CONTROL




um price is $3 per ice cream.

"Ece cream is sold in a market free of government regulation, the price

oficecream a
the equilibri

djusts to balance supply and demand. Let’s suppose that

always want a lower price while sellers
want 3 higher price.

0f course, some people may not be ha
: e P
with the price. Because buyers Df&nyg,o?d

A

.'/ /_,-b ]J

By contrast, if the'ice cream makersiorganization
is successful; the,government will impose a legal
minimum on the price, called price floor.

Price floor

—

Price ceiling

Ifithe! :

Iéﬁbes;;::nst_lil]mler.associatlonais successfuljinlits
maxi'mﬁ%-'ﬁ- € government,willimpose allegal
h umionithe|price at.whichiice .cream can

be'sold, -
- ;.al'ld 1 - . -
alprice-cé-iﬁng;‘he-|EgislatedImaxumum%us-‘called
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Price control

/

When the government imposes a price

There are two possible outcomes: the statutory maximum price may

cap on the ice cream market, driven )
be higher than the market price or lower than the market price.

by consumer complaints or

campaign donations,
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Price control

First, if the price ceiling is §4
wtjlth Is higher than the markey
price of $3, the price ceiling v
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M tce"érearq 1__2"}"@_ 27" Inthis case, the forces of supply and de
N S~-~ 1 tendtomove the price toward the equilibrium
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price, and the quantity demanded and
supplied reaches 100.
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Price control

JHGWE‘UEI’ |f thE gOvEF Ly el _1,_.____ n't_ﬁ s m‘arketfpﬁce Df 53
"‘*ﬁ* ) _ 've anurnpact omthe marketb = ] [
t = -
Pnce Of % w2 W ir" N\~ The forces of supply and demand
“CE' Cfean}‘ Y |I' e l X )—r, tend to move the price toward the
) - JUl equilibrium price, but when the

market price hits the ceiling, i
cannot rise any further.
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Thus, the price ceilingof
52 equals the market price. At

“? ‘ rice, the quantity of ice aeam
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possibility is that the government 3

Price control

Another ded by the pleas of the national

l IJE‘n::mn of ice cream makers and might

jnstitute price floor.

possible here too. The
s a price floor lower or
ket equilibrium price.

wo outcomes are
mment imposé

higher than the mar

" e
= -
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)
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Price control

m:r:

- L}

— Price of,

Iy 1% 5

__ice cream:

If the government imposes 3 price floor of $2
which is lower than the market price of $3, the
price floor has no effect.

4

L

e ’;&'

In this case, the forces of supply and demand tend to move the price
toward the original equilibrium price. The quantity supplied and
demanded both equal 100 here, and the price floor has no effect.
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Price control

On the.cont"rar’y, if the goverment-fimposes alprice floor of $4, ‘which is above the equilibrium price of 53,
v X : Tan R e MR
AP
The forces of supply and de mand tend to
move the price toward the equilibrium price,
but when the market price hits the floor, it
cannot fall any further.

Therefnre the market price equals
the floor price. At this floor price, the e, 0 31— v
Quantity of ice cream demandedis 80and |~ —SaRaTe sy Quanh'f}' Quanm)’w ‘

PR\ the quantity supplied is 120, which in tum A =
fr M Mg I T
22\ leads to a surplus of 40 ice cream. A [ - ;iemanded supplied
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Price control

X,

When ice cream becomes scarce due to this price
cap, some ice cream rationing mechanism will

naturally emerge.

N 1

W ' : =
early and wait in line. %‘:—’ S m- —_— ‘__
‘_ = = ——ﬂ Eﬂ- EN ;
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Price control

:Sellers could ration ic%crea:r?) according to their own s & ~7f  Eventhough the price ceiling was
personal]piases,‘éelling onlyﬁto friends, relatives, or | motivated by a desire to help
members;of their ownracial or ethnic group. g consumers, not all consumers beneit
.l -y : from the policy.
=L | ' 7]
Take this before ( -~
others seeit. ' =
‘ N + SN
P
.'l’ * i3
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Price control

. . i ¢ The surplus generated by the price floor may also lead to an undesirable rationing mechanism. l
Some buyers enjoy privileges or will queue L i
up to buy ice cream at a lower price, but 7T : Wl M -~

‘tgeti all. T l/s g S _ _
}cher buyers don’t getice cream at My \ TR T Some vendors can't sell as much ice cream as they'd like, and

1 . . . .
- AN, \ may have to resort to racial or family connections to sell it,
/ - ™ »

or discard the remaining ice cream.
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Robespierre's Milk

Robespierre was a political revolutionary who led the French Revolution and ruled France from 1793.

