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Economic ? 



What is Environmental Economics? 

Economics is 

Economics helps us to know 

Economics : 

the study of the allocation of scarce 
resources. 

the study of how humans satisfy their 
needs and desires 

-how much money society should spend on 
environmental quality and how environmental 
policies should be structured. 



 Economics helps us to understand 

• The value of pollution abatement.  
• The costs of pollution abatement.  
• The welfare effects of different policies to 
control pollution. 



 
 
 
 
 
 
 
 
 
 
 
 
 

 
 
 
 
 
 
 
 
 
 
 
 
 

The relationship between Economic and Environment 



This Chapter Focus on 

 

 
■ What major environmental issues do we face? 

■ How can economics help us understand these 
issues? 

■ How do economic and Environmental differ, and 
how can we combine them to address 
environmental issues? 



Microeconomic & macroeconomic 

The prefix “micro-“ means “small,” so 
microeconomics is the study of small economic 
units.  

Macroeconomics is the “big picture” version of 
economics. Rather than analyzing individual markets, 
macroeconomics focuses on aggregate production 
and consumption in an economy.  
 



Microeconomics  concerns with .. 

* Externalities and other market side effects 

 

* Consumer decision making and utility maximization 

* Firm production and profit maximization 
 
* Individual market equilibrium 

 
* Effects of government regulation on individual markets 



Macroeconomics  concerns with .. 

* Why some economies grow faster than others. 

* The effects of general taxes system such as income and 
sales taxes on output and prices. 

* The causes of economic upswings and downturns 
                                 (Economic cycles). 
 
* The effects of monetary and fiscal policy on 
economic. 

* How interest rates are determined. 



Two Approaches 

There are two approaches in addressing 
natural resource and environmental 
economics. 

 

2. The Ecological Economics Approach 

1. The Traditional Economic Approach 



1. The Traditional Economic Approach 

This approach uses a set of models and techniques 
rooted within the standard neoclassical economic 
thought to apply economic concepts to the 
environment. 



2. The Ecological Economics Approach 

Rather than applying economic concepts to the 
environment, ecological economics seeks to place 
economic activity in the context of the biological 
and physical systems that support life, including all 
human activities. 



Ecological and Environmental 
Economics 

Ecological economics: the study of the human 
economy as part of nature’s economy. 

 

Environmental economics: the specialization 
within neoclassical economics that is concerned 
with the economy’s insertions into the natural 
environment. 



The Traditional Economic Approach 

Microeconomic 

Macroeconomic 

Environmental 



Environmental Microeconomics 



1. Measuring external costs and benefits 
"External" means "outside. … "outside" means outside 
of any buying and selling among people or firms.  
An external cost is a cost that a producer or a consumer 
imposes on another producer or consumer, outside of 
any market transaction between them.  
If there is an external cost on you, you are giving 
something up without receiving any agreed-upon 
payment. 

Microeconomic and Valuation Techniques 

Pollution of air or water is the prime example of an 
external cost. 



1. Measuring external costs and benefits 

An external benefit is a benefit that someone gains 
because of someone else's action, outside of any market 
transaction between them.   

 
fortifications give external benefits.  When you get a 
vaccine for a certain disease, you make it less likely that 
you will contract the disease.  That is the internal benefit.   

 
What you also do ? is make is less likely that other people 
will get the disease, because they probably will not catch it 
from you. 

 

Microeconomic and Valuation Techniques 



1. Measuring external costs and benefits 

This value can then be compared to the costs of 
correcting the problem through pollution control 
technology or reduced output of polluting activities.  
We can internalize externalities through … 

for example, estimating a money value for damage 
caused (Cost)  by acid rain pollution.  

Microeconomic and Valuation Techniques 

on the polluting activity. axT 



Microeconomic and Valuation Techniques 

2. Valuing resources and the environment as 
assets 

In this technique, a present benefit/cost 

receives a somewhat higher value than a future 
benefit/cost 

Valuing resources and the environment as assets  
requires Economic valuation technique. The 
standard economic technique to balance present 

and future benefits/costs is to use a discount 
rate.  
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Some Economic Valuation 
techniques 

B/C Ratio 

NPV 

IRR 



B/C Ratio 

Cost Benefit Years 

150 0 0 

100 200 1 

100 300 2 

100 400 3 

P *

*

B V BFV DRB
C CPV CFV DR

Calculate B/C for the following project at the rate 
(r) of 10% . 



 



C B DR Cost Benef
it 

Years 

150 0 1 150 0 0 

90.9 181.8 0.909 100 200 1 

82.6 247.8 0.826 100 300 2 

75.1 300.4 0.751 100 400 3 

399 730 =∑ 

1.831 B/C= P *

*

B V BFV DRB
C CPV CFV DR



Net Present Value - NPV 

NPV compares the value of a dollar today to the value 
of that same dollar in the future, taking inflation and 
returns into account.  
If the NPV of a prospective project is positive, it should 
be accepted.  
if NPV is negative, the project should probably be 
rejected because cash flows will also be negative. 
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NPV 

C B DR Cost Benefit Years 

150 0 1 150 0 0 

90.9 181.8 0.909 100 200 1 

82.6 247.8 0.826 100 300 2 

75.1 300.4 0.751 100 400 3 
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IRR 
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 NPV1 C B DR 
10% 

Cost Bene
fit 

Years 

-150 150 0 1 150 0 0 

90.9 90.9 181.8 0.909 100 200 1 

165.2 82.6 247.8 0.826 100 300 2 

225.3 75.1 300.4 0.751 100 400 3 

331.4 



 NPV2 C B DR 
15% 

Cost Bene
fit 

Years 

-150 150 0 1 150 0 0 

86.9 86.9 173.8 0.869 100 200 1 

151.2 75.6 226.8 0.756 100 300 2 

197.1 65.7 262.8 0.657 100 400 3 

285.2 



 

NPV2 NPV1 C B DR 
15% 

-150 -150 150 0 1 

86.9 90.9 86.9 173.8 0.869 

151.2 165.2 75.6 226.8 0.756 

197.1 225.3 65.7 262.8 0.657 

285.2 331.4 

331.4*(15 10)
10 12.7%

331.4 285.2
IRR



Note 

The question here to compare between to projects 
first as the previous, and the second which imposed 
3-5% (for example) pollution tax . 

 

Resolve the example supposing that the 
government impose 10% pollution tax on C. And are 
you accept the pollution tax on your project? 

Note that: first R=10%, and the second is 15% 

  



3. Devising appropriate property rights 
rules for environmental resources and 
establishing rules for use of common 
property resources and for provision of 
public goods. 

Microeconomic and Valuation Techniques 



 

http://www.theatlantic.com/business/archive/2012/05/how-property-rights-
could-help-save-the-environment/257756/ 

assignment 



4. Cost-Benefit analysis. 



1. external costs and benefits 

2. discount rate 

3. property rights rules  

4. cost-benefit analysis 

Summary  
Microeconomic and Valuation Techniques 
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