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Abstract

The term ‘economic externality’ refers to the cost or benefit that is borne or
benefited by a third party. These cost or benefit result from the acts of the
parties to economic transactions, and these effects are not priced according to
the market mechanism, though it affects the economic efficiency and resource
allocation. Therefore, it is necessary to analyze the problem of economic
externalities, as it is one of the main causes of market failure. This analysis
would be critical to reach effective solutions needed to internalize these
externalities, whether they are negative or positive externalities. This analysis
requires presenting the theory of market failure, clarifying the concept of
externality, and the philosophical criticisms directed at this concept. To clarify
the concept of economic externalities, it is crucial to present the historical and
philosophical origins of externalities in economic theory. In order to reach
appropriate solutions needed to internalize economic externalities, it was
necessary to describe and analyze the essential economic theories that deal with
the economic externalities, especially the most adequate solutions presented by
these theories.

There is a large amount of economic literature that deals with the problem of
economic externalities, including theoretical and empirical studies that revolve
around the concept of externalities and their consequences and internalization,
and the problems they cause to the efficient allocation of economic resources.
However, on the one hand, there is a part of this economic literature does not
recognize the existence of economic externalities, on the grounds that the
problem is not related to determining who caused the harm and who is the
injured, but rather related to the extent to which rights are established, protected
and implemented, especially property rights. This means that there is no need
for public policy to intervene in economic activity to address externalities as a
type of market failure. It is sufficient for the state to create the legal
environment necessary for conducting economic activity in general.

On the other hand, the significant part of economic literature admits the
existence of economic externalities. However, within this part, there are certain
controversial issues regarding the definition and internalization of economic
externalities. There is disagreement about the concept of economic externalities,
as there is no comprehensive definition of externality concept, and it is difficult
to determine the damage resulting from negative externalities and accordingly
to determine the cause of the damage and the injured party. This problem
appears due to the reciprocal nature of externalities. Moreover, there is a
disagreement about how to internalize economic externalities. Some economists
advocate that economic externalities can be dealt with by allowing private
parties to negotiate about preventing externalities, and that the state should not
interfere in economic activity in order to eliminate externalities. Accordingly,
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all that the state should do is to establish, allocate, protect and implement rights,
especially economic rights associated with property rights. However, this
philosophy has been criticized, as it is based on the unrealistic assumption of the
absence of transaction costs, which facilitates the negotiation process between
private parties concerned with externalities.

Other economists argue that the intervention measures by the state are necessary
to prevent externalities, whether that is by granting subsidies in relation to
internalizing the positive externalities, or imposing corrective taxes in relation
to preventing negative externalities. The main objective of this argument is to
show that externalities are the difference between marginal private cost and
marginal social cost. However, this argument has been criticized on the grounds
that the state intervention may be more distorting to economic activity than
externalities itself. Therefore, the main problem of this research revolves around
the extent to which it is possible to reach the most appropriate solutions for
internalizing the economic externalities. One appropriate solution for
eliminating externalities states that if public and private properties rights are
established, allocated, organized and implemented, as well as the ethical aspects
of economic transactions are regulated, this will contribute to preventing many
types of economic externalities.
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129 James E. Meade, (1952). External Economies and Diseconomies in a Competitive Situation, The
Economic Journal, VVol. 62, No. 245, PP. 54-67
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