
Chapter 6 

Markets, 
Equilibrium, 
and Prices 
How do you know when the price 
is "right'? 

• 6.1 Introduction 

If you were to drive into Albion, Nebraska, from 
the south or west, you might see swell ing, bi llow­
ing clouds of steam from the ethanol plant on the 
edge of town. Ethanol, which in the United States is 
made primarily from corn , is a biofuel- a fuel made 
from recently living organisms or their by-products. 
Ethanol is in growing demand as a gasoli ne addit ive 
to help meet energy needs. 

Ethanol, and the corn it is made fro m, is one of 
the ma in reasons that Albion, a fa rm town of2 ,OOO 
people in central Nebraska , is booming. On a hill­
side overlook ing Albion, huge new homes are going 
lip. In tow n, residents a re renovating and expanding 

thei r houses. 
"There's a buzz in Albion," says Brad Beckwith, a 

corn and soybean far mer. He and fa rmers like him 
are reaping profits for the first time in decades. With 
the demand for corn increasing, grain prices are sky­
rocketi ng to historic levels. 

How does the rising demand for corn affect con­
sumers? Th ink about all the foods you eat that are 
made from co rn, such as co rn flakes, corn mu ffi ns, 

and tortillas. Soda, candy, and hund reds of other 
processed foods contain high fr uctose corn syrup. 
And then there is popcorn . The corn used for pop­
co rn is different from that used in ethanol , and 

The buying and se lling of produce at a farmer's market 

represen ts the intersection of demand and supply. 

Speaking of Economics 

market equilibrium 
The point at which the quantity of a product 
demanded by consumers in a market equals 
the quantity suppl ied by producers. 

equilibrium price 
The price at which the quantity of a product 
demanded by consumers equa ls the quantity 
supplied by producers. 

equilibrium quantity 
The quantity of a good or service demanded 
by consumers and supplied by producers 
when th e market is in equilibrium. 

price controls 

Government-imposed limits on the prices that 
producers may charge in the market. 

price floor 
A minimum price set by the government to 
prevent prices from going too low. Minimum 
wag e laws set a price floor for wages paid to 
worke rs. 

price ceiling 
A maximum price set by the governme nt 
to prevent prices from going too high. Rent 
control laws set a price cei ling on the amount 
of rent a la nd lo rd can cha rge a tenant. 

rationing 
The controlled di stribution of a limited supply 
of a good or service. 

black market 
An illegal ma rket in which goods are traded 
at prices or in quantities higher than those 
set by law. 
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Is ethanol rea lly the solution to our pollution problems, as so me 
people hope? Resea rch suggests that it may not be because 
the ethanol-making process itself creates so much pollu tion. 
Other potential biotuel al ternatives include pra ir ie grass and 
cattle manure. 

popcorn producers have to pay farmers more to 
pl ant it in stead of corn for ethanol. Higher prices 
for corn mea n increased prices for these foods at the 
grocery store. 

Ranchers also pay more for corn, which they use 
to feed catt le, pigs, and chicken. The higher cost of 
feed ing livestock is then passed on to consumers in 
the form of higher prices for beef, pork, and ch icken. 

Of course, agricultural markets can be unstable, 

with swings in supply and demand that lead to ri sing 
and fa lling prices. If et hanol does not prove to be 
as efficient a fuel as people hope, the demand for 
co rn may slow. [n fac t, ethanol production in Albion 
has recently become volatile. Valero, the compa ny 
running the ethanol plant, temporarily shut down 
production in Albion multiple times due to high 
corn prices. Many factors contribute to corn prices, 
but droughts can significa ntly reduce supply, result­
ing in much higher prices. 

There will always be factors affecting the prices of 
the products you buy. In this chapter, you will learn 
what these factors are. You will see how supply and 
demand interact to set prices and how changes in 
supply and demand ca n cause prices to change. This 
chapter will help you understand what "the price is 
right" really means. 
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• 6.2 What Happens When 
Demand Meets Supply? 

If you have ever been to a farmers market or a flea 
market. you have probably seen people haggling over 
a price. You also surely noticed that it took an agree­
ment between a buyer and a sel ler before a deal was 
made. [f the buyer did not like the price, he or she 
might have walked away. If the seller had not wa nted 
to accept the buyer's offer. no sa le was made. You 
may think of such encounters as si mple purchases. 
But to an economist, they represent the coming 
together of demand and supply. 

Market Equilibrium: The Point Where 
Buyers and Sellers Agree 
In a market where consumers and producers are com­

pletely free to buy and sell goods and services, demand 
and supply work together to determine prices. This 
is true whether the market is a local farmers market 
or a globa l market. The very interaction of demand 
and supply drives prices to a point ca lled market 
equilibrium. At this point of equilibrium. the quan­
tity of a good or service that consumers are wi lling 
and able to buy equals the qu ant ity that producers 
are will ing and able to sell. The quantity demanded. 
in other words, equals the quantity supplied. 

Market Equilibrium 
Market equilibrium is reached when the pr ice of a good 
or service adjusts to bring quantity demanded and 
qu antity supplied into balance. Equil ibrium is the result 
of the laws of supply and demand work ing togeth er. 



Market equilibrium can be compared to the point 

reached by a balance sca le when each side holds an 

object of equal mass. The beam of the scale is level. 

It does not tip up or down. The opposing forces ba l­

ance each o ther to create stability. Likew ise, when 

a ma rket is in equi librium, demand a nd supply are 

balanced. Both consumers and prod uce rs are satis­

fied. Neither side has any reason to tip the sca le. 

Consider watermelons being sold at a weekly 

farm ers market. Suppose that when the season 

opens, local fa rmers charge $6.50 per seed less water­

melon, hoping to sell 350 melons at this price. You 

a nd other customers try to ba rga in the price dow n, 

but the far mers will not budge. Most custo mers wa lk 

away, a nd the far mers sell on ly 50 melons. 

The next week, the farmers bring 300 new melons 

and reduce the price to 56.00 a melon. The price is 

st ill too high for you a nd many others. T he fa rmers 

sell 100 melons and have 200 left over. 

