
Big Idea of the Day—Equilibrium I
I. Market Equilibrium

     A. Equilibrium is defined as a situation in which opposing forces balance. Unless something changes, the equilibrium will persist indefinitely.

     B. The equilibrium price is the relative price at which the quantity demanded equals the quantity supplied; the equilibrium quantity is the amount bought and sold at the equilibrium price.

          1. A price below the equilibrium price causes a shortage. People’s willingness to pay more than the going price allows producers to raise the price, toward the equilibrium.

          2. A price above the equilibrium price causes a surplus. Firms lower prices attempting to sell more output, and the lower price moves the market to equilibrium.

          3. At the equilibrium, the price does not change.

II. Predicting Changes in Price and Quantity

     A. A change in demand changes the price and quantity.

          1. An increase in demand (a shift rightward of the demand curve) results in a rise in the price and an increase in the quantity.

          2. Analogously, a decrease in demand (a shift leftward in the demand curve) causes a drop in the price and a decrease in the quantity.

     B. A change in supply also affects the price and quantity of the product.

          1. An increase in supply (a shift rightward of the supply curve) causes the price to fall and the quantity to increase.
     C. A change in both demand and supply affects the price and quantity in an indeterminate way.

          1. An increase in supply and an increase in demand causes the equilibrium quantity to increase, but it is hard to determine how the equilibrium price changes.
          2. A decrease in supply and a decrease in demand causes the equilibrium quantity to decrease, but it is hard to determine how the equilibrium price changes.
          3. A decrease in supply and an increase in demand causes the equilibrium price to increase, but it is hard to determine how the equilibrium quantity changes.
          4. An increase in supply and a decrease in demand causes the equilibrium price to decrease, but it is hard to determine how the equilibrium quantity changes.

