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WEEK 6 
 
Introduction: 
 

• Market failures fall under the general category of externalities  
• An EXTERNALITY arises when a person engages in an activity that influences the wellbeing 

of a bystander but the person neither pays nor receives any compensation  
• If effect on the bystander is adverse, it is called NEGATIVE EXTERNALITY, if it is beneficial it 

is called POSITIVE EXTERNALITY  
• In the presence of externalities, interest in a market outcome extends beyond the wellbeing of 

buyers and sellers and includes the wellbeing of bystanders  
• Buyers and sellers neglect the impact of the external effects of their actions when deciding 

how much to demand or supply 
• Market equilibrium = not efficient in the presence of externalities  
• Equilibrium fails to maximise the total benefit to society as a whole  

 
Examples of Externalities: 
 

• Exhaust from cars = negative externality as it creates smog that other people breathe. Result 
is that drivers tend to pollute too much. Governments attempt to solve this by setting emission 
standards for cars. They also tax petrol in order to reduce the amount people drive  

• Restored historic buildings = positive externality because people enjoy them and the sense of 
history that they provide. Building owners do not get fully benefit or restoration and therefore 
tend to discard older buildings quickly. Governments can declare designated buildings as 
historic. Owners cannot demolish them  

• Lawn mowers = negative externality as they are noisy and disturb neighbours. Person using it 
does not bear the full cost of the noise and does not fully consider the noise created when 
choosing a time to mow the lawn.  Local governments overcome this problem by limiting 
times people can use them  

• Research into new technologies = positive externalities  
 
Welfare Economics: A recap: 

• In the absence of government intervention the price adjusts to balance the supply and 
demand.  

• Quantity produced and consumed in the market equilibrium is efficient in that it maximises the 
sum of producer and consumer surplus  

• The market allocates resources in a way that maximises the total value to the consumers who 
buy and use a good minus the total costs to the producers who make and sell the good  

 
Negative Externalities in production:  
 

• For each unit of aluminium produced a certain amount of smoke enters the atmosphere  
• Because this creates a health risk for those who breathe the air, it is a negative externality  
• Because of the externality the cost to society of production is larger than the cost to the 

aluminium producers  
• For each unit produced, the social cost includes the private costs of the aluminium producers 

plus the cost to those bystanders adversely affected by pollution  
• The social cost curve is above the supply curve because it takes into account external costs 

imposed on society by aluminium production  
• The vertical distance between these two curves reflects the cost of the pollution emitted in 

producing the marginal unit – the difference between the private cost of the producer and the 
total cost to society for the marginal unit 

• Planner wants to maximise total surplus derived from the market – the value to consumers 
minus the cost of production. The planner understands that the cost of production includes 
external costs of the pollution  

• Therefore, planner would choose the level of aluminium production at which the demand 
curve crosses the social – cost curve. 



• The intersection determines the OPTIMAL AMOUNT of aluminium from the standpoint of 
society as whole  

• Below this level of production the value of the aluminium to consumers as measure by the 
height of the demand curve exceeds the social cost of producing it as measure by the height 
of the social cost curve  

• Equilibrium quantity is larger than socially desirable equilibrium  
• To achieve optimum outcome a tax on aluminium producers which would shift the supply 

curve upwards by the size of the tax  
• In the new market equilibrium, aluminium producers would produce the socially desirable 

quantity of a good 
• The use of such a tax = INTERNALISING AN EXTERNALITY as it gives buyers and sellers 

an incentive to take into account the external effects of their action  
 
Positive Externalities in Production:  
 

• In markets with positive externalities the social cost of production is less than the private cost  
• New technology will benefit not only this firm but society as a whole as the design will enter 

society’s pool of technological knowledge, inspiring further innovations and spurring on the 
process of technological advancement  

• This type of positive externality is called a TECHNOLOGY SPILLOVER  
• Because of the technology splllover, the social cost of producing a robot is less than the 

private cost production creates benefits for society’s as a whole and these benefits must be 
subtracted from the private cost of production to determine net social cost   

• When the positive externality is taken into account the social planner would choose to 
produce a larger quantity of robots than the private market  

• Government can correct this market failure by internalising the externality by subsidising 
production  

• Supply curve will shift down by the amount of the subsidy and this shift would increase the 
equilibrium quantity of robots 

• Subsidy would equal the value of the technology splllover to ensure that market equilibrium = 
social optimum 

 
Externalities in consumption: 
 

• Consumption of alcohol yields negative externalities if consumers are more likely to drive 
under the influence and risk the lives of others  

• In the case of negative consumption externalities the social value is less than the private 
value and the socially optimal quantity is smaller than the quantity determined by the private 
market  

• In the case of a positive consumption externality the social value Is greater than the private 
value and the socially optimal quantity is greater than the quantity determined by private 
market  

• To move the market equilibrium closer to the social optimum, a negative externality requires a 
tax and a positive externality requires a subsidy  

• Negative externalities in production or consumption lead market to produce a larger quantity 
than is social desirable  

• Positive externalities in production or consumption leads markets to produce smaller quantity 
than social desirable    

 
Types of Private Solutions: 
 

• Although externalities tend to cause markets to be inefficient, government action is not always 
needed to solve the problem  

• In some circumstances people can develop private solutions 
• Sometimes it can be solved by moral codes or social sanctions or charities which can be 

established to deal with externalities for society  
• Private market can often solve the problem by relying on self interest of the relevant parties 

e.g. integrating different types of business  
• Parties to enter into contract and make both parties better off  



 
The Coase Theorem:  
 

• Deals with how effective the private market is in dealing with externalities  
• According to the theorem, if private parties can bargain without cost over allocation of 

resources, then the private market will always solve the problem of externalities and allocate 
resources efficiently  

• If benefit exceeds cost, it is efficient for Fred to keep the dog and for Barney to live with 
barking. Yet if the cost exceeds the benefit, Fred should get rid of the dog.  

