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Environmental Economics: Contradiction in terms?

Economics is the study of 
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Environmental Economics

• So environmental economics is just the study 
of how to apply economics and its tools and 
methods to environmental “goods.”

Three Basic Messages of Environmental Economists: 
Message 1

Free markets and the environment:
• For many goods 

• But for other goods 

•  need for public intervention in the form of 
environmental regulation
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About Efficiency:

Government leaves 
market alone

Government 
interferes in market

Market works well 
(no externalities, etc.)

Efficient outcome Loss in social welfare

Market does not work 
well

Loss in social welfare Government can 
improve social welfare

Externalities

• Negative externalities: 

• (Positive externalities: agents do not take 
benefits for others into account.  for 
example, education)
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Three Basic Messages of Environmental Economists: 
Message 2

Setting standards for environmental quality:
• How clean should the environment be?
• Compare

• Benefits and costs from social perspective!
• Not easy to calculate, particularly benefits.
• Should             



3/27/2020

5

Three Basic Messages of Environmental Economists: 
Message 3

Choosing policy instruments:
• How to achieve target (independent from 

whether target is efficient or not)?
• Good system of regulatory instruments
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Examples of Different Types of Policies

Command-and-
Control

Voluntary/informal
policies

Incentive-based 
policies

• emission 
standards
• technology 
standards

• information 
programs
• private negotiations 
(“Coasean
bargaining”)
• moral suasion
• liability rules

• tradable permits
(“cap-and-trade”)
• “Pigouvian” (or 
green) taxes
• deposit-refund 
systems
• liability rules


