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Class: XII                                                                                                      Subject: Economics  
Market Mechanism  

Simple Applications of Tools of Demand and Supply 

National and local governments sometimes implement price controls, legal minimum or maximum prices for specific goods 
or services, to attempt managing the economy by direct intervention. Price controls can be price ceilings or price floors. 
A price ceiling is the legal maximum price for a good or service, while a price floor is the legal minimum price. Although 
both a price ceiling and a price floor can be imposed, the government usually only selects either a ceiling or a floor for 
goods or services. 

When prices are established by a free market, then there is a balance between supply and demand. The quantity supplied 
at the market price equals the quantity demanded at that price. So, the government imposition of price controls causes 
either excess supply or excess demand, since the legal price often differs greatly from the market price. Indeed, the 
government imposes price controls to solve a problem perceived to be created by the market price. For instance, rent 
control is imposed to make rent more affordable for tenants. This, of course, leads to new problems, such as a decline in 
the building of new housing, but governments often do not account for the future. 

Price Floors and Price Ceilings are Price Controls, examples of government intervention in the free market which changes the 
market equilibrium. They each have reasons for using them, but there are large efficiency losses with both. 

Price Ceiling: When the government imposes upper limit on the price (maximum price) of a good or service which is lower 
than equilibrium price is called price ceiling. Price ceiling is generally imposed on necessary items like wheat, rice, kerosene 
etc. A price ceiling creates a shortage when the legal price is below the market equilibrium price, but has no effect on the 
quantity supplied if the legal price is above the market price. A price ceiling below the market price creates a shortage causing 
consumers to compete vigorously for the limited supply, limited because the quantity supplied declines with price.  
 
It can be explained with the help of given diagram: 

 In the given diagram, DD is the market demand curve and SS is the market supply curve of Wheat. 
 Suppose equilibrium price OP is very high for many individuals and they are unable to afford at this price.   
 As wheat is necessary product, government must intervene and impose price ceiling of Pt, which is below the 

equilibrium level. 
 When the government fixes the price of a commodity at a level lower than the equilibrium price (say it fixes the price 

at OP1, there would be a shortage of the commodity in the market. Because at this price demand exceeds supply. 
Quantity demanded is P1S, while quantity supplied is only P1R. There is, thus, a shortage of RS quantity at this price 
(i.e., OP1). In free market, this excess demand of RS would have raised the price to the equilibrium level of OP. But, 
under government price-control consumers’ demand would remain unsatisfied. 

 Though the intension of the government was to help the consumers, it would end up creating shortage of wheat. 
 To meet this excess demand, government may use Rationing system. 
 Under rationing system, a certain part of demand of the consumers is met at a price lower than the equilibrium price. 

Under this system, consumers are given ration coupons/ Cards to buy an essential commodity at a price lower than 
the equilibrium price from Fair price/Ration Shop. 

 Rationing system can create the problem of black market, under which the commodity is bought and sold at a price 
higher than the maximum price fixed by the government. 

 

Example of a Price Ceiling: Rent control is a common type of price ceiling 
that large municipalities, such as New York City, often impose to make 
housing more affordable for low-income tenants. Over the short run, the 
supply for apartments is inelastic, since the quantity of buildings already 
supplied is constant, and those being constructed will continue to be 
constructed because of sunk costs.  Over the long run however, rent 
control decreases the availability of apartments, since suppliers do not 
wish to spend money to build more apartments when they cannot charge 
a profitable rent. Landlords not only do not build any more apartments, 
but they also do not maintain the ones they have, not only to save costs, 
but also because they do not have to worry about market demand, since 
there is excessive demand for rent-controlled apartments. Hence, excess demand and limited supply leads to a large shortage.  
 

https://thismatter.com/economics/supply.htm
https://thismatter.com/economics/demand.htm
https://thismatter.com/economics/market-equilibrium.htm
https://thismatter.com/economics/sunk-costs.htm
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Effect of price ceiling: Price ceiling is practiced with the view to help the consumers in purchasing necessary commodities 
which government believes to have become unattainable for consumers due to high price. However, price ceiling in a long 
run can cause adverse effect on market and create huge market inefficiencies. Some effects of price ceiling are as follows:  
 

 Shortage: If price ceiling is set above the existing market price, 
there is no direct effect. But, if price ceiling is set below the existing 
market price, the market undergoes problem of shortage.  When 
price ceiling is set below the market price, producers will begin to 
slow or stop their production process causing less supply of 
commodity in the market. On the other hand, demand of the 
consumers for such commodity increases with the fall in price. And 
with this imbalance between supply and demand of the 
commodity, shortage is created in the market. 

