) dying this section you will be able to:

B |;|ain how supply and demand create
»""balance in the marketplace.

4 = .o «

9 Compare a market in equilibrium with a
market in disequilibrium.

b2 |dentify how the government sometimes

intervenes in markets to control prices.

4, Analyze the effects of price ceilings and
price floors.

Combining Supply
e cmand

Section Focus

In an uncontrolled market, the price
of a good and quantity sold will settle

_————————

Key Terms
equilibrium
disequilibrium

at a point where the quantity supplied excess demand
equals the quantity demanded. The excess supply
government can set a maximum or price ceiling
minimum price, but that can lead to price floor

an imbalance between supply and rent control

demand.

minimum wage
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mehe market system makes certain that
Tconsumers can buy the products they
want, that sellers make enough profit to
stay in business, and that sellers respond to
lhanging needs and tastes of consumers.
Other economic systems have been tried—
most notably, central planning—and have
been judged by most observers to be less
successful than the market system.

- In this section we will combine our tools
for studying demand and supply to learn
how markets operate and how markets can
tumn competing interests into a positive
outcome for both sides. In the process we
Will discover that free markets usually
Produce some of their best outcomes when
they are left alone, without government
Intervention.

Balancing the Market

JUstas buyers and sellers come together in a
Market, the study of demand and supply
Milcome together in this section. We begin
1 looking at the supply and demand sched-
- As you will recall, a demand schedule
OWs how much consumers are willing to
"W at various prices. A supply schedule
S10ws how much sellers are willing to sell
A varioys prices. Comparing these sched-
& should allow us to find common
8ound for the two sides of the market.

The combined supply and demand
schedule in Figure 6.1 combines the market
demand and supply schedules for pizza
slices that you saw in Chapters 4 and S. For
each price, this schedule lists both the
number of slices that consumers are willing
to buy and the number of slices that pizze-
rias are willing to supply.

Defining Equilibrium

The point where demand and supply come
together at the same number of slices is
called the equilibrium. Equilibrium is the
point of balance between price and
quantity. At equilibrium, the market for a
good is stable.

equilibriym the point

at which quanti

demanded and quantity

supplied are equal

V¥V In the market

equilibrium, prices
adjust to make the

quantity supplied

equal to the quantity

demanded.
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Inding Equilibrium

Equilibrium Point

Combined Supply and Demang Schedme
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How many slices are sold at equilibrium?

s
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To find the equilibrium price and equi-
librium quantity, simply look for the price
at which the quantity supplied equals the
quantity demanded. Do you see that in
Figure 6.1 this occurs at 2 price of $1.50
per slice? At that price, and only at that
price, the quantity demanded and the
quantity supplied are equal, at 200 sjces
per day. This is the market equilibrium,

In the market for pizza, as ip any
market, quantities supplied and demanded
will be equal at only one price and one

will purchase exactly as muych of the
product as firms are willing to se]|. Buyers
who are willing to purchase the goods at
the equilibrium price will find ample
supplies on store shelves. Firmg that are
willing to sell at the equilibrium price wil]
find enough buyers for their goods,

brium
s any price or
not at

Graphing Equilibrium

| I' h - e 3

'_’5[];:7[.:1"/:9 not | We can also illustrate equilibrium with 3
uantity supply and demand graph, In Figure 6.1,
in a market we have plotted on the same graph the

market supply curye and the mark

prapd when demand curve for g f pi 5
manded is ‘en? i £ES o. P1zza. The equi-
iy librium price and quantity can he found

ices

quantity. At this equilibrium price, buyers -

Market equilibrium will be found at the price at which the quantity demanded is equal tO?
8 the quantity supplied. Markets and Prices How many slices are sold at $2.50 a slice?

demanded, or the point where the sup
curve crosses the demand curve. Ont
graph, this is point a.

Disequilibrium

If the market price or ‘quantity supplil
anywhere but at the equilibrium, ¢
market is in a state that €COonomists ¢
disequilibrium. Disequilibrium occurs
quantity supplied is not equal to qur
demanded in 3 market. In the a}'i
example, disequilibrinm will occi "
any price other than $1.50 per Sh]i;
Ny quantity other than 200 Sfl;\;
Disequﬂibrium can produce On_e/?/f
Outcomes, excess demand or excess

Excess Demand ¥
he Problem of excess demand Occursm
quantity demanded is more fhan.qu‘in
Supplied. When the actual P rlc-ie,.‘"‘
market is below the equilibrium P r:‘, ;
Ve excess demand, because 2 P o’
eficourages buyers and discourag® at
Or example, in Figure 6.1, 5 ¢
$1.00 per slice of pizza Wil_l e o’
duantity demanded of 250 slices ii) J
and a Quantity supplied of only ™



Y

o day. At thi§ price, there is excess
derﬂa“d of 100 slices per day.

