
In the United States, a buyer of a new electric car is eligible for a one-time federal income tax credit of up to $4,000. Show the effect of this tax credit graphically, assuming the $4,000 credit is a Pigouvian subsidy. Label carefully.
[bookmark: _GoBack]Potential Answer - The graph should look like Figure 5.5 below, where the $4,000 credit acts as a subsidy. If this tax credit is a true Pigouvian subsidy, it should be equal to the marginal external benefit (MEB) at the efficient level of electric car production (QE).
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would equal MEB = 56.0 — 0.2(210) = $14 million, shown as distance KL in Figure 5.5.
The effective price to polluters would be the efficient market price less the subsidy, or
(P; - s), which in this case would be ($175 million — $14 million), or $161 million.

Assessing the Model

Just as in the case of a Pigouvian tax, one problem with implementing a Pigouvian
subsidy is measuring the MEB. Monetizing the marginal external benefits of such

*For simplicity, we assume there are no marginal external costs (MEC), so that MPC = MSC.
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Because of the positive externality in the scrubber market, the true measure of benefits is given by
MSB, the vertical sum of MPB and MEB. If a Pigouvian subsidy equal to the MEB at Qe were pro-
vided to purchasers, it is as if the MPB shifts up to MPBs, and 210 scrubbers would be traded
instead of the competitive output level of 200. In this case, the subsidy (s) is $14 million, labeled as
distance KL. The effective price to polluters would be (Pg — s), which in this model is (§175 million
$14 million), or $161 million
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intangibles as better health and more stable ecosystems is difficult at best. So it is not
likely that a subsidy of abatement equipment will achieve allocative efficiency. However,
its associated effect of encouraging greater consumption because of an effectively lower
price should still occur.

Even setting aside the difficulty in achieving efficiency, equipment subsidies may
have other drawbacks. One commonly cited criticism is that this type of control instru-
ment biases polluters’ decisions about how best to abate. Subsidies affect relative prices,
making other alternatives less attractive from a financial perspective. However, some of
these abatement alternatives might be more effective in reducing pollution. For the
same reason, innovation of a potentially superior abatement system could be discour-
aged as long as the government is subsidizing existing equipment. Finally, subsidies
must be financed through taxes or government borrowing. Thus, they effectively redis-
tribute income from society to polluters, an outcome some view as unacceptable despite




