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Figure 1 Production: negative externalities

Figure 4 Consumption: negative externality

Figure 3 Production: positive externality

Figure 2 Consumption: positive externalities

An overview of externalities

Table 1 Production and consumption externalities

Production: negative externality (see Figure 1) Production: positive externality (see Figure 3)

The marginal social cost of production is higher than the marginal 
private cost

The marginal social cost of production is lower than the marginal 
private cost

Examples: air and noise pollution from factories, pollution from farmers 
using fertilisers

Examples: Local bee keepers mean that bees will pollinate the crops, 
café which employs previously homeless people helps to reduce the 
social problem of homelessness

Consumption: negative externality (see Figure 4) Consumption: positive externality (see Figure 2)

The marginal social benefit of consumption is lower than the marginal 
private benefit

The marginal social benefit of consumption is higher than the marginal 
private benefit

Examples: consuming cigarettes causing passive smoking to others in 
the vicinity, listening to loud music that disturbs your neighbours

Examples: buying an electric car and reducing pollution, commuting by 
bicycle

What are externalities?
Externalities occur from the production or consumption of 
goods and services that cause an impact on third parties not 
directly related to the transaction.

	■ An externality does not affect the entity that causes the 
externality.

	■ The impact can be a cost or a benefit, but the third party 
does not choose to incur that cost or benefit.

	■ Externalities therefore lie outside of the market transaction, 
with no appropriate compensation being paid.

Costs and benefits
The costs and benefits can impact an organisation or an 
individual and the impact can be private or affect society as a 
whole. Externalities exist when there is a divergence between 
the private and social costs of production or between the 
private and social benefits of consumption.  

	■ Private costs are incurred by the producer or consumer 
directly involved in the transaction.

	■ Private benefits are felt by the producer or consumer 
directly involved in the transaction.

	■ Social cost: private cost + external cost

	■ Social benefit: private benefit + external benefit

Externalities cause market failure if the price mechanism does 
not take account of the social costs and benefits of production 
and consumption.

Solutions
Solutions to overcome the negative effects of externalities can be provided by 
both the public and private sectors. Examples include:

	■ Taxation: To reduce the impacts of negative externalities, we can place 
a tax on goods with negative externalities, e.g. pollution. Governments 
can introduce a tax called a Pigovian tax, which is a tax that is considered 
to be equal to the value of the negative externality. This is to discourage 
activities that impose a net cost to an unrelated third party.

	■ Subsidies: Introducing subsidies can encourage the consumption of a 
positive externality. Free universal healthcare, for example, can ensure 
everyone can get vaccinated. This prevents the spread of infectious 
disease, which benefits everyone.

	■ Regulation: Regulation can be used to offset the effects of externalities. 
Governments can pass and enact legislation and regulation to curb the 
negative effects of externalities, e.g. environmental regulations or health-
related legislation.

	■ Nudges and behavioural economics: The government could place 
incentives and make it easier to choose less costly environmental options.

Types of externalities
In most markets, there are both positive and negative externalities to consider.

	■ Positive externalities occur when producing or consuming a good or service 
causes a benefit to a third party not directly involved. Social benefits 
exceed private benefits.

	■ Negative externalities occur when producing or consuming a good or 
service causes a cost to a third party not directly involved. Social costs 
exceed private costs. 

Externalities can also be categorised into consumption externalities and 
production externalities (see Table 1).
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If agents only considered their own costs they would have output C: 
MPB=MPC.

If they were to take into consideration the social costs then the optimum 
would be at A: MSB=MSC.

Therefore, there is overproduction of the product at Q2. The social 
optimum is lower than the private optimum.

We lose welfare and efficiency from overproduction from Q1 to Q2: 
Deadweight loss of social welfare. 
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If agents only considered their own costs they would have output A: 
MPB=MPC.

If they were to take into consideration the social costs then the optimum 
would be at C: MSB=MSC.

Therefore, there is underproduction of the product at Q1. The social 
optimum is higher than the private optimum.

We lose welfare and efficiency from the underproduction: deadweight 
loss of social welfare. 
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If agents only considered their own costs they would have output at 
point A: MPB=MPC.

There is at positive spill-over of AC that lowers costs for other firms. 

Ideally we would want to be at a higher output of Q2, point B where 
social cost is taken into account. Therefore the optimum would be at B: 
MSB=MSC.

Therefore, there is underproduction of the product at Q1. We have a 
deadweight loss of social welfare. 
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The marginal private benefit is greater than the marginal social benefit. 

If agents only considered their own costs they would have output Q2, at 
C: MPB=MPC.

However, this incurs a negative benefit of CB on other people.

If they were to take into consideration the social costs then the optimum 
would be at A: MSB=MSC. Therefore, there is overconsumption. 

We lose welfare and efficiency from the overconsumption: deadweight 
loss of social welfare. Q1
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