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Review ElasticityReview Elasticity

Price Elasticity of Demand measures Price Elasticity of Demand measures 
the the responsivenessresponsiveness of the quantity of the quantity 
demanded to price.demanded to price.

Price Elasticity of Supply measures the Price Elasticity of Supply measures the 
responsivenessresponsiveness of the quantity of the quantity 
supplied to price.supplied to price.
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Demand and RevenueDemand and Revenue
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Demand is more elastic if Demand is more elastic if ……

Good substitutes for the product exist.Good substitutes for the product exist.

The product accounts for a larger share of The product accounts for a larger share of 
the budget of a typical consumer.the budget of a typical consumer.

If a longer period of time is allowed for If a longer period of time is allowed for 
consumers to adjust to the price change.consumers to adjust to the price change.

Econ 101 M. SalemiEcon 101 M. Salemi

Use Your Clicker to Answer the Use Your Clicker to Answer the 
Following Following 

Graded QuestionGraded Question
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Reducing the supply of drugs is not likely to Reducing the supply of drugs is not likely to 
lower property crime because demand for drugs lower property crime because demand for drugs 
is ____ and lowering the supply of drugs will is ____ and lowering the supply of drugs will 
______ the amount of money that drug users ______ the amount of money that drug users 
spend on drugs.spend on drugs.

A.A. Elastic, RaiseElastic, Raise
B.B. Elastic, LowerElastic, Lower
C.C. Inelastic, LowerInelastic, Lower
D.D. Inelastic, RaiseInelastic, Raise
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Economic EfficiencyEconomic Efficiency
Economies allocate goods and services to Economies allocate goods and services to 

individuals.individuals.
An allocation is efficient if it is not possible An allocation is efficient if it is not possible 

to reallocate goods in a way that makes to reallocate goods in a way that makes 
someone better off without making someone better off without making 
someone else worse off.someone else worse off.

If it is possible to make someone better off If it is possible to make someone better off 
without making anyone else worse off, an without making anyone else worse off, an 
allocation is inefficient.allocation is inefficient.
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Economic EfficiencyEconomic Efficiency

Mrs. Mrs. DoubtfireDoubtfire is a care giver is a care giver 
for Jan and Ari. She has for Jan and Ari. She has 
allocated one Snickers and allocated one Snickers and 
one Package of Oreos to one Package of Oreos to 
each child.each child.

The childrenThe children’’s reservation s reservation 
prices for each snack are prices for each snack are 
given in the table.given in the table.

Is the allocation efficient?Is the allocation efficient?

Reservation PricesReservation Prices

JanJan AriAri

SnickersSnickers $1.00$1.00 $0.50$0.50

OreosOreos $0.75$0.75 $1.00$1.00
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Use Your Clickers to Answer the Use Your Clickers to Answer the 
Following Following 

Graded Question.Graded Question.
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Is the Allocation Efficient?Is the Allocation Efficient?

A.A. No, Ari should get an Oreo from No, Ari should get an Oreo from 
Jan and give a Snickers to her.Jan and give a Snickers to her.

B.B. No, Ari should get a Snickers No, Ari should get a Snickers 
from Jan and give an Oreo to from Jan and give an Oreo to 
her. her. 

C.C. Yes, Both Ari and Jan have the Yes, Both Ari and Jan have the 
same reservation price for their same reservation price for their 
favorite snack.favorite snack.

D.D. Yes, Because Ari and Jan have Yes, Because Ari and Jan have 
different reservation prices for different reservation prices for 
Oreos.Oreos.

JanJan AriAri

SnickersSnickers $1.00$1.00 $0.50$0.50

OreosOreos $0.75$0.75 $1.00$1.00
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Is there an allocation that would make Is there an allocation that would make 
either Ari or Jan better off without either Ari or Jan better off without 
making either worse off?making either worse off?

Ari trades a Snickers to Ari trades a Snickers to 
Jan for an Oreo.Jan for an Oreo.

