
Lesson 2: How the Stock Market Works and Why It 

Moves 
Now that we are introduced to some of the basic types of investments, we can 

look into how the stock market actually works, and why prices move. 

To understand the basics of the stock market, we need a quick refresher on 

some core economics – the laws of Supply and Demand. 

Supply and Demand In The Stock Market 

The stock market is made up of “Sellers” – people who own a stock but would 

be willing to sell it (if the price is high enough), and “Buyers” – people who want 

to buy a stock (if the price is low enough). 

The stock market works by taking all these buyers and sellers, putting their offers 

together, and making trades. The price for trades is determined by constantly 

shifting movements in the supply and demand for stocks. The price and quantity 

where supply is equal to demand is called “Market Equilibrium”, and one major 

role of stock exchanges is to help facilitate this balance. We can use the stock 

market to give some great supply and demand examples with buyers and sellers 

who want different prices. 

To see how this works, we can use a simplified example. Imagine there is ABC 

stock – currently 10 people own 1 share each, and there are 10 people looking 

to buy one share each. 

The Supply of Stock 

“Supply” refers to the total number of stockholders who would be willing to sell 

their shares. Every seller is different – some people would be willing to sell for 

cheap, others want a lot more money. 



 

All these sellers “value” their share differently. In stock market terms, their value is 

their “Ask Price” – the lowest amount they would need to be paid to sell their 

stock. The shareholders on the left would be willing to take a much lower price 

for their shares than the sellers on the right. If we look at the whole market for 

shares, as the price goes up, the total number of shares “supplied” also goes up: 

 

At a market price of $10, only 1 share will be supplied, but at a price of $25, 5 

shares would be supplied. 



The Demand For Stock 

“Demand” refers to the total amount of stock potential buyers would be willing 

to buy at any price. We can use a similar example to the one above – imagine 

we have 10 people who want to buy 1 share each, but are only willing to pay a 

certain price: 

 

Unlike supply, this means that as the price goes up, fewer people are willing to 

buy a share. For example, if the price per share was $30, only 4 people would be 

willing to buy (the 4 on the right side who would be willing to pay $30 or more). 

The value the Buyers put on their stock is the “Bid Price” – the most amount of 

money a buyer would pay for a share of the stock. 

If we look at the total demand as a graph, it slopes downwards: 



 

Market Equilibrium 

“Market Equilibrium” is the point where the supply and demand meet – all the 

potential buyers and sellers trade until there is no one left who agrees on price. 

In a graph, you can see the equilibrium point as where the supply and demand 

meet. 

With our example of buyers and sellers, we can see the exact point where the 

market reaches equilibrium: 

 



At a price of $27 (actually anywhere between $25.50 and $27.50) and a 

quantity of 5, the supply equals demand and the market is balanced. From a 

practical standpoint, these are the buyers and sellers who made a trade: 

 

 

The buyers who wanted the stock the most, and the sellers who were the most 

eager to get rid of it, made their trade. For the other buyers, no seller was willing 

to sell their stock low enough for them to want to buy. 

The next-lowest seller wants $28 for their stock, but the next-highest buyer will 

only pay $25, so no more trades will happen. 



Efficient Equilibrium 

This example makes sense, but why didn’t we have 8 trades instead of 5? If all 

the highest and lowest buyers and sellers were linked directly, a lot more trades 

could take place. 

 

Unfortunately, there are some big problems with this. The biggest problem is 

information: the lowest seller, who sold for somewhere between $10 and $12, 

can now see that someone else just sold their share for over $35 – all the sellers 

would only try to sell to the highest buyers, and all the buyers would only try to 

buy from the lowest sellers. People would hide the true value they put on the 

stock for fear of getting ripped off. 

Stock markets exist to make sure this does not happen. All the buyers and sellers 

can see what each other is doing by bringing all the buyers and sellers into the 

same room and having them say specifically what prices they are “Bidding” 

and “Asking” so everyone gets a fair deal for their trade. 



 

Market Timing and Moving 

Now that you know what the stock market is and what role the Stock Exchange play, let’s take 

a step back and look at how stock prices and the economy move. As you might expect, timing is 

extremely important in investing because you must learn how to time your buys and your sells. 

Your first requirement is to understand ” business cycles.” Understanding what business cycles 

are is relatively easy to do, but predicting them is nearly impossible and even the best 

economists at Harvard University rarely agree. 

If you are over the age of 18, you know that business cycles exist. We have all heard the terms 

of recession, depression, expansions, boom, and bust. The economy seems to go strong for a 

while where everyone has a job, feels optimistic about the future and we hear the stock market 

setting new highs. Then it seems as if overnight, we hear about companies that have overbuilt, 

laying people off and freezing wages. You may not have realized it then, but you were riding the 

ups and downs of a business cycle. 