Two weeks later, the farmers bring 200 fresh 

melo ns to the market and reduce the price to 55.00. 

All 200 melons get sold, a nd everyone who wanted 

to buy a melon got one. The far mers d ec ide to keep 

the price at 55.00 and bring 200 melon s to market 

each week. At thi s price, the quantity of melons 

Figure 6.2 

Reaching Market Equilibrium 

demanded by buyers equals the quantity suppl ied by 

farmers. The melon market at this farmers market 

has reached equilibrium. 

What if the farmers were to reduce the price 

even more? Let's assume they want to quickly sell 

100 melons. They reduce the price to 54.00 a melon. At 

lhis price, Cllstomers are eager to bu y. They demand 

300 melon s, 200 more than the farmers have to sell. 

You do not get a watermelon because they are sold out. 

The demand and supply schedule in Figure 6.2 

shows the quantity of melons demanded and sup­

plied at each price in the market. When these data 

are plotted o n a graph, the resulting dem a nd and 

supply cu rves intersec t. Th is poi nt of intersection 

is the point at which the market is in equilibrium. 

At the eq uilibrium point, the quantity of melons 

demanded equals the quan tity supplied. 

The price marked by the equilibrium poi nt on a 

supply and demand graph is known as the equilibrium 

price. At this price, supply and demand are in ba lance. 

This price is also known as the market-clearing price 

because at this price, the market will be "cleared" of 

al l surpluses a nd shortages. At the farmers market, 

for example, no customer who wants a melon wi ll 

go home empty- handed when melons are sold at the 

A market reaches equilibrium when the quantity demanded by consumers equals the quantity supplied by 
producers. On the graph, equilibrium is found at the point where the demand and supply curves intersect. 
• What is the equilibrium price at this point? 
• What is the equilibrium quantity? 
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A car purchase often 
involves intense bargain· 
in g ove r price between 
buyers and sellers. This 
car buyer and seller have 
reached agreement on 
a price that satisfies 
them both. 

equilibr ium price of$5.00. Nor will any far mers go 
home with leftover melons. 

T he quantity ma rked by the eq uilibrium po int 
on the sa me graph is ca lled the equilibrium quantity. 
At this quanti ty, the amount of a good or service sup­
plied by producers balances the quantity demanded 
by consu mers. In this exa mple, both the graph and 
the schedule show that the equilibrium quantity is 
200 melons. 

Prices Move to Bring Markets into Balance 
When supply matches demand, consumers and 
producers both come away satisfied. True, consum ­
ers would always be happier to pay less and producers 
wo uld always be happier to charge more. But in a 
compe titi ve market, prices are negotiated, not 
dictated by one side o r the other. 

A fa rmers market is a good place to witness the 
commu nication that passes between consumers and 

producers. If a far mer sets prices for a product, such 
as a watermelon, too high for most shoppers, some 

consumers will try to drive the price dow n with 
hard ba rgai ni ng. Others will look the goods over in 
silence and then walk away. On the other hand, if a 
farmer sets prices too low, early-bird bargain hunt­
ers wil l flock to the sta ll , sweeping up every melon 
in sight. The farmer who knows how to read these 
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signals will respond by adj usting the price of melons 
up or down to match the current demand . 

Such interaction betwee n consumers and prod u­

cers wi ll eventually establish the equilibrium price 
for watermelons in that market. This equilibriu m 
price-the price at which shoppers agree to buy all 
the melons the far mer agrees to sell- is the "right" 
price for both part ies. 

What goes on at a fa rmers market is a simpli fied 
version of the communication that takes place between 
all producers and consu mers. In a larger market, this 
kind of negotiation happens more slowly and perhaps 
less personally than at a local fa rmers market. But the 
process is the sa me. Consumers and prod ucers send 
each other nu merous "trial and error" messages. 

Consider, for exa mple, a new product on the toy 
market-a helicopter that can be controlled by a 
smart phone. I f the producer of this toy helicopter 
were to price it at S100, and few consumers were to 

purchase it, consumers would be send ing a message 
to the producer to reduce the price o r be left with 
helicopters on the shelf. On the other hand, if con­

sumers were to form li nes out the door to purchase 
the toy at that price, they would be send ing a mes­
sage to producers that the price may be too low. 

The interaction between consu mers and produc­
ers automatica lly pushes the market price of a good 



or service toward the equi librium price. Market pr ice 
is the price a willing consumer pays to a willing pro­
ducer for the sa le of a good or service. 

The process by which markets move to equilibrium 
is so predictable that economists sometimes refer to 
markets as being governed by th e law of supply a nd 
demand . T his is a shorth a nd way of say ing th at in 
a co mpetitive free ma rket, the law of supply and the 
law of demand will together push the price of a good 
or service to a level where the quantity demanded and 
the qua ntity supplied a re eq ual. 

Economist Alfred Ma rshall , who helped develop 
modern theories of supply and demand , fa mously 
compa red supply and demand to the blades of a pa ir 
of scissors. It would be impossible to determine, he 
wrote, whether it is the top blade or the bottom blade 
that cuts through a piece of paper. The two blades 
operate in unison. In the same way, the laws of supply 
and demand operate together to arrive at equilibrium. 

• 6.3 What Happens When 
the Price Isn't "Right"? 

Economists thi nk of the equilibrium price as the 
"right" price because it is the price that produce rs 
and co nsumers ca n ag ree a ll . Sometimes, however, 

prod ucers set a market price that is above o r below 

the equili br ium price. Economists refer to this state 
of affairs as d isequilibrium. W hen d isequilibrium 
occ urs in a market, the quantity demanded is no 
longer equal to the quantity supplied . The resul t is 
either a shortage or a su rplus. 

When the Price Is Too Low, Shortages Result 
Have you ever stood in a long line wa iting for the lat­
est v ideo ga me release? O r have you gone to a theater 

to see a blockbuster mov ie only to find the ti ckets 
sold out? 

