Study Guide | Equilibrium

Equilibrium, Price Ceilings, and Price Floors (DKent)

Introduction

You have now studied demand and supply separately. In this section, you put the two sides of the market
together. Equilibrium is the point where the plans of buyers and sellers come into temporary balance. Demand
shows what buyers are willing and able to purchase. Supply shows what sellers are willing and able to offer for
sale. When the two curves meet, the market identifies an equilibrium price and an equilibrium quantity. This
matters because it helps you see how many separate decisions can coordinate production and exchange without
a central planner.'

As you work through this section, try not to treat equilibrium as just a point on a graph. Think of it as a
practical way to understand market pressure. Demand by itself does not determine the final market outcome.
Supply by itself does not determine it either. Price and quantity emerge from their interaction. Once you
understand that interaction, you can see why a price held above or below equilibrium tends to create a surplus
or a shortage. This is why equilibrium is the bridge between the basic demand-and-supply model and later
policy questions.>

One more point will help you read the chapter correctly: equilibrium does not mean that every market outcome
is fair, ideal, or permanent. It means that, given the existing demand and supply conditions, the quantity buyers
want to purchase equals the quantity sellers want to sell at a particular price. That distinction will help you use
the model carefully rather than mechanically.

1. Market Equilibrium

A market is in equilibrium when the quantity demanded equals the quantity supplied at a particular price.’
Economists call that price the equilibrium price. They call the amount exchanged at that price the equilibrium
quantity. On a graph, equilibrium occurs where the demand curve and the supply curve intersect.

The logic is straightforward. If the actual market price is above equilibrium, producers want to sell more than
consumers want to buy. Unsold goods begin to accumulate, inventories rise, and sellers have an incentive to
lower the price. If the actual market price is below equilibrium, consumers want to buy more than producers
want to sell. Goods become scarce relative to the amount buyers want, and sellers have an incentive to raise
the price. In both cases, market pressure tends to move the price back toward equilibrium.*

This idea is powerful because it explains how markets coordinate decisions even when buyers and sellers do
not know one another personally. Buyers respond to their preferences, incomes, and needs. Sellers respond to
costs, expected revenue, and competition. The equilibrium price emerges from these combined responses. It is
not a moral claim that markets are always perfect. It is a positive claim about how price adjusts when demand
and supply interact.’
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Figure 1. Market Equilibrium
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Figure 1. Market equilibrium. The equilibrium price P* and equilibrium quantity Q* occur where the demand
and supply curves intersect.

2. Shortages and Surpluses

A shortage exists when the quantity demanded is greater than the quantity supplied at the current price.c A
shortage is not simply a casual way of saying that people would like more of something. In economics, it has a
precise meaning. It occurs at a price below equilibrium, where buyers want to purchase more than sellers are
willing to bring to market.

A surplus exists when the quantity supplied is greater than the quantity demanded at the current price.” A
surplus also has a precise meaning. It occurs at a price above equilibrium, where sellers offer more for sale
than buyers are willing to purchase.

Shortages and surpluses matter because they show why prices away from equilibrium create pressure. A
shortage puts upward pressure on price because buyers compete for too few available units. A surplus puts
downward pressure on price because sellers compete to move unsold output. These adjustment pressures are
why economists treat equilibrium not only as a graphing point, but also as a tendency created by decentralized
exchange.?

Be careful with one common vocabulary mistake. Shortage and scarcity are not the same thing. Scarcity is the
broad condition that resources are limited relative to human wants. Scarcity is always with us. A shortage is a
specific market condition in which quantity demanded exceeds quantity supplied at a given price. Scarcity is
general. A shortage is tied to a particular market and a particular price.
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3. Why Economists Study Equilibrium

Economists study equilibrium because it gives you a disciplined way to explain how prices and quantities are
determined in a market system.® Without equilibrium, your study of demand and supply would remain
incomplete. Demand tells you how buyers respond to price. Supply tells you how sellers respond to price.
Equilibrium shows how those two responses are reconciled.

