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LEsson 14

How ARE STtoCK PRICES DETERMINED?

LESSON DESCRIPTION

The students participate in a simulated
stock market activity that shows how the
price of a share of stock is determined in

a competitive market. They analyze the
simulation to learn that stock prices are es-
tablished through the interaction of supply
and demand.

INTRODUCTION

The laws of supply and demand apply to
all markets, including financial markets.
Demand refers to the different quantities of
a stock that people will purchase at various
prices during a specific period of time. Sup-
ply refers to the different quantities of a
stock that will be offered for sale at various
prices during a specific period of time. The
equilibrium price is the price at which buy-
ers want to buy the same amount of a stock
that sellers want to sell. Shifts in demand
and supply generate new prices.

CONCEPTS
Demand

Equilibrium price

Shift in demand or supply
Shortage

Supply

Surplus

OBJECTIVES
Students will:

¢ Make decisions about buying and
selling shares of stock, based on their
expectations of the profitability of a
fictional corporation.

* Graph demand and supply curves.

* Graph shifts in demand and supply
curves.

* Identify equilibrium prices.

CONTENT STANDARDS

Voluntary National Content Standards
in Economics, 2nd Edition

* Standard 5: Voluntary exchange oc-
curs only when all participating parties
expect to gain. This is true for trade
among individuals or organizations
within a nation, and among individuals
or organizations in different nations.

¢ Standard 7: A market exists when
buyers and sellers interact. This in-
teraction determines market prices
and thereby allocates scarce goods and
services.

¢ Standard 8: Prices send signals and
provide incentives to buyers and sell-
ers. When supply or demand changes,
market prices adjust, affecting incen-
tives.

National Standards in K-12 Personal
Finance Education, 3rd edition

* Saving and Investing Standard 4:
Describe how to buy and sell invest-
ments.

TIME REQUIRED
75 minutes

MATERIALS
e Slides 14.1,14.2,14.3,14.4, 14.5, 14.6,
14.7,14.8, and 14.9

* Activity 14.1 (enough copies for half of
the students)

e Activity 14.2 (enough copies for half of
the students)

e A copy of Activity 14.3 and 14.4 for
each student

* Cards cut from Activity 14.5 and 14.6,
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used to establish a deck of Seller Cards
and a deck of Buyer Cards

A copy of Activity 14.7 for each student

PROCEDURE

1.

Introduce the lesson’s focus on stock
prices. These prices are important for
an obvious reason. When they go up,
some people make money; when they
go down, some people lose money. The
gains and losses may be large. But why
does all this happen? Why do stock
prices change?

Explain that there is widespread spec-
ulation among investors and media
commentators about why prices change
in the stock market. Some observers
emphasize the influence of political
developments. Others hint at dark con-
spiracies among insiders in the finan-
cial world. Economists emphasize basic
economic principles. Whatever politi-
cians and financial wheeler-dealers
might be doing, they say, prices in the
stock market are determined by sup-
ply and demand. This lesson focuses

on that explanation, beginning with a
simulation activity.

Organize the class into two groups of
equal size: buyers and sellers. Distrib-
ute one copy of Activity 14.1 to the
buyers. Distribute one copy of Ac-
tivity 14.2 to the sellers. Ask the buy-
ers to follow along as you read the text
on Activity 14.1 to the class. Ask the
buyers to complete the table on Activity
14.1. Ask the sellers to follow along as
you read the text on Activity 14.2 to the
sellers. Ask the sellers to complete the
table on Activity 14.2.

Display Slide 14.1. Ask for a volun-
teer from the buyers’ group to read
the number of cups of coffee he or she
would be willing to buy at each price.
Write these numbers in column 1. Ask
the same question of three more vol-

10.

unteers from the buyers’ group and
write the numbers of cups in columns
2, 3, and 4. Then total the numbers and
enter them in column 5. Display Slide
14.2 and repeat the same procedure for
the sellers.

Display Slide 14.1 again. Ask the stu-
dents whether they can see any pattern
in the totals in column 5. (The totals
show that people will buy more cups

of coffee at lower prices and fewer at
higher prices.) Inform the students that
they have discovered a basic principle
of economics—the law of demand. This
is a key principle for describing the
behavior of consumers. Display Slide
14.3 to stress this point.