He is best known for his reign of terror.

Robespierre's
Milk

To maintain his power,
he used methods of creating
fear, including imprisonment,
torture, executions, and other

violent measures.
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He imposed maximum prices on a range of necessities, including agricultural products, and inflammatoryly claimed

that inflation was caused by merchants.

PRICE CONTROL

Robespierre's Milk

However, these measures led to the

disappearance of food and necessities

from the markat.

Every French child has the
right to drink milk.

In particular, he

insisted on halving

the price of milk.

19



Robespierre's Milk

4
' — With the disappearance of
= : g — dairy cows, the milk supply
\ - da y
I\ I has decreased significantly,
—a |
(H N B? and milk prices have soared.
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Fearing losses from a sharp drop in milk prices, many,farmers
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slaughteried their. dairy cows and sold them. " Mtehy
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Robespierre's Milk

TNext, Robespierre

- r'éfason

—

-

PRICE CONTROL

o, e - v oy ST
srré thought  that the price of dry hay,wasthe fundamental;
rms oo LSEIIK price surge andiforced farmers to'lower-the price of

)
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ry Kay (thatis, he impJdsed-a:price]
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couldn’t last long, and the price of milk

Eventually, the half-priced milk

soared by 10 times.

/

Thus, even an
infant couldn’t
drink milk.
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Robespierre's Milk

o

When the price ceiling is below the market equilibrium?the
quantity demanded exceeds the quantity SuEpIig:a.'jQEﬂ thish _
causes a shortage. I e R
We have to bear in mind that even
a policy with a good intention can
deteriorate the market condition when
itis a policy that ignores the principles
of a market economy.

His popularity fell and he
was sent to the guillotinein

K

®

ey,
117

O

>
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Nixon's price control

Nixon'’s Price
Controls

PRICE CONTROL

—
Richard Nixon is
the 37th president of
the United States, holding
office from 1969 to 1974,
23



PRICE CONTROL

Nixon's price control

Around the time Nixon took office, inflation
and the need to raise money for the Vietnam
War plunged the United States into a period

of economic turmoil.

24



Nixon's price control

o 0 ] — m.. ] T A R D W A AT e N AL
The'US government’s fiscal deficit widened; and the unemploymentirateiroseleven:more: & P
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ixon, particularly,dev ' ion.
!‘Jlxon Partxc}llar y ide i}ted I?Ims!elf t{_}l rejdl.'llcq?gﬂnﬂalti?r}
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PRICE CONTROL

Nixon's price control

1371 §

o

TR AR | VO L e, L L LT

Nixon Signs Order Today

uWage Price Freeze Implemented

el Ly

| S

In the end, in 1971, Nixon
(44 froze virtually all wages and
' prices for 90 days.
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Nixon's price control

T}

Such price controls

Milton Frledman crntucnzed President Nixon for abandoning his principles

Within the limits of the law, he
repeatedly and forcibly froze price caps

v until 1974.

1” too easily for political purposes.

‘ are fundamentally
unethical.

Replacing the rule of law and spontaneous cooperation

among free individuals in the market with human control will

threaten the foundation of a free society.