Economists call si tuations like these-in which 
the qua nti ty demanded at a spec ific price exceeds 
the quantit y supplied- excess demand . Consumers 
ex perience excess demand as a sho rtage. A shortage 

occurs when there are too many consumers chasing 

too few goods. To economists, excess dema nd is a 
sign that the price of a good or service is set too low. 

For exa mple, suppose the ow ners of a juice ba r 
concoct a new smoot hie ca lled Blueberry Blast. They 
price it at $1.50. Soon the line of customers wa iting 
to buy the $1.50 smoothie is out the door, every day. 
The owners rea li ze they have a problem-excess 
demand. The quant ity demanded greatly exceeds 
the quanti ty they are willing and able to supply at 
this price. T hey may not be able to afford addit ional 

When a price is set too 
high or too low, the result 
is disequilibrium. The 
quantity demanded and 
supplied are no longer 
in balance. For a juice 
bar owner, the challenge 
is to find the price at 
which the number of 
drinks supplied equals 
the number of drinks 
demanded by customers. 
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staff to accommodate all the customers, or to pay for 
all the smoothie supplies. The low price results in 
reduced profits for the owners. 

The first graph in Figure 6.3 illustrates this prob­
lem. At 51.50 per smoothie, customers will buy 5,000 
drinks per month . The juice ba r owners supply only 
1,000 smoot hies at this price. The result is a shortage 
fo r the many customers who wa nt smoothies and are 
not able to buy them. 

The juice bar owners could solve their excess 
demand problem by increasing the price of their 
smooth ies until they have fewer long lines throughout 
the day. Doing thi s would bring them closer to the 
equilibrium price, at which the quantity demanded 
equals the quantit y supplied. 

Figure 6.3 

Graphing Excess Demand and Supply 
These graphs show what happens when the price of 
smoothies is set either above or below the equilibrium 
pr ice. The result is either excess demand or excess 
supply . 
• What happens to supply when the price is set S1.00 

above equilibrium? 
• What happens to demand when the price is set S1.00 

below equi librium? 
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When the Price Is Too High, Surpluses Result 
Have you ever looked through a clearance rack for 
ba rgains on clothes? Or have you looked for laptops 
or cell phones on a Web site that sells overstocked 
electronic goods? These ma rked-down products 
have something in common. They were all initially 
offered for sa le at prices above what consumers were 
willing to pay. The result was excess supply, a situa­
tion in which the quantity supplied at a specific price 
exceeds the quantity dema nded. Producers experi­
ence excess supply as a surplus. A surplus occurs 
when there are too few consumers willing to pay 
what producers are ask ing for their goods. 

Suppose that the juice bar owners, in trying to 
solve their excess demand problem, raise the price 

Smoothie Demand and Supply Schedule 

Quantity Quantity 
Price Demanded Supplied Outcome 

S1.50 5.000 1.000 shortage 
from excess 

2.00 4.000 2.000 demand 

2.50 3.000 3.000 equil ibrium 

3.00 2,000 4.000 surplus 
from excess 

3. 50 1.000 5,000 supply 

Excess Supply 

S4.00 Surplus 

3.50 
Supply 

3.00 
• :c 
'0 1.50 
Q 

E 

'" 1.00 
~ 
~ 

• 1.50 ." d: Demand 
1.00 

0.50 

0 1,000 1.000 3,000 4.000 5.000 
Quantity Quantity 

demanded supplied 

Ouantity of Smoothies 



of a Blueberry Blast to $3.50 per drink. Business 
slows, and they soon discover that they are not 
selling enough drinks. The quantity demanded by 

customers is much less than the quantit y the juice 
bar owners want to supply at th is price. The excess 

supply results in a surplus of blueberry smoothie 
ingredients. Boxes of fresh blueberries go bad in the 
refrigerator and blenders stand idle on the counter. 

The second graph in Figure 6.3 shows that at 
53.50 per smooth ie, the juice bar owners are wi lling 
and able to produce 5,000 drinks. But customers buy 
only 1,000 smoothies, resulting in a surplus. If the 
owners choose to reduce the price. more cllstomers 

would be willing and able to buy. The price would 
then move toward the equilibrium price, at wh ich 

quantit y demanded equals quanti ty supplied. 
What pr ice shou ld the ju ice bar owners se t for 

their Blueberry Blast? Figure 6.3 shows that the 
"right" price is 52.50. At that price, the quantity of 
smoothies demanded-3,000-equals the quan ­
tity supplied. 

The Time It Takes to Reach Equilibrium Varies 
In a free market, su rplu ses and shortages are lI Sll ­

ally temporary. When a market is in disequilibrium, 
the actions of many producers and consumers serve 

to move the market price toward equilibrium. How 
long it takes to restore the equilibrium price va ries 
from market to market. 

Owners of a loca l juice bar might be able to 
change their blueberr y smoot hie prices every 
month until the price is "righ!." In contrast, a 
national fas t-food chain might take much longe r to 
find the "right" price for eve ry item on its menu. 
Menu s, signs, and adverti sing would need to be 

changed fo r all the many restaura nts. W het her 
prices change quickly or slowly, however, once they 
move toward equilibrium, shortages and surpluses 
sta rt to disappear. 

• 6.4 How Do Shifts in Demand or SupplV 
Affect Markets? 

In ou r hypothetical markets for watermelons and 
smoothies, equilibrium was restored by adjusting 
prices, thereby changing the quantity demanded and 

the quantity supplied in those markets. On a graph, 

a change in quantity demanded is shown as a move­

ment from one point to another along the demand 
curve. Similarly, a change in quantity supplied is 
shown as a movement from one point to another 
along the supply curve. When quantity demanded 
and quantity supplied move to the same point-the 
intersection of the cu rves-equi librium is reached. 

Suppose, though, that instead of changes in 
quantity demanded and quantity supplied, a market 
expe riences a change in demand or supply. Such 
a change would shift the entire demand or supply 
cu rve to a new position on the graph. Th is shi ft , in 
turn , would have an effect on market eq uilibrium . 

