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Abstract. Common Agricultural Policy of the European Union, on the eve of the new financial framework 
2014-2020, is significantly focusing on qualitative factors related to: the quality of life in rural areas, the 
quality of the natural environment, animal welfare, food safety and the preservation of cultural habits. In 
other words, agriculture has to provide benefits (specific public goods and externalities) to all members of 
society for which the government or other political institutions will pay. The objective of this article is to 
review the literature on the theory of externalities, with particular emphasis on the criticism of the current 
shape and applicability of the theory. It seems that the theory of externalities will play a main role in the 
development of recommendations for EU agricultural policy instruments, which take into account the 
importance of externalities provided by agriculture. Yet, there is no consensus on the applicability of this 
theory in practice, especially in its current form.

Introduction
Agriculture is one of the most important areas of European Union (EU) policy, not simply due 

to the fact that 40% of the EU budget goes toward it, but because agriculture concerns the most 
important aspects – economic, social and environmental – of European Union functioning. Com-
mon Agricultural Policy (CAP) is constantly changing. The ideology of sustainable agriculture is 
spreading increasingly, taking ecological, social and economic aspects into consideration equally 
[Takács, Takács-György 2012].

Currently, CAP focuses more on qualitative factors related to: the quality of life in rural areas, 
the quality of the natural environment, animal welfare, food safety and the preservation of cultural 
habits [Maciejczak, Zakharov 2011].

There has also been a change of mentality and increasing consumer knowledge on topics 
such as diet and the environment. This is reflected in the increased popularity and consumption 
of natural and organic products [Grzelak, Maciejczak 2013].

Moreover, specific models of agriculture such as sustainable agriculture, organic farming and 
multifunctional agriculture have gained significant popularity. Governments and political institu-
tions have played a crucial role in these changes. According to New Institutional Economics, it 
can be said that these institutions have taken over the prerogatives of free market mechanisms. 
These changes are also associated with aspects such as: the social responsibility concept, envi-
ronmental and landscape protection as well as the paradigm of production of non-food goods. So, 
it can be said that they are related to the theory of public goods and the theory of externalities. 
In other words, agriculture has acquired a new function. It has to provide benefits (public goods 
and positive externalities) to all members of society for which the government or other political 
institutions will pay [Maciejczak 2009].

The theory of public goods and especially the theory of externalities can significantly influence the 
shape of agricultural policy in the future. Therefore, it is important to use this theory to develop recom-
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mendations for EU agricultural policy instruments, which take into account the importance of externali-
ties provided by agriculture. Literature related to the theory of externalities is widespread. However, 
there is no consensus as to the applicability of this theory in practice, especially in its current form. 

The objective of this article is to determine the extent to which theory and research has been 
developed in the field of the theory of externalities, on the example of Polish and English scientific 
literature review. This theory will be presented with particular emphasis placed on the criticism 
of its current shape and its usability in the development of agricultural policy. 

Conceptual framework
The theory of externalities was analyzed both in neoclassical economy and in New Institutional 

Economics. It was first mentioned in 1920 by the British economist Arthur Pigou. He explained the 
idea of externalities as a situation in which “one person A, in the course of rendering some service, 
for which payment is made, to a second person B, incidentally also renders services or disservices 
to other persons (not producers of like services) of such a sort that payment cannot be exacted from 
the benefited parties or compensation enforced on behalf of the injured parties” [Pigou 1920].

Pigou also noted that self-interest will aim to reach equality in the values of the marginal 
private product of investment in different ways. At the same time self-interest will not tend to 
achieve equality in the values of marginal net product. There is an exception in which marginal 
private net product and marginal social net product are the same [Pigou 1920].

External effects are associated with economic costs and economic benefits. The problem is that 
externalities create a divergence between private costs and social costs. In the case that private 
and social costs or private and social returns are different, there is a significant problem related 
to the fact that market outcomes may not be efficient. In addition, when externality is involved, 
market prices do not accurately reflect either marginal social benefit or all marginal social cost 
of traded goods [Hyman 2011]. The presence of externalities is, in this case, one of the causes of 
market failure. According to Pigou’s analysis, external economies and diseconomies are believed 
to cause market failure in the sense that resources are wasted under the laissez-faire outcome. This 
market failure can be corrected with the help of government intervention. 

Coase strongly objected to this view [Schweizer 1998]. He discussed the possibility of over-
coming inefficiencies triggered by externalities through bargaining among affected parties [Coase 
1960]. When property rights are well defined, bargaining transaction costs are low and there is 
no asymmetric information. In the situation of high transaction costs, Coase challenged the view 
that efficiency might not be reached under a regime of laissez-faire. At the same time, he also 
questioned the government’s ability to correct such market failure. In general, Coase claimed that 
no intervention is needed in cases of low transaction costs [Schweizer 1998].