Equilibrium analysis is also useful because it helps you think through public policy. If a government tax,
subsidy, price ceiling, or price floor changes incentives, you can trace the likely effects through the same
demand-and-supply framework. The model does not answer every moral or political question, but it makes the
tradeoffs clearer. You can ask whether the policy is likely to create a shortage, a surplus, or a new equilibrium.
You can also ask who gains, who loses, and what unintended effects may appear.”

Finally, equilibrium analysis prepares you for macroeconomics. This chapter uses a single-market model, but
the same general logic of adjustment appears later when you study output, employment, inflation, financial
markets, and aggregate demand and aggregate supply. If you master equilibrium here, the later
macroeconomic models will feel much less mysterious.

4. Price Ceilings

A price ceiling is a legal maximum price that sellers are allowed to charge." Price ceilings are usually adopted
because policymakers believe the market equilibrium price is too high for some group of consumers. Rent
control in housing markets and emergency price caps on certain essential goods are common examples.

A price ceiling has no practical effect if it is set above the equilibrium price. In that case, the market price is
already below the legal maximum, so the law does not actually constrain the market. Economists call this a
nonbinding price ceiling.” The important case is a binding price ceiling, which is set below the equilibrium
price. At that lower legal price, buyers want more of the good, but sellers are willing to provide less. The result
is a shortage.

This is one of the most important lessons in introductory economics: a lower legal price does not guarantee
that every buyer can get the product. Because the price is prevented from rising, the market cannot clear in the
usual way. Non-price rationing begins to matter. Consumers may wait in long lines, landlords may choose
among tenants by non-price criteria, sellers may reduce quality, or black markets may appear. The graph
shows the shortage, but the full real-world effect often includes waiting, favoritism, search costs, reduced
quality, or illegal exchange."

You should also learn to analyze this issue fairly. Supporters of price ceilings usually focus on affordability
and access. Critics focus on shortages and unintended side effects. A serious economic analysis should
recognize both concerns. A ceiling may be motivated by a real affordability problem, but if it is set below
equilibrium, it can still reduce availability."
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Figure 2. Binding Price Ceiling and Shortage
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Figure 2. A binding price ceiling creates a shortage because quantity demanded exceeds quantity supplied at
the legal price.

5. Price Floors

A price floor is a legal minimum price that sellers are allowed to receive.' Price floors are usually adopted
because policymakers believe the market equilibrium price is too low. Agricultural price supports and
minimum wage laws are two familiar examples.

Like a price ceiling, a price floor matters only when it is binding. If the legal minimum price is below the
equilibrium price, it has no practical effect because the market is already paying more than the legal minimum.
But if the floor is set above equilibrium, the higher legal price reduces quantity demanded and increases
quantity supplied. The result is a surplus.'

The logic of the surplus is simple. At the legally protected price, producers want to sell more because the
return per unit is higher. Buyers, however, want to purchase less because the product is more expensive. If
nothing else changes, part of the product remains unsold. In some markets, governments have tried to deal
with this by purchasing the surplus, limiting production, or adding other rules to sustain the price floor. In
labor markets, a minimum wage set above equilibrium can create a surplus of labor, which means
unemployment for some workers whose services employers are not willing to hire at that wage."”

Price floors therefore show that a policy designed to help sellers or workers can create tradeoffs. Supporters
may argue that higher prices or wages protect income. Critics may argue that the policy reduces the quantity
exchanged. The demand-and-supply model does not settle the moral debate by itself, but it does clarify the
likely market consequences.'
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Figure 3. Binding Price Floor and Surplus
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Figure 3. A binding price floor creates a surplus because quantity supplied exceeds quantity demanded at the
legal price.

6. A Brief Comparison of Ceilings and Floors

Price ceilings and price floors are opposite forms of intervention, but they are built on the same demand-and-
supply logic. A binding price ceiling pushes the legal price below equilibrium and creates a shortage. A
binding price floor pushes the legal price above equilibrium and creates a surplus. In both cases, the control
prevents price from performing its ordinary rationing function."

