Chapters 10 & 11:  Externalities & Public Goods and Common Resources
1. An externality is the uncompensated impact of one person’s actions on the well-being of a bystander.

a. If the impact on the bystander is adverse, it is called a negative externality.

b. If the impact on the bystander is beneficial, it is called a positive externality.

2. Externalities and Market Inefficiency

a. Welfare Economics:  A Recap

i. The demand curve reflects the value to buyers, and the supply curve reflects the costs of sellers.

ii. The equilibrium quantity, Qmarket, maximizes the total value to buyers minus the total costs of sellers.

iii. In the absence of externalities, therefore, the market equilibrium is efficient.

b. Negative Externalities

i. In the presence of a negative externality, the social cost of the good exceeds the private cost.

ii. The optimal quantity, Qoptimum, is therefore smaller than the equilibrium quantity, Qmarket.

iii. Internalizing and externality is altering incentives so that people take account of the external effects of their actions.

iv. Shift the Supply Curve.

c. Positive Externalities
i. In the presence of a positive externality, the social value of the good exceeds the private value.

ii. The optimal quantity, Qoptimum, is therefore larger than the equilibrium quantity, Qmarket.

iii. To summarize:  

1. Negative externalities lead markets to produce a larger quantity than is socially desirable.

2. Positive externalities lead markets to produce a smaller quantity than is socially desirable.

3. To remedy the problem, the government can internalize the externality by taxing goods that have negative externalities and subsidizing goods that have positive externalities.

3. Private Solutions to Externalities

a. The Coase Theorem is the proposition that if private parties can bargain without cost over the allocation of resources, they can solve the problem of externalities on their own.

i. To sum up:

1. The Coase theorem says that private economic actors can solve the problems of externalities among themselves.

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

b. Why Private Solutions Do Not Always Work

i. Transaction costs are the costs that parties incur in the process of agreeing and following through on a bargain.

4. Public Policies Toward Externalities
a. When an externality causes a market to reach an inefficient allocation of resources, the government can respond in one of two ways.

i. Command-and-control policies regulate behavior directly.

ii. Market-based policies provide incentives so that private decision-makers will choose to solve the problem on their own. 

b. Regulation

c. Pigovian Taxes and Subsidies

i. A Pigovian tax is a tax enacted to correct the effects of a negative externality.

5. The Different Kinds of Goods

a. Excludability is the property of a good whereby a person can be prevented fro using it.

b. Rivalry is the property of a good whereby one person’s use diminishes other people’s use.

c. Goods can be divided into four categories.

i. Private goods are goods that are both excludable and rival.

ii. Public goods are goods that are neither excludable nor rival.

iii. Common resources are goods that are rival but not excludable.

iv. A natural monopoly is when a good is excludable but not rival.

6. Public Goods

a. The Free-Rider Problem
i. A free-rider is a person who receives the benefits of a good but avoids paying for it.

b. Some Important Public Goods

i. National Defense

ii. Basic Research

iii. Fighting Poverty

c. The Difficult Job of Cost-Benefit Analysis

i. Cost-benefit analysis is a study that compares the costs and benefits to society of providing a public good.

ii. The efficient provision of public goods is, therefore, intrinsically more difficult than the efficient provision of private goods.
7. Common Resources

a. The Tragedy of the Commons is a parable that illustrates why common resources get used more than is desirable from the standpoint of society as a whole.

b. Some Important Common Resources

i. Clean Air and Water

ii. Congested Roads

iii. Fish, Whales, and Other Wildlife

