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Q.-1 What is externalities? 
Answer- Externality is a cost or benefit of an economic activity that affects an uninvolved third party. Crucially, this external cost or benefit is not reflected in the market price of the good or service produced or consumed, leading to a difference between the private cost or benefit and the social cost or benefit.
##############
Q.-2 Explain the positive externalities and negative externalities with example.
Answer- Externalities are generally divided into two main categories-
1. Negative Externalities
A negative externality occurs when an economic activity imposes a cost on a third party without that party receiving any compensation. This means the social cost of the activity is higher than the private cost.
  For example- Air pollution. When a factory producing goods emits pollutants then it imposes costs on healthcare, reduces the quality of life and lead to environmental damage for nearby residents and the society.
2. Positive Externalities
A positive externality occurs when an economic activity provides a benefit to a third party without that party having to pay for it. This means the social benefit of the activity is higher than the private benefit.
For example- Vaccination, when an individual gets vaccinated against a disease then it reduces the likelihood of spreading to others.
In the case of positive externalities, the good or service is typically under produced or under consumed because the producers or consumers do not receive the full social benefit.10
############

Q-3 What is public good? Write the characteristics of public good.
Answer- A public good is a commodity or service that is made available to all members of society and is defined by two core characteristics: non-rivalry and non-excludability.
Characteristics of public goods are-

1. Non-Rival in Consumption:
Non-rivalry means that one person's consumption of the good does not diminish the amount available for others to consume.
· Example: When one person enjoys the light from a street light, it does not reduce the light available for everyone else on the street.
2. Non-Excludable:
Non-excludability means it is either impossible or prohibitively costly to prevent people from consuming the good, even if they haven't paid for it.
· Example: Once national defense is provided, it protects all citizens in the country and there's no way to selectively exclude non-taxpayers from its benefits.
############

Q-4 Distinguish between public goods and private goods.

 Answer- The distinction between public good and private good are-

  1. Private goods are rivalrous whereas public good is non-rivalrous.
 2. Private good are excludable whereas public good is non-excludable.
3. the marginal cost of producing a private good is greater than zero whereas it is zero in case of public good.
###############

Q-5 How does public goods lead to market failure? Explain.

Answer- Public goods lead to market failure because their two defining characteristics—non-excludability and non-rivalry. The central problem public goods create is the Free-Rider Problem, which leads to the under-provision of the good.
The Mechanism of Market Failure
1. Non-Excludability 
The non-excludability of the public good create free-rider problem. Non-excludability means it is impossible for a provider to prevent someone from consuming the good once it has been produced, even if that person does not pay for it.
Since individuals can benefit from the good for free, the rational choice for any individual is to become a free-rider to consume the good but not pay for it. They wait for others to bear the cost. 
As a result if everyone behaves rationally by trying to free-ride, the total revenue collected by a private supplier will be zero or far less than the cost of production. Without revenue, a private firm has no profit incentive to produce the good.
[bookmark: _Hlk212031173]2. Non-Rivalry:
Non-rivalry means one person's consumption does not reduce the availability of the good for anyone else that is the marginal cost of an additional consumer is zero.
But for a market to be perfectly efficient, the price should equal the marginal cost of production. Since the marginal cost of providing a public good to an extra person is zero, the efficient price is zero. A private firm cannot charge a zero price and cover its high initial fixed costs.
As a result, since private markets can only survive by charging a positive price (which is inefficient) or by failing to generate revenue (which leads to non-provision), the private market fails to provide the socially optimal quantity.
Thus, because of the free-rider problem, private markets will either not produce the public good at all, or they will produce too little of it compared to what society collectively wants and values. This under-provision of a desired and beneficial good like national defense or street lighting is a classic instance of market failure.
To correct this failure, the government typically intervenes by funding public goods through taxation, making it mandatory for everyone to contribute.
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Q-6 Explain the different ways of correcting market failures.

Answer-  
 Market failures occur when the free market fails to allocate resources efficiently. Governments and other bodies use a variety of policy tools to correct these inefficiencies, which can be grouped as follows:
1. Correcting Externalities:  
Externalities are costs or benefits experienced by a third party not involved in the activity. This can be corrected through the internalization following approaches-
1. Taxation: Imposition of taxes on goods that generate negative externalities. This increases the private cost of the harmful activity and discourage overproduction or overconsumption. For example -carbon taxes on fuel,  taxes on tobaccoetc.
2. Subsidies: Financial subsidies be provided to encourage goods or activities that generate positive externalities. For example- Subsidies for public transportation; grants for R&D or vaccinations.
3. Govt. Regulation: Direct governmental orders, setting legal limits restricts the harmful behavior or mandates the beneficial behavior. For example-banning certain pollutants; setting minimum standards for building insulation.
4. Tradable Permits : Government sets a limit (cap) on total pollution and issues permits that firms can buy and sell. 
5. Property Rights (Coase Theorem): Defining and enforcing property rights allows affected parties to bargain privately to reach an efficient solution lawsuits allowing a neighbor to be compensated by a noisy factory.
 2. Correcting Public Goods Failure:
Public goods like national defense, street lighting suffer from the free-rider problem, leading to under-provision or non-provision. 
Policy tools to prevent market failure:
1.Government Provision: The government provides the good or service directly and funds it through general taxation. Mandates taxes to overcome the free-rider problem and ensure optimal supply.
2. Patents and Copyrights: Intellectual property rights be granted to creators. This temporarily creates excludability for non-rival goods (ideas/inventions), providing a profit incentive for private firms to invest in R&D.
3. Correcting Information Asymmetry:
This occurs when one party in a transaction has more or better information than the other (e.g., in a used car sale).
1. Disclosure Laws: Mandating that sellers must provide certain information to buyers. This increases symmetric information to allow buyers to make informed decisions (e.g., food labeling, financial reporting).
2. Certification & Licensing: Government or professional bodies shoul provide certificate and license of quality to consumers to overcome adverse selection of goods and services. 
 These are some of the most important tools to correct market failures.
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