Answers to the Problems

2.
a. 
60 tons per week produced; marginal cost falling on citizens is $300 a ton.

When 60 tons a week are produced, the steel smelter’s marginal cost is $600 a ton and the marginal benefit of steel is $600 a ton. At this quantity, the citizens’ MC from steel production is $300 a ton.


b.
50 tons per week; the steel producer pays the city $200 a ton = $10,000 a week.

The efficient quantity is 50 tons at which marginal social cost equals marginal benefit. If the city owns the steel plant, the city bears the full cost of production and has the incentive to produce the efficient quantity.


c.
50 tons per week; Property taxes are $15,000 minus $10,000 = $5,000 a week.

The efficient quantity is 50 tons at which marginal social cost equals marginal benefit. If the steel producer owns the city, the cost of pollution is born by the steel producer in the form of decreased property taxes from the citizens.


d.
Quantities in 1b and 1c are equal. Coase theorem applies.

