
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.
III. Elasticity of Demand

     A. The price elasticity of demand measures how strongly the quantity demanded responds to a change in the price of the product.

     B. Depending on the shape of the demand curve, a decrease in supply could raise, reduce, or not change the total revenue (the price times the quantity) from sales of a good.

          1. The slope of the demand curve affects how a change in the price changes total revenue. For a given change in price, the steeper the demand curve, the smaller is the change in the equilibrium quantity bought and the more likely that total revenue increases.

          2. However, using the slope of the demand curve as a measure of responsiveness has a drawback: The slope of the demand curve depends on the units of measurement. As a result, the slope changes with a change in the units of measurement so comparing the responsiveness of demand for different products is impossible.

     C. The price elasticity of demand measures the responsiveness of the quantity demanded to the price of the good. The price elasticity of demand is defined as the magnitude (absolute value) of the percentage change in the quantity demanded divided by the percentage change in the price, that is, the magnitude of  


          1. The price elasticity of demand is unit free, so regardless of the units in which the price or quantity is measured, the elasticity of demand does not change.

[image: image1.wmf]     D. The elasticity of demand can be elastic, unit elastic, or inelastic.

          1. The elasticity of demand is elastic if the percentage change in the quantity demanded is larger than the percentage change in price. In this case, the price elasticity of demand is larger than 1.00. If the price elasticity of demand is infinite, demand is perfectly elastic. This is illustrated by a horizontal demand curve and is shown in Figure 5.1.

[image: image2.wmf]          2. The elasticity of demand is inelastic if the percentage change in the quantity demanded is smaller than the percentage change in price. In this case, the price elasticity of demand is less than 1.00. If the price elasticity of demand is 0, demand is perfectly inelastic.  This is illustrated by a vertical demand curve and is shown in Figure 5.2.

[image: image3.wmf]          3. The elasticity of demand is unit elastic if the percentage change in the quantity demanded equals the percentage change in price. In this case, the price elasticity of demand equals 1.00.  The demand curve will not be a straight-line, but can be illustrated with a demand curve such as that shown in Figure 5.3.

     E. Elasticity is not the same as slope. Along a downward sloping straight-line demand curve, elasticity varies. Moving downward and to the right along downward sloping straight-line demand curves, the price elasticity of demand becomes smaller.

     F. The magnitude of the elasticity of demand for a good depends on three factors:

          1. Closeness of substitutes. The more readily other goods can be substituted for the product under study, the larger is the product’s elasticity of demand. Necessities generally have fewer substitutes and have an inelastic demand; luxuries often have many substitutes, so their demand frequently is elastic.

          2. The proportion of income spent on the good. The greater the proportion of income spent on a good, the larger is its elasticity of demand.

          3. The time elapsed since a price change. In general, the more time that has elapsed since a price change, the larger is the elasticity of demand. Distinguishing between two time frames, the short-run demand and the long-run demand, is useful.

               a) The short-run demand shows the initial response of buyers to a change in price and is often inelastic.

               b) The long-run demand describes the response of buyers to a price change after all adjustments have been made and generally is more elastic than the short-run demand.
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