Three Questions to Ask About 
Demand and Supply Shifts 
Anything that brings about a shift in the demand 
cu rve is a demand shifter. Loss of income, a spike 
in the population, a popular new fad-any of these 
events cou ld shift demand by altering consumer 

spending patterns. Likewise, any thing that shift s the 
supply curve is a supply sh ifter. Important supply 
shifters include changes in the number of producers 
and changes in the cost of inputs. 

When Nintendo released its gaming console, the Wii, during 
the 2006 holiday season. demand for the gaming sys tem 
soared. The debut of the Wii was such a big deal that stores, 
such as Best Buy, attracted media attention for carrying some 
of the first to hit the market. 

Markets, Equilibrium, and Prices 101 



When an event causes the demand or supply curve 

to shift, the point of equilibrium changes. To analyze 

such a change, economists ask these three questions: 

• Does the event affect demand , supply, o r both? 

• Does the event sh ift the demand or supply curve 

to the r ight or to the left' 

• What are the new equ il ibr ium price and quan­

tity, a nd how have they changed as a result of 

the event? 

Analyzing the Effect of a Change in Demand 
on Equilibrium Price 
O ne of the most powerful factors that ca n influ­

ence market demand is cha nging consumer tastes. 

Consider, for example, what might happen if new 

medical research were to identify blueberries as a 

powerful " brain food." How would this event affect 

the blueberry smoothie market? T hin k back to the 

three ques tions. 

Does til e evell t affect dellla lld, sllpply, or botll? The 

new research affects the demand for blueberry 

smoot hies. After reading the published report, 

consumers buy more food s made with blueberr ies 

because they think eating blueberries will make 

them smarter. The resea rch has little or no immedi­

ate impact on the supply of such products. 

Figure 6.4A 

Does tile evell t silift ti,e delllalid or sllpply curve to 

the right 0 1' to the left? The event shifts the demand 

curve to the r ight. In Figure 6.4A, the demand 

for blueber ry smoothies before the resea rch was 

repor ted is represented by the initial demand curve, 

labeled 0,. The demand after the report 's release is 

shown by the new curve, labeled D,. The 0 , curve 

is to the right of the 0, curve. This shi ft to the right 

indicates an increase in demand. 

W hat arc tlre lIew equilibrium price alld quantity, 
alld how ilave tiley c/wllged as a resllit of tile evell t? 

Due to increased demand, the new equilibrium 

price-found at the intersec tion of the new demand 

curve and the supply curve-is 53.00. The new 

equilibrium quantity is 4,000 smoothies. This is an 

increase over the initial equilibrium price of $2 .50 

and equilibrium quant ity of 3,000 smoot hies. 

Notice that if the ju ice bar owners had kept 

the price of smoothies at 52 .50 after demand had 

increased, a shortage would have occurred . At 52 .50, 

consumers would have demanded 5,000 smoothies, 

but the producers would have been willi ng and able 

to supply only 3,000. By ra ising the price to $3.00, 

the producers fou nd the "r ight" price- the equ ilib­

rium price, at which the quantity demanded equals 

the quantity supplied. 

Graphing the Effects of 
a Shift in Demand Effect of Blueberry Research on Smoothie Market 

The graph shows how a shift in the 
demand for blueberry smoothies 
can affect market equilibrium. 

Here. the shift is caused by new 
research calling blueberr ies "brain 
food." 
• Find the initial equilibrium price 

and quantity. 
• Note what happens to both 

the equilibrium price and the 
equilibrium quantity when the 
demand curve shifts to the 

right. 
• What are the new equilibrium 

price and quantity? 
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Analyzing the Effect of a Change in Supply 
on Equilibrium Prices 
Amon g the many va riables that ca n shi ft market 

supply are ex treme weather condition s, such as hur­

rica nes, floods, and freezing temperatures. Consider 

how a prolonged summer drought in major blue­

berr y- producing states might affect the market for 

blueberry smooth ies. Suppose the blueberry harvest 

is half of the average amount. W hat impact would 

this have o n the market' 

Does tI.e event affect del/tand, supply, or botl!? 

The drought and subsequent bad harvest affec t sup­

ply by d riving up the cost of blueberri es, one of the 

raw materia ls used in the production of blueberry 

smoothies. As a resul t of higher input costs, the juice 

bar owners suppl y fewer smoothies at every p rice. 

The drought has no impact o n demand because the 

higher cost of blueberries does not change the num­

ber of smoothies people wa nt to buy. 

Does tl.e event sl.ift tl.e dellland or supply curve 
to tI.e rigl.t or to tire left? Because the number of 

smoot hies produced has dec reased at every price, the 

supply curve moves to the left. This is shown on the 

graph in Figure 6.4B. The new supply curve, labeled 

52, is to the left of the ini tial supply curve, labeled 5\. 

Wlrat are tI.e new equilibriulII price and quantity, 
and lrow I.ave tlrey clranged as a result oftl.e event? 
The new equi librium price for blueberry smoothies 

is 53.00. At this price, the new equilibrium quantity 

is 2,000 smoothies. Before the drought, the equil ib­

rium price was $2.50 and the equi librium quantity 

was 3,000 smoot hies. T he drought has caused the 

equilibrium price to increase and the equilibrium 

quantity to dec rease. 

If producers had not ra ised the pr ice of smooth ­

ies, a sho rtage would have occurred. At $2.50, there 

would have been demand for 3,000 smoothies, but 

a supply of on ly 1,000. In other words, the price was 

no longer "right" at $2.50. At $3.00, the quantit y of 

smoothies demanded and supplied became equa l. 

Analyzing the Effect of Changes 
in Both Demand and Supply 
Fina lly. consider a scena r io in ""hich a comb ination 

of events causes changes in the demand and supply 

of blueberry smoot hies at the sa me time. The first 

event is the publication of a bestselling book that 

calls the blueberry "a miracle fruit" that promotes 

good healt h. Th e second event is the ann ou ncement 

by a supermarket chai n th at it is opening ju ice bars 

in most of its loca l stores. To deter mine the impact 

of these two eve nts on the smooth ie market, think 

aga in of the three questions. 

