
Question one
[bookmark: _Hlk94700016]The diagram below shows a negative externality of production. Below are the bulleted conditions in which a market suffers from this: - 
· Occurs when the production of a product creates external costs that are harmful for third parties. Examples include environmental problems.
· Happens when marginal social cost (MSC) > marginal private cost (MPC) + external costs.
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Give two or more examples of solutions to this problem of a negative production externality. Also think about what the costs there would be of implementing these solutions
Answers
· Government could tax the firm in order to increase the firm’s costs → Shifts the MPC curve upwards.
· Governments could issue tradable permits → Allows the government to control pollution.

Costs
· It is difficult to measure the pollution created and difficult to identify which firms pollute and how much they pollute the environment.
· If a firm pollutes more than they allowed, they can buy permits and it would raise their costs.


Question two
Through the use of a diagram show a negative externality of consumption. Below are the bulleted conditions in which a market suffers from this: - 
● ‘Bad’ effects suffered by third parties due to consumers consuming the product. 
● Examples include cigarettes, cars, loud music and noise pollution. 
● Happens where marginal social benefits (MSB) < marginal private benefits (MPB)

Answer
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Question three
Leading on from question two - Give two or more examples of solutions to this problem of a negative consumption externality. Also think about what the costs would be of implementing these solutions.
Answers
· Impose indirect taxes on cigarettes → Reduce consumption of the cigarettes. 
· Provide education about the dangers and produce anti-advertisements about smoking → Reduces demand for cigarettes → MPB shifts to the left.
Costs
· If taxes are raised too much, people will look for other sources of supply → Formation of black market. 
· Educating and anti advertisements aren’t highly effective as people would still smoke after learning about dangers of smoking, so the costs involved in educating and advertising against smoking will be a waste.

Question four
Through the use of a theoretical diagram show a positive externality of consumption.
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Question five
Give two or more solutions to this problem of a positive consumption externality
Answer
Subsidies and Government intervention
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o MPC is below MSC because of the extra cost to society caused by things like pollution.

e The space between Q* and Q1 is a welfare loss to society because MSC > MSB.
e Solutions:

o Government could tax the firm in order to increase the firm’s costs — Shifts
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2. Of consumption
e ‘Bad’ effects suffered by third parties due to consumers consuming the product.
e Examples include cigarettes, cars, loud music and noise pollution.

e Happens where marginal social benefits (MSB) < marginal private benefits (MPB)
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e There is a welfare loss to society because MSC > MPB.
e Solutions:
o Ban cigarette smoking totally.
o Impose indirect taxes on cigarettes = Reduce consumption of the cigarettes.
o Provide education about the dangers and produce anti-advertisements about
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o People might not vote for governments that bans cigarettes.

X

e % @ :

[} Other bookmarks

Reading

N
ahs

[ save

list

v




image3.png
AP Externalities - AP Microeconomic X

(@] ) https://www.microeconomicsap.com/externalities-ap-microeconomics.html

microeconomicsap.com/uploads/1/1/.../ib-economics-positive-externalities-of-consumption_3_ol

LO INerndise d posiuve exerndiity o1 proaucuorn o wriere
the MPC curve is increased to a point where it equals the
MSC, and the allocatively efficient point of production and
consumption is achieved in the market. At best such
policies will reduce the amount of allocative inefficiency in
a market.

POSITIVE EXTERNALITIES OF CONSUMPTION AND WELFARE LOSS

A positive externality of consumption occurs when an external
or spillover benefit is created by the consumption of a good or
service. An example is education. When education is consumed
there is both a private benefit to the individual receiving the
education (e.g., higher wages and salaries), as well as social
benefits such as increased productivity, lower unemployment,
lower crime rates, and increased economic development.

Collectively, goods which generate positive externalities of
consumption are termed merit goods. Merit goods are those
goods and services that the government feels that people will
under-consume, and which ought to be subsidised or provided
free at the point of use so that consumption does not depend
primarily on the ability to pay for the good or service.

In other words, society benefits when an individual consumes a
certain good or a service over and above the private benefits
from consuming that good or service (e.g., marginal utility).

Examples of positive externalities of consumption include:

. Vaccinations for diseases confer protection to the
individual being vaccinated and it also reduces the
chances of others in society becoming infected from the
disease.

. Healthcare services benefit those receiving the services
and has spillover benefits for society in terms of increased
productivity — a healthy worker is more productive.

. Electric vehicles transport individuals around the city and
at the same time reduce the overall pollution produced by
the vehicle fleet and making the air everyone breathes
cleaner and less harmful.
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Figure 18: Positive externalities of consumption: MPB < MSB

MSB > MSC for the level of consumption between Qe and Q*.
This area of allocative inefficiency is shown in the yellow
shaded triangle and it represents the potential welfare gains that
additional consumption of the good could produce. At Q* the
marginal social benefits equals the marginal social cost and this
is the optimal level of consumption because the benefits to
society from the next additional unit of output consumed are
equal to the value of the benefit gained by the individual +
society.

At the equilibrium where MSB = MSC, the social optimum
equilibrium, P* and Q* results — a lower price and a greater
quantity of the good or service is produced and consumed in the
market.
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