PRICE CONTROL
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Nixon's price control

The measure started to show adverse
effects. Companies were reluctant to
\ produce products. Notably, the shortage of

—_— GAS — T
BY APPOINTMENT... kTP

. food was severe.
——| SUBJKT TO DALY ALLOCATION LIMITED HOURS
I
M = {L -
o =
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X Besid h cﬁcom nies
% [Bes ides;when oil compa

froze the pnce,of,gasohne desmte upward pressure,omnte'rnatmna!
crude prlces thelUnited States was hit: Iiﬁm acute’ slv::rtl age of of, gasohne

4

PRICE CONTROL 28



Nixon's price control

T~ AL
Because the United States was already.t headmg toan’ Energ}hcrlSiS before! Nixon's lnauguratmn At

=
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L P -2 =
population and industries expanded'the supp%f energy was/not’enough to}cuver the.i Increasing dEma
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PRICE CONTROL
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- The United States was importing 1/3 of the amount of
= — energy it demanded due to a continued decrease in

domestic oil production since 1972,
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Nixon's price control

To make matters worse, in 1973, Israel went to war with Egypt and Syria.

The Nixon administration's control over oil

prices exacerbated the energy problem.

Arab countries in OPEC

announced an oil embargo against

the United States because of its

support for its ally Israel.
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Nixon's price control

Like a pressured spring going back to its ofigﬁﬁltshape,
prices in the United States experienced’stfonger.recol,
and the economic condition of its people was

aggravated.

: 'i‘:,"ﬁ..;_,-" | When the war ended, the first \

N1 ol shock hit the United States Ji2er] I
even harder, .

i “’-"%L—
pcEcy 'r:s. BT AN
- 3y G5 A 7S / N b i
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Nixon's price control

adls

[

benchmark interest rate by reducing the money supply

and controlling inflation.

R

PRICE CONTROL

In the early stages, the price control policy

appeared to be successful.
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Nixon's price control

|0 ) — | L 1 Diis)

Perhaps there are deeper reasons. Politicians

can use price control policies to portray themselves

as heroes, protecting the people from the evils of

price-gouging merchants. For them, this may be one

of the reasons why the policy is so attractive.
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Nixon's price control

But if you force the suppliers to sell
their goods at a price that is below
the market equilibrium price, they
will not do business in the market.

PRICE CONTROL

The products —— O
subject to price control
eventually suffer
short supply.

)

0 0o

5/
{
The price,

consequently, goes up
even more.
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Minimum wage

A prime example of a price floor is the minimum wage.
The U.S. Congress passed the Fair Labor
Standards Act in 1938, which established minimum
wage standards for the first time.
- - ...-"'
i : L

minimum wage
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Minimum wage

Currently, the federal minimum wage is $7.25 per hour, which has remained unchanged since Most European countries also have minimum wage laws.

2009. However, each state can set its own minimum wage, which may differ from the federal level.

—

Average income in France
is 27% lower than in the
United States, but the minimum
wage in France is about

$12 per hour.

36
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Minimum wage

r

- Toexamine-the effects of a minimum wage, let’s have a look at the If the government does not intervene, the wage
normally adjusts to balance labor supply and

labor demand.

The labor market, which, like all markets,
can be analyzed using the principles of
market demand and supply. Workers

determine the supply of labor, and firms
-~ determine the demand.
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Minimum wage

Wage

Unemployment
g = --..l

Labor
7 supply

Labor
demand

Quantity  Quantity
demanded supplied

Quantity
of Labor

PRICE CONTROL

Thus, the minimum wage raises the incomes of those
workers who have jobs, but it lowers the incomes of workers
who cannot find jobs.

If the government sets a minimum
wage above the equilibrium level, a5 in
the picture, the result is unemployment.
o
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Minimum wage

We have to keep in mind that the | Thelimpact:ofth€minimumjwage.depe
economy contains not a single L ”A‘ﬂ\
labor market but many labor

markets consisting of different

¥ o
> et

- i
R L
1R

Highly skilled and experienced
workers are not affected by the minimum

wage law, because their equilibrium
7o\ Wagesare well above the minimum.
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Minimum wage

ninimum wage.has}:ts;gu:gftest imp
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o
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Many economists have studied how
minimum wage laws affect the teenage
labor market.