Display Slide 14.2 again. Ask the
students to look for another pattern in
the totals in column 5. (The totals show
that people will produce more at higher
prices and less at lower prices.) Inform
the students that they have discovered
another basic principle of econom-
ics—the law of supply. This is a key
principle for describing the behavior of
producers. Display Slide 14.3 again to
stress this point.

Tell the students they will now use
their knowledge of supply and demand
to participate as buyers and sellers in
a stock market. Keep the class grouped
as buyers and sellers. Distribute a
copy of Activity 14.3 and read it
aloud with the students.

Distribute a copy of Activity 14.4 to
all the students and explain that they
should use it to record every transac-
tion they make. Review the details of
the score sheet.

Clear a large area in the classroom and
designate it as the trading floor.

Have the Sell Cards and Buy Cards
from Activities 14.5 and 14.6 ready; the
cards should be kept in separate decks
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11.

12.

13.

and shuffled between each round of
play. Assign one student to be keeper
of the cards and another to record the
transactions on Slide 14 .4.

Distribute the first Buy and Sell
Cards—one to each student. Each
student should examine his or her card
and record the number on the card on
the score sheet. Then open the market
for trading.

After five minutes, stop the first round
of trade. Display Slide 14.4 (which
the recorder has completed for the
first round, to show the students a
summary of their exchanges). Tell the
students that information on the sum-
mary shows a wide range of prices,
with more prices clustering near $15
because there is neither a shortage
nor a surplus at $15. This price of $15,
where the market is balanced, is called
the equilibrium price. Students will
discover that their total gain will prob-
ably be greatest if they conclude more
exchanges at $15, even though each

of those exchanges provides a smaller
gain than they originally wanted. As
the students obtain more information
about the equilibrium price, exchange
prices will concentrate more closely
around it.

Have the students play the second and
third rounds of trading. After the last
round, use Slide 14.4 to display a sum-
mary of their exchanges. Ask the stu-
dents what, if anything, that informa-
tion tells them.

(The information should indicate that
as trading progressed through each
round, competition among players
helped concentrate exchange prices
more closely around the price of $15.)

14.

15.

Distribute Activity 14.7. Ask the
students to read Part 1 and Part 2. Al-
low them time to draw the demand and
supply curves on Figure 2 and respond
to the Questions for Discussion.
Display Slide 14.5 and discuss the
answers.

A. What is the law of demand?

(Buyers want to buy fewer stocks at
higher prices than at lower prices.)

B. What is the law of supply?

(Sellers are willing to offer more
stocks for sale at higher prices than
at lower prices.)

C. What is the equilibrium price of
Mighty Wings stock in Figure 27

(315)

D. What would happen if the price of
Mighty Wings were above $15?

(When the price is above the equi-
librium price, buyers will buy less.
There is a surplus.)

E. What would happen if the price of
Mighty Wings were below $15?

(When the price is below the equi-
librium price, sellers will offer less.
There is a shortage.)

Ask the students to read Parts 3 and 4
of Activity 14.7. Ask them to complete
the new demand schedule in Figure 3,
graph the new demand curve on Figure
2, and respond to the Questions for
Discussion. Display Slide 14.6. Ask:

A. What happened to demand? (There
was an increase in demand.)

B. What happened to the equilibrium
price? (The equilibrium price in-
creased to about $16.70.)
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Figure 3

Supply and Demand Schedules for

Mighty Wings, Inc. Stock

Price per Number Number
Share of Shares of Shares
Sellers Buyers
Want to Want to
Sell Buy
$25 6
$20
$15
$10 2
$5 0
16. Ask the students to read Part 5 of

17.

18.

Activity 14.7. Ask them to complete the
new supply schedule in Figure 3, graph
the new supply curve on Figure 2, and
respond to the Questions for Discus-
sion.

Display Slide 14.7. Ask:
A. What happened to supply?
(There was a decrease in supply.)

B. What happened to the equilibrium
price?

(The equilibrium price increased to
about $18.30. This is the intersec-
tion of S2 and D2.)

Explain that in the stock market, the
laws of supply and demand are influ-
enced by the expectations of buyers and
sellers. For example, sometimes buyers
buy stocks even as the price is rising.
This seems to violate the law of de-
mand. Display Slide 14.8 and explain
how the expectations of buyers and
sellers can influence their decisions.

