Principles of Microeconomics PROBLEM SET 8
Dr. Walker Market failure v25-12

The graph to the right illustrates an externality A Lawn mowers $=MSC

situation. Use the graph to answer questions 1-5. $
22,000 S=MPC
1. An externality is evident in the graph because
there are two different quantities shown. Which I
is the socially efficient output in the market 15,000
shown? 12.000
Q1 (40) ’ /
Q2 (50) 11,000 /

b
c.  Any quantity between 40 and 50. 10,000
d. Any quantity between 0 and 39.

8,000

2. What is the amount of the Pigouvian tax (per D=MPB=MSB
unit) that would be required to bring about the

o

>
»

socially efficient level of output? 0 25 f 50 75 100

a. $1,000 AN Q
b. $2,000 Qi Q
c. $4,000
d. $5,000

3. What does MPC include?
a. only the cost to build the lawn mowers
b. only the cost of pollution damage to the neighbors

c. both the cost to produce mowers plus the pollution damage

4. What does the fact that MPB = MSB imply about externalities on the demand-side?

5. What dollar amount represents the vertical distance between MPC and MSC? How did you find it? What does this
dollar value represent?

6. Explain the two key characteristics of “public goods.” Give two examples for each characteristic.

7. What is the fundamental point of the “Coase theorem”?



