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What is externality?

- Externality is the uncompensated impact of
one person’s actions on the well-being of a
bystander (someeve who s meither bwam. mor seller)

- Negative externality: the effect on bystanders
is adverse e megetive) .
- Pnas Fw“n"\cw )
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. Positive externality: the effect on bystanders

IS beneficial
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Negative Externality - Polluﬂczp

f ot . priveks et ¥
- Air pollution from a factory. -~ et et ’J;;WL coit

- The firm does not bear the full cost of its production,
and so will produce more than the socially efficient
quantity.

How govt may improve the market outcome:

Impose a tax on the firm equal to the external cost of
the pollution it generates. - -
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Negative Externalities

- In the presence of a negative externality, the social cost
of a good includes

- private cost — the direct cost to sellers
- external cost — the value of the negative impact on
bystanders ol et = nansgivd Bewiid
v
- The socially optimal Q maximizes welfare:
. At any lower Q, the value of additional unit exceeds its
cost.

- At any higher Q, the social cost of the last unit is
greater than its value.
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Example: Market for Gasoline, , -+~
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Positive Externalities from Education

- A more educated population benefits society:

- lower crime rates. educated people have more opportunities, so
less likely to rob and steal
- better government. educated people make better-informed voters

- People do not consider these external benefits
when deciding how much education to “purchase”
- Result: market equilibrium quantity of education is

too low.

- How govt may improve the market outcome:
- subsidize cost of education
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Positive Externalities

- In the presence of a positive externality, the social value
of a good includes
- private value — the direct value to buyers
- external benefit — the value of the positive impact on
bystanders cocial valus = coff
- The socially optimal Qam/aximizes welfare:

- At any lower Q, the social value of
additional units exceeds their cost.

- At any higher Q, the cost of the last unit exceeds its
social value.



Example: Vaccination e Y
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“Internalizing the Externality”

- Internalizing the externality: altering incentives
so that people take account of the external effects
of their actions

» Imposing tax on goods that produce negative
externalities

» Subsidizing goods that produce positive externalities
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Characteristics of Goods

- A good is excludable if a person can be prevented
from using it.

- excludable: food, wi-fi internet
- hot excludable: FM radio signals, national defense

- A good is rival in consumption if one person’s
use of it diminishes others’ use. (Mo~ b simuwlimneon

o)
- rival: food, clothes s et
- not rival: information on biIIboards, mo“—w\a&s’&f‘
M\MM;W} (ool.

fub(fc.
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The Different Kinds of Goods

Private goods: excludable, rival in consumption

example: food

Public goods: not excludable, not rival
example: national defense F\'rewor\‘.

Common resources: rival but not excludable

example: fish in the ocean

Natural monopolies: excludable but not rival
example: cable TV o

v
W\OJ\OF* e
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Example: Road

- A road is which of the four kinds of goods?
o uwwzes"'u( mor\»“"’“ ved (hb“c,
- COY\ﬁﬁr\'foL fnov\/"o“ r-m_d, X comon refourct
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Public Goods

- Public goods are goods that are non-excludable and non-
rival.

- Public goods are difficult for private markets to provide
because of the free-rider problem.

- Free rider:. a person who receives the benefit of a good
but avoids paying for it
- If good is not excludable, people have incentive to be free riders,

because firms cannot prevent non-payers from consuming the
good.

- Result: The good is not produced, even if buyers
collectively value the good higher than the cost of

providing it. G fublic won -l rond 'jGwv—} hea Fo
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Public Goods

- If the benefit of a public good exceeds the cost of
providing it, govt should provide the good and pay
for it with a tax on people who benefit.

- Problem: Measuring the benefit is usually difficult.
G cost-bomehit M‘j:)’i"

(Guestion -
- Important public goods: | P !
* National defense 1s . c;ﬂ ”
***Road it s |
- Street lights T hesklin eann service
* Knowledge created through basic research | =« p»b\fo %«'A()
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Common ReSOUrces X ss- i i oo
bb\* I‘\V&( .
- Like public goods, common resources are not excludable.
- cannot prevent free riders from using
- little incentive for firms to provide
- role for govt: seeing that they are provided

- Additional problem with common resources:
rival in consumption
M
- each person’s use reduces others’ ability to use
- role for govt: ensuring they are not overused

- Policy options:
* Regulate use of the resource
° Impose a corrective tax to internalize the externality

avnce —cee |‘m+ -h‘c usc
%9 ok b? hawmé per ™ it
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Introduction

- A monopoly firm has market power, the ability to
influence the market price of the product it sells. A
competitive firm has no market power.

- The main cause of monopolies is barriers to entry —
other firms cannot enter the market.