CLOSURE
19. Display Slide 14.9 and review the

main points of the lesson:

* The law of demand states (with re-
spect to stocks) that buyers choose
to purchase more shares at lower
prices than at higher prices.

* The law of supply states (with re-
spect to stocks) that sellers choose
to sell more shares at higher prices
than at lower prices.

* An equilibrium price for stocks
exists when the quantity of shares
demanded at that price equals the
quantity of shares being supplied.

e For a given stock, prices change as
a result of changes in the supply of
and demand for that stock.

ASSESSMENT
Multiple-Choice Questions

1.

Prices will probably rise for the shares
of a particular corporation when

a. the government allows stock prices
to rise.

b. sellers expect the company’s profits
to decrease.

c. buyers expect the company’s profits
to increase.

d. the New York Stock Exchange al-
lows stock prices to rise.

The demand curve for shares of stock
shows

a. how many shares will be offered for
sale at each price.

b. how many shares will be demanded
at the equilibrium price.

c. how many shares will be demanded
at the lowest possible price.

d. how many shares will be demanded
at each price.

LEARNING, EARNING, AND INVESTING FOR A NEW GENERATION © CouNnciL FOR Economic EpucaTioN, NEw Yorg, NY 231



LEssoN 14 How ArE Stock PrIiCES DETERMINED?

If demand for the shares of a particular
corporation decreases, what will hap-
pen to the price at which those shares
can be sold?

The price will probably fall.

The price will probably rise.

The price may either rise or fall.
The price will probably remain the
same.

po o8

Stockholders will be most willing to sell
their shares if

a. they believe that the price they can
get for their shares is higher than
the potential value of the shares.

b. they believe that the company will
become more profitable in the fu-
ture.

c. they believe that the price they can
get for their shares is lower than
the potential value of the shares.

d. they believe that demand for the
shares will rise in the future.

Constructed-Response Items

1.

Consider the following comment made
in a television news program editorial:

Stock prices are too high! The aver-
age person cannot afford to buy
stocks as an investment anymore.
This situation is a threat to our
economy. If people cannot afford to
buy stocks, they will lose faith in
the American Dream. Government
regulators should require all sellers
to make stocks available at $30 or
less so everyone can afford them. If
stock in good companies were avail-
able at a low price, everyone would
have a chance to be rich.

Use the concepts of supply, demand,
and equilibrium price to evaluate this
statement.

(Setting the price of stocks at $30 or less
would prevent the price from respond-

ing to changing conditions of supply
and demand. If the price is set below
the equilibrium price, many people
wishing to buy stocks will not be able to
purchase them because sellers will not
make enough stock available at that low
price to satisfy every buyer. Moreover, if
you can buy a stock at a low price but
the price cannot rise in the future, you
will not make money or grow wealthier.)

Explain how investors’ beliefs about
the future profitability of a corporation
affect the supply of and demand for its
shares, and the equilibrium price of its
shares.

(When investors believe that a corpora-
tion will become more profitable in the
future, demand for the stock will rise
and the price will rise. Supply of the
stock will probably decrease because
shareholders will want to hold onto
their shares unless they can get very
high prices for them. When investors be-
lieve that the profits of the corporation
will fall, demand for the corporation’s
shares will fall, as will the price of the
shares. Supply will probably increase
because shareholders will be more eager
to sell.)
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Activity 14.1
STOMPING GROUNDS: BUYERS

Coffee is your favorite drink. For you and everyone in your family, a good day begins with a
nice fresh cup.

Stomping Grounds, Inc. is a new coffee shop. You stopped there recently and loved the coffee.
Amy Donald, the owner, is trying to decide how many cups of Stomping Grounds coffee cus-
tomers like you are willing to buy at different prices. How many cups of Stomping Grounds
coffee would you buy each week?

Your answer would probably depend on the price per cup. Read the table below. For each of
the prices listed, estimate the maximum number of cups you would buy per week. Begin at
the bottom of the table. Suppose Amy is giving away coupons for free cups of coffee. In the
bottom blank, opposite $0, enter the maximum number of cups you would want to have per
week if the coffee was free. Then go to the next price, $1. Write the maximum number of
cups per week you might buy if you had to pay $1 for each cup. Then make similar estimates
for each of the other prices. If you would not buy any cups at a particular price, write a zero
in the blank next to that price.

