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Externalities.

“An externality is created when the activity of one economic agent affects the well being of another”

Externalities can be created through both production and consumption and they can confer either positive or negative effects on those people affected by them.

List 3 negative and 3 negative externalities.

Negative externalities.

“A negative externality occurs when the activity of one economic agent has a negative effect on the well being of a third party”

An example of a negative externality (external cost) exists when a factory pollutes the air around it.

The producer benefits because it has access to a cheap means of disposal of its waste, however the local community loses access to clean air.

The private cost to the firm of producing the good is less than the social cost of producing the good.
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From the diagram we can see that if the firm ignores the social cost of production it will produce where the private marginal cost[image: image2.png]Friee MSC
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 MC cuts the demand curve D. i.e. output Q1.
If the firm did consider the full social cost of production it would produce where the marginal social cost curve MSC cuts the demand curve, i.e. output Q2.
Therefore the free market has lead to an output level which is above the socially optimal level.

Output Q2 is not allocatively efficient because Price does not equal the full marginal cost (MSC).

Where externalities occur allocative efficiency is achieved when P = MSC.

Positive externalities:

“A positive externality occurs when the activity of one economic agent has a positive effect on a third party”.

An example of an external benefit occurs when an individual is inoculated against a contageous disease.

The individual benefits because he cannot contract the disease, and society also benefits because there is a reduced risk of the disease spreading to others. Society benefits from the individual being vaccinated.
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If consumers only consider the private benefit they gain from vaccination they will consume the good up to the point where marginal private benefit MPB is equal to the marginal cost, i.e. Q^.

However if they were to consider the social benefit of the good they would consume up to the point where marginal social benefit is equal to the marginal cost, i.e. Q!.

Therefore the free market has failed to reach the socially optimal level and has therefore failed.

The government must therefore intervene to correct this market failure.

MSC = Marginal social cost.





MSC = private MC + external cost





MPB = marginal private benefit.


MSB = marginal social benefit





MSB = MPB = external benefit








