
Test Yourself:  
Government Functions 

in the Economy 

If all economists were laid end to end, they 

would still not reach a conclusion. 

GB Shaw 



What is an externality? 



An externality is a cost or benefit imposed on 

people other than the consumers and 

producers of a good or service. 

A negative externality is one that is 

detrimental to third parties, such as pollution. 

A positive externality is one that is beneficial 

to third parties, such as vaccinations or 

public goods. 



What is the effect of 

externalities? 



When the supply curve fails to include negative 

external costs, the equilibrium price is artificially 

low and the equilibrium quantity is artificially 

high. 

External costs cause the market to over allocate 

resources, and external benefits cause the 

market to under allocate resources. 

When externalities are present, market failure 

gives incorrect price and quantity signals, and 

resources are misallocated. 
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Chart: External Cost of Pollution 
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Chart: External Benefit of AIDS 
Vaccinations 



What is a public good? 



 A public good is a good that, once 

produced, has two properties: (1) users 

collectively consume benefits and (2) no one 

can be excluded. 

National defense, public education and 

roads are examples of public goods. 

If public goods are available only in the 

marketplace, people wait for someone else 

to pay. The result is an underproduction or 

zero production of public goods. 



In addition to correcting for 

externalities and providing 

public goods, what are the 

government’s other functions 

in the economy?  



In addition to correcting for externalities and 

providing public goods, the government’s other 

functions in the economy are: 

• providing a legal system 

• promoting competition 

• ensuring economy-wide stability 

• promoting merit goods and discouraging 

demerit goods 

• income redistribution 



In case 

you’re 

interested... 



CONTINUED IN 

TEST YOURSELF: THE CIRCULAR FLOW 

How did you do?! If you didn’t do as well as you’d like, 
review the margin notes and presentations and test 

yourself again. 