This comparison helps you see that the market model is not just a picture of two lines crossing. It is a model of
adjustment. Price coordinates plans. When price is prevented from moving to equilibrium, quantity imbalances
emerge. Those imbalances often show up later as waiting lines, empty shelves, unsold inventories, reduced
quality, unemployment, or government purchases of excess supply.

Conclusion

The study of equilibrium, price ceilings, and price floors brings together the central parts of the market model.
Demand and supply matter separately, but their full explanatory power appears when you combine them.
Equilibrium shows how decentralized decisions can produce a market-clearing price and quantity. Shortages
and surpluses show what happens when price is below or above that level. Price ceilings and price floors show
how public policy can alter market outcomes, sometimes for reasons that are understandable but still
economically costly.

The lasting lesson is that prices do more than place a dollar amount on goods and services. Prices help
coordinate choices. When prices are prevented from adjusting, the consequences usually do not disappear.
They reappear somewhere else - in lines, empty shelves, unsold stock, unemployment, quality reductions,
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search costs, or other forms of rationing. If you understand that logic, you have taken an important step toward
thinking like an economist.”

Student Questions

A. Core Understanding
1. Define equilibrium price and equilibrium quantity in your own words.

2. Explain why a price above equilibrium creates a surplus.

3. Explain why a price below equilibrium creates a shortage.

4. What is the difference between scarcity and shortage?

5. Why does a nonbinding price ceiling or price floor have no practical effect on the market?
B. Applied Analysis

6. Suppose rent control holds the market price of apartments below equilibrium. Explain the likely effect on
quantity demanded, quantity supplied, and apartment availability.

7. Suppose a government sets a minimum price for wheat above equilibrium. Explain what happens to buyers,
sellers, and unsold output.

8. A policymaker says, "Price ceilings always help consumers because they make goods cheaper." Evaluate
this statement using the concepts in this chapter.

9. A policymaker says, "Price floors always help producers because they guarantee a higher price." Evaluate
this statement using the concepts in this chapter.

C. Graphing and Critical Thinking

10. Draw a standard demand-and-supply graph and label the equilibrium price and quantity.
11. Draw a binding price ceiling and show the resulting shortage.

12. Draw a binding price floor and show the resulting surplus.

13. Why might a government adopt a price control even if economists warn that it may create a shortage or
surplus?

14. In what ways can non-price rationing replace price rationing under a binding price ceiling?

15. Why is the demand-and-supply model especially useful before turning to broader macroeconomic policy
issues?

Instructor Key (Concise)

1. Equilibrium price is the price where quantity demanded equals quantity supplied; equilibrium quantity is the
amount exchanged at that price.

2. At a price above equilibrium, sellers want to sell more than buyers want to purchase, so goods remain
unsold.

3. At a price below equilibrium, buyers want to purchase more than sellers want to sell, so a shortage results.
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4. Scarcity is the general condition of limited resources; a shortage is a market condition where quantity
demanded exceeds quantity supplied at a given price.

5. Because the market equilibrium already lies within the legal limit, the control does not constrain actual
exchange.

6. The lower legal price increases quantity demanded, reduces quantity supplied, and creates a shortage of
apartments.

7. Buyers purchase less, sellers offer more, and a surplus emerges.
8. The statement ignores shortages, reduced availability, waiting, and possible quality decline.
9. The statement ignores reduced quantity demanded and possible unsold output or unemployment.

10. Look for correct axes, downward-sloping demand, upward-sloping supply, and correct labels for
equilibrium price and quantity.

11. Look for a legal maximum price below equilibrium, with quantity demanded greater than quantity
supplied.

12. Look for a legal minimum price above equilibrium, with quantity supplied greater than quantity demanded.

13. Possible reasons include affordability concerns, income support, emergency conditions, or political
pressure.

14. Waiting lines, favoritism, search costs, black markets, or lower quality may replace price rationing.

15. It teaches the logic of adjustment, incentives, tradeoffs, and intervention that later appears in larger
macroeconomic models.
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