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Class: XII                                                                                                      Subject: Economics  
Market Mechanism  

Market Mechanism means by which the forces of demand and supply determine prices and quantities of goods and services 
offered for sale in a free market. The term market mechanism is a term used to describe the way the producers and 
consumers eventually determine the price of the goods that are produced. Producers usually set a price to respond to how 
many goods are being purchased, and consumers, on the other hand, react to that price. 

This process is usually connected to the laws of demand and supply, and the market mechanism assists in providing balance, 
in which the price sustains both the producers and customers. At times, the government can try to control the economic 
process with the aim of pushing the market in a certain direction, and this interrupts the market mechanism. 

Market equilibrium refers to that point which has come to be established under a given condition of demand and supply and 
has a tendency to stick to that level, i.e. where Demand = Supply. If due to some disturbance we divert from our position the 
economic forces will work in such a manner that it could be driven back to its original position, i.e., where Demand = Supply. 
In short it is the position of rest. 
 
It can be explained with the help of the schedule: In the given schedule market equilibrium is determined at Price Rs. 3 where 
Market demand is equal to Market Supply. At price 1 and 2, there is excess demand, which leads to rise in price, resulting 
tendency is expansion in supply. Similarly, at price 4 and 5, there is excess supply, which leads to fall in price, resulting 
tendency is Contraction in supply. 

 
 
It can be explained with the help of diagram too: 
 

 
 
In the given diagram, price is measured on vertical axis, whereas quantity demanded, and quantity supplied is measured on 
horizontal axis. Suppose that initially the price in the market is P1. At this price, the consumer demand P1B and the producer 
supply P1A, i.e. consumers want more than what the producer are willing to supply. There is excess demand equal to AB. So, 
price cannot stay on P1 as excess demand will create competition among the buyers and push the price up till, we reach 
equilibrium. Due to rise in price from P1 to P2 there is upward movement along the supply curve (expansion in supply) from A 
to E and upward movement along the demand curve (contraction in demand) from B to E. 
 
Similarly, at price supplied P2L. There is excess supply, equal to KL, which will create competition among the sellers and lower 
the price. The price will keep falling as long as there is an excess supply. Due to fall in price from P2 to P there is downward 
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movement along the supply curve (contraction in supply) from L to E and downward movement along the demand curve 
(expansion in demand) from K to E. The situation of zero excess demand and zero excess supply defines market equilibrium 
(E). Alternatively, it is defined by the equality between quantity demanded and quantity supplied. The price P is called 
equilibrium price and quantity Q is called equilibrium quantity. 
 

Effect of Change in Equilibrium due to Increase and Decrease in Demand and Supply: 
 
Case I: Increase in Demand:  An increase in demand leads to rightward shift of demand curve as shown in the figure. As we 
know when demand increases, then shifting should be such that initial price remains constant. It is so because increase in 
demand is the part of the shift in demand in which other factor changes and price remains constant. 
 
Changes in Demand 

 A to B because of increase in demand (shift in demand) 

 B to C as price rises because of excess demand which leads to upward movement along the demand curve. A to C as 
price rises because of excess demand which leads 
to upward movement along the supply curve. 

 
 
 
 
 
 
 
 
 
 
 
 
 
 
We assume that initial price is OP and equilibrium quantity is OQ as shown in the figure. In the above figure price is on vertical 
axis and quantity demanded and supplied is on horizontal axis. But due to increase in demand the demand curve shifts 
rightward from DD to D1D1. With new demand curve D1D1, there is excess demand at initial price OP because at price 
OP1 demand is PB and supply is PA, so there is excess demand of AB at price OP. Due to this excess demand, competition 
among the consumer will rise the price. With the rise in price, there is upward movement along the demand curve (contraction 
in demand) from B to C and similarly, there is upward movement along the supply curve (expansion in supply) from A to C. 
So, finally equilibrium price rises from OP to OP1, and equilibrium quantity also rises from OQ to OQ1. 

 

Conclusion: Due to increase in demand- 

 Equilibrium price rises from OP to OP1 

 Equilibrium quantity also rises from OQ to OQ1 

 
Case II: Decrease in Demand: A decrease in demand leads to leftward shift of demand curve as shown in the figure. As we 
know when demand decreases, then shifting should be such that initial price remains constant. It is so because decrease in 
demand is the part of the shift in demand in which other factor changes and price remains constant. 
 
Changes in Demand 

 A to B because of decrease in demand (shift in demand) 

 B to C as price falls because of excess supply which leads to downward movement along the demand curve. A to C as 
price falls because of excess supply which leads to downward movement along the supply curve. 

 

We assume that initial price is OP and equilibrium quantity is OQ as shown in the figure. In the above figure price is on vertical 

axis and quantity demanded and supplied is on horizontal axis. With new demand curve D1D1, there is excess supply at initial 

price OP because at price OP demand is PB and supply is PA so there is excess supply of AB at price OP. 
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Due to this excess supply, competition among the producer will make the price fall. Due to fall in price there is downward 

movement along the demand curve (Expansion in demand) from B to C and similarly there is downward movement along the 

supply curve (contraction in supply) from A to C. So, finally, the equilibrium price falls from OP to OP1 and equilibrium quantity 

also falls from OQ to OQ1. 

Conclusion: Due to decrease in demand- 
 Equilibrium price falls from OP to OP1. 
 Equilibrium quantity also falls from OQ to OQ1. 

 
 
Case III: Increase in Supply: An increase in supply leads to rightward shift of supply curve as shown in the figure. As we know 
when supply increases, then shifting should be such that initial price remains constant. It is so because increase in supply is 
the part of the shift in supply in which other factor changes and price remains constant. 
 
  
 
 
 
 
 
 
 
 
 
 
 
 
 
 
When supply increases, accompanied by no change in demand, the supply curve shift towards the right. When supply increases, 
a condition of excess supply arises at the old equilibrium level. This induces competition among the sellers to sell their supply, 
which in turn decreases the price. 
 
This decrease in price, in turn, leads to a fall in supply and a rise in demand. These processes operate until a new equilibrium level 
is attained. Lastly, such conditions are marked by a decrease in price and an increase in quantity. 
 
Conclusion: Due to increase in supply 

 Equilibrium price falls from OP to OP1. 
 Equilibrium quantity rises from OQ to OQ1. 

 
 
Decrease in Supply: A decrease in supply leads to leftward shift of supply curve as shown in the figure. As we know when 
supply decreases, then shifting should be such that initial price remains constant. It is so because increase in supply is the part 
of the shift in supply in which other factor changes and price remains constant.  
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When the supply decreases, accompanied by no change in demand, there is a leftward shift of the supply curve. As supply 
decreases, a condition of excess demand is created at the old equilibrium level. Effectively there is increased competition among 
the buyers, which obviously leads to a rise in the price. 

 

An increase in price is accompanied by a decrease in demand and an increase in supply. This continues until a new equilibrium 
level is attained. Further, there is a rise in equilibrium price but a fall in equilibrium quantity. 
 
Conclusion: Due to decrease in supply 

 Equilibrium price rises from OP to OP2. 
 Equilibrium quantity falls from OQ to OQ2. 

 