AriAri’’s surplus increases by s surplus increases by 
$1.00$1.00--$0.50 = $0.50$0.50 = $0.50

JanJan’’s surplus increases by s surplus increases by 
$1.00 $1.00 -- $0.75 = $0.25$0.75 = $0.25

JanJan AriAri

SnickersSnickers $1.00$1.00 $0.50$0.50

OreosOreos $0.75$0.75 $1.00$1.00
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Market Allocations and EfficiencyMarket Allocations and Efficiency

Provided thatProvided that……
Buyers and sellers are well informed.Buyers and sellers are well informed.
Buyers and sellers are price takers.Buyers and sellers are price takers.
Demand and Supply schedules reflect Demand and Supply schedules reflect 

all the benefits and costs associated all the benefits and costs associated 
with consumption and production of with consumption and production of 
the good.the good.

ThenThen……
Econ 101 M. SalemiEcon 101 M. Salemi

The Allocation Achieved The Allocation Achieved 
by the Equilibrium Price by the Equilibrium Price 

Is Efficient.Is Efficient.
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Consider Equilibrium in the Gasoline Consider Equilibrium in the Gasoline 
Market after Hurricane IkeMarket after Hurricane Ike
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At the Equilibrium Price for GasAt the Equilibrium Price for Gas……

There is no There is no 
opportunity opportunity 
for a for a ““side side 
tradetrade”” that that 
makes makes 
someone someone 
better off better off 
without without 
hurting hurting 
someone someone 
else.else.
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At a Ceiling Price for Gas of $3.75At a Ceiling Price for Gas of $3.75……
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There are Trades that Could Make Some There are Trades that Could Make Some 
Better Off Without Making Anyone Worse Off.Better Off Without Making Anyone Worse Off.
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At the Ceiling Price of $3.75At the Ceiling Price of $3.75……

There are demanders whose reservation There are demanders whose reservation 
price for an additional gallon of gas is price for an additional gallon of gas is 
$4.50.$4.50.

There are suppliers who will willingly supply There are suppliers who will willingly supply 
additional gallons at $3.85.additional gallons at $3.85.

The price system has failed to bring these The price system has failed to bring these 
two potential traders together.two potential traders together.
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A Binding Price Floor is Also Inefficient.A Binding Price Floor is Also Inefficient.
Consider the Market for Milk.Consider the Market for Milk.
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At a Floor Price of $3.00 per gallonAt a Floor Price of $3.00 per gallon……

There are suppliers who would willingly There are suppliers who would willingly 
supply a gallon of milk for any price above supply a gallon of milk for any price above 
$2.60.$2.60.

There are demanders who would willingly There are demanders who would willingly 
buy additional gallons at a price less than buy additional gallons at a price less than 
$3.00.$3.00.

The price system has failed to bring these The price system has failed to bring these 
two potential traders together.two potential traders together.
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Economic Efficiency of Airline Economic Efficiency of Airline 
Bumping PoliciesBumping Policies

Airlines routinely sell more seats on a flight Airlines routinely sell more seats on a flight 
than the capacity of the aircraft.than the capacity of the aircraft.

Airlines expect some who booked seats to Airlines expect some who booked seats to 
be be ““no showsno shows””..

Occasionally, more ticket holders show up Occasionally, more ticket holders show up 
than the aircraft can carry.than the aircraft can carry.

How should the airline handle this situation?How should the airline handle this situation?
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Is there an efficient way to Is there an efficient way to ““bumpbump””
passengers?passengers?
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Is There an Efficient Way to Is There an Efficient Way to ““BumpBump””
Passengers?Passengers?

Bumping the last ticket passengers to arrive Bumping the last ticket passengers to arrive 
at the gate is likely to take seats away at the gate is likely to take seats away 
from those with high reservation values.from those with high reservation values.

Offering a side payment to those who Offering a side payment to those who 
volunteer will take seats away from those volunteer will take seats away from those 
with low reservation values.with low reservation values.