- Sources of barriers to entry:
- A single firm owns a key resource. 5. DeBeers
- The govt gives a single firm the exclusive right to
produce the good.  e¢. pefet , copy n‘ﬁm.
- Natural monopoly ript
(LM‘.:(L. Fired cost k%‘ e\,_v\-ric/{jf:j ) wa*w
G need [my sesle pﬂAM,{-.',\).EG\BT
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Monopoly vs. Competition: Demand Curves
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Monopolist's Profit-Maximization

( Nk < £) .
Costs and M-max - MR = NC
P
Revenue —

Q- Quantity
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A Monopoly Does Not Have an S Curve

A competitive firm
= takes P as given
= has a supply curve that shows how its Q depends on P

. ce selter.
A monopoly firm ¢

= is a “price-maker,” not a “price-taker”

e

= Q does not depend on P; rather, Q and P are jointly determined by

——

MC, MR, and the demand curve.

¥ So there is no supply curve for monopoly. r

——
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Case Study: Monopoly vs. Generic

Ex "Tulend © x Sams
Drugs &. 9 e fiom
C = S0 +50%
G MC:= O
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The Welfare Cost of Monopoly

- Recall: In a competitive market equilibrium,
P = MC and total surplus is maximized.

- In the monopoly eqgm, P> MR = MC
- The value to buyers of an additional unit (P) exceeds the cost of the
resources needed to produce that unit (MC).

- The monopoly Q is too low — could increase total surplus with a
larger Q.
- Thus, monopoly results in a deadweight loss.
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The Welfare Cost of Monopoly
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INFORMATION
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Asymmetric Information

- Information asymmetry: a difference in two or
more parties’ access to relevant knowledge
- Two types: , Merel hezandd

- Hidden actions — one person knows more than another about an
Ctiorhe or she is taking. _, Adverse selechon

- Hidden characteristics — one person knows more than another
about the(i:joftrit)tﬂesf good he or she is selling.
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Hidden Actions and Moral Hazard

- Moral hazard: the tendency of a person who is
imperfectly monitored to engage in dishonest or

otherwise undesirable behavior

- Workers sometimes shirk their responsibilities because their
employer cannot continually monitor their effort and performance.

- Someone whose property is insured may not try as hard to protect
it from theft/damage. e houet IMswramcs

- Hen-lﬂ'" INSurones Tirose Jhe bwy, ifvmfromu m\a? Lc,
v Aslies schvihies G (ess Mz.d,;.
Jrealfin.
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The Principal-Agent Problem

- Agent. a person who is performing a task on someone
else’s behalf (e.q., a worker)

- Principal: is the person for whom this action is being
performed (e.qg., an employer)

- Example - When the principal cannot perfectly monitor
the agent’s behavior, there is a risk (“hazard”) that the
agent may do something undesirable (“immoral”).

Poc:\'bt‘ L4 f“l—'uét K}
\ —_— N prnci
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How Principals May Respond

. . P&l\ll“&’ L\M" ion J'b‘l"\l‘v‘v Connr
7 Better monitoring  »  dwildn— T |, wmz do

Parents plant hidden cameras in the home to shi
iIncrease the chance of detecting undesirable
behavior.

/ Higher wages
Employers pay workers efficiency wages
(wages above the equilibrium level) to increase the
penalty for being caught shirking.
7 Delayed payment - "disincevhive”
Firms delay payment (e.g., year-end bonuses)
to increase the penalty for being caught shirking.
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Hidden Characteristics and Adverse Selection
o ruJ} hes Avore inbor medon *“"I"'““

she
Adverse selection arises when the seller knows s
more than the buyer about the good being sold.

Example 1: The market for used cars ‘lemens problom

- The seller knows more than the buyer about the quality of the car
being sold.

- Owners of “lemons” more likely to put their vehicles up for sale.
- S0 buyers are more likely to avoid used cars.

- Owners of good used cars less likely to get a fair price, so may not
bother trying to sell.

4 A‘LC r\c’ﬁ ".
Luv\m\s vs. Chernes ’/
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. Behre
Hidden Characteristics and Adverse Selection

Example 2: Insurance

- Buyers of health insurance know more about their health than
health insurance companies.

- People with hidden health problems have more incentive to buy

iInsurance policies.
P }w/u prce fo- KT .

- S0, prices of policies reflect the costs of a .
sicker-than-average person. B omere ick”
- T ——

- These prices discourage healthy people from buying insurance.

In both examples, the information asymmetry
prevents some mutually beneficial trades.

e pos
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Market Responses to Asymmetric Information

Signaling: action taken by an informed party to

reveal private information to an uninformed party

- Individual selling a good used car provides all receipts for work
done on car.

ijo‘l - Firms spend huge sums on advertising to signal product quality to
buyers.

 Highly competent workers get coIIege degree to signal their quality
to employers. 'ohfetk s —

Screening: action taken by an uninformed party to

induce informed party to reveal private information

- Health insurance company requires physical exam before selling
policy.
- Buyer of a used car requires inspection by a mechanic.




