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Equilibrium

Condition that occurs when
the pressure for higher prices
is balanced by the pressure
for lower prices so that the
current rate of exchange
between buyers and sellers
persists.

Surplus

Condition in which the
quantity supplied exceeds
the quantity demanded.

Shortage

Condition in which the
quantity demanded exceeds
the quantity supplied.

INTRODUCTION TO ECONOMIC ANALYSIS

4. EQUILIBRIUM

LEARNING OBJECTIVES

1. How are prices determined?

2. What happens when price is too low?
3. What happens when price is too high?
4. When will price remain constant?

Economists use the term equilibrium in the same way that the word is used in physics: to represent a
steady state in which opposing forces are balanced so that the current state of the system tends to per-
sist. In the context of supply and demand, equilibrium occurs when the pressure for higher prices is
balanced by the pressure for lower prices, and so that rate of exchange between buyers and sellers
persists.

When the current price is above the equilibrium price, the quantity supplied exceeds the quantity
demanded, and some suppliers are unable to sell their goods because fewer units are purchased than
are supplied. This condition, where the quantity supplied exceeds the quantity demanded, is called a
surplus. The suppliers failing to sell have an incentive to offer their good at a slightly lower price—a
penny less—to make a sale. Consequently, when there is a surplus, suppliers push prices down to in-
crease sales. In the process, the fall in prices reduces the quantity supplied and increases the quantity
demanded, thus eventually eliminating the surplus. That is, a surplus encourages price-cutting, which
reduces the surplus, a process that ends only when the quantity supplied equals the quantity
demanded.

Similarly, when the current price is lower than the equilibrium price, the quantity demanded ex-
ceeds the quantity supplied, and a shortage exists. In this case, some buyers fail to purchase, and these
buyers have an incentive to offer a slightly higher price to make their desired purchase. Sellers are
pleased to receive higher price as which tends to put upward pressure on prices. The increase in price
reduces the quantity demanded and increases the quantity supplied, thereby eliminating the shortage.
Again, these adjustments in price persist until the quantity supplied equals the quantity demanded.



CHAPTER2 SUPPLY AND DEMAND

This logic, which is illustrated in Figure 4.1, justifies the conclusion that the only
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equilibrium price is the price at which the quantity supplied equals the quantity de- FIGURE 4.1 Equilibration

manded. Any other price will tend to rise in a shortage, or fall in a surplus, until supply
and demand are balanced. In Figure 4.1, a surplus arises at any price above the equilib- 7
rium price p*, because the quantity supplied gs is larger than the quantity demanded
qd. The effect of the surplus—leading to sellers with excess inventory—induces price-
cutting, which is illustrated using three arrows pointing down.

Similarly, when the price is below p*, the quantity supplied gs is less than the
quantity demanded gd. This causes some buyers to fail to find goods, leading to higher

Supply
Surplus: g4 < g™

asking prices and higher bid prices by buyers. The tendency for the price to rise is illus-
trated using three arrows pointing up. The only price that doesn’t lead to price changes
is p* the equilibrium price in which the quantity supplied equals the quantity
demanded.

The logic of equilibrium in supply and demand is played out daily in markets all
over the world—from stock, bond, and commodity markets with traders yelling to buy
or sell, to Barcelona fish markets where an auctioneer helps the market find a price, to

Shortage: ¢° < "

Demand

Istanbul’s gold markets, to Los Angeles’ real estate markets.

The equilibrium of supply and demand balances the quantity demanded and the
quantity supplied so that there is no excess of either. Would it be desirable, from a social perspective, to
force more trade or to restrain trade below this level?

There are circumstances where the equilibrium level of trade has harmful consequences, and such
circumstances are considered in the chapter on externalities. However, provided that the only people
affected by a transaction are the buyer and the seller, the equilibrium of supply and demand maximizes
the total gains from trade.

This proposition is quite easy to see. To maximize the gains from trade, clearly the highest value
buyers must get the goods. Otherwise, if there is a potential buyer who doesn’t get the goods with high-
er value than one who does, there are gains from trade that arise just by diverting the goods to the high-
er value buyer. Similarly, the lowest cost sellers must supply those goods; otherwise we can increase the
gains from trade by replacing a higher cost seller with a lower cost seller. Thus, the only question is
how many goods should be traded to maximize the gains from trade, since it will involve the lowest
cost suppliers selling to the highest value buyers. Adding a trade increases the total gains from trade
when that trade involves a buyer with value higher than the seller’s cost. Thus, the gains from trade are
maximized by the set of transactions to the left of the equilibrium, with the high value buyers buying
from the low cost sellers.

In the economist’s language, the equilibrium is efficient in that it maximizes the gains from trade
under the assumption that the only people affected by any given transaction are the buyers and the
seller.

KEY TAKEAWAYS

The quantity supplied of a good or service exceeding the quantity demanded is called a surplus.
If the quantity demanded exceeds the quantity supplied, a shortage exists.
The equilibrium price is the price in which the quantity supplied equals the quantity demanded.
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m The equilibrium of supply and demand maximizes the total gains from trade.
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Efficient

Maximizing the gains from
trade under the assumption
that the only people affected
by any given transaction are
the buyers and the seller.



