Price Control Exercises

The following are exercises to put the concept of price controls into practice.  You will be completing Question 1 in class; Question 2 is for further practice on your own after class. The answers will be posted on Blackboard.

You will have 8-10 minutes to complete question 1 on your own.  When time is called, you will have 5 minutes to pair up with a classmate and compare your answers, resolving conflicts and enhancing incomplete answers.   Students will take turns presenting the answers to each part of the problem and seeking feedback from their partners. The student in the pair that has the first letter of their last name closer to A in the alphabet will present his/her answers to part a, seeking feedback from his/her partner.  The partner will then present his/her answers for parts b, again seeking feedback.


Question 1
The weekly demand and supply for corn is given by the following equations where P is the price (in cents) per ear of corn, and Q is the number of ears of corn in thousands.
Demand: Q = 140-10P
Supply: Q = -10 + 5P
a. Since corn can be used for ethanol production, the government wishes to stimulate corn production.  Thus, it sets a price floor of 12 cents per ear of corn.
i. How will this regulation affect the quantity of corn traded?
ii. How will the regulation affect the efficiency of the corn market?  Be sure to provide a diagram to help illustrate your answer.
iii. Are consumers helped or hurt by this program?  Explain with the aid of your diagram.
iv. Are producers helped or hurt by this program?  Explain with the aid of your diagram.
b. Suppose instead, that the government wishes to encourage corn consumption by making it more affordable for consumers.  Thus, it sets a price ceiling of 5 cents per ear of corn.
i. How will this regulation affect the quantity of corn traded?
ii. How will the regulation affect the efficiency of the corn market?  Be sure to provide a diagram to help illustrate your answer.
iii. Are consumers helped or hurt by this program?  Explain with the aid of your diagram.
iv. Are producers helped or hurt by this program?  Explain with the aid of your diagram.

Question 2
Rising fuel oil prices (in excess of $125 per barrel) lead consumer lobbyists to pressure the government to provide some relief to the consumer.  The government has two courses of action, and seeks your economic expertise in evaluating the consequences and choosing the best course of action.  For each course of action you should evaluate the market impact by including in your answer: a description (using economic terminology) of how the action impacts the market, a clearly labeled graphical depiction showing initial and final equilibrium points, a description of any associated market adjustment, and demonstrate whether the market is efficient.
a. The first course of action is for the government to release some of the fuel oil they have stored in the Strategic Petroleum Reserves (an emergency fuel store of oil maintained by the US Department of Energy).  
b. The second course of action is for the government to set a maximum price of $90.00 a barrel for fuel oil. 
c. [bookmark: _GoBack]Which course of action would you recommend and why?  Be sure to link your evaluation to both the underlying reason for the course of action and the concept of efficiency.
d. Now suppose that the market for gasoline is characterized by the following demand and supply curves.
Demand: Q = 3 – 0.25P
Supply: Q = 0.5 + P
where P is the price per gallon and Q is thousands of gallons per week.  The government imposes a maximum price of $1.50 per gallon of gasoline.
· Is this a price control referred to as a price ceiling or a price floor?
· Would the regulation result in excess demand or excess supply of gasoline in the market?
· How is the efficiency of the gasoline market affected by the price control?

