
Heyne12, Chapter 10 – Externalities and Property Rights 
 
 
1. Externalities 
 a. Decisions are made by individuals who compare the MB and the MC of an action. 
  i. It all works well and the correct amounts are produced and consumed when there are no  
   externalities. 
  ii. But when some of the costs or benefits are not part of this calculation, misallocations and  
   inefficiencies occur. 
  iii. Buffalos, traffic congestion, air pollution, and many more. 
  iv. Is there a way to internalize the externalities?  I.e., how do we get people to consider the  
   costs to other people of their actions? 
 b. Definition:  costs or benefits of an action that the decision maker does not take into account - Spillovers 
 c. Externalities are everywhere. 
 d. Eliminating all externalities is not possible 
  i. High transaction costs – Bicyclists and the glass 
  ii. The issue of a civil society with civil people – civic virtues – empathy, courtesy, tolerance, 
  iii. The best circumstance – to concoct a way that externalities become internalized. 
   * have the actor consider all costs and benefits of their actions 
   * could be with laws or regulation, but also with civility – or threats. 
 e. Externalities and misallocation of resources. 
 
2. Reducing Externalities Through: 
 a. Negotiation 
  i. Negotiation tends to be positive sum 
  ii. We pay for people’s inconvenience routinely – noisy, dangerous, stinky work areas. 
  iii. People routinely “work it out” – Indian country before the military in the 1800’s 
  iv. When people don’t negotiate, the outcomes are often less wealth creating – Indian country with the 
   military. 
  v. To have successful negotiations, property rights must be clearly established. 
 b. Adjudication – A process for deciding who has which rights. 
  i. When things change, property rights need to be clarified  
   * New things require this adjudication - drones, airports, Airbnb, snowmobiles,  
   * Income and preference changes – pollution, we now value a clean environment more than before. 
  ii. An attempt to maintain a “continuity of expectations” 
  iii. This continuity has been found when: 
   * supply and demand conditions do NOT change dramatically 
   * the change is evolutionary, not revolutionary 
   * E.g., El Toro Air Base – home prices rose when the airport was closed.  Why? 
 c. Legislation – creates property rights 
  i. Legislation that creates or changes existing property rights. 
  ii. “Command and control” 
  iii. Normally considered to be flawed because it normally is not the most efficient way to reduce the 

externality. 
 
3. Methods of Reducing Externalities 
 a. Is Ø the correct and desired amount of pollution? 
  i. Remember, polluting activities create benefits for people. 
  ii. The demand for a clean environment is not perfectly inelastic – there are costs and people will not 
   pay any cost. 
  iii. The issue:  what are the marginal costs and marginal benefits of additional cleanup activities? 
 b. The issue of efficiency – it saves resources for other important uses. 
  i. Generally the least cost way of reducing externalities is most desirable 



  ii. Ways that encourage innovation and provide incentives to reduce externalities is best. 
  iii. Ways that reward producers or individuals who have a comparative advantage in reducing pollution 
   are best.  
  iv. The class must produce a 200 page term paper.  How to get it at the lowest cost.  How can we get 
   people to self declare who are low cost paper writers? 
 c. Command and control.  Pick a quantity to reduce and make everyone cut equally?  Proportionally? The 
  costs will be different. 
 d. Tax pollution?  The externalities will be internalized and the allocation of resources will improve. 
  If tax > the cost of cleanup, then clean up and produce (if the price is high enough to cover the new cost). 
  If tax < the cost of cleanup, pay the tax, produce, and pollute (if the price is high enough to cover the 
  higher cost). 
 e. Can pollution abatement be both efficient (least cost) and fair (burdens widely shared)? 
  i. Yes, maybe, if people are allowed to make the best of the new pollution reduction rules. 
  ii. This normally means having the right to make trades based on comparative advantage 
  iii. Trades, offsets and pollution permits. 
 
4. …And Finally 
 a. The central social problem of pollution is one of property rights.  Who has the right to do what? 
 b. Ronald Coase – once property rights are assigned and trade is permitted, the efficient allocation of 
  resources will take place. 
 c. Traffic congestion – an externality 
  i. First, remember that cost is determined by scarcity.  The method of distribution (rationing) will 
   determine the type of costs people incur to obtain something and also affect people’s behavior. 
  ii. With roads, how are the scarce spaces on the I405 allocated?  And so what kinds of costs are 
   incurred to use the 405? 
  iii. Am I allowed to impose costs on others?  (Remember, I compare MY marg benefits to MY marg 
   costs.) 
  iv. Is there a way to internalize the externalities?  Maybe. 
  v. You want to hear my plan?  (Imagine a nice, flowing I405 on Friday afternoon!) 
 
Questions:  4. 5, 7, 8, 14, 17, 23, why buffalos and not cows? 
 


