
Economics 5250/6250 Dr. Lozada
Fall 2014 Midterm Exam

This exam has 33 points. There are six questions on the
exam; you should work all of them. Half the questions are
worth 5 points each and the other half are worth 6 points each.

Put your answers to the exam in a blue book or on blank
sheets of paper.

Answer the questions using as much precision and detail
as the time allows. 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 questions.

1. [5 points] Define the “Theory of the Second Best” and give an
example of its application.

2. [5 points]

(a) Explain the Coase Theorem using a diagram with “marginal ex-
ternal cost” and “marginal net private benefit.” Assume the pol-
luter has the property rights.

(b) How might this explanation fail if, instead of the polluter and
the pollution victim negotiating just once, they may do so re-
peatedly?

3. [5 points] Suppose the government uses a subsidy to regulate pol-
lution. Show on a diagram the loss in social welfare if this govern-
ment is fooled into thinking that “marginal external cost” is smaller
than it actually is.

4. [5 points]

(a) This question concerns Figure 1. Suppose a consumer is ini-
tially at point A, enjoying E1 units of an environmental good.
The government contemplates moving the environmental good
up to E2. What value does this consumer place on this increase
in environmental good? Answer this in terms of willingness to
pay, willingness to accept, compensating variation, and equiv-
alent variation. Draw your answers on the graph, and explain
your reasoning.

(b) This question concerns Figure 1. Suppose a consumer is ini-
tially at point B, enjoying E2 units of an environmental good.
The government contemplates moving the environmental good
down to E1. What value does this consumer place on this de-
crease in environmental good? Answer this in terms of will-
ingness to pay, willingness to accept, compensating variation,
and equivalent variation. Draw your answers on the graph, and
explain your reasoning.
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Figure 1
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Figure 2

(c) This question concerns Figure 2, which has nothing to do with
Figure 1. This figure describes two people in the economy, one
rich and one poor. Both consume the same amount of the envi-
ronmental good E . The government contemplates moving the
environmental good from E1 up to E2.

i. What value does the rich consumer place on this increase in
environmental good in terms of willingness to pay? Draw
your answer on the graph, and explain your reasoning.

ii. What value does the poor consumer place on this increase
in environmental good in terms of willingness to pay? Draw
your answer on the graph, and explain your reasoning.
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Figure 3

iii. What do your answers reveal about the role that consumers’
incomes play in willingness-to-pay valuation?

5. [5 points] Define “contingent valuation” and describe one advan-
tage it has over other valuation methods.

6. [5 points]

(a) This question concerns Figure 3, but not its main point (which
is how very many political advertisements appear on U.S. tele-
vision before elections). Instead, I want you to explain the con-
nection between the man spraying something and the woman
saying something about “another hole in the ozone.” What
is she talking about? [The comic strip is Non Sequitur from
10/24/2014.]

(b) This question concerns Figure 4. What does it have to do with
a discussion we had in class? [The comic strip is Non Sequitur
from 11/07/2014.]
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Figure 4
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