Don’t confuse one company’s sudden success with business cycles. Fads and single industries or 

conditions seldom influence a business cycle. Like a perfect storm, business cycles are the 

product of multiple components. As a newer investor, you should understand and accept that 

they happen. It’s never a question of “if,” only “when” a business cycle will peak or bottom out. 

Investing just before a peak can be costly. Conversely, investing at the bottom can be quite 

profitable. 

The typical business cycle consists of periods of economic expansion, contraction (recession) 

and recovery to a new peak as seen in the graph below: 

 

A business cycle is usually identified as a sequence of four phases: 

• 1. Contraction (A slowdown in the pace of economic activity) 



• 2. Trough (The lower turning point of a business cycle, where a contraction turns into an 

expansion) 

• 3. Expansion (A speedup in the pace of economic activity) 

• 4. Peak (The upper turning of a business cycle) 

A recession occurs if a contraction is severe enough and the GDP declines for 2 consecutive 

quarters. During recessions, which generally last 1 or 2 years, interest rates decline to help 

stimulate new business. A deep trough is called a slump or a depression. 

Now, here’s the premise behind economic cycles: They are more than just mere fluctuations in 

economic activity; they are significant oscillations of human behavior consistent and powerful 

enough to impact the economy. Sometimes the business cycle moves in shorter cycles, and 

occasionally it might take a decade to recover back into a growth mode (think Depression here). 

Economists and Wall Street argue all of the time about when we have topped out and when we 

have bottomed out. That is why so much attention is paid to the economic indicators that the 

U.S. Government releases monthly or quarterly like the Indicators below:  

Indicator Source Frequency 
Advance Monthly Sales for 
Retail and Food Services 

Census Bureau Monthly 

Advance Report on Durable 
Goods 

Census Bureau Monthly 

Construction Put in Place Census Bureau Monthly 

Gross Domestic Product 
Bureau of Economic Analysis 
(BEA) 

Quarterly Data, Revised 
Monthly 

Manufacturers’ Shipments, 
Inventories, and Orders 

Census Bureau Monthly 

Manufacturing and Trade: 
Inventories and Sales 

Census Bureau Monthly 

Monthly Wholesale Trade Census Bureau Monthly 

New Residential Construction Census Bureau Monthly 

New Residential Sales Census Bureau Monthly 

Personal Income and Outlays 
Bureau of Economic Analysis 
(BEA) 

Monthly 

U.S. International Trade in 
Goods and Services 

Census Bureau & Bureau of 
Economic Analysis (BEA) 

Monthly 

U.S. International Transactions 
Bureau of Economic Analysis 
(BEA) 

Quarterly 

For the purposes of this introductory course, suffice it to say that you must start paying 

attention to the cycle the current economy is in. If you want to explore further the deep and 

fascinating world of cycles, here are some of the more important cycles you should look at: 

• The Kitchin Cycle 

• The Juglar and Kuznets Cycles 

http://www.census.gov/svsd/www/retail.html
http://www.census.gov/svsd/www/retail.html


• The Kondratieff (Kondratiev) Wave 

• The Schumpeterian Cycle of Innovation 

• The Armstrong Cycle of Economic Confidence 

Knowing where you are in the overall business cycle is very important as an investor. As you 

might expect, just as the economy moves in cycles, so too does the stock market. In fact, the 

stock market generally moves in advance of the business cycle because the stock prices are 

based on both past earnings and future expectations of earnings. 

Furthermore, as the economy is moving in its cycles and the stock market is moving in its cycles, 

stocks also move in cycles. After all, you can find the best stock to buy in the world, but if it is 

not timed well with the overall business and market cycles, it may turn into a loss. Every stock 

or asset class goes through a classic cycle that is similar to the business cycle. Here is a diagram 

of the four stages of a stock’s cycle: 

 

Now compare these charts with a chart of how the market has performed since 1900. This is a 

chart of the Dow Jones Industrials Average. This is simply a composite price of the 30 largest 

companies in the U.S. and is used as a benchmark as to how the market is performing overall. 

You will note many up and downs in the market, but with the overwhelming trend being up. 

 

 

 

 

 



 

 

 

When you look at the chart of any stock or index, it typically moves in cycles that are closely 

related to the overall business cycle. For more information on timing stock picks with business 

cycles, our article here: Understanding Market Cycles: The Art of Market Timing 

How Individual Investors Can Beat the Market 
When you are just getting started investing in the stock market, it is imperative that you start 

building your portfolio with solid stock picks.  The first stock for everyone should be the ticker 

SPY, which is an Exchange Traded Fund (ETF) that mirrors the S&P500 Index.  In other words, 

buying the ticker SPY is like buying a little of the 500 biggest US companies. 

 

http://education.howthemarketworks.com/advanced/technical-analysis/the-art-of-market-timing/
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