Do the events affect dellland, supply, or botl.? The 

eve nts are li kely to affec t both demand and supply. 

The book, like the resea rch repo rt in the ea rlier sce­

nario, motivates consumers to buy more blueberry 

smoothies, thu s inc reasing the quantity demanded 

at a ll prices, The juice ba rs openi ng in supe rm arkets 

cause an increase in the number of producers. thus 

increasing the quantity of smoot hies supplied at 

a ll prices. 

Figure 6.4B 

Graphing the Effects of a Shift in Supply 
The graph shows how a shift in the supply of blueberry 
smoothies can affect market equi librium. In this case, 
the shift is caused by a drought that damages the 
blueberry crop. 
• Find the initial equilibrium price and quantity. 
• Note what happens to both the equilibrium price and 

the equi librium quantity when the supply curve shifts 
to the left. 

• What are the new equilibrium price and quanti ty? 
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Figure 6.4C 

Graphing the Effects of Shifts 
in Demand and SupplV Effect of New Information and Juice Bars on Smoothie Market 

The graph shows how a combined 
demand and supply shift can affect 
market equilibrium. In this case. the 
publication of a book on the health 
benefits of blueberries causes the 
shift in demand. The shift in supply 
is caused by the opening of new 
juice bars in supermarket s. 

• What is the initial equilibrium 
price and quantity? 

• Note what happens to the 
market equilibrium when both 

the demand and supply curves 
shift to the right. 

• What is the new equi librium 
price and quantity? 
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Do the evellis shift tl,e delllalld or supply curve to 
tl,e right or to tl,e left? Because these events cause an 

inc rease in both quan tity demanded and quantity 

supplied at all prices, both the demand curve and the 

supply curve shift to the right. This is shown on the 

graph in Figure 6.4C. The new demand and supply 

curves, labeled D, and 5" are to the right of I' he initial 

demand and supply curves, labeled 5, and D,. T his 

indicates an increase in both demand and supply. 

Wl,at m'e tI,e lIew eqllilibl'illlll price alld qualltily, 
alld lrow /rave tI,ey c/lallged as a resllit of tIle evell l? 

While both demand and supply have increased, 

demand for smoothies has increased even more 

than supply ha s. The graph in Figure 6.4C shows 

an increase of the equilibrium price from $2.50 to 

53.00 and an increase of the equ ilibrium quantity 

from 3,000 to 6,000 smoothies. If the juice bar owners 

had not raised the price by 50¢, a shortage of 2,000 

smooth ies would have occurred . 

In the real world, demand and supply are con­

tinually shifting in response to events. The impact 

of such shifts is not always immediately clear. It 

usually takes time for econom ists to discern the 

precise effects of demand and supply shifters on 

markets. When a product's demand and supply both 

increase, economists are safe in predicting that the 
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equilibrium quantity of that product wi ll increase. 

But they ca n't tell with any certainty how t he equi­

librium price wi ll change. In our simplified model 

of a market, the equi librium price increased. In a 

rea l market, the equilibriu m price could increase, 

decrease, or stay the sa me. 

• 6.5 What Roles Do Prices Play in 
a Modern Mixed Economy? 

Th ink about the last time you went shopping. What 

were you shopping for? Clothes? New athletic shoes? 

A birthday gift for a friend' Whatever it was, you 

probably fou nd a lot to choose from. Athletic shoes, 

for example, come in dozens of styles and brand 

names. In the end, how did you decide what to buy? 

If you are like most consumers, price was an impor­

tant component of your decision, perhaps even the 

decid ing factor. 

As consumers, most of us think of prices simply 

as indicators of what we have to pay to get what we 

wa nt. Economists see prices differently. Looking at 

prices from the point of view of an economist, we 

find that they perform a number of important roles 

in a modern mixed economy. 



Prices Convey Information to 
Consumers and Producers 
A primary role of price is to convey informat ion. 

Both consumers and producers use this in forma­

tion to help make decisions. It may be an overstate­
ment to ca ll prices a "language." but prices do send 

a signal. The high price of Manhattan rea l estate. fo r 
example. signals that this particu lar good is in short 
supply. The low price of rubber flip-flops sends the 
opposite signal. As economist Thomas Sowell puts it. 
"Prices are like messengers conveying news." 

To consumers. price signals the opportunity 
cost of a purchase. The opportunity cost of buying 
any produc t, remember, is the next best use for the 

money you spend. You may not think twice about 
buying something inexpensive. like a pack of shoe­
laces. becau se you give up little opport unity with the 
dollar you spend. On the other hand. before buying 
a pricey item like a nat-screen televis ion, you would 

probably shop around. research brands. and seek 
out the lowest price. When the oppo rtunit y cost of 
buying is high. people tend to think carefully before 
parting with their money. 

Prices convey information to producers as well. 
Prices tell producers what co nsumers want. Auto ­

mobile manufactu rers. for exa mple. pay attention 
to which models and featu res sell at h igh prices and 
which need to be marked down in order to att ract 
buyers. Prices are a way for automakers to gauge 

consumer preferences. Without monitoring prices. 
carmakers wouldn't know wh ich models to produce 

more of and wh ich to cut back on . 
Producers also use prices to appea l to the con­

sumers they hope will buy their products. A firm 
that produces backpacks. for example. might offer a 
stylish model at a low price. targeted to preteens who 
want packs for school. The sa me firm might produce 
heavy-duty backpacks for serious adu lt hikers and 
offer thcm at higher prices. In each casc. pricc send s 
a message about products and their intended markets. 

Consumers. for their part. are used to interpret­
ing these messages. They know that producers are 
trying to appea l to a wide range of tastes and bud­
gets. Consumers use price to sort through th e result­
ing va riet y of goods in the marketplace. Faced with 
a vast selection of running shoes ranging in price 
from around Sl9 to over S200. for example. most 
consumers will narrow their searches to a limited 
price ra nge. The choice of how much to spend may. 
in part. bc based on what a person can afford. but it 
also reflects the consumer's expectation of what wi ll 
be available at that price. 

