FEconomics 3250 Dr. Lozada
Spring 2005 Exam 2

Do Not Turn This Page Over Until You Are So Instructed!

This exam has 25 points. There are six questions on
the exam. Questions 1, 4, and 5 are worth 5 points each;
Question 2 is worth 4 points; and Questions 3 and 6 are
worth 3 points each. Put your answers to the exam in a
blue book or on blank sheets of paper.

‘ You have one hour (that.is, until 11:45am) to take this
test. After the test is over, I'll lecture until the regular class
period ends. :

Answer the questions using as much precision and de-
tail as possible. Correct answers which are unsupported by
explanations will not be awarded points. Therefore, even if
you think something is “obvious,” do not omit it. If you
omit anything, you will not get credit for it. You get credit
for nothing which does not explicitly appear in your answer.
If you have questions about the adequacy of an explanation
of yours during the exam, ask me.



Answer all of the following six questions.

. [6 points] In Figure 1, a Marginal External Cost curve and a Mar-
ginal Net Private Benefit curve are drawn. Interpret (that is, describe
the economic importance and meaning of) areas a, b, c, and d of Fig-
ure 1 if:

(a) there is no regulation;
(b) there is a pollution standard imposed at the socially optimal level;

(c) there is a pollution tax imposed at the socially optimal level.

. [4 points] Suppose two factories, A and B, produce pollution. The
cost of reducing pollution by 1 ton is $50 in factory A and $60 in
factory B. Current emissions are 5 from A and 5 from B, so 10 total.
It is desired to reduce total emissions to 8. Show (with numbers) how
tradeable permits could improve on command-and-control regulation
in this situation.

. [3 poinfs] What is “regulatory capture”?

. [56 points] Explain, in Figure 2, the importance of effort levels 1,
2, and 3. When do you expect each of these to be the level of effort
observed? Why? Which is/are efficient and which are not?

. [6 points] Why don’t neoclassical economists think exhaustible re-
source firms will keep producing the output that maximizes short-run
profit as long as they can?

. [3 points] Give one reason why a recycling program may not, overall,
benefit the environment.
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