Prices for One Cup of Number of Cups of Stomping Grounds
Stomping Grounds Coffee Coffee You Would Buy Each Week

$10

$5

$4

$3

$2

$1

$0 (Amy is giving away coupons
for free coffee.)
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AcTtiviTy 14.2
STOMPING (FROUNDS: SELLERS

You are desperate for cash. You have begged your friends for money. “No deal,” they said. You
asked your parents for an increase in your allowance. The answer was a big “No.” You called
old Uncle Bart on your cell phone. Another “No”—but worse. He didn’t even remember your
name.

You decide to take matters into your own hands and search for a job. You notice that Stomp-
ing Grounds, Inc., a trendy new coffee shop, is looking for employees. It looks like a nice
place to work.

Amy, the owner of Stomping Grounds, has a plan for you to consider. If you worked for
Stomping Grounds, you could choose the number of hours you would work each week, and
you could arrange the hours to fit your schedule. How many hours per week do you think
you would be willing to work at Stomping Grounds to earn money? The answer might de-
pend on the pay you would earn. Examine the table below. Then estimate the maximum
number of hours you would be willing to work at each wage level.

For example, suppose Amy offered you a job as a volunteer, at no wage. Write in the number
of hours you would be willing to work each week at the wage of $0 in the table below. Then
consider another wage, $10 per hour. How many hours would you work at that wage? Write
in that number, too. Complete all the blanks in the same manner. If you would not work at a
particular wage, write a zero in the blank next to the wage.

Wages You Would Earn for Hours per Week You Would
One Hour of Work Work at This Wage

$30
$25
$20
$15
$10

$0 (You are a volunteer.)
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Activity 14.3
MicHTY WINGS GAME

Overview

In the following game, you will buy or sell stocks in an imaginary business called Mighty
Wings, Inc. Half of you will be buyers and half will be sellers. In addition, a Card Keeper will
give you a card with important instructions about each exchange. A Recorder will keep track
of the exchanges you make.

You will play the game in three five-minute rounds. Your goal is to make as much money as
you can by the end of the game. If you are a seller, however, you must deal with the law of
demand when you try to get a high price for your shares. If you are a buyer, you must deal
with the law of supply when you try to pay a low price for the shares you want.

Directions

1.

Buyers will start the game with one Buy Card and one score sheet. The Buy Card will
say “You are authorized to BUY one share of Mighty Wings, paying as little as possible.
If you spend more than , you will lose money.” The exact price is written on the
Buy Card.

Record the price shown on your Buy Card on your score sheet.

When the round starts, try to buy at the lowest price the seller will agree to. If you

pay exactly the price written on your card, you will break even for that transaction.
If you pay less than the price on your card, the difference is a gain. If you pay more
than the price on your card, the difference is a loss.

You may buy shares of stock at any price, as long as you can find a willing seller. But
that price must always be in multiples of 5. That is, the price for one share may be
$5, $10, $15, $20, and so on.

As soon as you have bought a stock, record the transaction on your score sheet.

Report the price you have negotiated to the Recorder; the Recorder will keep a tally
on the Classroom Tally Sheet.

Turn in your card. Receive a new card and begin the negotiation process anew.

Sellers start the game with one Sell Card and one score sheet. The Sell Card will say
“You are authorized to SELL one share of Mighty Wings, for as much as possible. If you
sell for less than , you will lose money.” The exact price is written on the Sell Card.

Record the price shown your sell order on your score sheet.

When the round starts, try to sell at the highest price you can get. If you get exactly
the price written on your card, you will break even for that transaction. If you get
more than the price on your card, the difference is a gain. If you get less than the
price on your card, the difference is a loss.

You may sell shares of stock at any price, as long as you can find a willing buyer. But
that price must always be in multiples of 5. That is, the price for one share may be
$5, $10, $15, $20, and so on.
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* As soon as you have sold a stock, record the transaction on your score sheet.
¢ Turn in your card. Receive a new card and begin the negotiation process anew.

