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An Understanding of Externalities

• Externality: When the actions of one economic agent affects another economic agent’s welfare 
outside the market mechanism

• Violation of the assumption of the first welfare theorem

• Inefficiency results

• Policy interventions are required to internalize the externality

• In an externality, cost is transferred from the polluter to the victim

• The polluter also secures an implicit subsidy by having caused the externality (Templet and Farber, 
1994)

• Implicit subsidy = “retained dollars which would have been spent on pollution control” 

= increased profit from polluting

• Polluter’s profits increases, societal and health costs increase

• From a Cost-Benefit Analysis perspective, this can lead to a lower cost of externality



The Cost of Externalities on QOL

• More circuitous pathways than 
unidirectionally from polluter 
to victim

• Pollution inequality

• Further linkages and 
feedback cycle

• The effects on Quality of 
Life (QOL) is amplified

Source: Costanza et al., (2002)



Consumption Externalities

• I.e., Me consuming a good makes you better/worse off, but not through the price mechanism

• Examples

• Education

• Green preferences

• Second-hand smoke

• Reckless driving

• With increased urbanization, higher density of infrastructures and people = expectedly more 
concern on and conflicts resulting from externalities 













Policy Instruments

• Economic instruments (incentives based)

• Private sector solution: Coase Theorem

• Private negotiations can lead to price corrections to reflect the external costs and 
benefits

• Certain conditions have to be met

(On smoking near windows and balconies in homes)



Policy Instruments
• Economic instruments (incentives based)

• Public sector solution: Price and/or Quantity controls 

• Lack of information can lead to regulatory failures and yield inefficient outcomes

• “Estimates of the optimal (carbon) tax rate… is difficult, perhaps even heroic” (Weisbach
and Metcalf, 2009)

• Non-economic instruments

• Advisory and moral suasion

• Nudging and choice architecture

• Regulatory and legal measures (command and control)

• Provision of information and education

• No clear-cut economic framework for instrument choice

• Mix and differentiated levels of instruments



Externalities with Internalities

• Earlier example: Polluter, by causing more pollution, increases profit

• Another scenario: Polluter, by causing more pollution, decreases profit

• Standard economic theory predicts no resulting externality

• Empirically observed

• “Externalities with Internalities” (Allcott et., 2012)

• Internality: “Costs we impose on ourselves by taking actions that are not in our own best 
interest”

• “externalities that individuals impose on themselves.”

• Correcting the externality, e.g., using tax or provision of information, can yield an Internality 
Dividend



• Energy Paradox/Energy Efficiency Gap (Jaffe and Stavins, 1994)

• Under-investments in energy-efficiency for durables 

• Externality cost on the environment

• Internality cost on oneself, due to higher lifetime monetary costs (purchase + operation 
of the durable)

• By investing in energy-efficiency

• Externality costs decreases + internality decreases

• Causing less pollution results in less costs

• 2 main explanations:

• Cognitive constraints; myopia, saliency, self-control/impulsivity, innumeracy…

• Information asymmetry: lack of information on the lifecycle cost

Externalities with Internalities: 
The Energy Paradox



McKinsey‘s global cost curve (2007)



• Internality itself is not a problem for the market, but correcting internalities will increase 
individual welfare

• Externalities with internalities provides a strong case for intervention

• Policy options:

• Banning or taxing energy-inefficient durables (“paternalistic” regulation)

• Bridging the information asymmetry and using nudges preserves and enhance individual 
choices

• Increase saliency of internality

• The motivation for regulating externalities is self-guided

Externalities with Internalities: 
The Energy Paradox



Externalities with Internalities: 
Beyond Energy Policy

• Energy efficiency policies such as energy standards and information provision are important 
because there are substantial net benefits from externality and internality reduction

• Another example: Sugar-sweetened beverages (Allcott, Lockwood, and Taubinsky, 2019)

• Optimal tax depends on

• (1) externalities, or uninternalized health system costs from diseases caused by sugary 
drink consumption; 

• (2) internalities, or costs consumers impose on themselves by consuming too many 
sugary drinks due to poor nutrition knowledge and/or lack of self-control; and 

• (3) regressivity, or how much the financial burden and the internality benefits from the 
tax fall on the poor.

• Sugar-sweetened beverage taxes are welfare enhancing 



• Externalities often involve internalities

• Preserving the environment

• Green vs brown firms

• Drunk driving

• Smoking: Smoking paradox

• Internality: “80% of smokers want to quit, and 54% of people who are serious about 
quitting fail in a week or less” (Gruber, 2016)

• Due to self-control problem, myopia, imperfect information

Externalities with Internalities: 
Beyond Energy Policy



Policy Implications?
• Optimal policy to consider the presence of internalities (in addition to externalities) and 

regressivity

• Internality Targeting Principle: Optimal combination of multiple instruments that is dependent on 
the average internality of the consumers marginal to each instrument (Allcott, Mullainathan, and 
Taubinsky, 2012) to address the energy paradox.

• Consumers who undervalue energy costs (larger internality) are less responsive to energy 
taxes

• Tax below marginal damages, increase subsidy for energy efficient products

• Identification and valuation of the internality, not only externality. E.g. How can we discourage 
smoking?

• Smoking affects your neighbor

• Smoking shortens your lifespan by 7 years

• Smoking will cost you $200,000 -> increasing the saliency of the Internality Dividend



• Addressing externalities is becoming more 
important with increasing urban density

• Addressing externalities with internalities is 
also being more important, and can bring 
about increase in welfare 

• Policies optimization must consider 
internalities

• Other confounding issues

Parting Thoughts
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