Prices Create Incentives to Work and Produce 
As the incentives-matter principle reminds us. 
people respond to incentives. In a ma rket-based 
economy, prices funct ion as an incentive because 
they represent potential for profit. Rising prices in 

The two cameras shown 
here are priced very 
differently. The low 
price of the disposable 
camera on the right 
signals consumers 
that it is to be used for 
casual snapshots. The 
high price of the camera 
on the le ft signals 
that it is equipped for 
prof essiona I-Ieve I 
photography. 
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a market motivate existing firms to produce more. 

and they encourage new firms to enter the market. 

Falli ng prices. in turn, serve as incentives fo r firms 

to cut back on production o r even to leave a market 

to look for better opportunities elsewhere. 

When home prices increase. for example. the 

change signals construction firms. architects. bui ld­

ers. and tradespeople that there are profits to be 

m ade in the housing market. Existing firms bu ild 

mo re houses, and new fi rms get into the act. When 

prices in the sa me housing ma rket decrease, the 

reverse happens. Construction firms bu ild fewer 

houses. Architects. bu ilders. and tradespeople look 

fo r other market s for their ta lents. such as house 

renovations and co mmercial const ruction. 

lust as changing prices motivate producers. 

prices in the form of wages and salaries motivate 

workers. The opportunity to earn a higher "price" 

can inspire people to enter the workforce or seek 

higher-paying jobs. On the other hand. low wages 
can act as disincentives for people to seek work. 

Prices Allow Markets to Respond 
to Changing Conditions 
Prices allow market s to adjust quickly when major 
events such as wa rs and natura l disasters interfere 

Figure 6.5 

with the production or movement of goods. wreak­

ing havoc on supply. Figure 6.5 shows what hap­

pened to gas pr ices in late summer 2005. when the 
U.S. Gulf Coas t was slammed by two powerful 

hurricanes. The first. Hurricane Katrina, sh ut down 
most crude oil production in the Gulf of Mexico and 

damaged oil refineries from Texas to Florida. 

Immediately afterward. a government officia l 
described the uncer tainty facing the oil industry. 

711ey don', know holV many platforms nre down , 

"ow many refineries are down, and holV long 

it'lI take to get the pOlVer back Oil. It depellds 

Oil 11011' lIIuch damage. partiClllarly hidden 

damage . .. som e of the ulldersea pipeline 

da/nage call be hard to detect. 

-Michael Burdette. USA TODA Y, 
Aug. 29. 2005 

Four weeks later. just as the industry was starting 

to recover. Hurricane Rita struck. causing additional 

disruptions to the oil supply. The two hurrica nes 

brought a halt to almost 30 percent of the U.S. oi l­

refi nery capac ity. 

For the next few weeks. gas prices fluctuated. 

sometimes wi ld ly. as oil compan ies struggled to 

bring the quanti ty of gas demanded in line with 

The Impact of Hurricanes Katrina and Rita on Gas Prices 
In August 2005, Hurricane Katrina slammed into the Gulf Coast, destroying offshore oil rigs and damaging oil refineries. 
The next month, Hurricane Rita struck. Combined, the hurricanes disrupted almost 30 percent of the U.S. oil refinery 

capacity. The line graph shows how gas prices fluctuated as the market adjusted to these changing conditions. 
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Prices 
Prices act as messengers in our economy. They convey information that consumers, producers, and workers need 
to make the most efficient use of their scarce resources. 

For consumers, prices 
convey information about products. 
signal the opportunity cost of a 
purchase. 

For producers, prices 
signal what consumers want most 
in a product. 

For workers, prices 
create ince ntives to enter the labor 
force . 

allocate products in short supply to 
those who value them most. 

are used to target different markets. 
indicate when to increase or de­
crease production. 

signal the level of demand for their 
skills and work experience. 
inspire searcll for higher-paying jobs. 

what refiners were able to supply. One newspaper 

reported. "Confused drivers in Georgia saw prices 

that had climbed as high as $5 a gallon suddenly 
drop back to $3 in the spa n of24 hours." Fluctuat ing 
prices frustrated consumers. but they allowed the 

market to adjust to the disruption in supply caused 

by the hurricanes. 
By early November 2005, the industry had largely 

recovered. with only 5 percent of Oil-refining capacity 

still disabled. The retail price of gasoline that month 

averaged $2.30 per gallon. A month later, the average 
price had dropped to $2.23 per gallon. lower than it 

had been before Hurricane Katrina. This new, low 

equilibrium price refl ec ted the fact that in addition 

to the increase in supply as U.S. facilities went back on 
line. refiners throughout the world had ru shed fue l 

to the United States in the months after th e hurri­

canes. As the supply of gasoline increased. prices at 

the pump went down. 
By throwing the gasol ine market into disequilib­

rium, Hurricanes Katrina and Rita illustrated the key 

role that prices play ill correcti ng both shortages and 
surpluses. Prices give markets the flexibility they need 

to reach equilibrium even under changing conditions. 

Prices Allocate Scarce Resources Efficiently 
Perhaps the most important role of price in a 

market-based economy is to gU ide resources to 

their most efficient uses. Consider, for example. the 

market for dairy products, such as yogurt . ice crea m, 

and cheese. The firms whose dairy products are in 

greatest demand wi ll buy the most milk in order 
to make products to meet that demand. Guided by 

prices that communicate what consumers want, 

dairy producers automatically allocate milk-a 

sca rce resource used to make many different prod ­
ucts-to it s most valued use. 

Or consider the earl ier example of car manu­

facturers who use prices to decide wh ich models to 

produce and in what quantities. These production 

decisions are. at bottom. dec isions about how best to 

use limited resources. As Thomas Sowell explains. 

Without really knowing I"hy consumers like 
one set oJJeatures rather than anothel; pro­
ducers automatically prodll ce more of wllat 
earns a profit alld less of what is losillg lIIolley. 
That amoullts to prodllcing what the con­
Slllllers want alld stoppillg the prodllCtioll oj 
what they dOIl't W{l/It. Althollgh the producers 
are only lookillg out for themselves and their 
companies' bottomlilleJ nevertheless fro m tile 
stalldpoint oJthe ecollolllY as a whole the soci­
ety is /Ising it s scarce resources more efficiently 
been lise decisions are gllided by prices. 