Efficiency and Efficiency and 
Marginal Cost PricingMarginal Cost Pricing

Markets are efficient when the Markets are efficient when the 
value paid by the last buyer of a value paid by the last buyer of a 
good or service just equals the good or service just equals the 
marginal cost of producing the marginal cost of producing the 
good or servicegood or service

Econ 101 M. SalemiEcon 101 M. Salemi Econ 101 M. SalemiEcon 101 M. Salemi

Marginal Cost PricingMarginal Cost Pricing

When suppliers are price takers and when When suppliers are price takers and when 
all costs of production are reflected in the all costs of production are reflected in the 
supply schedule, then supply schedule, then ……

The supply schedule records the marginal The supply schedule records the marginal 
cost of providing the good or service to cost of providing the good or service to 
society.society.
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Harry's Supply Schedule for Recycled Cans
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Marginal Cost PricingMarginal Cost Pricing

When price is determined by demand and When price is determined by demand and 
supply, the market price equals the supply, the market price equals the 
marginal cost of producing the last unit of marginal cost of producing the last unit of 
the good or service sold.the good or service sold.

Thus the market reveals to everyone the Thus the market reveals to everyone the 
marginal cost of production.marginal cost of production.

Those who buy the good are those, and Those who buy the good are those, and 
only those, who are willing to pay the only those, who are willing to pay the 
marginal cost.marginal cost.
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Use Your Clickers to Answer The Use Your Clickers to Answer The 
Following Following 

NonNon--Graded Question.Graded Question.
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Durham gets water from three sources.  Durham gets water from three sources.  
The following table shows the cost and The following table shows the cost and 
capacity of each source.capacity of each source.

Cost Cost 
per gallonper gallon

Capacity Capacity 
millions gals. per day millions gals. per day 

SourceSource

$.03$.0322Kerr LakeKerr Lake

$.015$.01522Lake Lake MichieMichie

$.01$.0122SpringSpring
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If Durham residents normally use 5 million If Durham residents normally use 5 million 
gallons of water per day, Durham should gallons of water per day, Durham should 
charge______ per gallon for water.charge______ per gallon for water.

A.A. $.01$.01
B.B. $.015$.015
C.C. $.016 $.016 

(average cost)(average cost)
D.D. $.03$.03

SourceSource Capacity Capacity 
millions of millions of 

gals. per day gals. per day 

Cost Cost 
per gallonper gallon

AA 22 $.01$.01

BB 22 $.015$.015

CC 22 $.03$.03

Econ 101 M. SalemiEcon 101 M. Salemi

Why should Durham charge $.03 Why should Durham charge $.03 
per gallon when its average cost is per gallon when its average cost is 
only $0.16?only $0.16?

The marginal cost to Durham of a gallon of The marginal cost to Durham of a gallon of 
water is $.03.water is $.03.

Households have substitutes available.Households have substitutes available.
Households should make the decision to use Households should make the decision to use 

water or a substitute based on the true water or a substitute based on the true 
marginal cost of a gallon of water.marginal cost of a gallon of water.

The Midterm Exam Curve
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Midterm Exam StatisticsMidterm Exam Statistics

StatisticsStatistics Tentative Grade ThresholdsTentative Grade Thresholds

MeanMean MedianMedian AA-- BB-- CC DD FF

23.523.5 2424
2727

.265.265
2323

.342.342
1818

.331.331
1616

.047.047
<16<16
.015.015
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Midterm Exam AppealsMidterm Exam Appeals

There is an appeal process explained on the There is an appeal process explained on the 
web page.web page.

Consult it before you consider talking about Consult it before you consider talking about 
your grade with your TA.your grade with your TA.
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Price Taking Behavior and Price Taking Behavior and 
EfficiencyEfficiency
For economists, efficiency means not being For economists, efficiency means not being 

able to make someone better off without able to make someone better off without 
making someone else worse off. making someone else worse off. 

When buyers and sellers take price as given, When buyers and sellers take price as given, 
the market produces an efficient the market produces an efficient 
allocation.allocation.

It is efficient to face every buyer with the It is efficient to face every buyer with the 
true marginal cost of producing a good.true marginal cost of producing a good.