When the teacher says, “The market is open,” buyers and sellers should meet in the des-
ignated area and try to agree on a price for one share of stock.

The goal of buyers and sellers is to earn as much money as they can. Buyers will do this
by purchasing stock for a price lower than the prices shown on their cards. Sellers make
money by selling for higher prices than the prices shown on their cards.

Every time a price is agreed on and a sale is made, the buyer must report the price to
the Recorder, who will enter it on the Classroom Tally Sheet.

As soon as buyers and sellers receive new cards, they should return to the market and
try to make another deal.

All students are free to make as many transactions in a round as time permits. Once the
teacher says, “The market is closed,” no further transactions will count.
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Activity 14.4

SCORE SHEET FOR THE MIGHTY WINGS (GAME

Name

Circle one: 1 Am a Buyer

I Am a Seller

Date

Number of
Exchanges

Price on Your
Card

Transaction
Price

Gain

Loss

1

2

10

11

12

13

14

15

Total

Net Gain or Loss (Circle one)
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AcTivity 14.5
SELL CARDS

Sell one share of
Mighty Wings, Inc. for

as much as you can get.

But if you accept less
than $10 you will lose
money.

Sell one share of
Mighty Wings, Inc. for

as much as you can get.

But if you accept less
than $10 you will lose
money.

Sell one share of
Mighty Wings, Inc. for

as much as you can get.

But if you accept less
than $15 you will lose
money.

Sell one share of
Mighty Wings, Inc. for

as much as you can get.

But if you accept less
than $15 you will lose
money.

Sell one share of
Mighty Wings, Inc. for

as much as you can get.

But if you accept less
than $20 you will lose
money.

Sell one share of
Mighty Wings, Inc. for

as much as you can get.

But if you accept less
than $20 you will lose
money.

Sell one share of
Mighty Wings, Inc. for

as much as you can get.

But if you accept less
than $25 you will lose
money.

Sell one share of
Mighty Wings, Inc. for

as much as you can get.

But if you accept less
than $10 you will lose
money.

Sell one share of
Mighty Wings, Inc. for

as much as you can get.

But if you accept less
than $10 you will lose
money.

Sell one share of
Mighty Wings, Inc. for

as much as you can get.

But if you accept less
than $15 you will lose
money.

Sell one share of
Mighty Wings, Inc. for

as much as you can get.

But if you accept less
than $15 you will lose
money.

Sell one share of
Mighty Wings, Inc. for

as much as you can get.

But if you accept less
than $20 you will lose
money.

Sell one share of
Mighty Wings, Inc. for

as much as you can get.

But if you accept less
than $20 you will lose
money.

Sell one share of
Mighty Wings, Inc. for

as much as you can get.

But if you accept less
than $25 you will lose
money.

Sell one share of
Mighty Wings, Inc. for

as much as you can get.

But if you accept less
than $10 you will lose
money.

Sell one share of
Mighty Wings, Inc. for

as much as you can get.

But if you accept less
than $15 you will lose
money.

Sell one share of
Mighty Wings, Inc. for

as much as you can get.

But if you accept less
than $15 you will lose
money.

Sell one share of
Mighty Wings, Inc. for

as much as you can get.

But if you accept less
than $20 you will lose
money.

Sell one share of
Mighty Wings, Inc. for

as much as you can get.

But if you accept less
than $20 you will lose
money.

Sell one share of
Mighty Wings, Inc. for

as much as you can get.

But if you accept less
than $25 you will lose
money.

Sell one share of
Mighty Wings, Inc. for

as much as you can get.

But if you accept less
than $10 you will lose
money.

Sell one share of
Mighty Wings, Inc. for

as much as you can get.

But if you accept less
than $15 you will lose
money.

Sell one share of
Mighty Wings, Inc. for

as much as you can get.

But if you accept less
than $15 you will lose
money.

Sell one share of
Mighty Wings, Inc. for

as much as you can get.

But if you accept less
than $20 you will lose
money.

Sell one share of
Mighty Wings, Inc. for

as much as you can get.

But if you accept less
than $20 you will lose
money.

Sell one share of
Mighty Wings, Inc. for

as much as you can get.