However, one of the main obstacles to market-based, self-correcting solutions is problems in 
defining property rights. These problems are related to a situation in which the indirect effects of 
production or consumption activity can affect public goods, which are a special kind of external-
ity. Public goods are both non-excludable and non-rival. This means that all people can enjoy the 
benefits of specific public goods and, at the same time, consumption by one individual does not 
reduce the opportunity for consumption by others [Cornes, Sandler 1986]. In other words, public 
goods may not be supplied at all, if private benefits are small in relation to the social benefit and 
the private cost of providing these goods are high [Helbling 2012]. This is one of the main reasons 
that government may establish some corrective policies. Externalities may imply the misallocation 
of resources, and some corrective policies may have to be taken by the government [Wong 2000].

So far, the problem of analyzing public goods is significant, especially in environmental eco-
nomics, which mainly focuses on externality-related issues. For several decades, this problem 
has also concerned agriculture, since agriculture has a new function – to provide specific public 
goods (in the form of positive externalities) to society. Only the complete understanding of the 
concept of externalities can result in the development of recommendations for EU agricultural 
policy instruments, which take into account the importance of externalities provided by agriculture.
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Application of the theory of externalities – literature evidence
Literature gives us many examples of the application of the theory of externalities  

(Tab. 1). Research related to external effects was conducted in many fields such as: environmental 
economics, agriculture, energetics or healthcare.

At the same time, literature gives us many examples of criticism of the theory of externalities. 
The applicability of this theory is also questioned. Literature suggests three different solutions 
to the problem of externalities: making parties involved by ‘internalizing’ the external effect, 
developing an externality market and imposing a Pigovian corrective tax [Chua, Wanga 1998].

King [2012] focused on the applicability of the use of the theory of externalities on the creation 
of corrective taxes on emission and pollution permits, designed to internalize the externality of 
pollution. He said that these are the policies of choice for those interested in protecting the envi-
ronment. King added that market forces, properly redirected, are the best remedy for the market.

Haddock [2004], in his study, suggested that the desirability of corrective intervention is much 
too easily conceded, at great cost to society. He said that regardless of the perceptiveness of insti-
tutions in placing entitlements and the level of transaction costs on the market, most externalities 
are able to fix themselves.

Table 1. Researches related to the application of the theory of externalities
Tabela 1. Badania naukowe związane z zastosowaniem teorii efektów zewnętrznych
Author, publishing year/Autor, rok publikacji Title/Tytuł
Pretty  J.N. , Brett  C., Gee  D. Hine  R.E., 
Mason  C.F., Morison  J.I.L. Raven  H., 
Rayment  M.D., Bijl G. 2000

An assessment of the total external costs of UK 
agriculture

Tiezzi S., 1999 External Effects of Agricultural Production in Italy and 
Environmental Accounting 

Goffe P., 2000 Hedonic Pricing of Agriculture and Forestry Externalities 

Koleva N.G., Schneider U.A., 2009 The impact of climate change on the external cost of 
pesticide applications in US agriculture

Sollner F., 1997 A reexamination of the role of thermodynamics for 
Environmental economics

Krieg R.G., 2002 The need for policy direction in the provision of care to 
the mentally ill: an interdisciplinary view, 

Huntington H.G., 2003 Energy disruptions, interfirm price effects and the 
aggregate economy

Moreno R., López-Bazo E., Vayá E,. Artís 
M., 2000 External effects and cost of production

Hackl F., Halla M., Pruckner G. J., 2007 Local compensation payments for agri-environmental 
externalities: a panel data analysis of bargaining outcomes

Roy U., 1997 Economic Growth with Negative Externalities in Innovation 
Mansoorian A., Myers G.M., 1996 Private sector versus public sector externalities
Datta M., Mirman L.J., 1999 Externalities, Market Power, and Resource Extraction
Lewis D.J., Barham B.L., Zimmerer K.S., 
2008

Spatial Externalities in Agriculture: Empirical Analysis, 
Statistical Identification, and Policy Implications

Alfranca O., 2005 Private R&D and Spillovers in European Agriculture

Halloran J.M.,  Archer D.W., 2008 External economic drivers and US agricultural production 
systems

Nagler M.G., 2011 Negative externalities, competition and Consumer choice
Bode E., Nunnenkamp P., Waldkirch A., 
2012 Spatial effects of foreign direct investment in US states

Source: own study
Źródło: opracowanie  własne



100 Paweł Grzelak

Another study pointed out that it is difficult to put the theory of externalities into practice. It 
was demonstrated that there is a high degree of uncertainty, especially in the calculation of any 
externality problems. Bithas [2011] added that in the real world, the internalization or neutraliza-
tion of externalities in the traditional way cannot lead to sustainability [Simpson 2007]. He also 
suggested that it is difficult to apply the concept of externalities in reality. He said that it leads to 
confusion because of the absurd implications of the concept. In addition, it leads people to ignore 
fundamental political distinctions, such as the distinction between a government which violates 
and protects rights. 

