
CHAPTER- 04:
PRICE DETERMINATION: MARKET EQUILIBRIUM
PRICE DETERMINATION
In a free market, where no outside forces other than commodity's own price are considered to influence supply decisions and buying decisions, adjustments in price coordinate the devices of buyers and sellers. Here price is treated as a regulator. The price of a good regulates the quantities demanded and supplied. If the price is too high, the quantity supplied exceeds the quantity demanded. If the price is too low, the quantity demanded exceeds the quantity supplied. There is one price, and only one price, at which the quantity demanded equals the quantity supplied - that price is called equilibrium price (or market price)

WHAT IS "EQUILIBRIUM"? HOW EQUILIBRIUM PRICE AND QUANTITY DETERMINED?
Equilibrium is a situation in which the opposing forces are in balance. So, equilibrium in market occurs when the price is such that the opposing forces of the plans of buyers and sellers balance each other, e.g., in equilibrium situation, the price is such that the quantity demanded equals quantity supplied - there is no surplus or shortage. That's why, the equilibrium price is called the market-clearing price.

Now, let's see graphically, how the market-clearing price or equilibrium price is established. Figure 4.1 shows the equilibrium that occurs at the intersection of market demand and market supply curves. In the figure, Point E is the equilibrium point. The equilibrium price is Tk. 20.00 and the equilibrium quantity is 6,000 Kg. of biscuits.

At point E, the market demand curve intersects market supply curve. Hence, there is no surplus or shortage at this point. At any price level other than Tk. 20.00, the market is in disequilibrium. We see that at the price of Tk. 30.00, market supply of biscuit exceeds market demand by 4,000 Kg. - there is an excess supply or surplus in the market. Similarly, at price of Tk. 10.00, market demand for biscuit exceeds market supply by 4,000 Kg. - there is an excess demand or shortage in the market. But the disequilibrium situations are not long-lived. They disappear through market mechanism. In the case of excess demand, the producers want to supply less than the buyers' desire. The tendency for buyers to offer, and sellers to ask for, higher prices crates upward pressure on price. Price rises till the equilibrium occurs again.

Similarly, in the case of excess supply in market, e.g., the producers wants to supply more than the consumers' or buyers' desire, the tendency for buyers to offer, and sellers to ask for, lower prices creates a downward pressure on price. Price falls till the equilibrium occurs again. Table 4.1 below summarizes these events:

Table 4.1: Equilibrium in the market

	Price

( Tk. per Kg.)
	Quantity supplied

('000 Kg. Per week)

QtS
	
	Quantity demanded

('000 Kg. Per week)

QtD

	10
	2
	Excess demand/market shortage (QtS< QtD)
	10

	15
	4
	
	8

	20
	6
	Equilibrium(QtS = QtD)
	6

	30
	8
	Excess supply/market surplus (QtS > QtD)
	4

	60
	10
	
	2


MATHEMETICAL DERIVATION OF EQUILIBRIUM PRICE AND QUNTITY
Suppose, the demand equation and supply equations are as follows:
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Equilibrium condition: 
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Now, using the information of equation-3, we get the right sides of equations 1 & 2 are equal. So, we can write, 



50-5PX = 10 + 3PX


or,
5PX +3PX = 50 – 10



or, 
8PX = 40



or,
PX = 40/8 = 5

Now putting PX=5 in either in equation-1 or equation-2, we get, QX = 50 - 5PX = 50 – 5.5 = 50-25 = 25

Therefore, the equilibrium price of X is Tk.5 and the quantity is 25 units.
Problem 01
Suppose, demand function for Singara is Q​D = 40 – 2P and supply function is QS= 20 + 3P. Find out -

(i) The equilibrium price and quantity of Singara.

(ii) If the supply increases to QS = 10+3P, what will happen to the equilibrium price and quantity?
Market Price, Demand Price and Supply Price
The price at which demand equals supply is called market price. On the other hand, the price consumers are willing to pay for a specific amount of commodity is called demand price. Similarly, the price suppliers are willing to charge for supplying a specific amount of commodity is called supply price. In Figure 4.1, at the 4000th Kg. of the commodity, the demand price is Tk. 30 per Kg. and the supply price is Tk. 15 per Kg. Only at the equilibrium point, demand price equals supply price (Tk. 20 per Kg.).  

