THE REAL COASE THEOREMS
Glenn Fox

The “Coase theorem,” in one respect, is a triumph of social science
scholarship. Web searches using “Coase theorem™ as key words typi-
cally yield over 100,000 hits. Economists, legal scholars, environmen-
talists, and political scientists have written volumes on the theorem.
Few ideas written by economists in the 20th century have been as
widely debated. And the debating continues, 47 years after the pub-
lication of “The Problem of Social Cost” (Coase 1960), the essay
recognized as the source of the ideas in question. There is only one
problem: Ronald Coase maintains that the theorem that bears his
name conveys an idea that is antithetical to the message that he
intended.

My view is that virtually all of the criticism of the Coase theorem
fails to appreciate the actual message that Coase intended with “So-
cial Cost” and is, therefore, essentially irrelevant. Tragically, because
we have focused on what he was not saying, we have not grasped what
he was saying. Consequently we have been neither sufficiently ap-
preciative nor sufficiently critical of his actual message.

Coase on the Problem of Social Cost

With the publication of The Firm, the Market and the Law (Coase
1988), a collection of essays which republished “The Problem of
Social Cost” and “The Nature of the Firm” and which also included
insightful reflections on the legacies of those articles, Coase (1988)
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broke his protracted silence on the way in which his work had been
interpreted by economists, legal scholars, and other social scientists.
He contends, “My point of view has not in general commanded as-
sent, nor has my argument, for the most part, been understood.” He
attributes this lack of understanding to the fact that “most economists
have a different way of looking at economic problems and do not
share my conception of the nature of our subject” (Coase 1988: 1).
Among his specific points of departure from the mainstream, he holds
the view that economists’ preoccupation with studying the logic of
optimal choice has caused them to neglect the study of the institu-
tional setting in which choice takes place and that this has eroded the
substance of economic research, that human action cannot be ad-
equately characterized as a constrained optimization problem, and
that modern economic theory ignores the role of transaction costs
(Coase 1988: 3-7).
Perhaps the most revealing statement that Coase (1988: 13) makes
about the theorem that bears his name is the following:
“The Problem of Social Cost” . .. has been widely discussed in the
economics literature. But its influence on economic analysis has
been less beneficial than T had hoped. The discussion has largely
been devoted to sections 11T and IV of the article and even here the
discussion has concentrated on the so-called “Coase theorem,” ne-
glecting other aspects of the analysis. In sections IIT and IV, I
examined what would happen in a world in which transaction costs
were assumed to be zero. My aim in doing so was not to describe
what life would be like in such a world but to provide a simple
setting in which to develop the analysis and, what was even more
important, to make clear the fundamental role which transaction
costs do, and should, play in the fashioning of the institutions which
make up the economic system.

Coase goes on to explain that a world without transaction costs is a
peculiar world in which, among other things, firms would not exist
(Coase 1988: 14-15). In fact, economic institutions, according to
Coase, do not matter in a world without transaction costs.

Many critics of Coase have focused their attack on his apparent
neglect of the existence of transaction costs in the real world. But this
criticism is misplaced. Coase’s discussion of the peculiar unreal world
with no transaction costs was intended to draw out the strange im-
plications of perfect competition, which he viewed as the central
perspective in modern economic analysis. Sections II through IV of
“Social Cost” were intended as a critique of economic theory circa
1960. They were not intended as a representation of the real world.
Thus, much of the criticism that has been directed at “Social Cost”
misses the mark. Coase (1988: 174) writes:
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The world of zero transaction costs has often been described as a
Coasian world. Nothing could be further from the truth. It is the
world of modern economic theory, one which I was hoping to
persuade economists to leave. What I did in “The Problem of Social
Cost” was simply to shed light on some of its properties. I argued in
such a world the allocation of resources would be independent of
the legal position, a result which Stigler [1966: 113] dubbed the
“Coase theorem.” . . . Economists, following Pigou whose work has
dominated thought in this area, have consequently been engaged in
attempt to explain why there were divergences between private and
social costs and what should be done about it, using a theory in
which private and social costs were necessarily always equal. It is
hardly surprising that the conclusions reached were often incorrect.
The reason why economists went wrong was that their theoretical
system did not take into account a factor which is essential if one
wishes to analyze the effect of a change in the law on the allocation
of resources. This missing factor is the existence of transaction
costs.