 
 Government rationing and queuing: When there is extreme 

shortage in the market, government begins rationing distribution 
to restrict the demand of the consumers. As a result, consumers 
won’t be able to utilize as much goods as they need. Government 
rationing also results in consumers needing to stay in queue for 
great deal of times, and this can be troublesome to elderly, disabled and other people who cannot afford to stay in 
line for a long time. But Goods which are available at ration shops are mostly of a low quality. 
 

 Black market: Shortage of commodities encourages black market. Sellers begin trading commodities to relatives and 
friends, and they start charging other people prices multiple times higher than that of price ceiling. As the consumer 
demands are not satisfied, they are willing to pay a high price for satisfying their demand in the market. This results 
in black-marketing which reduces the actual availability of goods in the market. 

 

 Degradation of quality: Producers won’t be able to generate desirable profit when government set price ceiling. 
During such condition, many producers may use raw materials of comparatively lesser quality in order to maintain 
same or almost same revenue as before. 

 

Price Floor: Price Floors are minimum prices set by the government for certain commodities and services that it believes are 
being sold in an unfair market with too low of a price and thus their producers deserve some assistance. Price floors are only 
an issue when they are set above the equilibrium price since they have no effect if they are set below market clearing price. 
When the government imposes lower limit on the price (minimum price) that may be charged for a good or service which is 
higher than equilibrium price is called price floor. Price Floor is generally imposed on agricultural price support programmes 
and the minimum wage legislation for the reason mentioned below: 

 Agricultural price support programmes: Through an agricultural price support programme, the government imposes 
a lower limit on the purchase price for some of the agricultural goods and the floor is normally set at a level higher 
than the market—determined price for these good. 

 Minimum wage legislation: Through the minimum wage legislation, the government ensures that the wage rate of 
the labourers does not fall below a particular level and here again the minimum wage rate is set above the equilibrium 
wage rate. 
 

 It can be explained with the help of given diagram:  
 In the given diagram, DD is the market demand curve and SS is the market supply curve of Wheat.  
 Suppose equilibrium price OP is not so profitable for farmers, who have suppose just faced Drought. 
 To help farmers government must intervene and impose price floor of P1; which is above than equilibrium price.  
 Since, the price P1 is above the equilibrium price P1 the quantity supplied P1B exceeds the quantity demanded P1A. 

There is excess supply. Supplied of Wheat 
 In case of excess supply, farmers of these commodities need not sell at prices lower than the minimum price fixed by 

the government. 
 The surplus quantity will be purchased by the government. If the government does not procure the excess supply, 

competition among its sellers would bring down the price to the level of equilibrium price. 
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Effect of price floor: Government enforce price floor to oblige consumer to pay certain minimum amount to the producers. 

Government set price floor when it believes that the producers are receiving unfair amount. Price floor is enforced with an 

only intention of assisting producers. However, price floor has some adverse effects on the market. These effects are as 

follows:  

 Supply surplus: If price floor is less than market equilibrium price then it has no impact on the economy. But if price 

floor is set above market equilibrium price, immediate supply surplus can be observed. At higher market price, 

producers increase their supply. In contrast, consumers’ demand for the commodity will decrease, and supply surplus 

is generated. 

 Government intervention: When price floor is continued for a long time, supply surplus is generated in a huge 

amount. In case of producer surplus, producers would have reduced the price to increase consumers’ demands and 

clear off the stock. But since it is illegal to do so, producers cannot do anything. So, government has to intervene and 

buy the surplus inventories. Government may sell these inventories in situation when there is scarcity of those 

commodities, or it can also distribute to the poor people and public entities. 

 Minimum wage and unemployment: If minimum wage is set below the market price, no effect is seen. But if 

minimum wage is set above market price, employers may distribute more work among few workers and terminate 

rest of the workers in order to not to pay more wage to more workers. Setting price floor will obviously help few 

workers in getting higher wage. But at the same time, other workers will also have to lose their jobs, creating 

unemployment. 

 Minimum Return: Farmers are ensured with the minimum returns as their products are completely sold in the market 

at comparatively higher price. This leads to an increase in their level of income.   

 Burden on Government as well as on consumers: It also puts extra burden on the government revenues. It becomes 

mandatory for the government to purchase the excess produce, even if it runs a sufficient volume of buffer 

stocks.  The government also tries to shift the burden (associated with purchasing the excess produce at higher price) 

to the consumers and the traders in form of higher taxes.  


