
Price floor: represents a minimum allowable 

price imposed by the government  

➢ When the government believes that 

price is unfairly low, protects producers 

in a certain sector  

➢ ‘Losers’ of this policy are those harmed 

by the price floor – consumers and 

producers 

➢ The ‘losers’ would be willing to pay the 

‘winners’ the exact amount they gained 

from the intervention in exchange for 

cancelling the price floor – pareto 

improving transaction 

 

Taxation 

➢ Unlike the price ceiling and the price floor, a tax generates tax revenues 

➢ Tax revenues can be used to redistribute wealth within a society – improves distribution of income 

and opportunities across different population groups  

 

 

Effect: 

o “Losers” of this policy are: 

o Consumers and producers (as price goes up quantity goes down) or 

o Consumers – if demand is inelastic or supply is perfectly elastic 

o Producers – if supply is inelastic or demand is perfectly elastic 

o Government is ‘winner’ – gets tax revenue 

o Use tax revenue to subsidise or reduce taxes on other markets, or to provide public goods  

o Most efficient way of collecting tax 

revenue is to tax those with lowest 

elasticity – the more elastic supply 

and demand are at the initial price, 

the bigger the deadweight loss  

o Solution: the losers would be willing to pay 

the ‘winner’ the exact amount it gained 

from the intervention in exchange for 

cancelling the tax – pareto improving 

transaction  

 

 

Subsidy: government cost to assist certain groups 

of consumers (or producers) 



➢ Makes certain goods more affordable for certain groups of consumers 

➢ “Winners” are the consumers and producers, but it costs more to the government than it benefits the 

people  

➢ Solution: if the government wanted to 

make certain goods more affordable, a 

direct lump sum transfer to the poor is 

more efficient 

 

SUMMARY: GOVERNMENT INTERVENTION  

o Perfectly competitive markets converge to 

an equilibrium where total surplus is 

maximised 

o Any government intervention that 

prevents a market from reach its price 

equilibrium is bad for total surplus  

 

INTERNATIONAL TRADE  

➢ Domestic Price: the equilibrium price that would occur in a country if no international trade was 

allowed. 

➢ World Price: the equilibrium price on the international market  

➢ Small open economy: an economy that participates in the international market, but its production (or 

consumption) is small enough compared to the rest of the world that its supply (or demand) does not 

affect the world price 

➢ Closed economy: an economy that does not engage in international trade. Also known as a autarky 

 

Exporting:   

➢ If domestic price is less than world 

price, the economy will export 

➢ Gains from trade: capture the extra 

surplus available in an open economy 

compared to a closed economy 

 

Additional benefits to trade: 

➢ Consumers have access to a wider 

variety of goods 

➢ Producers may be able to take 

advantage of economies of scale by 

selling to a larger market  

➢ Domestic monopolies or oligopolies 

might face international competition, 

reducing their market power  

➢ Flow of ideas and technology is faster and 

easier  

 

Trade Restrictions: Tariffs  

➢ An import tariff represents a tax on 

imported goods or services  

➢ J is tariff revenue  

➢ I and K is deadweight loss that results 

from tariff  

 

 