Coase offers the following interpretation of “Social Cost” in his
Nobel lecture (Coase 1992: 717):

Pigou’s conclusion and that of most economists using standard eco-
nomic theory was (and perhaps still is) that some kind of govern-
ment action (usually the imposition of taxes) was required to re-
strain those whose actions had harmful effects on others (often
termed negative externalities). What I showed . . . was that in a
regime of zero transaction costs, an assumption of standard eco-
nomic theory, negotiations between the parties would lead to those
arrangements being made which would maximize wealth and this is
irrespective of the initial assignment of rights. This is the infamous
Coase theorem, named and formulated by George Stigler, although
it is based on work of mine. Stigler argues that the Coase theorem
follows from the standard assumptions of economic theory. Its logic
cannot be questioned, only its domain (Stigler 1989: 631-3). I do
not disagree with Stigler. However, T tend to regard the Coase
theorem as a stepping stone on the way to an analysis of an economy
with positive transaction costs. The significance to me of the Coase
theorem is that it undermines the Pigouvian system. Since the stan-
dard economic theory assumes transaction costs to be zero, the
Coase theorem demonstrates that the Pigouvian solutions are un-
necessary in these circumstances. Of course, it does not imply,
when transaction costs are positive, that government actions (such
as government operation, regulation, or taxation, including subsi-
dies) could not produce a better result than relying on negotiations
between individuals in the market. Whether this would be so could
be discovered not by studying imaginary governments but what real
governments actually do. My conclusion: let us study the world of
positive transaction costs.
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Coase went on to explain that his hope was that the ultimate impact
of “Social Cost” would be to transform the structure of microeco-
nomics.

Other Criticisms of Coase

In addition to criticisms of Coase for ignoring the existence of
transaction costs in the real world, he has also been upbraided by
many writers for ignoring the wealth and income effects from changes
in ownership or liability. Many attempts to disprove the Coase theo-
rem amount to demonstrations that income or wealth effects of one
sort or another would alter prices, production, individual well being,
and other phenomena, when ownership or liability changes. But, like
the charges regarding his alleged neglect of transaction costs, these
criticisms miss the mark. If Coase is not telling a story about the real
world in sections II through V, then the existence of income or wealth
effects in that real world would not contradict his point. The eco-
nomic theory that Coase is attacking had not, for the most part,
ignored wealth or income effects. It had, in his estimation, ignored
transaction costs.

Unrealism of the Theory of Perfect Competition

To Coase, a world without transaction costs is the world of perfect
competition. He uses the expressions “the pricing system works
smoothly” (1988: 97, 100, 102, 112), “the operation of a pricing system
is without cost™ (1988: 97, 102, 104, 106, 114) and “If the crop was
previously sold in conditions of perfect competition” (1988: 98, 101)
as interchangeable. The equation of perfect competition and a world
without transaction costs is not unique to Coase. Stigler makes the
same connection. In the first recorded reference to the “Coase theo-
rem,” Stigler (1966: 113) writes

The Coase theorem thus asserts that under perfect competition
private and social costs will be equal. It is a more remarkable propo-
sition to us older economists who have believed the opposite for a
generation, than it will appear to the younger reader who was never
wrong, here.

This fact puts many of Coase’s critics in a difficult position. Those who
would argue that the conditions under which the Coase theorem
would apply are unlikely to ever be realized must also argue, with
equal enthusiasm, if they are to be consistent, that the conditions
required for perfect competition are also unlikely ever to occur. If the
Coase theorem cannot be used as a measuring stick against real world
situations, then neither can perfect competition. Of course, this was
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exactly Coase’s point. His exposition of a hypothetical world without
transaction costs was developed precisely to illustrate the paradox
intrinsic to the theory of perfect competition.