PRICE CONTROL
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Minimum wage

hers compared the changes in minimum wage over I
Researc changes in teenage e;‘n"e With ¢

plo
United States Unemployment and Tegn Unemployment Yment
by State Minimum Wage, 2011

A\
Although there is some debate about
how much the minimum wage affects
employment, in many cases, a
10 percent increase in the minimum
wage depresses teenage employment

between 1and 3 percent. 5725
= AN~ 775 Unemployment
5$?.4ﬂ'".$?__-;7 rate P
$800°

Unemployment

$7.25 Teen
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Minimum wage

A 10% increase in the minimum wage did not raise the average wage for teenagers by 10%. The

legal change did not directly affect teenagers whose wages were already well above the minimum

gl
.

In addition to changing the demand for labor,

the minimum wage also changes the supply

of labor.

Given that the enforcement of the minimum wage law

is not perfect, this figure is quite considerable.

PRICE CONTROL
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Minimum wage

_-._‘_..
N

' After the minimum wage is raised,

\ |
-
\
)

\

E——

in other words, '\\ It increased the number of teenagers choosing to find work.

I

some high school students will choose to

drop out of school and find work.

PRICE CONTROL

7

1

These new dropouts have replaced some of the

existing unemployed teenage workers.
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Minimum wage

. ..o the overall inﬂurence of the minimum
CO"SId’-"r';'gts are evenly divided on the issue. The
wage: ec.:ml'-'l'W chows the result of a survey conducted
graph be ::1 2006 among economists who had PhDs.

However, as they correctly

E & point out, workers who eam the
47% 38% =4 minimum wage can afford only
B\ 2 meager standard of living.

"9

-;:ugirﬁ

W —
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For example, when the minimum wage
is $7.25 per hour, working 40 hours
per week for a year, two adults receiving

the minimum wage would have a total

annual income of only $30,160.

Minimum wage

N\

custom made

dry cleaners

S N S

This is less than two-thirds
of the average American family

income.

PRICE CONTROL

Many supporters of the minimum wage acknowledge some
negative impacts, including unemployment, but consider these to be
negligible. Taking all factors into account, they conclude that a higher

minimum wage brings more benefits than harm.

[
a
=
{9
_‘.:
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Minimum wage

Opponents of minimum wage contend that a high
minimum wage encourages teenagers to drop out of
school and prevents some unskilled workers from getting
the on-the-job training they need.

PRICE CONTROL

= : -
Moreover, opponents of minimum wage point out
that fewer than a third of minimum wage earners

are in families with incomes below the poverty

line. Many are teenagers from middle class homes
working at part-timeyjobs for ex%g.rro_ng?'t?spend.

: \ -~
P | '
£ ! &1 .
A R

%)
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= Aprice ceiling is a legally mandated maximum price at
which a good can be sold. Acommon example of a price
ceiling is rent control.

= |f 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.

= |f 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.

PRICE CONTROL
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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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Chapter 8: Supply, Demand, and Government Policy

" Taxation

TAXATION

51



Taxes

TAXATION

Taxation

Let us imagine that a local government decides to hold an anny,, e

cream festival—with a parade,

|/

B
&

""'"F C,E
<\

18
A
-

i the event, the town decidesto |

fireworks, and speeches by town Officials.

ONYE

To raise revenue to pay for '\

place a $0.50 tax on the sale
of ice cream.

52



The Ice Cream Consumers Association

claims that ice cream sellers should

pay this tax.

Taxation

However, ice cream manufacturers' organizations claim that ice cream buyers should pay this tax.

consumer association manufacturer organization

The mayor hopes that both sides

can reach a compromise.

TAXATION

[Itis suggested that the buyer pay half of the tax

and the seller pay the other haif.]

53




~

Taxation

When the government taxes an item,

who actually bears the tax burden?

/ b-_
Is it the buyer or the seller? Or, if the tax
burden is shared between the two parties,

what factors determine this allocation?

TAXATION

Can the government allocate the
tax burden solely through legislation,
as this mayor has suggested?
Or are there other fundamental
principles that can be used to

determine tax burden allocation?

The answers to these questions involve

a concept called "tax attribution",

incidence

L

As we will see, there are some

surprising lessons to be learned

regarding tax attribution.