-Thomas Sowell , Basic ECOIIOlllics, 2007 
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• 6.6 How Does Government Intervention 
Affect Markets? 

On the whole. when prices are a llowed to freely rise 

and fa ll to their equilibrium levels. they do an effec­

tive job of allocating scarce resources to their best 

uses. On occasion, however, governments intervene 

in the market in an attempt to influence prices. They 

do th is by placing limits on how h igh or low certain 

pr ices may be. T hese lim its are ca lled price control s . 

Why Governments Intervene in Markets 

The temptation to impose pr ice control s is. as the 

econo mist Henry Hazlitt rem inds us, nothing new. 

The record of price controls goes as far back as 

human history. They lVere imposed by the 
Pharaohs of ancient Egypt. They were decreed 

by Hammurabi. king of Babylon. il'l the 
eighteenth century B. G. They were tried in 

ancient Athel1s. 
- Hen ry Hazli tt . The Wisdom of 

Henry Hazlitt. 1993 

In modern economies, governments usually 

impose price control s when they a re persuaded that 

supply and demand will result in prices that are 

unfai rly h igh for consumers or unfairly low for pro ­

ducers. For exa mple. in the 1970s the U.S. govern­

ment imposed price controls on gasoline in response 

to reduced shipments of foreign oil due to crises in 

the M iddle East. Th is act ion was taken to protect 

consumers from price swings. The government has 

a lso imposed price controls during wars in attempts 

to ensu re t hat goods are distributed fairl y during 

per iods of shortage. 

Governments can control prices in two ways: by 

setting price floors or price ceili ngs. Both method s 

affect supply and demand. 

Price Floors Lead to Excess Supply 

When a government wants to keep prices from going 

too low. it sets a price floor. A price floor is a min i­

mum price consumers are required to pay for a good 

or service. A price at or above a price floor is legal. 

wh ile a price below the price floor is illegal. 

Price floors are meant to push prices up. ensur­

ing that producers receive a benefit for providing 
a good or service. Pressure to impose price floo rs 
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usually arises when producers feel the market isn't 

providing them with adequate income. Suppose. for 

example. that the equi librium price of wheat were to 

fall so low that wheat farmers were struggling to sur­

vive. The government could intervene to establish a 

price floor for wheat. 

The minimum wage is another type of price floor. 

The minimum wage is a government-imposed legal 

floor on the hourly wage rate. which is the price the 

market pays for labor. T he rat ionale for the min im um 

wage is that in some low-ski ll job markets. where 

workers outnumber jobs. supply and demand would 
drive the equilibrium wage so low that many workers 

would be ea rning too little to live decently. 

While price floors may benefit some people. the 

larger effect of a price floor is excess supply. To see why. 

consider the impact of an increase in the minimum 

wage on both workers and employers. As the m inimum 

wage rises. more people apply for minimum wage 

jobs. The result is an increase in the supply oflow­

skil l job seekers. At the same time. employers reduce 

the number of m in imum wage workers they hire in 

an effort to keep their wage costs from risi ng. The 

resu lt is a decrease in demand for low-ski ll workers. 

Figure 6.6A illustrates the effect of this combined 

increase in supply and decrease in demand . For 

exa mple. the equi librium wage rate of $5.00 per hour. 

the quantity of workers dem anded-3 mi ll ion­

equals the quantity supplied. At the minimum wage 

of $6.00 per hour. however. 4 mi ll ion workers are 

supplied - that is. will ing and able to work-but only 

2 million workers are demanded-that is. hired. This 

leaves a surplus of2 m ill ion unemployed people. 

A price floor above the equi libriu m price of wheat 

wou ld have the same effect. Fa rmers wou ld produce 

more wheat to sell. but buyers would buy less. result­

ing in a surplus of wheat. 

Price Ceilings Lead to Excess Demand 

When a government wants to keep prices from going 

too h igh. it sets a price ceiling. A price ceiling is a 

max imum price consumers may be required to pay 

for a good or service. A pr ice at or below a price ceil­

ing is legal. A price above the cei li ng is not lega l. 

Governments impose price ceilings to enable 

consumers to buy essentia l goods or services they 

wouldn't be able to afford at the equil ibrium price. 

Pr ice ceilin gs are usua lly establi shed in response to 



Figure 6.6A 

Analyzing the Impact of a Price Floor 
A price floor is a minimum price set by the 
government on a good or service. Minimum 
wage is an example of a price floor. The graph 
shows how setting minimum wage above the 
equilibrium wage affects the job market. 
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• How does the price floor in the graph affect 
the quantity of workers supplied? The 
quantity demanded? 

• Is the result a shortage or a surplus of 
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a cr isis, sllch as war, natural disaster, or widespread 

crop fai lure. Such supply-shi ft ing events can lead to 

price increases that may cause a financia l burden for 

a great many people while enriching a select few. 

The best-known form of price ceilings in the 

Un ited States today is rent control. Rent control reg­

ulations make it illega l to charge more than a speci ­

fied monthly amount for rental housing. In New 

York City, rent control was introduced during World 

War II to protect poor fam ilies. Over time, the 

reg ulat ions were eased somewhat. But a ha lf-centu ry 

later, some 2.5 million New Yorkers were still living 

in more than a mi llion rent-regulated apart ments. 

Figure6.6B 

Analyzing the Impact of a Price Ceiling 
A price ceiling is a maximum price set by 
the government on a good or service. Rent 

control laws are an example of price cei lings. 

The graph shows how establishing a rent 
ceiling below the equilibrium rent affects the 

apartment market. 
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Figure 6.6B illustrates the effect of rent control 

on the rental housing market in a typical ci ty. As you 

might have guessed, im posing a rent cei ling that is 

below the equilibrium rent leads to excess demand. 

T he artificia lly low rent s attract young people eager 

to leave home and li ve independently or retirees 

hoping to reduce their expenses-in short. anyone 

who likes a bargain-into the renta l market. 

