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Law of Demand

* There iIs an inverse relationship
between the price of a good and the

guantity of the good demanded per time
period.

o Substitution Effect
 Income Effect



Individual Consumer’s Demand
Qdy =f(Py, I, Py, T)

Qd, = quantity demanded of commodity X
by an individual per time period

P, = price per unit of commodity X
| = consumer’s income

P, = price of related (substitute or
complementary) commodity

T = tastes of the consumer
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Qdy=1(Py, I, Py, T)

AQd, /AP, <0
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P, >0 1f Xand Y are substitutes

AQd, /APy, <0 If X and Y are complements
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Market Demand Curve

 Horizontal summation of demand
curves of individual consumers

« Bandwagon Effect
* Snob Effect
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Horizontal Summation: From
Individual to Market Demand

Individual 1 Px ($) | Individual 2 Px ($) I Market

0
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Market Demand Function
QD =1f(Py, N, I, Py, T)

QD, = quantity demanded of commodity X
P, = price per unit of commodity X
N = number of consumers on the market
| = consumer income

P, = price of related (substitute or
complementary) commodity

T = consumer tastes
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Demand Faced by a Firm

« Market Structure
— Monopoly
— Oligopoly
— Monopolistic Competition
— Perfect Competition

* Type of Good
— Durable Goods
— Nondurable Goods
— Producers’ Goods - Derived Demand
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Linear Demand Function

Qy=ay,+a,Py+a,N+a;l +a,Py +aT

Px Intercept:
ap, + a,N +a;l + a,Py +asT

Qx
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Price Elasticity of Demand

_AQ/Q AQ P
AP/P AP Q

Point Definition  E,

. . P
Linear Function E; =4 o)
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Price Elasticity of Demand

= Q Ql P,+P
" PB-P Q,+Q

Arc Definition
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Marginal Revenue and Price
Elasticity of Demand



Marginal Revenue and Price
Elasticity of Demand

\\‘EM £,|-1
\ <
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Marginal Revenue, Total
Revenue, and Price Elasticity

TRIMMR>0 [MR<0
E.|>1] ||Eq| <1

E.|=1 MR=0

Prepared by Robert F. Brooker, Ph.D.  Copyright ©2004 by South-Western, a division of Thomson Learning. All rights reserved. Slide 14



Determinants of Price
Elasticity of Demand

Demand for a commodity will be more
elastic If:

* It has many close substitutes
* |t is narrowly defined

* More time Is available to adjust to a
price change



Determinants of Price
Elasticity of Demand

Demand for a commodity will be less
elastic If:

t has few substitutes
t Is broadly defined

_ess time Is availlable to adjust to a
orice change
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Income Elasticity of Demand

_AQ/Q AQ |
AL Al Q

Point Definition  E,

Linear Function E :as.é
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Income Elasticity of Demand

— |, + |
Arc Definition E,=QZ Q1+l

|2 - |1 Qz +Q1

Normal Good Inferior Good
E, >0 E, <0
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Cross-Price Elasticity of Demand

_AQ/Qx _AQy R
AP /P, AR, Q,

Point Definition  E,,

Linear Function g -5, .-
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Cross-Price Elasticity of Demand

Arc Definition

E _sz_Qx1. PY2+PY1
Xy —
PYZ_R(l Qx2+Qx1

Substitutes Complements

E,, >0 E,, <0
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Other Factors Related to
Demand Theory

* International Convergence of Tastes
— Globalization of Markets

— Influence of International Preferences on
Market Demand

* Growth of Electronic Commerce
— Cost of Sales
— Supply Chains and Logistics
— Customer Relationship Management
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