But if you accept less
than $25 you will lose
money.
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AcTtiviTy 14.6
Buy CARrDs

1 1 1 1

. Buy one share of . Buy one share of . Buy one share of . Buy one share of

! Mighty Wings, Inc. for ! Mighty Wings, Inc. for ! Mighty Wings, Inc. for ! Mighty Wings, Inc. for

, as little as you can. But |, as little as you can. But , as little as you can. But , as little as you can. But

! if you pay more than $5 ! if you pay more than $5 ! if you pay more than $5 ! if you pay more than $5
1 you will lose money. 1 you will lose money. 1 you will lose money. 1 you will lose money.

1 1 1 1

Fm e e e e e e e e e - m— - - I I e B
| Buy one share of | Buy one share of | Buy one share of | Buy one share of

. Mighty Wings, Inc. for | Mighty Wings, Inc. for | Mighty Wings, Inc. for ! Mighty Wings, Inc. for

1 as little as you can. 1 as little as you can. 1 as little as you can. 1 as little as you can.

. But if you pay more . But if you pay more . But if you pay more . But if you pay more

1 than $10 you willlose 1 than $10 you will lose 1 than $10 you will lose 1 than $10 you will lose

| money. | money. | money. | money.

Fm e e e e e e e e e - m— - - I I e B
| Buy one share of | Buy one share of | Buy one share of | Buy one share of

. Mighty Wings, Inc. for | Mighty Wings, Inc. for | Mighty Wings, Inc. for | Mighty Wings, Inc. for

1 as little as you can. 1 as little as you can. 1 as little as you can. 1 as little as you can.

. But if you pay more . But if you pay more . But if you pay more . But if you pay more

1 than $10 you will lose 1 than $10 you will lose 1 than $10 you willlose 1 than $10 you will lose

| money. | money. , money. | money.

Fm e e e e e e e e e - m— - - I I e B
| Buy one share of | Buy one share of | Buy one share of | Buy one share of

. Mighty Wings, Inc. for | Mighty Wings, Inc. for | Mighty Wings, Inc. for | Mighty Wings, Inc. for

1 as little as you can. 1 as little as you can. 1 as little as you can. 1 as little as you can.

. But if you pay more . But if you pay more . But if you pay more . But if you pay more

1 than $15 you will lose 1 than $15 you will lose 1 than $15 you willlose 1 than $15 you will lose

| money. | money. , money. | money.
e R i el R e R et
| Buy one share of | Buy one share of | Buy one share of | Buy one share of

. Mighty Wings, Inc. for | Mighty Wings, Inc. for | Mighty Wings, Inc. for ! Mighty Wings, Inc. for

1 as little as you can. 1 as little as you can. 1 as little as you can. 1 as little as you can.

. But if you pay more . But if you pay more . But if you pay more . But if you pay more

1 than $15 you will lose 1 than $15 you will lose 1 than $15 you willlose 1 than $15 you will lose

| money. | money. | money. | money.

Fm e e e e e e e e e - m— - - I I e B
| Buy one share of | Buy one share of | Buy one share of | Buy one share of

. Mighty Wings, Inc. for | Mighty Wings, Inc. for | Mighty Wings, Inc. for | Mighty Wings, Inc. for

1 as little as you can. 1 as little as you can. 1 as little as you can. 1 as little as you can.

. But if you pay more . But if you pay more . But if you pay more . But if you pay more

1 than $20 you will lose 1 than $20 you will lose 1 than $20 you will lose 1 than $20 you will lose

| money. | money. | money. | money.

Fm e e e e e e e e e - mm - - I I e B
| Buy one share of | Buy one share of : |

. Mighty Wings, Inc. for | Mighty Wings, Inc. for | |

1 as little as you can. 1 as little as you can. 1 1

. But if you pay more . But if you pay more : :

1 than $20 you will lose 1 than $20 you will lose 1 |

1 1 1 1

, money. , money. X X
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ActiviTy 14.7
UNDERSTANDING SUPPLY, DEMAND, AND EQUILIBRIUM PRICE

Part 1: Equilibrium Price

Why did exchange prices of Mighty Wings stock concentrate around $15 per share? The
answer is that this price is the only one at which there was neither a shortage nor surplus
in the market. Here’s why.