Can Congress allocate the burden of payroll taxes?

/

Can Congress

If you have ever received a paychec

taxes were deducted from the amo ¥ you have Probably noticed that

unt you earned.

B L ———
Y Y - e R T —— -
e . u ST i s oy —

L Tt et W~ et e s g . i

At !

T T T e T T—
A e T OO T - FT
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__RITARYAN 123-45-437]
Distribute the ||L* ot _ WE_ ety omon v i
gurden of 2 Payroll | |eReSSUAGES 105 80 120809 | pic
Tax? g .
One of these taxes is imposed 150.18 48036
n ese taxes isim
by the Federal Insurarlzge &eﬂ 0.8
Contributions Act (FICA).
TAXATION ec



Can Congress allocate the burden of payroll taxes?

accounted for 15.3% of their income.

Federal Insurance

Contributions Act

The federal government uses the revenue from

FICA taxes to pay for Social Security and healthcare

programs for older adults.

TAXATION

FICA tax is an example of a payroll tax, which is levied on the wages paid

by businesses to their workers. In 2013, the average worker's total FICA tax

social Security

health care
plan

)

Congress passed this legislation in an attempt to force a split in the

tax burden: half to businesses and half to workers.

Je|joq
JejjoQ

everyone

| s

Equal contributions from both employers and employees

—
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Can Congress allocate the burden of payroll taxes?

d The amount that shows up as To illustrate, we can analyze a payroll tax as merely ataxona
eduction on your pay stub is the good, where the good is labor and the price is the wage.
worker’s contribution. &i ) '
| q |
j g s “
7 Wage Wage .
firms workers

recelve
LN

The payroll tax places a wedge

However, a tax burden between the wage that firms pay
(annot be distributed and the wage that workers feceve.
by law. -

TAXATION



Can Congress allocate the burden of payroll taxes?

In the end, workers and by firms rige
firms share the burden of Wage
the tax, as the legislation
requires. Labor
supply

D L EE R T

Wage firms pay |-

Wage without tax ff--- Taxwedge

T D L Tl B R

Wage WOTKETS [RCEIVE [f--w-wiwsress

Labor
demand

Quantity of labor

When a payroll tax is enacted, the wage received by workers falls, and the Wam

TAXATION
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Eg'm
w/o tax

TAXATION

A Tax on Buyers

$10.00

500
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A Tax on Buyers

Hence, a tax on buyers Effects of a $1.50 per
shifts the D curve down unit tax on buyers
by the amount of the tax. | P

P would have to fall

by $1.50 to make

buyers willing $10.00 N>
to buy same Q l

as before. 68.50Y
E.g., if P falls

from $10.00 to $8.50,
buyers still willing to
purchase 500 pizzas.

TAXATION 60



New eq’'m:
Q =450

Sellers
receive
Ps = $9.50

Buyers pay
Pz =$11.00

Difference
between them
= $1.50 = tax

TAXATION

A Tax on Buyers

P = $11.00

P = $9.50

Effects of a $1.50 per
unit tax on buyers

P

450
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The Incidence of a Tax:
how the burden of a tax is shared among
market participants

P
In our
example, Pg = $11.00. 5~
buyers pay $10.00 [N\
$1.00 more, Po= $9.50Y
sellers get
$0.50 less.

TAXATION 62



Can Congress allocate the burden of payroll taxes?

Yet this division of the tax
burden between workers and firms
has nothing to do with the legislated
division of 50-50; instead, it is
determmed in the market.

Law X

M Market O

TAXATION

= UJ

Thls basu: Iesson of taxincidence] is‘oftenfoverlookedy

-
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That is, lawmakers can decide whether a tax
comes from the buyer’s pocket or from the seller’s,
but they cannot legislate the true burden of a tax.
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Can Congress allocate the burden of payroll taxes?