Perfect competition requires perfect information. Perfect informa-
tion eliminates transaction costs. But this perfect information means
that every member of a society must know, without effort and with
perfect accuracy, all of the potential parties with whom he or she
might enter into a market exchange as well as the terms of exchange
that would be acceptable as well as the trustworthiness of all of these
potential exchange partners. It is the absence of just this information
that gives rise to transaction costs in the first place.

The practical implications of this criticism are explored in section
VIII of the essay in Coase’s critique of Pigou. The problem of using
perfect competition as a standard for evaluating the performance of
an existing situation is found to be deficient (Coase [1960] 1988: 142]).

The Pigouvian analysis shows us that it is possible to conceive of
better worlds than the one in which we live. But the problem is to
devise practical arrangements which will correct defects in one part
of the system without causing more serious harm in other parts.

It should now be clear that criticism of the Coase theorem that
interprets the theorem as making claims about what happens in the
real world is misplaced. This implies that virtually everything that
appears in our economics textbooks and much of what appears in
economics journals about Coase is, at best, irrelevant. This is not to
say that the process described by the Coase theorem does not hap-
pen. If private ownership of natural or environmental resources exists
and protections against trespass and nuisance are effective then bar-
gaining within the context of a regime of liability rules can indeed
resolve conflicts over resource use. But this is not Coase’s thesis in
“Social Cost.”

Coase’s exposition of the zero transaction costs world was intended
as a criticism of economic theory circa 1960. He has continued to
argue that, in spite of the increased attention being paid to transaction
costs in the economics literature, that literature, does not yet fully
appreciate the implications of transaction costs. This is not to say that
economists have not written quite a bit about transaction cost eco-
nomics since 1960. Clearly, they have. But professor Coase’s most
recent published view on this literature is that it has not fully appre-
ciated his point of view. Harold Demsetz’s (2003) recent essay and
Carl Dahlman’s (1979) classic paper are noteworthy exceptions to this
general criticism, attempting as they do to develop the implications of
transaction costs for the diagnosis of inefficiency.
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On the Definition of Transaction Costs

Coase is generally acknowledged as introducing the concept of
transaction costs into the economics literature in his 1937 essay “The
Nature of the Firm.” Unfortunately, much of what has been written
has not been adequately informed by the way that Coase defined the
phenomenon. As a result, much of the current economic literature on
transaction costs is inconsistent or incoherent.

Two definitional issues are important. First, according to Coase,
transaction costs arise only in market exchange. They represent the
value of the resources that are used up in the process of conducting
a market exchange. Modern literature on transaction costs has applied
the term to other phenomena with unfortunate consequences. It is
commonplace for economists to use the term transaction costs to
refer to the value of the resources used up in the process of institu-
tional change, including changes in government policy as well as the
costs of establishing and defending ownership claims. While it is
correct to acknowledge that institutional and policy changes are costly
and that resources can be used up in establishing and protecting
property rights, it would be better to have a separate terms to de-
scribe these costs, since the mechanism generating the costs is fun-
damentally different. Transaction costs arise under conditions of bi-
lateral voluntary exchange of property. For the most part the new
institutional economics has focused on changes brought about
through the political process or on the costs of changes in institutional
structures within firms." These institutional changes involve costs, but
the nature and the interpretation of the costs involved differ from
those arising under voluntary exchange.

A second important Coasian definitional boundary that is almost
universally transgressed in current literature has to do with the cat-
egories of costs that make up transaction costs. In his 1937 essay,
Coase enumerated three categories of transaction costs ([1937] 1988:
38-39): (1) the costs of discovering what the relevant prices are, (2)
the costs of negotiating the terms of an exchange, and (3) the costs of
concluding that exchange. We now refer to the costs of discovering

