
Economics 5250/6250 Dr. Lozada
Fall 2015 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 ex-
planations will not be awarded points. Therefore, even if you
think something is “obvious,” do not omit it. If you omit any-
thing, 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.

The figures for this exam appear on the pages numbered 2
and 3. For questions involving figures, you may either draw
on the original figures, then remove them from the exam and
include them with your answers; or you may redraw the figures
on your answer sheet. If you choose the first option, write your
first name on each page (to prevent confusion if the page gets
separated from the rest of your exam).



Answer all of the following six questions.
(The questions continue on page 4).

1. [6 points] Find the socially optimal level of a polluting output Q for
each of the diagrams shown in Figure 1, and explain your answers. In
one of the diagrams, it is not possible to determine the optimal Q un-
ambiguously; in that case, narrow down the location of the optimal Q
as much as possible.

2. [5 points] In a graph with the amount of a polluting output Q on
the horizontal axis and “dollars per unit of output” on the vertical
axis, draw typical “marginal external cost” and “marginal net private
benefit” curves, then show which level of a pollution tax would give
rise to the socially optimal level of Q. Explain carefully.

3. [6 points]

(a) In Figure 2a, explain why “D” shows the demand for pollution
permits by pollution victims if they are allowed to buy pollution
permits in a cap-and-trade (“marketable permit”) system.

(b) In Figure 2b, show:
i. the socially optimal amount of pollution; and

ii. the price of pollution permits if a cap-and-trade (“marketable
permit”) system is established for the socially-optimal amount
of pollution, and pollution victims are not allowed to buy
permits.

iii. Now suppose pollution victims are allowed to buy permits.
Explain why, with the price of permits as in part (ii), pol-
lution victims actually will not buy any permits (that is, the
amount of pollution will not be reduced from that given in
part (i)). It may help to indicate on the horizontal axis of
your graph each unit of pollution which is produced, and
contrast that indication with the units discussed in part (a).

4. [5 points] Briefly define and contrast:

(a) use value (consumptive and non-consumptive);
(b) option value;
(c) existence value;
(d) bequest value; and
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(e) quasi-option value.

5. [6 points] Suppose one is conducting a “travel cost” study to deter-
mine the external cost (“EC”) of air pollution in the Salt Lake Valley
during wintertime inversions by studying how many Salt Lake Valley
residents travel to Park City during inversions. Suppose one observed
that very few poor residents of the Valley make such a trip.

(a) Give an explanation of this observation using “opportunity cost.”
(b) From the perspective of standard neoclassical economics, will

this observation distort the measurement of EC? Why or why
not?

(c) From the perspective of egalitarian social justice, will this obser-
vation distort the measurement of EC? Why or why not?

6. [5 points] Define “tipping point” and give an example pertaining to
global climate change.
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