Tax incidence depends on the forces of supply and demand. When workers supply curve of labor.is. more elastic

than firms’demand curve for Iabor, firms bear‘_most of the\ burden of thetax
Ly & ° AN

- -;_l
-

On the contrary, when the demand curve of
firms is more elastic than the supply curve of
workers, workers are likely to bear most of the
burden of the tax.
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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.
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Who pays the luxury tax

—

. - " e 5 = . e ‘-&w—*“-——_ -
| In 1696, King \{\ﬁl_!iam 1] of.Ead.!ewed a "window tax" to supplemen t _theatlon's finances.

According to this law, property owners with
more than six windows should pay additional
taxes based on the number of windows in

their property.
Who pays

luxury tax
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Who pays the luxury tax
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Atthattime; glass,manufacturi rlg:progedurq_w?ls_-lggh.ly complicated—
andrrequired.a'tremendous effort,.and therefore;, glass was experpgiv___e':.
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Therefore, the number of
windows was an indicator
of the house owners  wealth.
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Who pays the luxury tax

S e =
estimating tax revenue
-
— — —_—— e

Shortly after the law was introduced, people

stopped installing windows when building

houses.

TAXATION

Or they might block their windows

with bricks to avoid paying taxes.

The law failed to increase tax revenue; instead, it caused a
sharp drop in demand for glass. Consequently, the tax led
to the bankruptcy of glass manufacturers and the creation

of buildings with bizarre, windowless designs.
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Who pays the luxury tax

Yet, when the forces of suppl
over, the outcome was qtﬂfeydai;d o

took
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In1990/the'Bushfadministrationjadopted-a:newjluxurytaxonlitems;
such asyyachtsiprivate airplanes-furs=jewelry, andexpensivelcars)to}
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Who pays the luxury tax

For example, consider the
market for yachts.

Millionaires can easily not
buy a yacht, and instead

The demand for yachts is
quite elastic.

= w
‘%En—m' e
use the money to buy a bl?ger house ‘ _
take a European vacation, or leave a larger |~

bequest to their heirs.
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Who pays the luxury tax

T

S
By contrast, the

supply of yachts is

relatively inelastic. =1

e
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T |- Yacht factories cannot
be easily converted to

alternative uses in response
to the lack in demand.
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Workerswholbuild yachts{cannotieasiy
change'careers|iniresponse;to/changing}

market conditionsij
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Who pays the luxury tax

_ —
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: “table. . With!elastic’demandfand inelastic: M=
tax incidence;ls clearly:predicta = nelasticsupply, the burden'of 3
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A tax on yachts places the
burden largely on the firms and "
workers who build yachts because they end up
getting a significantly lower
=)/ price for their product.
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Who pays the luxury tax

P
However, the workers are not wealthy. Therefore, the burden of the luxury tax falls more 6

class than on the rich. 2 l
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Since the tax came into effect, wealthy
individuals have reduced their demand for luxury

yachts, which has severely damaged the industry.

luxury tax
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g In 1991 alone' more than | f— i The U.S. government implemented austerity measures on the luxury
19,000 workers in the shipbuilding goods industry, resulting in a tax increase of only $30
RIS, industry lost their jobs. < million, far below the initial expectation of $500 million.
Md_r‘d.% _':._;_ 4 -l
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Who pays the luxury tax

Luxury goods suppliers made their congressional

representatives clearly aware of the economic Luxury taxes are a prime example of how governments have

difficulties they were experiencing. The policy ignored the economic principle failed to consider the price elasticity of demand for luxury goods
of tax attribution, which ultimately from buyers.
l had a negative impact.

Congress then repealed most

of the luxury tax in 1993.
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Debate about the soda tax

Debates over
a Soda Tax

sedaftaxs

A tax that is imposed on drinks with high
added sugar is called sugary drink tax or
a soda tax.
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Debate about the soda tax

( \

Why do low-income groups
How can someone who doesn't care about people's health y 9 P

bear a heavier tax burden?
become a presidential candidate?

hat taxing sugary drinks would
- .

- - =

; s mdy e
. R
because low-income people diink more scda

TAXATION

i'disproportionately impact low-income Americansis

This is a way to reduce consumption while

promoting a healthy lifestyle.

lives.

