Chapter 10- Externalities 
Is the impact on consumption or a production activity on a 3rd party (neither producer nor buyer)
· Can be either positive or negative 
1. Self-interested buyers and sellers neglect the external effects of their actions, the market outcome is not efficient
a. As a result, can over-or underestimate real project benefits and costs.
2. Negative externality has a adverse effect on bystanders who are either the producers nor the buyers of a good or service 
3. Positive externality has a beneficial effect on bystanders who are neither the producers nor the buyer of a good/service.
Private and Social Costs 
Marginal private cost (MPC)
· The cost of producing an additional unit of a good or service that is borne by the producer of that good/service.
Marginal external cost (MEC)
· The cost of producing an additional unit of a good/service that falls on people other than the producer.
Marginal Social Cost (MSC) = MPC + MEC
Negative Production Externalities 
The marginal cost incurred by the entire society by the producer and by everyone else on whom the cost falls. It is the sum of marginal private cost and marginal external cost. 
MSC = MC + Marginal external cost
Example: Air pollution from a factory: The firm does not bear the full cost of production; therefore will produce more than the socially efficient quantity.






Positive Externalities
The social value of a good includes: 
Private value—the direct value to buyers
External benefit—the value of the positive impact on bystanders
The socially optimal Q maximizes welfare:
>Q, social value of additional unites exceeds their cost
<Q, the lost of the last unit exceeds its social value
· Private and Social Benefits 
· Marginal Private Benefit: The benefit o an additional unit of a good/service that the consumer of that good or service receives. 
· Marginal eternal benefit: the benefit of an additional unit of a good/service that people other than the consumer of the good/service enjoy.
Marginal Social Benefit
	The marginal benefit enjoyed by society- by the consumers of a goods/service and by everyone 	else who benefits from it. It is the sum of marginal private benefit and marginal external benefit
	MSB = MB + Marginal external benefit
Summary
· If negative externality, the markets produce a larger quantity than is socially desirable
· If positive externality, markets produce a smaller quantity than is socially desirable
· To remedy the problem
1. “internalize the externality”
2. tax goods with negative externalities
3. subsidize goods with positive externalities
The Coarse Theorem 
· If private parties can bargain without cost over the allocation of resources, they can solve the externalities problem on their own.
· The private market will reach the efficient outcome on its own..

Negative Externalities and Gov’t actions 
1. Emission charges
2. Marketable permits
3. Taxes 
Positive Externalities and Gov’t Actions
1. Public Provision
a. The production of a good/service by public authority that receives the bulk of its revenue from the government
2. Subsidy
a. A payment that the govt makes ti private producers that depends on the level of output
3. Voucher
a. A token that the govt provides to households that can be used to buy specified good/services
4. Intellectual copy rights
a. The property rights of the creators of knowledge and other discoveries
5. Patent or copyright
a. A govt sanctioned exclusive right granted to the inventor o the good, service or productive process to produce, use and sell the invention for a given # of years.
Pigovian Tax: designed to induce private decision makers to take into account of the social cost that arise from a negative externality.
· The ideal corrective tax = external cost
· For activities with positive externalities
· Ideal corrective subsidy = external benefit
Summary
The government can attempt to remedy the problem.  It can internalize the externality using corrective taxes.  It can issue permits to polluters and establish a market where permits can be traded.  Such policies often protect the environment at a lower cost to society than direct regulation. 