Barnett and Yandle [2009] criticized the entire concept of externalities. They said that a great 
deal of public policy is inappropriately based on the externality rationale. They completely rejected 
the significance of externalities. 

Manna and Wustemann [2008], in their study, pointed out that it is difficult to understand 
and use the concept of externalities in practice. They said that the concept of externalities can be 
implemented more by political tools, like deliberative processes, and not by economic analyses 
of, for example, willingness to pay. It should also be obvious that the degree of individualism 
in a society influences the degree of difficulty with which such consensus can be achieved. It is 
related to the fact that the more diverse individual perception and perspectives are, the more dif-
ficult it will become to achieve social consensus for the internalization of externalities in reality. 

Parker [2007] focused on the problem of spatial externalities. He pointed out that there are 
many regulatory tools to address spatial externalities available to policy makers. But so far, the 
impact of these policies has not been considered. In which case an important new research ques-
tion is: how effective are these policy instruments? This remains an exciting area for future work. 

Discussion
The theory of externalities allows government intervention – to minimize negative externalities 

and to support and maximize positive externalities. In practice, there is progress in the way national 
policies are changed; they take into account both the costs and benefits of using the environment. 
Additionally, there are many examples in literature on the use of indicators for measuring progress 
towards sustainability in agriculture [Towards sustainable… 2000]. 

Pretty [2001] suggested that in general, external costs and benefits of agriculture pose great 
challenges for policy makers, farmers and scientists. He focused on some policy reforms which 
could do much to internalize some of these costs and benefits in prices, and that are available 
to encourage changes in farmers’ behaviour and practices, such as: implementing advisory and 
institutional measures, regulatory and legal measures as well as using economic instruments. 
In reality, policy makers have to choose an appropriate mix of solutions, with a proper level of 
integration between them. Additionally, they have to know how farmers, consumers and other 
stakeholders are involved in the process of reform. In reality, most of the mentioned political 
instruments were mainly established by introducing political tools, like deliberative processes, 
not by economic analyses.  

The main challenge for the future is to develop sustainable farm practices and policy instru-
ments that produce enough food and maximize the positive external benefits of agriculture. Then, 
farmers have to be encouraged to adopt such practices and use such instruments [Pretty 2001].

Summary
Positive externalities of agriculture may result from agricultural activity, which takes care of: the 

eco-system, biodiversity, cultural heritage and landscape. These elements have the characteristics of 
public goods. Therefore, the market mechanism is not able to provide them with adequate support. 
The theory of externalities allows government intervention - to minimize negative externalities 
and to support and maximize positive externalities. According to CAP, agriculture has to provide 
benefits to all members of society for which the government or other political institutions will pay. 
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The question is: how can the theory of externalities be used to develop recommendations for EU 
agricultural policy instruments, which take into account the importance of externalities provided 
by agriculture? CAP policy has a number of instruments that encourage agricultural producers 
to provide adequate public goods. However, in reality most of these instruments were mainly 
established by introducing political tools like deliberative processes, not by economic analyses. 
Moreover, it is difficult to measure the effectiveness of these instruments. Most literature says that 
there is no consensus as to the applicability of the theory of externalities in practice, especially 
in its current form. One of the main challenges for the future is to develop sustainable policy 
instruments that produce enough food and maximize the positive external benefits of agriculture. 
These policies should have solid theoretical foundations in the field of the theory of externalities. 
This means that there is a need for further research related to externalities and the applicability 
of this theory in practice since the significance of the theory will grow in the future. According to 
Nordhaus, “if major externalities can be corrected (a very big if!), then the carrots and sticks of 
profits and losses will do for human societies what an idealized Darwinian natural selection will 
do for ecosystems” [Nordhaus 2012].
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Streszczenie
Wspólna polityka rolna Unii Europejskiej kładzie szczególny nacisk na czynniki jakościowe, takie jak: 

jakość życia na terenach wiejskich, środowisko naturalne, dobrostan zwierząt, bezpieczeństwo żywności 
oraz tradycja kulturowa. Innymi słowy, rolnictwo ma spełniać nową funkcję, ma dostarczać społeczeństwu 
świadczenia (dobra publiczne i specyficzne efekty zewnętrzne), za które zapłaci rząd lub inne instytucje 
publiczne. Celem pracy był przegląd literatury w zakresie teorii efektów zewnętrznych, ze szczególnym 
uwzględnieniem krytyki obecnego jej kształtu oraz możliwości zastosowania. Wydaje się, że teoria efektów 
zewnętrznych będzie odgrywać główną rolę w tworzeniu instrumentów polityki rolnej Unii Europejskiej, 
których zadaniem będzie wsparcie dla efektów zewnętrznych świadczonych przez rolnictwo. Jednak nie ma 
konsensusu, co do możliwości zastosowania tej teorii w praktyce, szczególnie w dzisiejszej formie. 
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