! Institutional change can occur, as Hayek explained at various times (e.g., Hayek, 1945,
1973, 1976, 1979), through the evolution of an existing spontaneous order, and hence can
occur within that realm of voluntary transactions among consenting adults. For the most
part, however, the institutional change literature pioneered by Coase, Demsetz, North
(1990, 1998), and Williamson (2000) does not make a consistent and clear distinction
between institutional change in a spontaneous order and in a planned order. However, in
practice, most examples of institutional change studied in this literature involve planned
orders and hence lie outside the realm of voluntary transactions among consenting adults.
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what the relevant prices are as search costs. Search costs are the value
of the resources used up as people try to find potential partners for
bilateral or multilateral voluntary exchanges. Negotiation costs consist
of the value of the resources used up in the process of trying to reach
mutually satisfactory terms for exchanges with those potential part-
ners. Concluding costs represent the value of the resources used up
by participants in an exchange to verify that other participants have
complied with the agreed terms of the transaction.

Unfortunately, terminological drift has occurred and many contem-
porary economists call this third transaction cost category monitoring
and enforcement costs. This drift has led to needless confusion. Un-
like Coase’s original use of the term “concluding” costs, monitoring
and enforcement costs suggest that the parties are involved in an
ongoing commercial relationship. But from a Coasian point of view,
an ongoing commercial relationship is a contract. If that contract
takes the form of authorizing one factor owner to direct the produc-
tion activities of other factor owners, then this would be, in Coasian
terms, a firm. Coase’s explanation for the existence of firms is that
these ongoing contractual relationships are an alternative to market
transactions and that, by entering into such relationships, people can
avoid transaction costs. But these relationships are not free: develop-
ing and maintaining relationships to sustain ongoing commercial in-
teraction uses up resources. These resources have values and their
use has an opportunity cost.

Monitoring costs, like the costs of managerial or entrepreneurial
errors, are part of what Coase calls coordination costs within the firm.
In calling the third category of transaction costs monitoring and en-
forcement costs, which is commonplace, we run the very real risk of
losing the essence of Coase’s distinction between the firm and the
market.

Transaction costs figure prominently but not exclusively in Coase’s
explanation for the existence of firms as social institutions. In “The
Nature of the Firm,” Coase explains that “there is a cost to using the
price mechanism” (Coase 1988: 38). One of the elements of that cost
is the cost of “discovering what the relevant prices are” (Coase 1988:
38). In addition, there are “the costs of negotiating and concluding a
separate contract for each exchange transaction which takes place in
a market” (Coase 1988: 38-39). Coase’s exposition could be easily
misunderstood if taken out of context, since he used the term “con-
tract” in two quite different senses in his theory.

A contract in a single market exchange involves concluding costs. A
contract in a firm, however, involves a sustained relationship—a com-
mitment to ongoing cooperation in a commercial activity—and this
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contract involves co-ordination costs by the entrepreneur. This du-
rable contract, according to Coase, most typically involves the provi-
sion of labor services. In Coase’s theory, the boundaries of the firm,
in a general sense how big a firm becomes, are determined by the
interplay of transaction costs and coordination costs. Transaction costs
are incurred in market exchanges. As the costs of transacting in mar-
ket exchange fall, relative to coordination costs, firms tend to get
smaller, since it is less costly to obtain the services of factors of
production through a market exchange than it is to bring the owners
of those factors of production into the set of relationships that is the
firm.

There are several reasons why transaction costs might fall. The
most commonly offered explanation is the advance of information
technology. According to this explanation, as computer hardware and
software improved and as computer networking systems evolved and
developed, the costs of search in particular have fallen. This would
suggest that the boundaries of firms should shrink. On the other
hand, advances in computer systems and networks could also reduce
the internal costs of coordination within firms and reduce those costs
as well. So a more complete Coasian theory would be ambivalent
about the general effects of advances in information technology on
the boundaries of firms.

There are other factors that influence the level of transaction costs.
These have not attracted much attention from economists, but work
in the field sometimes referred to as “social capital” is related. For
example, the level of search costs will be influenced by freedom of
speech and association. A free society allows people to signal willing-
ness to transact and to form trade and other associations that serve as
means of identifying and contacting groups of potential exchange
partners.