A market exists whenever buyers and sellers exchange with one another. But the amount
sellers want to sell can be very different from the amount buyers want to buy. In the game
you played, only a price of $15 per share balanced these two amounts.

Figure 1 below shows what was happening in the market for Mighty Wings stocks. The table
shows what all the buyers’ cards were telling them to do. And it shows what all the sellers’
cards were telling them to do.

Figure 1
Price Per Share Number of Shares Number of Shares
Sellers Want to Sell Buyers Want to Buy

$25 26 0
$20 22 6
$15 14 14
$10 6 22

$5 4 26

Note that the equilibrium price is the only one at which buyers want to buy the same num-
ber of shares that sellers want to sell. Here, a price of $15 is the equilibrium price because it
balances these two quantities at 14 shares.

Part 2: How to Balance a Market

The numbers in Figure 1 illustrate the laws of supply and demand. Sellers offer more stocks
for sale at higher prices than at lower prices. In contrast, buyers want to buy fewer stocks at
higher prices than at lower prices.

For example, look at Figure 1 to see what happens when the price is $25. At this price, sell-
ers want to sell 26 shares. But buyers do not want to buy any shares at that price. So the
market is unbalanced. A surplus of 26 shares exists. This means sellers want to sell 26 more
shares than buyers want to buy at that price. Because of the surplus, sellers reduce their
prices. Only by decreasing their prices to $15 per share can they sell all the shares they
want to sell.

On the other hand, the price can also be too low. Look what happens when the price is $10
per share. Here, too, the market is unbalanced. A shortage of 16 shares exists. This means
that buyers want to buy 16 more shares than sellers want to sell at that price. Because of
the shortage, buyers increase their prices. Only by increasing their prices to $15 per share
can they buy all the shares they want.
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A price of $15 per share turns out to be a special price. It is special because of what it does:
It balances the number of shares that buyers and sellers want to trade. Because of its spe-
cial role in balancing the shares demanded and supplied, this price is called the equilibrium
price. It is the only price at which the shares demanded and supplied are in equilibrium.

We can use a graph to show what happens in a market. This may not seem important now,
but it is useful when the supply and demand curves change. Draw a graph in Figure 2 to
illustrate the information contained in Figure 1. Label the demand curve with “D” and the
supply curve with “S.”

Figure 2
Supply and Demand Curves for Mighty Wings, Inc. Stock

25

20

15

Price

10

2 4 6 8 10 12 14 16 18 20 22 24 26 28 30 32
Quantity
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Questions for Discussion
A. What is the law of demand?

B. What is the law of supply?

C. What is the equilibrium price of Mighty Wings in Figure 2?

D. What would happen if the price of Mighty Wings rose above $15?

E. What would happen if the price of Mighty Wings fell below $15?

Part 3: The Ups and Downs of Stock Prices

The game you played shows how buyers and sellers adjust their prices to reach a balance, or
equilibrium. But these balances seldom stay the same. Demand and supply are continually
changing, and buyers might want to buy more at each possible price. If so, they bid the price
up to a new equilibrium level. Or sellers might want to sell more at each possible price. If so,
they push the price down to a new equilibrium level.

So there is no mystery behind the ups and downs of prices for stocks—or for other goods and
services. Prices change because buyers and sellers become more or less willing to buy or sell
something. Then they work out new equilibrium prices to balance the market—just as your
class did for Mighty Wings, Inc. stocks.
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Part 4: A Change in Demand

Let’s see how an equilibrium price can change when the demand for Mighty Wings, Inc.
stock is greater at every price. Suppose that Mighty Wings, Inc. makes high-quality roller
skates. This year, however, roller skates are the latest fad. Profits for Mighty Wings, Inc.
have increased greatly, and people want to buy six more shares of its stock at every price.
Fill in the new demand schedule in Figure 3. Next, label the original demand curve in Fig-
ure 2 as D1. Then graph this year’s change by drawing a demand curve on Figure 2. Label

the new demand curve D2.

Figure 3
Supply and Demand Schedules for Mighty Wings, Inc. Stock
Price per Share Number of Shares Number of Shares
Sellers Want to Sell Buyers Want to Buy
$25 6
$20
$15
$10 2
$5 0

Questions for Discussion
A. What happened to demand?

