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Firms - Basics of Industrial Organization

Source: Hal Varian, “Intermediate Microeconomics; A Modern Approach, 2002

Market Economy

» The optimization principle: people try to choose the best patterns of
consumption that they can afford

 The equilibrium principle: prices adjust until the amount that people
demand of something is equal to the amount that is supplied




Demand Curve

« The demand curve D(p) describes the relationship
between the quantity g demanded of a good and the price
p of the good

D(q)

q1

* As price falls, demand for the good increases

 The price p, Is the most the consumer is willing to pay for
the g™ unit of the good



Factors that Affect Demand

 Tastes and preferences
* Price of related goods

—Complements: If the price of the complement
Increases the quantity demanded of the other good
decreases

—Substitutes: If the price of the substitute increases the
demand for the good increases

* Income
 Expectations about future prices and income



Supply Curve

» Represents the quantity of the good that the producers are
willing to sell at various prices

5(q)
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« As price falls, supply for the good decreases

* The price p, Is the least the producer is willing to sell the
g™ unit of the good



Factors that Affect Supply

 Production costs
* The technology of production
 The price of related goods

—Complements: If the price of the complement
Increases the quantity supplied of the other good
Increases

—Substitutes: If the price of the substitute increases the
supply for the good decreases

 Expectations about future prices



Market Equilibrium

« Market demand — sum of individual demands over all
consumers

« Market equilibrium: the price-quantity pair that comes
from the intersection of market demand and supply curves

— the guantity demanded is equal to the quantity supplied

S




Resource Allocation

a. Equilibrium price in a competitive market: all consumers pay the same amount
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b. The discriminating monopolist: different people pay different prices

— The same consumers get the goods in (a) and (b)
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c. The ordinary monopolist

 Trade-off: low price — more sales / high price — less sales

* Price higher than in (a)
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Pareto Efficiency

« Pareto Inefficient allocation: if we can find a way to make
some people better off without making anybody else
worse off (c)

 Pareto efficient allocation: no Pareto improvements are
possible (a,b)
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Example

4 consumers: A, B,C, D

o lseller: F
e Supply =3
« Demand
Consumer | Maximum willingness to pay
A 200
B 300
C 250
D 280
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a.Pareto efficient allocation in competitive market:
(B-250, D-250, C-250)
b.Pareto efficient allocation in discriminative monopolist:
(B-300, D-280, C-250)
c.Pareto inefficient allocation in ordinary monopolist:
(B-280, D-280) — a better allocation is (B-280, D-280, C-250)
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Price Elasticity of Demand

« Measures the percentage change in quantity demanded resulting from one
percentage change in price

_44/9 _ (91— q0)/90
Ap/p  (P1 —Po)/Po

where q,, v, starting values, g,, p; ending values

E

« Point-price elasticity calculates the elasticity for an infinitesimal change in price
and quantity at any given point (g, p) on the demand curve

d
g=P %
q dp
« Elasticity is used to show how sensitive the demand for a good is to a price
change. The higher the price elasticity, the more sensitive consumers are to price

changes. (A very high price elasticity suggests that when the price of a good
Increases, consumers will buy a great deal less of it)
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E < 0 (since changes in price and quantity usually move in opposite directions)

|E| > 1: Elastic demand

A

”,

q1 qz

|E| < 1: Inelastic demand
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q1 92

|E| = 1: Unit elastic
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« |E| = 0: Perfectly inelastic

— quantity is independent of price

L1

»

« |E| = oo: Perfectly elastic
— quantity is very sensitive to price

A

v
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Example

Demandisq(p) =8—-2p, 0<p <4

a. Consider a price decrease from 2 to 1. In this case the demand would increase from 4 to 6 and price elasticity is given

o (6=n/a
by: E = Y 1

b. Consider a price increase from 1 to 2. In this case the demand would decrease from 6 to 4 and price elasticity is given

o (4-e)/6 _
by: E = o1 1/3

c. The point-price elasticity at price p is given by: E = s2p

Demand is elastic for prices p such that |E| > 1 < |8__%| >leop>2
t ’
|E| =
|E| > 1

|El =1

|E] <1
|E| =0

»
»

q=4
Example (constant demand elasticity)

q=—-ap®? > E=-b
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TEAOG EvOTNnTOC