Increased taxes could also enable

low-income Americans to live healthier

=
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Debate about the soda tax

Pl . M omar AN LYy
Mexico is one of the world's most obese countrles and in January 2014 it passed

a "sugar tax" that levies a tax 0f1 pesoper Ilter of sugary drinks.
’i’. "..J % (oA e 3%

r’ ‘1‘*“"’" %

According to a survey, Mexicans drink an average of 176 liters of sugary

drinks per year, which means they consume an average of 500 milliliters of sugary

drinks per day.

Considering the sugar content in beverages,

TAXATION

Mexicans consume 50 grams of sugar per

day from sugary drinks alone.
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Debate about the soda tax

The decline in sales of sugary drinks has dealt a heavy blow to sugarcane growers.
After the sugar tax was implemented, sales

of sugary drinks dropped by an average c = L ST .

of 6%, but there were also unexpected consequences. \ 7 vy
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Debate about the soda tax

=] =1 =taE

0L I Ay I i [

- mae --...__ —e
_' - ———

In 2015, the Mexican Congress finally...

Agreed to lower the sugar tax rate.
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Debate about the soda tax

However, some food industry
participants and consume
organizations are claiming that there
is no clear correlation between the
price of sugary drinks and
dietary habits.

In 2016, on “World Obesity Day’, the World Health Organization
declared war on sugar and urged countries to a 20% “sugar tax” on
sugary beverages.

A sugar tax will reduce
the consumption of
sugar, which in turn will
improve the quality of life
by preventing diseases
such as obesity and
diabetes.
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* When the government taxes a good, who actually
bears the tax burden?

= |s 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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= 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.
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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.
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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
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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
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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
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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
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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
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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 $5007? Please explain.
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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?

93



	How Markets Function
	Chapter 8: Supply, Demand, and Government Policy
	幻灯片编号 3
	幻灯片编号 4
	幻灯片编号 5
	幻灯片编号 6
	幻灯片编号 7
	幻灯片编号 8
	幻灯片编号 9
	幻灯片编号 10
	幻灯片编号 11
	幻灯片编号 12
	幻灯片编号 13
	幻灯片编号 14
	幻灯片编号 15
	幻灯片编号 16
	幻灯片编号 17
	幻灯片编号 18
	幻灯片编号 19
	幻灯片编号 20
	幻灯片编号 21
	幻灯片编号 22
	幻灯片编号 23
	幻灯片编号 24
	幻灯片编号 25
	幻灯片编号 26
	幻灯片编号 27
	幻灯片编号 28
	幻灯片编号 29
	幻灯片编号 30
	幻灯片编号 31
	幻灯片编号 32
	幻灯片编号 33
	幻灯片编号 34
	幻灯片编号 35
	幻灯片编号 36
	幻灯片编号 37
	幻灯片编号 38
	幻灯片编号 39
	幻灯片编号 40
	幻灯片编号 41
	幻灯片编号 42
	幻灯片编号 43
	幻灯片编号 44
	幻灯片编号 45
	幻灯片编号 46
	幻灯片编号 47
	SUMMARY
	SUMMARY
	SUMMARY
	SUMMARY
	幻灯片编号 52
	幻灯片编号 53
	幻灯片编号 54
	幻灯片编号 55
	幻灯片编号 56
	幻灯片编号 57
	幻灯片编号 58
	幻灯片编号 59
	A Tax on Buyers
	A Tax on Buyers
	A Tax on Buyers
	The Incidence of a Tax:
	幻灯片编号 64
	幻灯片编号 65
	幻灯片编号 66
	幻灯片编号 67
	幻灯片编号 68
	幻灯片编号 69
	幻灯片编号 70
	幻灯片编号 71
	幻灯片编号 72
	幻灯片编号 73
	幻灯片编号 74
	幻灯片编号 75
	幻灯片编号 76
	幻灯片编号 77
	幻灯片编号 78
	幻灯片编号 79
	幻灯片编号 80
	SUMMARY
	SUMMARY
	SUMMARY
	SUMMARY
	SUMMARY
	SUMMARY
	思考题
	思考题
	思考题
	思考题
	思考题
	思考题
	思考题
	思考题

