Exercise walk-through

Private costs and benefits,
externalities and social costs and

benefits

A-Level Economics



The Microeconomy

L Externalities and social decisions

Separate private, external and social costs

A factory’s monthly production decision

The factory uses resources costing £800/month. Its pollution causes £200/month
of damage to neighbours. Identify the costs and calculate the total for society.
Assume no other effects.



The Microeconomy

L Externalities and social decisions

Separate private, external and social costs

A factory’s monthly production decision

The factory uses resources costing £800/month. Its pollution causes £200/month
of damage to neighbours. Identify the costs and calculate the total for society.
Assume no other effects.

Private cost falls on the decision-maker: external cost falls on
third parties. The social cost includes both.

SC= PC+ EC= £800/month + £200/month = £1000/month.

The factory’s private calculation omits the neighbours’ damage. A payment
compensating them is not an extra resource cost to add on top of the same damage:
count each effect once.



The Microeconomy

L Externalities and social decisions

Separate private, external and social benefits

A separate training programme; all values for one year

Participants gain benefits valued at £1200/year. Other people gain £400/year
from skills spreading beyond the participants. Calculate the social benefit. These
are benefits, not just sales receipts.



The Microeconomy

L Externalities and social decisions

Separate private, external and social benefits

A separate training programme; all values for one year

Participants gain benefits valued at £1200/year. Other people gain £400/year
from skills spreading beyond the participants. Calculate the social benefit. These
are benefits, not just sales receipts.

Private benefit accrues to participants; external benefit accrues
to third parties. The social benefit includes both.

SB = PB+ EB = £1200/year + £400/year = £1600/year.

Someone outside a transaction can gain as well as lose. A price paid or received is not
automatically the full benefit or resource cost to society.



The Microeconomy

L Externalities and social decisions

A marginal value concerns an extra unit

Two separate one-unit changes

An extra unit of production uses £7 of the firm's resources and imposes £2 of
external damage. An extra unit of another service gives its user £5 of benefit and
others £2. Find each social margin.



A-Level Economics

Exercises 2.1:2.3

2.1 Define the term external cost. 2]

2.2 State the relationship between marginal social benefit and marginal private benefit
for a good with a positive externality. 1]

2.3 Define the term deadweight welfare loss. 2]



A-Level Economics

Exercises 2.1:2.3

2.1 Define the term external cost. b

[\)

2.1

e a cost of production or consumption that falls on a third party, not the buyer or seller
(2 for a clear definition; 1 for a partial idea)

2.2 State the relationship between marginal social benefit and marginal private benefit
for a good with a positive externality. 1]

2.2

« marginal social benefit is greater than marginal private benefit (1)

2.3 Define the term deadweight welfare loss. 2]

2.3

o the loss of welfare (consumer plus producer surplus) when output is not at the socially
optimum level (2 for a clear definition; 1 for a partial idea)



A-Level Economics

Exercises 3.1-3.2

3.1 At the socially optimum level of output: 1]

D A marginal private cost equals marginal private benefit
B marginal social cost equals marginal social benefit
C total cost equals total benefit
D marginal cost equals zero

3.2 Using a marginal diagram, explain why a good with a positive externality is
under-produced by the free market. 8]



A-Level Economics

Exercises 3.1-3.2

3.1 At the socially optimum level of output: 1]

D A marginal private cost equals marginal private benefit
B marginal social cost equals marginal social benefit
C total cost equals total benefit
D marginal cost equals zero

3.1 B

o The social optimum is where MSC = MSB

3.2 Using a marginal diagram, explain why a good with a positive externality is
under-produced by the free market. 8]

3.2

« /8] AO1 1 + AO3 diagram up to 4 (MPB, MSB above it, MPC; market output
where MPC = MPB, optimum where MSC = MSB; welfare-loss triangle) + AO2/AO3
up to 3 — buyers consider only their private benefit, so the market produces where
MPC = MPB; but the true social benefit is higher, so the optimum is greater

» the good is under-produced and welfare is lost



A-Level Economics

Exercise 3.3

3.3 Discuss the best way for a government to deal with the negative externality from car
use. [12]



A-Level Economics

Exercise 3.3

3.3 Discuss the best way for a government to deal with the negative externality from car
use. [12]

3.3

o [12/ AO1/AO2/AO3 up to 8 (diagram + policies) + AO4 up to 4. Options: a tax
on fuel/congestion (internalises the cost but is regressive and inelastic), regulation
(emissions limits — effective but hard to enforce), subsidising public transport (switches
demand but is costly), tradable permits. Judgement: a mix usually works best — a
tax plus better public transport — the best policy depends on the price elasticity of
demand for car use and the ability to enforce it