• By bargaining, two parties can always reach an efficient outcome  
• The initial distribution of rights does not matter for the markets ability to reach the efficient 

outcome although it does determine the distribution of economic wellbeing  
• The Coase Theorem says that private economic actors can potentially solve the problem of 

externalities among themselves. Whatever the initial distribution of rights, the interested 
parties can reach a bargain in which everyone is better off and the outcome is efficient  
 

Why private solutions do not always work:  
 

• Despite the above theorem, private individuals on their own often fail to resolve the problems 
cause by externalities  

• The C.T applies only when the parties have no trouble reaching and enforcing an agreement  
• In the real world, bargaining does not always work even when a mutually beneficial 

agreement is possible  
• Sometimes parties fail to overcome externalities because of TRANSACTION COSTS, the 

costs that parties incur in the process of agreeing and following through on a bargain  
• If benefit is less than cost, you must choose to leave a problem unsolved  
• Reaching an efficient bargain is especially difficult when the number of interested parties is 

large because coordinating everyone is costly  
• When private bargaining doesn’t work, the government will play a role 

 
Command and control policies regulation: 
 

• Government can remedy an externality by either requiring of forbidding certain activities  
• Sometimes a government regulator like an environment protection agency dictates a 

minimum level of pollution that factories may emit  
• Other times government might require a firm to adopt a particular technology to reduce 

emissions  
 
Market based Policy 1: Corrective taxes and subsidies  
 

• Instead of regulating behaviour in response to an externality the government can use market 
based policies to align private incentives with social efficiency  

• Taxes enacted to correct the effects of negative externalities are called CORRECTIVE 
TAXES. They are also called Pigovian Taxes  

• An ideal corrective tax would equal the external cost from an activity with externalities and an 
ideal corrective subsidy would equal the benefit from activity with positive externalities 

• Economists prefer corrective taxes over regulations as a way to deal with pollution because 
they can reduce pollution to a lower cost to society  

• Although regulation are corrective taxes are both capable of reducing pollution the tax 
accomplishes this goal more efficiently  

• Regulation requires each factory to reduce pollution by the same amount  
• Economists argue that corrective taxes are better for the environment  
• Under the command and control policy factories have no reason to reduce emissions further 

once they have reached a certain target  
• In contrast, a tax gives factories an incentive to develop cleaner technologies since a cleaner 

technology would reduce the amount of tax the factory has to pay  
• When externalities are present, society also cares about the wellbeing of the affected 

bystanders  



• Corrective taxes alter the incentives that the market participants face to account for the 
presence of externalities and thereby move the allocation of resources closer to the social 
optimum   

• Thus while corrective taxes raise revenue for the government, they enhance economic 
efficiency  

 
Market based Policy 2: Tradeable pollution permits 
 

• After regulation is in place and both mills have complied, the two firms go to the government 
with a proposal  

• From the standpoint of economic efficiency allowing the deal is a good policy  
• Deal must make the owners of the two factories better off because they are voluntarily 

agreeing to it  
• The deal does not have any external effects because the total amount of pollution remains 

the same thus social welfare is enhance  
• The same logic applies to any voluntary transfer of the right to pollute from one firm to 

another  
• A firms willingness to pay for the right to pollute will depend on its cost of reducing pollution: 

the more costly it is for a firm to cut back on pollution, the more it will be willing to pay for a 
permit those firms that can reduce pollution most easily would be willing to sell whatever 
permits they get and those firms that can reduce pollution only at high cost would be willing to 
buy whatever permits they need  

• As long as there is a free market for the pollution rights, the final allocation will be efficient 
whatever the initial allocation 

• Reducing pollution using pollution permits may seem quite different from using corrective 
taxes but the two polices have much in common  

• Both corrective taxes and pollution permits internalise the externality of pollution by making it 
costly for firms to pollute 

• The lower the price of polluting the more firms will choose to pollute  
• The government uses a corrective tax to set a price for pollution. In this case the supply curve 

for pollution rights is perfectly elastic because firms can produce as much pollution as they 
want by paying tax and the position of the demand curve determines the quantity of pollution  

• The government sets a quantity of pollution by issuing permits. In this case the supply curve 
for pollution rights is perfectly inelastic because the quantity of pollution is fixes by the number 
of permits and the position of the demand curve deter, ones determines the price of pollution. 
Hence for any given demand curve for pollution, the government can achieve any point on the 
demand curve either by setting a price with a corrective tax or by setting a quantity with 
pollution permits  

 
 
 
 
 
   
	


