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Externalities and Public Policy
Definition – costs or benefits of an action by a firm or person that affects others not involved in the action, and does not act through prices

Negative/positive

Unilateral/reciprocal

Consumer/producer

Examples 

An activity/product that creates good outcomes is not necessarily a positive externality as long as its P reflects full marginal social benefits. 

Essential to distinguish “technological externalities” from “pecuniary externalities.”  Only the former are market failures and lead to inefficiency. The latter result from market participants’ responses to prices and contribute to efficiency (under competitive conditions).

How technological externalities lead to inefficiency:

Key is the divergence between marginal social benefit and marginal private benefit for positive externalities, or between marginal social cost and marginal private cost for negative externalities

Absence of fully defined property rights

Negative production externality
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External marginal cost (EMC)
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Remedies

Notion of an optimal level of negative (or positive) impacts – need to consider marginal costs of correcting the externality and marginal benefits of doing so

Control strategies include:

Social pressure, voluntarism

Small numbers case – private bargaining may be possible (Coase theorem applies)

Public policy approaches:

Fines

“Corrective” taxes and subsidies

Tradable emissions permits to create a “missing market”

Regulations and standards (“command and control”)

Pricing strategies vs. command and control