What Happens With the Equilibrium Situation When Supply or Demand Changes?
We learnt from the previous lessons that when the determinants of quantity supplied other than commodity's own price change, then supply curve shifts, and when the determinants of quantity demanded other than commodity's own price change, the demand curve shifts. Let's first consider the effect of a change in demand on the equilibrium position. Figure 4.2 shows the effects of a change in demand on the equilibrium price and quantity. The figure shows that the original equilibrium price is Tk. 20.00 per Kg. of biscuit, and the quantity is 6,000 Kg. biscuit a week. When demand increases, the demand curve shifts rightwards, from DD1 to DD2 in Figure 4.2. The equilibrium price rises to Tk.30.00 a Kg. of biscuit and the equilibrium quantity increases to 8,000 Kg. of biscuit, which corresponds to the new equilibrium Point E2. The effects will be reverse if demand decreases, i.e., the demand curve shifts leftward. 

On the other hand, if the supply curve shifts rightward, then equilibrium price of the commodity decreases and the equilibrium quantity increases as in Figure 4.3. The effect will be reverse if  the supply curve shifts leftward.

In Figure 4.3, we see that due to the rightward shift of the supply curve, new equilibrium position has been established at Point E2. At E2, the price of the commodity is lower and the quantity exchanged is higher than those at the initial equilibrium point E1.


In the cases described by Figure 4.2 and Figure 4.3, only demand curve or supply curve was assumed to be shifted. There we haven't explained the case where both supply and demand curves shifts simultaneously.

What Will Happen If Both Demand Curve and Supply Curve Shift?
If they shift in the same direction and same extent, the equilibrium price will not be changed, but the equilibrium quantity will be changed as in Panel A of Figure 4.4. In Figure 4.4, we see that the supply curve has been shifted rightward from SS1 to SS2 and at the same time, the demand curve has been shifted outward from DD1 to DD2. The extent of change in both demand and supply is the same. We see that at the new equilibrium point E2, the equilibrium price is the same as that at the initial equilibrium Point E1, but the quantity exchanged has been increased. 

If the extent of change in both demand and supply is not the same, both equilibrium price and quantity exchanged are changed. Panel B of Figure 4.4 shows that.

Similarly, we can see what happens to the equilibrium price and quantity when supply and demand change in opposite directions.

What are effects of Price Floor, Subsidy, Taxes and Export Quota?
( SAMPLE QUESTIONS FOR REVIEW!!1!!  ! 

1. What is equilibrium? How equilibrium quantity and price are determined? Show graphically and mathematically. Define demand price, supply price and market price/market clearing price/equilibrium price.

2. Show graphically the effect of the following changes on the equilibrium price and quantity of a commodity (For example, potato): a) Price of the commodity has been reduced, b) Weather got worse, c) Level of technology has been enhanced, d) Increase in the prices of inputs, e) Expected future price is high, f) Price of the commodity, g) Increase in the population size.
3. Suppose, the market demand and market supply function of rice are Q​D = 30 – 3P and QS= 20 + 2P respectively. Find out – i) Market price and quantity of rice. ii) If due to the increase in the increase in the income of the consumers, the demand increases to QD= 40 - 3P, what will happen to the market price of potato? iii) If the consumers expect that in near future the price of rice will be decreased, how it will affect the current market price of rice? Use graph if required. iv) If the rice farmers of Dinajour send most of their rice to Dhaka City for higher price, what may happen to the market price of rice in Dinajpur? Use graphs. v) If the price becomes Tk. 4, what will happen to the market? vi) If the price becomes Tk. 2, what will happen to the market?

4. If the aged people of the country increase, what will happen to the equilibrium price and quantity of   the commodity? Compare with the effects of other changes like Population increase, bad weather, Price increase, etc
5. What is the effects of the following factors on equilibrium price and quantity: (a) price ceiling, (b) price floor, (c) subsidy, (d) taxes, (e) Export quota
6. What is market equilibrium? Suppose, due to the recent flight of the price of sugar, government is thinking to impose binding price ceiling on sugar. What may be the impact of this decision on: i) sugar market, ii) sugar production, and iii) quality of sugar.
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Figure 4.4: Effect of a change in both supply and demand





Figure 4.3: Effect of a change in supply on equilibrium position





Price





S2





S





E2





S1





S





E1





Quantity ('000 Kg)





D





D1





 60





 50





 40





 30





 20





 10





   0








  2             4            6             8           10    





Pt





 QtD,QtS





Price (Tk. Per Kg.)





E2





D





D2





S1





S





E1





Quantity ('000 Kg)





D





D1





 60





 50





 40





 30





 20





 10





   0








  2             4            6           8          10    





Pt





 QtD,QtS





Figure 4.2: The effects of a change in Demand








Figure 4.1: Equilibrium in market
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