
Externalities factsheet

For more information on how you can help our environment, or to make  
some suggestions of your own, please go to www.coolaustralia.org

A negative externality is a cost that is suffered by a third party as a result of an economic  
transaction. In a transaction, the producer and consumer are the first and second parties, and third 
parties include any individual, organisation, property owner, or resource that is indirectly affected. 
Externalities are also referred to as spill over effects, and a negative externality is also referred to as 
an external cost. Read more. 

Students will also be introduced to the idea of natural capital as a way that businesses can  
address and attempt to reduce their negative externalities. Natural Capital is the land, air, water, living  
organisms and all formations of the Earth’s biosphere that provide us with the means for producing 
and consuming goods and services imperative for survival and well-being. Furthermore, it is the  
basis for all human economic activity. Read more.

This term relates closely to the measures used to determine one’s ecological footprint which is:  
impact of human activities measured in terms of the area of biologically productive land and water 
required to produce the goods consumed and to assimilate the wastes generated.

Externalities Facts:

• Externalities occur when producing or consuming a good causes an impact on third parties not
directly related to the transaction.

• Externalities can either be positive or negative. They can also occur from production or
consumption.

Positive Externality in Production

• A farmer grows apple trees. An external benefit is that he provides nectar for a nearby bee keeper
who gains increased honey as a result of the farmers orchard.

Negative Externality in Production

• Making furniture by cutting down rainforests in the Amazon leads to negative externalities to
other people. Firstly it harms the indigenous people of the Amazon rainforest. It also leads to
higher global warming as there are less trees to absorb carbon dioxide.

Positive Externality in Consumption

• If you take a three year training course in IT. You gain skills but also other people in the economy
can benefit from your knowledge.

Negative Externality in Consumption

• If you smoke in a crowded room, other people have to breathe in your smoke. This is unpleasant
for them and can leave them exposed to health problems associated with smoking.