\When customers want to buy 100 more
Jices of pizza than restaurants are
epat ed to sell, these customers will have
P wait in long lines for. their pizza, and
come will have to dq without. In Figure
P pelow, we have illustrated the excess
d;;rr’laﬂd at $1.00 per slice by drawing a
jotted line across the graph at that price,
45 you can see, at $1.00 a slice, the
Jantity demanded is 250 slices, and the
quantity supplied is 150 slices.

If you were running the pizzeria, and
ou noticed long lines of customers
waiting to buy your pizza at $1.00 per
Jice, what would you do? Assuming that

Of course, as the price rises,
customers will buy less pizza,
since it is becoming relatively
more expensive. When the
price reaches $1.50 per slice,
you will find that you.are
earning more profits and can
keep up with demand, but the
lines are much shorter. Some
days you may throw out a few
leftover slices, and other days
you have to throw an extra
pizza or two in the oven to
keep up with customers, but
on the whole;, you are meeting
the needs of your customers.
In other words, the market is

' months of 1999. Hotels, restaurants,
‘and cruise lines assumed that people
would be willing to pay a very high
price to celebrate the start of thfa year
2000, and doubled or tripled their )
usual rates for special “millennium
travel packages. Unfortunately, many
people decided not to travel around
January 1, 2000, and many who did
travel refused to pay thousands of
dollars for dinner or one night in a
hotel. High prices and the large
number of choices led to a problem of

Excess supply.

ou like to earn Proﬁts, you would now at equilibrium. i
prObablY raise the price. As you increased As long as there is excess demand, and
the price of pizza, you would be willing to  the quantity demanded exceeds the quantity
work harder and bake more, because you supplied, suppliers will keep raising the
would know you could earn more money  price. When the price has risen enough to
upply § for each slice you sell. close the gap, suppliers will have found the
gap, supp
n the
Figure 6.2 Excess Demand and Excess Supply
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V How much would
you be willing to pay
to live in one of these

excess supply when
quantity supplied is
‘more than quantity

Sl

maximum price that
can be legally charged
for a good or service

price floor a minimum
price for a good or

They will continue to sell at that price until
one of the factors described in Chapter 4 or
5 changes the demand or supply curve and
creates new pressures to raise or lower
prices, and eventually, a new equilibrium.

Excess Supply

If the price is too high, then the market
will face a problem of excess supply.
Excess supply occurs when quantity
supplied exceeds quantity demanded. For
example, at a price of $2.00 per slice of
pizza, the quantity supplied of 250 slices
per day is much greater than the quantity
demanded of 150 slices per day. This
means that pizzeria owners wil] be making
100 more slices of pizza each day than
they can sell at that price. Thgelatively

high price encourages Pizzeria owners to

work hard and bake Tots of pizza, but
discourages custo S
since it is relatively more expensive tha

L Sellers do not like to waste their resources on

mers from buying bizzg’"'

i

other menu items. Some Customey, o
buy one slice instead of two, whil, . elll
will eat elsewhere. The problem jg gho“:‘
graphically in Figure 6.2. At the end of ]
day, it is likely that 100 slices wi]] hay,

be thrown out. i
After a short time, pizzeria OWners 3
get tired of throwing out unSOIdP;*Z\ZE_
closing time and will cut their prices‘xté !
price falls, the quantity Flemandgg will i}
and more customers will buy more i
At the same time, pizzeria owners s
prepare fewer pizzas. As the price f piz §
falls, the quantity demanded rises ap the
quantity supplied falls. TE{PIOCess Wil
. ; ; hes o
continue until the price reaches § 150 pe
slice. At that price, the amount of pi,
that pizzeria owners are willing to sell
h hatisil
exactly equal to the amount ¢t at thej
customers are willing to buy. >
Whenever the market is in disequilibriy,
and prices are flexible, market forces wj

push the market toward the equilibrium;

g
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for rent.
nents [0 P
pose tht the city 8¢

excess supply, particularly when the goods’ il tat fmits the rent
cannot be stored for long, like pizza, And ﬁpanments to 600 per
when there is excess demand, profit-seeking f
sellers realize that they can raise prices to
earn'more profits. In this way, market prices
move toward the equilibrium level.

841000 (point b), ar
s 20000 (poin ;
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Government Intervention i
' €Ir owp hOus

Markets tend toward equilibrium, but in
Some cases the government steps in 10
control prices. The government Cd
impose a price ceiling, or a maximum pric
that can be legally charged for a good.I
other cases, the government can create

rice floor, or a minimum price for a g
or service,

Price Ceilings
A price ceilin

8 s a maximum price, St by
law, that sel]

|
€rs can charge for a gooq 1

service, The government places price ceiling \!
On some goods that are considered “es :
tal™ and might become toq expensive T \
SOme COnsumers, For example, some |ocll R ;
g0vernments, notably New York Citys b3 Y



