Price controls
Imagine that you have just heard that Jay-Z is coming to your home town to give a concert. As a big Jay-Z fan, you obviously set on getting hold of some tickets. Come the morning they are released however, you find yourself waiting in a telephone queue for more than an hour, and when you finally reach the booking agency you learn that tickets are already sold out. Frustrated you hang up the phone and start thinking about the economic explanation behind the tickets running out so quickly.
[image: Sound controls]
What you are upset about is that the price of the tickets was too low. With limited supply and excess demand, the low prices resulted in a shortage of tickets, and the market thus failed to allocate them using a price mechanism. Indeed, this example is not just theory: it happens on an everyday basis in relation to a range of products where the government or companies rely on price controls.
The meaning of price controls
The use of price controls, involves, as the name suggests, mechanisms to manage the price and thus limiting the range of, or extent to which the invisible hand of the market is allowed to operate. In general, one might distinguish between two types of price controls:
1. Maximum prices, or "price ceilings". This involves setting an upper limit that the price can reach. It is used extensively in relation to apartments (rent control) and, indeed, concerts (such as Jay-Z's above).
2. Minimum prices or "price floors". This is the lowest level to which the price of a product or service is allowed to fall. Minimum prices are used, for example, in relation to agricultural products.
Maximum prices
A maximum price or price ceiling is, in theory, the easiest price control to implement and it is done directly via, for example, legislation. A government might decide that it should never cost more than $200 to rent an apartment, so they impose a "maximum price for rents" so that more people can access the accommodation market, including students and low-paid workers.
A maximum price must be below the market equilibrium price, or else it would have no effect since suppliers would not charge a price above the market equilibrium anyway. The use of a maximum price is illustrated in the diagram below.
[image: Maximum price diagram]
You can see how the ceiling works so that the price is kept below the equilibrium price Pe. While consumer surplus increases to the point of intersection between the maximum price and the demand curve, producer surplus decreases as they get a lower price for the same product.
Example - the housing market
With a maximum price for rent, there will be a higher number of people who feel that they get more utility than they pay for (i.e. that rent is "cheap"). As a result, demand for renting houses or apartments will increase (to Qd). Normally when demand increases, the price will rise (Pd). Because there is a maximum price (Pmax) this cannot happen, and producers only want to supply at Qs given the price Pmax. This leads to a supply shortage at Pmax of Qd - Qs (yellow shaded box in the diagram).
In many cases when there is a maximum price imposed however, there is also a parallel market (i.e. "black market"). Some tenants may be willing to pay rents higher than the official maximum rent, so they would pay the “official” rent to the landlord below the price ceiling, and then unofficially they would pay more to the landlord in order to outbid other people interested in renting the property.
Minimum prices
[image: Minimum prices in agriculture]
A minimum price or price floor is a minimum level which prices are not allowed to fall below. This is often enacted to protect producers in volatile markets, such as the agricultural ones.
The minimum price is always set at a price abovemarket equilibrium, or else it would have no effect at all. The use of a minimum price is illustrated in the example and diagram below.
[image: Minimum price diagram]
Example - market for wheat
The market for wheat would typically clear at Pe Qe. With the price floor Pmin above the equilibrium price (Pe producers will supply wheat at Qs while consumers demand wheat at Qd. Therefore, in this case, producer surplus increases while consumer surplus is decreases, given that wheat becomes more expensive for consumers.
Minimum prices are widely used in relation to agricultural products because, for example, the U.S. Government and the E.U. want to encourage domestic production of agricultural goods in order to keep the agricultural sector alive in spite of global competition. Hence, suppliers get paid more for their products than they would at market equilibrium, and they are therefore willing to supply more. The surplus production results in so called "Butter Mountains and Wine Lakes" - i.e. overproduction that is not put to use. This is a waste of scarce resources and reforms in agricultural policy are progressively eliminating price control in the EU.
 
Examiner Tip
Another example of price floor is the minimum wage, which is implemented in many countries to ensure that labour is properly rewarded for its work. However, minimum wages also can be circumvented if people are desperate to get a job and accept lower wages illegally.
 
What you should know
· A price ceiling, or maximum price, is set below Pe to protect consumers. Rent control is an example. Consumer surplus is maximised.
· A price floor, or minimum price, is set above Pe to protect producers. Agricultural price support is an example. Consumer surplus is minimised.
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