EKHAIAEYZH KAI AlA BIOY MAéHZH =§ EznA
ATt 1= - ]

Evpwnaikn Evwon

Evpunaixé Kowuns Tapeio

Me ™ ouyxpnuato8étnon e ENAGSac kai g Eupwnaiki Evwang



XpnuarodoTnon

*To TTaPOV EKTTAIOEUTIKO UAIKO €XEI avaTITUXOEi OTA TTAQICIA TOU EKTTAIOEUTIKOU
EPYou Tou OI0AOKOVTA.

*To £pyo «AvolkTd AKadnuaika MaBiuaTta oto MNMavermioTApio KpATNG» £XEI
XPNMUATOOOTACEI HOVO T AvVAdIAUOPPWON TOU EKTTAIOEUTIKOU UAIKOU.

*To €pyo uAoTtroicital aTo TTAQicIO ToUu ETmixelpnolakou Npoypduuartog
«EkTTaideuon kai Aia Biou MaBnon» kai ocuyxpnuatodoTeital atro TNV
EupwTraiki ‘Evwon (EupwTtraikd Koivwvikd Tauegio) kal atrd €Bvikoug TTOpouC.

EMIXEIPHZIAKO MPOTPAMMA
EKMAIAEYZH KAl AIA BIOY MAGHZH :-j EZ"A

e enévdyon TNy Uowvia. Tne yvuwon .
x =] Toimonovawm o
YNOYPTEIO MAIAEIAL KAl BPHIKEYMATAQN NIKO TAMEIO

Evpwnaiké Koivwviké Tapeio

* X %

* *
* *
*

Me tn ouyxpnparodotnon tng EAAadag kat tng Evpwmnaiknig Evwong
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2NUEIWPA adeIodOTNONG

*To TTapdv UAIKO diaTiBeTal Je Toug Opouc TNG Gdelag xpriong Creative Commons
Ava@opa Anuioupyou - Mn Eutropik) Xpnon - MNapopoia Alavoun 4.0 [1]1 i
uerayevéoTepn, AleBvric 'Ekdoon. ECaipouvTal Ta auTOTEAN £pya TRITWYV TT.X.
PWTOYPAPIeS, DlaypAPMATA K.A.TT., TA OTTOIA EUTTEPIEXOVTAI OE AUTO KAl TA OTTOId
avag@EpovTal padi JE TOUG OPOUG XPNONG TOUG OTO «2NuEiwpa Xprions Epywv Tpitwvy.
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*()¢ Mn EpTtropiki opiletal n xpron:
—1tou eV mep\apBAvVEL AUECO 1) EUUECO OLKOVOULKO 0dEAOC amtd TNV XPron Tou £pyou, yLa To SLaVOUEN TOU
gpyou kot adelodoxo

—1tou eV mep\apBAVEL OLKOVOULKA cuVaAAayr) wc mpoUntoBeon yla Tt xprion r npocPfaocn oto £pyo

—1tou Sev pooTopilel oTo SLavopea Tou £pyou Kol adelod0x0 EUUECO OLKOVOULKO OdeAOG (m.X. Stadnuioslq)
aro tnVv npofoAr Tou £pyou o€ SLadLKTUAKO TOTO

*O BIKOIOUXOG UTTOPEI va TTAPEXEI OTOV ADEIOOOX0 EEXWPIOTN AdEIa VA XPNOIUOTIOIEI TO
EPYO YIQ ELTTOPIKN XPHoN, EPOCOV auTo Tou {NTNOEI.
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