The level of negotiation costs would be influenced by a tradition of
protecting private property and enforcing contracts, thus encouraging
potential parties to an exchange to negotiate in good faith. Institu-
tional trust also reduces the risk for people who reveal what they
might be willing to offer in exchange out of fear that someone might
just take it from them. This tradition can also reduce negotiation costs
if it raises people’s confidence in making market transactions. There
is generally more fear involved in the first purchase of a large item,
like a house, than subsequent purchases. The transaction costs per
vehicle are likely lower for someone who buys a new car every two
years than for someone who buys one every 10 years.

Concluding costs may be influenced by a shared value of honest
dealing in a society. Reputation and trust can play a role in this
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environment. Repeated dealings, or the prospect of repeated deal-
ings, provide an incentive for people to fulfill their parts of an agree-
ment to exchange. As the costs of coordination fall, relative to trans-
action costs, the firm tends to expand in order to economize on the
relatively expensive transaction costs.

I offer these provisional examples for two reasons: first, to illustrate
that the social and institutional context can influence the level of
transaction costs in a particular community, and second, to show how
little progress has been made on Coase’s mission to transform the
structure of microeconomics. More attention needs to be paid to
understanding of the factors that influence transaction costs. Carl
Dahlman (1979) has gone so far to suggest that the primary purpose
of economic research should be to identify ways of reducing transac-
tion costs, and thus expanding the scope of mutually beneficial ex-
changes through the market process.

The Legacy of the Problem of Social Cost

The consensus view on “The Problem of Social Cost” can be sum-
marized as follows. Coase’s analysis of a world with negligible trans-
action costs is an analysis of existing situations. There is no acknowl-
edgment of the contradictions between assumptions of rational be-
havior, zero transaction costs, and a finding that under these
circumstances unrealized gains from exchange can exist and persist.
Criticism of the Coase theorem generally focuses on whether the case
of zero or of negligible transaction costs is sufficiently commonplace
to make Coase’s analysis applicable.

George Stigler and the Coase Theorem

The first time “Coase theorem” appeared in the economics litera-
ture was in the third edition of George Stigler’s The Theory of Price
(Stigler 1966: 113). It appears in a section on “Private and Social
Costs” that begins, ironically, by invoking the Pigouvian analysis of
pollution. Having laid out the external cost analysis following Pigou,
Stigler proceeds to introduce Coase’s wandering cattle illustration
from “The Problem of Social Cost.” The importance of this seamless
transition, in the present context, is that it fails to acknowledge the
purpose that Coase himself clearly declares in “Social Cost.” Pigou is
Coase’s frequent target in “Social Cost.” His claim is that the perva-
sive influence of the point of view of Pigou’s The Economics of Wel-
fare (1938) had been harmful to economists” understanding of the
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nature of external cost problems and that economists’ preferred rem-
edies for external costs generally did more harm than good.

Most economics textbooks and articles follow Stigler’s interpreta-
tion of the “Coase theorem™:

The manner in which the law assigns liability will not affect the
relative private marginal costs of production of cattle and grain. But
this procedure obviously leads to the correct social results—the
results which would arise if the cattle and grain farms were owned
by the same man. The Coase theorem thus asserts that under perfect
competition private and social costs will be equal. ... The propo-
sition that the composition of output will not be affected by the
manner in which the law assigns liability for damages seems aston-
ishing. But it should not be. . . . The proposition must, to be sure, be
qualified by an important fact. When a factory spews smoke on a
thousand homes, the ideal solution is to arrange a compensation
system whereby the homeowners pay the factory to install smoke
reduction devices up to the point where the marginal cost of smoke
reduction equals the sum of the marginal gains to the homeowners.
But the costs of this transaction may be prohibitive—of getting the
people together, of assessing the damages, and so on—so only a
statutory intervention may be feasible [Stigler 1966: 113-14, em-
phasis added].

