Topic B2 –Externalities
There are 3 types of goods – A) Private, B) Mixed and C) Public Goods
A) Private Goods

Private Goods have 2 characteristics:-

1) Rival – if one person is using a good then the benefits are not avaliable to others. 

2) Excludable – where producers can exclude consumers from using a product by charging a price i.e. those who cannot pay or are unwilling to pay the price are excluded from using the product.
Private goods have clear property rights

Examples – Books, DVD, Movies, Shoes, Can of Coke, a Haircut.

Free Market (Unregulated) Equilibrium for Private Goods
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B) Mixed Goods (with externalities)
Externalities – where the consumption or production of a good impacts on people other than the producers or consumers that are participating in the market for that good. 

Externalities have “side effects” on third parties (those not directly involved in production or consumption) e.g. pollution from a factory, second-hand (passive) smoking, immunisation, extra spending in Auckland businesses while the America’s Cup was on. 

Goods with externalities may not be produced or consumed in “socially desirable” (or allocatively efficient) quantities in the free market. Intervention by the government (regulation) is needed to correct the information carried by free market price signals.

Negative Externalities (Spillover Costs) – production or consumption of a commodity passes extra costs to others not involved in producing or consuming that good (third parties). Sometimes called “external costs” 

Positive Externalities (Spillover Benefits) – production or consumption of a commodity passes extra benefits to “third parties”. Sometimes called “external benefits” 
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1) Negative Externalities of Production

This is a cost a firm (producer) may impose on others e.g. pollution 

The marginal costs of production may not take into account the (additional) spillover costs that result from production. These negative spillover costs need to be added to the firm’s marginal costs and give the marginal social cost (MSC) curve. 

i.e. MSC = MC + spillover costs (with negative externalities of production)
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If left to the free market goods that have negative externalities of production will be under priced and over produced compared to the socially desirable price and quantity. 

The additional or spillover costs should be recovered or paid by the producer to the government in the form of taxes or fines on the producer.

2) Positive Externalities of Production
These are the benefits a firm’s (producer’s) activities may have on others eg. Americas Cup 

The marginal costs of production may fail to recognise that the costs of production should be lowered to take into account the benefit provided to others as a result of this production. These positive spillover costs need to be deducted from the firm’s marginal costs to give the marginal social cost (MSC) curve .

i.e. MSC = MC – spillover benefits (positive externalities of production)
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If left to the free market goods that have positive externalities of production will be  over priced and under produced compared to the socially desirable price and quantity.
The government should compensate the producer for the additional benefits provided. The government can subsidise the production of these goods equal to the amount of the additional benefit provided or provide the good for free.

3) Negative Externalities of Consumption

This is where the consumption of a good may have spillover costs or negative externalities for others e.g. passive smoking, drink driving.
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If left to the free market goods that have negative externalities of consumption will be under priced and over consumed compared to the socially desirable price and quantity. 

The government could tax the good, increasing its price and lowering the level of consumption back to more socially desirable levels. 

4) Positive Externalities of Consumption

This is where the consumption of a good may have spillover benefits or positive externalities for others e.g. using public transport (more parking for others who take their own cars, less congestion on the roads, fewer accidents on the roads etc.)
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If left to the free market goods that have positive externalities of consumption will be over priced and under consumed compared to the socially desirable price and quantity. 

To encourage consumers to consume more the government can provide a subsidy reducing the market price to a price, which will result in a socially desirable equilibrium.

Policies Concerning Negative Externalities

1) Rules and Regulations
The government can create laws e.g. prohibit the discharge of pollution (a negative externality of production). These laws can be backed up by fines and other penalties. Quotas (limit on Q)
2) Use of Taxes

Where a good produces negative externalities, a tax can be placed on the good so that only the users of the good pay the tax e.g. cigarettes and alcohol.
Carbon taxes …

    Group User Taxes : Taxes imposed on a product that cause negative

    externalities. The producers or users of the good pay the tax regardless 

    of whether they are directly responsible for the damage or not.   

3) Property Rights
Negative externalities often arise from the abuse of “free” resources (with no property rights or ownership) e.g. who owns sea, the air, a view? This problem can be solved by establishing property rights (or ownership) for those resources e.g. NZ’s fishing quotas and tradable property rights.  

Establishing Property Rights can increase efficiency because it will: -

· Give the owner the right to use or have that resource

· Prevent others from using the resource without payment.

· They can get compensation if the resource is damaged

· Profits can be made from buying and selling the rights

· There is an incentive to protect the resource so it can be used in the future

· Waste of the resource will be minimised. 

Policies Concerning Positive Externalities
1) Subsidies

The government can provide subsidy where there are significant spillover benefits e.g. public transport 

2) Government Provision

Where the spillover benefits are large, such as in the treatment of tuberculosis, the government may provide the service for free (another example is education)


Internalisation : 
· This means that in the case of negative externalities, the spillover costs imposed on others are made the responsibility of those who cause them (using taxes, regulations and fines, property rights ).  
· In the case of positive externalities, those who produce the spillover benefits are rewarded or compensated for the benefits they pass on (through subsidies or public provision) 

Emissions Trading Scheme (ETS)
· Firms who are responsible for producing carbon emissions (e.g. coal fired electricity generators) have to buy ‘carbon credits’ from firms who reduce carbon emissions (e.g. forestry company) … there is a ‘market’ for carbon credits … therefore there will be a market price paid to buy ‘carbon credits’ – which have to be bought (enforced) through regulation.     
1. For each situation:

a For each example determine the type of externality and title appropriately

b Label the axes appropriately.

c Sketch 

i) the MB and MC curves to show market equilibrium, 

ii) the MSB and MSC curves to show social equilibrium/allocative efficiency

d Label the points that show:

i) Market equilibrium 


Label as M
ii) Social Equilibrium 


Label as S


iii) Allocatively Efficient output 
Label as qA


iv) Allocatively Efficient price 

Label as pA
2. List four different interventions the government could make

i)_____________ii)________________iii)___________________iv)__________________

3. The market will tend to ______ produce and __________ price goods with _________externalities.
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Level One 

Indicate whether each of the statements is true or false, and be prepared to justify your answer 

1. T / F 
The market output is 0F

2. T / F 
The externality is shown as IG (or) KJ

3. T / F 
Social equilibrium is at J

4. T / F 
This diagram could be showing public transport

5. T / F 
The best title is ‘Negative externality of consumption’ 

Level Two 

Indicate whether each of the statements is true or false, and be prepared to justify your answer 
1. T / F 
The good is under produced and over priced

2. T / F 
A subsidy could lead to a socially desirable output

3. T / F 
The arrow above represents spill-over benefits

4. T / F 
JK represents the costs to the third party

Level Three 

Indicate whether each of the statements is true or false, and be prepared to justify your answer 
1. T / F 
The externality could be internalised with a tax

2. T / F 
All externalities can be internalised by establishing clear property rights

3. T / F 
The market always achieves allocatively efficient outcomes

4. T / F 
Production will always produce a difference between private and social costs

SITUATION 1:  Supermarket advertising attracts more customers for other shops in the mall.





SITUATION 2:  Car drivers get a quicker trip to work when other workers catch the bus.





+ve / -ve  externalities of Production  / Consumption


      (delete one from each line)





+ve / -ve  externalities of Production  / Consumption


      (delete one from each line)





SITUATION 3:  Run-off from a dairy farm pollutes the water required by the dairy factory downstream.





SITUATION 4:  Trail bikes blasting through a National Park





+ve / -ve  externalities of Production  / Consumption


        (delete one from each line)





+ve / -ve  externalities of Production  / Consumption


       (delete one from each line)
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