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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

THE THEORY OF EXTERNALITIES 



Optimal level of production with positive externalities



Exercise: Welfare analysis of negative externalities
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Exercise: Correcting externalities and optimal tax
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Numerical Exercise
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Extra example
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Extra example: Congestion pricing
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Positive Externalities and subsidy.
(just for reference, no need to study)
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