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• Externalities is arising when the actions of some individuals have 
direct effects on the welfare or utility of other individuals, none of 
whom have direct control over that activity. 

• Externalities can be either positive or negative.

• In a situation where a positive externality is present 
Social benefits = Private benefits + External benefits

• In a case where negative externality prevails 
Social costs = Private costs + External costs

THE THEORY OF EXTERNALITIES 



Optimal level of production with negative externalities

Market outcome :  Qe

Social planner :  Qs



Incentivise producers to produce at the 
socially optimal level. 

• Polluter pays principle the view that those responsible 
for pollution should pay for the associated external costs, 
such as health costs and damage to wildlife habitats. 

• Pigovian (pollution) tax a per-unit tax set equal to the 
external damage caused by an activity, such as a tax per 
ton of pollution emitted equal to the external damage of a 
ton of pollution. 



Incentivise producers to produce at the 
socially optimal level. 
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Welfare analysis : QM VS Q*
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Social planner

Market outcome



Welfare analysis : QM VS Q*
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Market outcome with tax



Optimal level of production with positive externalities




