Externalities

An externality is something that is a by-product of a production process but affects a third party externally (the word from which 'externality' is derived).

The classic example of a negative externality is pollution.

A factory may pump loads of waste chemicals into a river as a result of their production process. This will negatively affect a third party; fishermen, for example, or a water company who will find it more difficult to filter the water. The key point is that no compensation is paid. If the factory realised what it was doing, cared (very unlikely), and paid for the water company's loss, then the problem would be solved. 

Below we will look at these issues in more detail using more technical terms.

Private costs, external costs and social costs

With the example of the factory, we need to divide all the costs to society into private costs and external costs. The social cost of an activity is the total cost of that activity, both privately and externally. So:
Social Cost = Private Costs + External Costs
Let us assume that our factory is making cars. The private costs to the factory owner will include things like wages, the cost of raw materials and rent. The external cost, or externality, is the cost to the third party of cleaning up the waste produced by the factory.

The total cost to society, therefore, must include the private cost, because society's resources are being used in the production process, and the external cost, because some of society's resources must be used to clear up the mess.

Pollution is the classic example of a negative externality, but there are others too. Noise is a good example. Congestion on the roads is also sited. This causes delays for businesses, which costs them money, and also creates pollution via exhaust fumes.

Private benefits and social benefits

So far we have been talking about negative externalities that arise from the production process - the classic textbook example. It is possible, though, that negative externalities can arise from consumption. A moment ago I mentioned congestion as a form of negative externality arising from production. Businesses need to transport their goods around, most of this is done on the roads and so they cause congestion. But private individuals cause congestion and pollution when they drive (or 'consume') their private cars.

To illustrate this example, we need to look at private and social benefits:
Social Benefit = Private Benefit + Externality
The reason why the formula uses the term 'externality' rather than 'external benefit' (the formula above had 'external cost') is because this externality can be positive as well as negative. We will look at an example with a positive externality in a moment.

In the case of people 'consuming' their cars, the social benefit will beless than the private benefit due to the negative externality of the exhaust fumes.

Positive externalities

As stated earlier, although it is less obvious, there are examples of positive externalities. A good example is education. This includes training by firms as well as what goes on in schools and universities. If you get a good education, there are obvious private benefits; better career prospects and higher future earnings for instance. But there are external benefits as well. The obvious economic one is that a better-educated workforce is a more productive and efficient one, but there is also the fact that well educated people are less likely to resort to crime. This is almost like an avoidance of a negative externality.
