Market equilibrium
It is now time to make good use of our knowledge of supply and demand for any good we like. When we plot demand (downward sloping) and supply (upward sloping) together, we can find the price and quantity at which the market clears. That is, the price at which the quantity demanded exactly corresponds to the quantity supplied, so that there is neither a surplus, nor a shortage. This happens where the two curves intersect.
Equilibrium and changes in equilibrium
We can show the concept of market equilibrium, given by the point of intersection of demand and supply at P(e) and Q(e) in the diagram below.
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For example, our diagram can represent the market for cars. People want to buy cars and their willingness to buy is expressed by the demand curve. Producers want to sell their cars and their willingness to sell is expressed by the supply curve. When these two meet at P(e), the equilibrium is reached: for that price, producers are able to sell just as many cars as consumers want to buy.
It is not always the case, however, that the market adjusts swiftly to find equilibrium. Price fluctuations, falls in production and rises in demand, are all too often factors that cause disequilibrium in markets. You can easily show different equilibriums on the above diagram by shifting the supply and demand curve, depending on the factors at work. Two typical instances of disequilibrium are excess demand and excess supply.
In the market for fruit, excess demand occurs when, in the late afternoon, few stalls are still open but many people come to the market as they leave from work. In this case, there will be too high a demand for the small amount of fruit left. Because of the scarcity of fruit, the price will increase and the new market equilibrium will be at a higher price: at this price, fewer consumers will want to buy fruit so the quantity demanded again matches the quantity supplied.
The market for cars, for example, faces excess supply in times of crisis as the demand for cars tends to decrease abruptly when incomes fall, but the production process is too lengthy to respond immediately. Some cars are already in the making and will be produced anyway. As a result, too many cars are produced at one point in time and remain unsold. This is a case ofexcess supply.
How does the market work in this situation? The typical response would be a fall in prices; until a price is reached at which consumers are willing and able to buy again. Adam Smith (1723-1790) used the metaphor of the invisible hand of the market to describe how it adjusts to constantly reach equilibrium.
Calculating and illustrating equilibrium using linear equations (HL)
As higher level students, you need to learn is how to find the market equilibrium in a diagram. Remember that both the supply and demand curves are determined by two linear functions. Using the examples from the previous lessons.
Qd = 60 - 5P
Qs = -30 + 20P
Remember that the definition of equilibrium is the price at which the market clears. That is, the price at which the quantity supplied is equal to the quantity demanded. Hence, in order to find equilibrium, we simply put and substitute for the functions!
Qs=Qd
−30+20P=60−5P
20P+5P=60+30
25P=90
P=9025
P=$3.6
The equilibrium price is thus P = $3.6.
 
Be Aware
You will have to become familiar both with calculating the equilibrium price and with plotting demand and supply diagrams to show where the equilibrium point is graphically.
 
What you should know
· Market equilibrium is reached when demand equals supply at a given price and quantity. The market clears at equilibrium.
· The market constantly adjusts to reach a new equilibrium with shifts of the demand and supply curves – the “invisible hand” is at work.
· Temporarily, we can experience either excess demand (e.g. people want to buy more fruit than is available) or excess supply (e.g. too many cars are produced compared to what people need).
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