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Demand Curve |

Definition: Market
A market consists of the buyers and sellers of a good or service

m Both buyers and sellers are assumed to act according to
Cost—Benefit principle

m Recall: reservation price — a maximum willingness to pay for
something; price for which a consumer is indifferent between buying
and not buying the good or service

Definition: Demand Curve

Description of the relationship between a price of a good or service and a
number of units a buyer wants to buy for a given price
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Demand Curve Il

m Why is the demand curve downward sloping?

The Law of Demand

The empirical observation that when the price of a product falls, people
demand larger quantities of it.

m When price rises people switch to substitute goods i.e. buy rice
instead of pasta. — substitution effect

m When price rises people cannot afford to buy as much as before. —
income effect
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m Again: Horizontal vs. vertical interpretation of the supply curve
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m Why is the supply curve upward sloping?

The Law of Supply

The empirical observation that when the price of a product rises, firms
offer more of it for sale.
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Supply Curve Il
m Why is the supply curve upward sloping?

The Law of Supply

The empirical observation that when the price of a product rises, firms
offer more of it for sale.

m Price must cover the marginal cost of producing a good.

m This cost tends to rise with the number of units produced.
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m Pareto efficiency: No reallocation can improve some peoples position
without harming the position of at least some others.
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m Market in Disequilibrium:
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Definition: Excess Demand

The amount by which quantity demanded exceeds quantity supplied.
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Definition: Excess Demand
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Definition: Excess Supply
The amount by which quantity supplied exceeds quantity demanded.

m Market in disequilibrium is NOT Pareto efficient!
m Possibility of transactions in which at least one party is better off.
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The Market Il

Definition: Excess Demand
The amount by which quantity demanded exceeds quantity supplied.

Definition: Excess Supply
The amount by which quantity supplied exceeds quantity demanded.

m Market in disequilibrium is NOT Pareto efficient!
m Possibility of transactions in which at least one party is better off.

m " The Invisible Hand” (Adam Smith): Market will adjust to
equilibrium on its own!
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m Examples: agricultural products in the EU, minimum wages etc.
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Price Regulation

Definition: Price Floor

A minimum price for a good, established by law

m Examples: agricultural products in the EU, minimum wages etc.

Definition: Price Ceiling

A maximum price for a good, established by law

m Examples: rent control, price control in socialist economies etc.

m Effect on the market? Pareto efficiency?
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Determinants of Demand |

1. Income
m Normal goods: quantity demanded at any price rises with income

m Inferior goods: quantity demanded at any price falls with income
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1. Income
m Normal goods: quantity demanded at any price rises with income

m Inferior goods: quantity demanded at any price falls with income

P P
Dy Dy
Dy Dy
Income rises, Income rises,
normal good inferior good
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2. Prices of Substitutes and Complements
m Substitutes: goods that serve a similar purpose.
m Complements: goods that are usually consumed together.
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2. Prices of Substitutes and Complements
m Substitutes: goods that serve a similar purpose.
m Complements: goods that are usually consumed together.
P P
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Price of Price of
complement falls substitute falls
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Determinants of Demand Il

3. Tastes
m Example: Bacalhau is eaten more often in Portugal than in Germany

4. Expectations

m Expectations about future income and price levels affect current
purchase decisions.

5.Population

m The number of people who buy a product grows as the number of
potential buyers grows.
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Determinants of Supply |

1. Technology

m Technology determines costs of production, thus reservation prices
of suppliers
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1. Technology

m Technology determines costs of production, thus reservation prices
of suppliers
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Determinants of Supply Il

2. Prices of Factors of Production

m Costs depend on the payments to factors of production: labor,
capital etc.
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2. Prices of Factors of Production

m Costs depend on the payments to factors of production: labor,

capital etc.
P P P
5 S0 5
&0 /yl 6/50
Q Q Q
Higher wages Lower interest rates  Higher prices for

raw materials
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3. The Number of Suppliers

m The more firms that can supply a good, the greater will be the
quantity supplied of it at any given price.

Koppl-Turyna



Determinants of Supply Il

3. The Number of Suppliers

m The more firms that can supply a good, the greater will be the
quantity supplied of it at any given price.

4. Expectations

m Expectations about future factor prices, price levels affect current
production decisions.

Koppl-Turyna



Determinants of Supply Il

3. The Number of Suppliers

m The more firms that can supply a good, the greater will be the
quantity supplied of it at any given price.

4. Expectations
m Expectations about future factor prices, price levels affect current

production decisions.

5. Random Events

m Example: Weather in agricultural production
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The Effect of Taxes and Subsidies
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