[bookmark: _GoBack]Chapter 5

The Problem of Externalities—An Overview

1.  The terminology of externalities
	a. Pecuniary (affects only budget constraints/profit functions-correctly accounted for by markets) vs. technological (directly enters/alters utility or production functions-the policy relevant externality)
	b.  External economies (beneficial) vs. external diseconomies (harmful)
	c.  Consumption, production, consumption-production-depending on who generates the externality and who is affected by it

2.  A useful model for analyzing externalities
	a. define Xhi = good or factor i consumed or supplied by person h, i=1,…,H
									i=1,…,N 
	b. Aggregate production function  F(Xi) = 0

	c. Market clearance: 


	d.  ,

with 
Production does not distinguish who supplied a factor or receives a good
	e.  The maximization problem 

		

	f.  The IE conditions:  	

g  The PO conditions: 
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