At the sa me time, the supply of apar tments in the 

market dec reases as landlords who a re unwill ing 

to rent at slich low pr ices seek othe r ways to li se 

their properties. Some, for example, might decide to 

convert their apa rtments to condominiums to sell. 

Effect of a Rent Ceiling on an Apartment Market 

Supply 

• How does the price ceiling in the graph 
affect the quantity of apartments 
demanded? The quantity supplied? 

Price ceiling 
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• Is the result a shortage or a surplus of 
apartments? 
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Moreover, fewer potentia l landlords enter the rental 

market because of the d iffi culty of ma king a profit 

under rent control laws. The result is excess demand 

a nd a shortage of apartments. 

Dealing with Excess Supply and Demand: 
Rationing and Black Markets 
Price controls lead to surpluses and shortages 
because they prevent markets from reaching a mar­

ket-clea ri ng price. The excess suppl y and demand 

that a rise must be addressed outside the market. 

This happen s in va rious ways. 

In the case of an agricu ltural su rplus that resu lts 
from pr ice floors, the government may limit supply 

by restricting how much farmers are a llowed to grow. 
Or the government may buy the crop surplus at the 

price floor to store fo r later use or to give 10 a devel­

oping country as foreign a id. Such aid often has the 

effect of undercutling farmers in countries that ca n­
not compete with cheap America n surplus grain. 

When sho rtages occ ur, the governmen t may 
impose rationing. Rationing is the controlled d istri ­

bution of a limited supply of a good or service. For 
example, during the 1973 oil c risis, price ce ilings 

o n gasoline led to a severe gas shortage, and so the 

government instituted a rationing system based on 
license plate numbers 10 cope with the shortage. 

During World Wa r II , the government rationed tires, 

gasoli ne, sugar, and other goods that were in short 

supply because they were being used for the war effort. 

Rationing ca n be a costly means of a llocating 
sca rce goods. A giant bureaucracy, the Office of 

Rationing became a way of 
life for Americans during 
Wo rld War II. Ration books 
fi lled with stamps like those 
shown here were issued to 
each household. Rationed 
items could not be purchased 
wi thout those stamps. Most 
people accepted rationing as 
a necessary part of the war 
effort. Non ethele ss, a black 
market soon sprang up to 
provide goods in hig h demand 
to customers who had more 
cash than coupons. 
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Price Admi nistration (OPA), had to be set up during 

World War II to enforce the rationing regu lations. 

T housa nd s o f ration ing boards were created, oper­
ated by 60,000 employees and 200,000 volunteers. 

Shortages ca n also give rise to black markets, A 

black market is an illegal market in which goods are 

traded at prices or in quantities higher than those 

sel by law. There was a thrivi ng black market duri ng 
World War II for meat, sugar, and gasoline, among 

other products. Some people bought and sold meat 

through bootleg suppliers. People a lso made counter­

feit ration coupons. In one month a lone in 1944 , the 

OPA counted 3 million counterfeit coupons. 

Why Ending Price Controls Is Difficult 
At thi s point you might be wondering why, if price 

controls a re so harmful to ma rkets, the government 

doesn't just get rid of them. The answer to this ques­

tion has more to do with politics than economics. 
The polit ical pressure on elected officials to 

inlervene in the market when prices rise and fa ll 
rapidly ca n be intense, And alt hough price controls 

a re inefficient, many people believe that they further 

the goa l of economic equity in such situations, 

Moreover, some people-farmers, people who 
live in rent-controlled apartments, workers who 

ea rn minimum wage-clea rly benefit from price 

controls. Labor unions also support minimum wage 

laws because such laws are believed to push all wages 

upward . The combined voices- and votes-of those 

who support price controls are enough to make most 
pol iticians reluctant to repeal them. 
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lVlost economists, as you wou ld ex pect, take a 

dim view of price controls. When a government 
tries to set prices, economists warn, it is likely to set 

them too high or too low, which inevitably results 
in shortages or surpluses. Markets, on the other 
hand, when left alone, will naturally gravitate to the 
"right" price, 

This takes us back to the question we started 
with, HoII' do you knoll' when the price is "right"? 

The simple answer is that the price is right when the 

market reaches equilibrium. T he process of reach­
ing equilibrium, however, is anything but simple. 
It involves the individual decisions of countless 
producers and millions of consu mers just like you. 
Later on, you will learn more abou t how markets are 

organized and what happens when they work less 

perfec tly than the model of supply and demand sug­
gests they should. 

Summary 
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The minimum wage is a price fl oor set by the government 
on the hourly wage rate for labor. The min imum wage is 
intended to benefit low-wage workers, but critics claim it 
may not always do so. 

In a free market, demand and supply automatically move prices to eqUilibrium, the point 
at which quantity demanded equals quanti ty supplied. 

What happens when demand meets supply? Demand and supply interact to drive prices 
for goods and services to the equil ibrium level. On a graph, this equilibrium point is found 
at the intersection of the demand and supply curves. The equilibrium price, also known as 
the market-clearing price, may be thought of as the "right" price. 

What happens when the price isn't "right"? Disequilibrium occurs when prices are set 
above or below the equ ilibrium price. When prices are too low, excess demand leads to 
shortages. When prices are too high, excess supply leads to surpluses. 

How do shifts in supply or demand affect markets? Many kinds of events can cause 
demand and supply curves to shift to the right or left. Markets adjust to such changed 
conditions by seeking a new equilibrium point. 

What role do prices play in a modern mixed economy? Prices convey information to con­
sumers and producers as to what to buy and produce. Prices motivate workers and firms to 
enter markets, and they help markets respond to changing conditions. They guide resourc­
es to their most efficient uses. 

How does government intervention affect markets? Governments sometimes implement 
price controls when prices are considered unfairly high for consumers or unfairly low for 
producers. Price floors, such as minimum wage laws, prevent prices from going too low, but 
lead to excess supply. Price ceilings, such as rent control laws, prevent prices from going too 
high, but lead to shortages. 
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