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QUESTION 1 [25 MARKS]

1.1  Explain the meaning and importance of economic surplus? [5]

1.2 Using examples, explain the difference between positive externalities and negative
externalities (No graph). [5]

1.3 Discuss why the positive externalities result in under-production and negative
externalities result in over-production of the good. [5]

1.4  What policies can be utilized to ensure that the socially optimal amounts of the good
are produced in each case in question 1.3. [5]

1.5  What is the Coase theorem? Explain how the theorem could be used to resolve a
conflict between a factory that pollutes a river and a fishing business downstream
from the factory whose catch rates are reduced by the pollution. [5]

QUESTION 2 [25 MARKS]

Use the simple algebraic information given below which is based on externalities to answer
the following questions:

Demand: P = 50 — Q = MB

Supply: P = 5 + 0.25Q = MPC

(a) Find the equilibrium price and quantity and illustrate graphically. [5]

(b) Suppose MCg = Q. What happens to the marginal external cost (the marginal increase in
damages from pollution) as more of the good is produced? [5]

(c) Find the marginal social cost MCs = MCp + MCE. [5]

(d) Find the socially optimal equilibrium price and quantity. [5]

(e) Which area on the graph represents the net gain from moving to the socially optimal
equilibrium point? [5]

QUESTION 3 [25 marks]

Write short notes on the following concepts: (a) Contingent valuation, [7]
(b) Travel cost method, and, [7]
(c) Hedonic pricing method. [7]
(d Open access resources [4]



QUESTION 4 [25 marks]

Discuss in detail the two sources of misallocation in the world gas and oil sector?