B. What happened to the equilibrium price?
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Part 5: Change in Supply

Sellers now expect the price of a share of Mighty Wings, Inc. stock to rise in the future. Sell-
ers offer four fewer shares at each price. Write the number of shares sellers are now willing
and able to sell in Figure 3. First, label the original supply curve S1; then draw a new sup-
ply curve on Figure 2. Label the new supply curve S2.

Questions for Discussion

A. What happened to supply?

B. What happened to the equilibrium price (compare the prices on D2 and S2)?

The completed Figures 2 and 3 show an increase in demand and a decrease in supply. De-
mand increased and supply decreased because the stock is now more attractive. Current
owners want to hold on to more shares. And other investors are more eager to buy shares for
themselves.

LEARNING, EARNING, AND INVESTING FOR A NEW GENERATION © CouNnciL FOR Economic EpucaTioN, NEw Yorg, NY 245



LEssoN 14 How ArE Stock PrIiCES DETERMINED?

SLIDE 14.1

LEessoN 14 - How ARE STOCK PRICES DETERMINED?

Discovering the Law of Demand

Amount you

pay for one cup 1 4 Total
of Stomping

Grounds coffee

$10
$5
$4
$3
$2
$1

$0 (free coupons)

LEARNING, EARNING, AND INVESTING FOR A NEW GENERATION © CounciL For Economic EpucarioN, NEw York, NY

SLIDE 14.2

LEessoN 14 - How ARE STOCK PRICES DETERMINED?

Discovering the Law of Supply

Amount you
would receive 1 4 Total
as wages for one
hour of work

$30
$25
$20
$15
$10

$0 (volunteer)
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SLIDE 14.3

LEssoN 14 - How ARE STock PrICES DETERMINED?

The Laws of Demand and Supply

* Law of Demand: At lower prices, people choose to buy
more. At higher prices, people choose to buy less.

* Law of Supply: At higher prices, people choose to pro-
duce more. At lower prices, people choose to produce less.
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SLIDE 14.4

LEssoN 14 - How ARE STock PRrICES DETERMINED?

Classroom Tally Sheet
$50

45
40
35
30
25
20
15
10
$5
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SLIDE 14.5

LEssoN 14 - How ARE STocK PRICES DETERMINED?

Supply and Demand for
Mighty Wings, Inc. Shares

S

25

20

5

Price

0

2 4 6 8 10 12 14 16 18 20 22 24 26
Quantity
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SLIDE 14.6

LEessoN 14 - How ARE STOCK PRICES DETERMINED?

Change in Demand for
Mighty Wings, Inc. Shares

L\ S
25

20

Price

D D:

2 4 6 8 1012 14 16 18 20 22 24 26 28 30 32
Quantity
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SLIDE 14.7

LEssoN 14 - How ARE StocK PRricES DETERMINED?

Change in Supply for
Mighty Wings, Inc. Shares

s K S:| s

20

o
15 X

Price

54 N

D: D:

2 4 6 8 10 12 14 16 18 20 22 24 26 28 30 32
Quantity
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SLIDE 14.8

LEssoN 14 - How ARE STock PRrICES DETERMINED?

The Role of Expectations

Demand in Stock Markets

People are more likely to buy stock in a given company if they have posi-
tive expectations regarding the success of that company.

They might expect:

® The share price to increase.

* An improved dividend payment.

Supply in Stock Markets

People are more likely to sell stock in a given company if they have

negative expectations regarding the success of that company.

They might expect:

* The stock price to decrease in response to changes in the industry,
world events, or other uncertainties.

® The dividend to decrease.

* Better opportunities to purchase other stocks, bonds, or other types of
investments.
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SLIDE 14.9

LEessoN 14 - How ARE STOCK PRICES DETERMINED?

Review of Supply and Demand

* The law of demand states (regarding stocks) that buyers
choose to purchase more shares at lower prices and fewer
shares at higher prices, all else constant.

* The law of supply states (regarding stocks) that sellers
choose to sell more shares at higher prices and fewer
shares at lower prices, all else constant.

* An equilibrium price exists when the quantity of shares
demanded at that price equals the quantity of shares sup-
plied.

* Stock prices change as a result of changes in the supply of
and demand for shares of the stock in question.
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