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fining Externalities

ffect of a market transaction that
her than those involved in the
lal pollution that affects a

saction. 1
community.

e Externality: Negative impacts of a
transaction that affect those not involved
e transaction. Second-hand smoking,
In ial Pollution.

Positive Externality: Positive impacts of a market
transaction that affect those not involved in the
transaction. Education , Plantation of tree
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CY MARKET AND
ATERNALITY

rket is a market in which
oduced is equal to the

rices in an efficient market reflect the
s or benefits of producing a good.

alities bring inetficiencies in the market



Negative Externalities in Production — Market Failure
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Negative externalities causes social cost > private cost
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bemnafit

A positive production extermality
— such as that derived from
building a mew airport

MPC
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1ons Confronting the
economists

1 we deal with externalities.

rnalities have to be internalized of
Or some how.



tax is a tax that is levied
e negative externalities



Negative Externality and
Pigouvian Tax




Negative Externality and

Pigouvian Tax

.
. .
A Pigouvian Tax
PRICE/ A PIGOUVIAN TAX EQUAL TO THE EXTERNAL COST
COSTS MAKES PRIVATE COST + TAX = SOCIAL COST
EFFICIENT
EQUILIBRIUM SOCIAL COST
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EXTERNAL COST = TAX

DEMAND
(PRIVATE VALUE)

QUANTITY OF
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"OSITIVE EXTERNALITY AND
JGOUVIAN SUBSIDY

Pigouvian Subsidy




"ROBLEMS WITH THE PIGOUVIAN
SOLUTION

or subsidy can be hard if not

stion: Is there - way to measure with
how second hand smoke affects the
around you on a large national scale?

‘ nment calculates the tax, leaving tax
evels open to corruption, poor policy makers
- and special interest group lobbying.



ntinued.. ..

ubsidy increases the purchasing
ers, they might spend the1r

le: Buying expensive cars that pollute
T example



e, a Nobel Prize -winning economist who
ed Property rights and externalities in his article

e Problem of Social Cost”, (1960), Journal of Law and
COTLOMICS.



Coase Theorem

orem state that if property rights
, and there are no transaction
t outcome(allocation of
It even if there are

| right refers to a bundle of
lements defining the owner’s rights,
ges and limitation for the use of the

Transaction costs are costs involved in reaching
and implementing an agreement.



ontinued

uld restrict its role in correcting for
ements and the government’s
elf-formed will be more
ires:

ights to be well defined

eople to act rationally
~ Transaction costs to be minimal or zero



Xxample-1

if company A pollutes company

his punishment?

legal rights, according to Coase,
o0 irrelevant as long as they are defined.
Private negotiations are what matter.



Example-2

river enjoyed by individuals. If firms
there is too much pollution.

: It river is owned by individuals
ge firms for polluting the river.
marginal damage (MD) per

individuals can
will charge firms
pollution.

rice pollution at MD? Because this is the
rium efficient price in the newly created pollution

owners: If river is owned by firms then firm can
charge individuals for Bolluting ess. They will also
charge individuals the MD per unit of pollution.

~ Final level of pollution will be the same in 1) and 2)

- Negotiation between two parties will bring efficient
solution



E PROBLEMS WITH THE COASIAN
SOLUTIONS

problem: In cases where externalities
. global warming), assigning property
ian solutions are likely to be more
ed externalities than for larger,
olving large number of people

Idout problem: The ability of a single entity to
multiparty agreement by making disproportionate

| (because joint owners have to all agree to the
- Coasian solution)

- »As with the assignment problem, the holdout problem
would be amplified with an externality involving many
parties.



| HE PROBLEMS WITH THE COASIAN
SOLUTIONS

ler Problem: When an investment has a
a common benefit, individuals will
ole: a single country is better off
protocol for carbon emission

o out o
)

ction Costs and Negotiating Problems: The
approach ignores the fundamental problem that
rd to negotiate when there are large numbers of

als on one or both sides of the negotiation.

A1V

>Property rights are not as strictly defined as Coase
- theory requires






