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What is environmental economics

• Environmental economics : the application of the 
principles of economics to the study of how environmental 
resources are managed 
• focuses primarily on how and why people make decisions that 

have consequences for the natural environment. 
• concerned also with how economic institutions and policies can be 

changed to bring these environmental impacts more into balance 
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The Importance of Incentives 

• people pollute because it is the cheapest way 

• pollution is a result of the profit motive.

• entrepreneurs try to maximize monetary profits è give no 
thought to the environmental impacts of their actions 
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Incentives: A Household Example 
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Before the 
program, people in 
the city paid a flat 
annual fee to have 
their trash 
collected. 



The Economy and the Environment 
• economies make use directly of natural assets of all types. 
• Production and consumption activities also produce leftover waste 

products, called “residuals” è may lead to pollution or the 
degradation
of the natural environment. 
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Natural Resource Economics

Renewable vs Nonrenewable

Intertemporal and 
sustainability

Environmental Economics
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Trade off : growth and environment 
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Basic Terminology

• Ambient quality: ambient quality refers to the quantity of pollutants in
the environment, for example, the concentration of PM2.5 in the air over
a city or the concentration of a particular chemical in the waters of a
lake.

• Effluent: Sometimes effluent is used to talk about water pollutants, and
emissions to refer to air pollutants, but in this book these two words are
used interchangeably

• Damages: The negative impacts produced by environmental pollution
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Types of Pollutants 
•Cumulative Versus Noncumulative Pollutants
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Types of Pollutants
• Local Versus Regional and Global Pollutants
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Types of Pollutants 
• Point-Source Versus Nonpoint-Source Pollutants
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Well-defined 
points of 
discharge?



Types of Pollutants
•Continuous Versus Episodic Emissions
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Probability of accident



Benefits and Cost, Demand and Supply
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Measuring benefit

• Shortcomings
1. demand curves are critically affected by 

the ability to pay è fewer benefits among 
lower income people than among higher-
income people.

2. demand curves are influenced
by all kinds of real and imagined factors, 
as true expressions of the benefits of 
environmental actions.
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TYPE OF GOODS
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Non-rivalry means 
that consumption of 
a good by one person 
does not reduce the 
amount available for 
others.

Non-exclusion means 
that it is costly or 
impossible for one 
user to exclude others 
from using a good
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Marginal Cost curve
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Technology improvement
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The Equi-marginal Principle

As long as the marginal costs in the two plants differ from one another, we can 
continue to reallocate production—away from the high-marginal-cost plant and 
toward the low-marginal-cost plant—and get a reduction in total cost. 
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