Application of Supply & Demand
Supply and Demand are probably the two most familiar terms in the field of economics. But what are the forces behind these concepts? How do the principles of supply and demand actually work in the world around us? When supply and demand interacts freely, the result is market efficiency. Harry Ellis Jr., an economist at the University of North Texas states, “An efficient market is a market in which price is free to adjust, is flexible, to bring about an equality between quantity demanded and quantity supplied. The farmer’s market is efficient, because there are many sellers in an environment in which competition takes place and prices are free to adjust to bring about equality between the wishes, the desires of consumers and the wishes of producers.” Sellers produce the supply of a good or product, but consumers create the demand.
A demand curve is a graphical representation of the inverse relationship between the price of a good and the quantity demanded of that good, holding other factors constant. A supply curve is a graphical representation of the positive relationship between the price of a good and the quantity of that good, holding other factors constant. Equilibrium price is the price in which the quantity demanded of a good and the quantity supplied of that good are equal. There is a balance between the quantity supplied and the quantity demanded. Patrick Sherlock, a farmer from Pat’s Pea Patch, said, “Price is determined by supply and demand mainly. If it’s a short year, the price is gonna be higher, if there’s an abundance, then the price goes down.”

Price is not the only factor that determines demand. An efficient market is free to respond to the forces of supply and demand. When a market is in equilibrium, quantity demanded equals quantity supplied. A surplus occurs and a market is out of equilibrium when quantity supplied exceeds quantity demanded at the current price. When price is lowered, the quantities supplied and quantities demanded adjust. In fact, whenever price falls or is lowered, the quantity supplied decreases, the quantity demanded increases, and those movements get us back to the equilibrium – the market equilibrium. A shortage is a condition in which the price is below the equilibrium price and as a result, the quantity demanded is greater than the quantity supplied. Changes in supply or changed in demand can result in a shortage or a surplus temporarily, until price adjusts to get the market back towards its equilibrium, its balance.
When a market is efficient, equilibrium is achieved fairly rapidly by adjusting the price of a good or service up or down to eliminate a shortage or a surplus. Price controls are limits imposed by the government, creating a price floor or a price ceiling. When price controls are in effect, a market cannot operate efficiently, since price cannot fluctuate to achieve equilibrium. A price floor is a minimum legal price set by government above the equilibrium price. Whenever the price is set above the equilibrium price, the result is that the quantity supplied is greater than the quantity demanded, that is, a surplus result. The government would impose a price floor to help producers. A price ceiling is a maximum legal price set by government below the equilibrium price. Whenever the government sets the price below the equilibrium price, the quantity demanded of the good is greater than the quantity supplied, that means a shortage results. Price controls may benefit certain groups of people, but they often hinder market efficiency. When a market is efficient, surpluses and shortages are eliminated quickly.

Price controls, or fixed prices, do not always prevent a market from operating efficiently. When quantity demanded exceeds quantity supplied, some sellers may find a way to charge what consumers are willing to pay for. Prices can be fixed above market equilibrium. When this happens, consumers are forced to pay more for a particular good or service. One way buyers respond to such high prices is to reduce quantity demanded. While it may be relatively painless to reduce the quantity demand of luxury goods and services, it is much more difficult when the good or services is a necessity on which people depend. When prices are fixed above market equilibrium, consumers must adjust their consumption.

Let’s sum up everything learned in this video. The price where supply and demand coincide is the equilibrium price. At the equilibrium price, quantity demanded equals quantity supplied. A market which operated without interference will always strive towards equilibrium. Price controls interfere with the operation of the market and cause shortages or surpluses to occur. In an efficient market, surpluses and shortages will be quickly eliminated. We live in a world shaped by the constantly changing forces of supply and demand. And we play a role in it every time we decide whether to sell or not to sell, to buy or not to buy.