Note the smooth transition from a discussion of the hypothetical and
impossible world of perfect competition in economic theory to state-
ments about the real world of laws and liability rules. Stigler is caught
in the Coasian paradox. The assumption of economic rationality com-
bined with the omission of transaction costs as a functional and mean-
ingful component of economic theory render the welfare economist’s
pathologies of efficiency vacuous. The presence of transaction costs is
not a “qualification” to the proposition. It is a fundamental criticism
of the then and currently dominant theory.

When Stigler introduces the term “Coase theorem” he treats it as
a synonym for perfect competition. Unfortunately, he does not ac-
knowledge that Coase’s aim in sections II through V of “Social Cost”
is to point out that a world without transaction costs—that is, a world
where the conditions of perfect competition hold—would be a pecu-
liar world indeed. Stigler (1966: 113) offers a defense of what he
thinks is a perplexing inference of Coase—namely, that an initial
pattern of ownership and liability rules have no influence on produc-
tion, prices, or consumption in equilibrium—by arguing that in the
real world “laws often prove to be unimportant.” This representation
seems to imply that the Coasian case of zero transactions costs is also
the real world. Stigler does go on to discuss the case of a tortfeasor
with a large number of victims, the industrial emitter imposing smoke
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damages on a large number of home owners, which he presents as a
qualification of the Coase theorem. But he does not acknowledge that
this is precisely the situation that Coase suggests is the general case in
section VI of “Social Cost.”

It is puzzling that there is no apparent connection between Stigler’s
discussion of Coase’s 1937 essay on “The Nature of the Firm” and his
discussion of “Social Cost.” In his discussion of “The Functions of the
Firm” (Stigler 1966: 168-71) does invoke Coase’s analysis of transac-
tion costs and the costs of internal coordination as factors influencing
the boundaries of the firm. But the implication that a world without
transaction costs is a world without firms is not acknowledged. More-
over, Stigler’s qualification of the proposition that differences in li-
ability rules have no effect on outcomes reaches exactly the conclu-
sion I have called the “second real Coase theorem.” In the presence
of transaction costs, statutory intervention might improve efficiency,
since voluntary transactions might not take place.

Coase in Context

Prior to “The Nature of the Firm” there had been some discussion
of concepts closely related to what we now call transaction costs. For
example, Carl Menger ([1871]1976) in his discussion of the market-
ability of commodities, a discussion that served as the foundation for
his theory of money, wrote about the differences in time and effort
associated with market exchanges of different types of commodities.
But Coase is justifiably credited with raising economists” awareness
that resources are used up simply in the process of making market
exchanges.

Even on this point, however, Coase’s original insight has been
obscured by the common practice among economists of defining
transaction costs as the sum of search costs, negotiation costs, and
enforcement costs.” “The Nature of the Firm” was written as a re-
sponse to a novel and fundamental question, “Why do firms exist?”
With a few notable exceptions, such as Frank Knight (1921), econo-
mists had shown little interest in this question prior to 1937. In fact,
they continued to show little interest in the question for 40 years after
“The Nature of the Firm” was published. If pressed, the rationale
economists would offer for the existence of these social institutions
called firms is that they exist to earn profits. This answer is not
completely satisfactory for two reasons. First, individuals can earn
profits without going to the trouble of organizing a firm. Second, as

2 Coase (1988: 6) attributes this definition, apparently with approval, to Dahlman (1979).
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Coase explains, the firm is a curious institution that, at least to some
degree, ignores the information available in market prices. How can
this be a good thing economically? Coase’s rationale for the existence
of firms resolves this paradox. Firms are sustained relationships
among owners of factors of production. These owners have contrac-
tual relationships with one another, possibly coordinated through
someone called an entrepreneur or manager. The terms of these
relationships may be recorded in written contracts or they may be less
formal. The terms describe who is responsible for doing what within
the firm and how compensation for owners of productive factors is to
be paid. Both the responsibilities and compensation are determined
internal to the firm. At any given point in time, they may not coincide
with factor prices or employments observed in market transactions
external to the firm. Establishing and maintaining these relationships
is not easy. It takes time and effort.

Why would owners of factors of production and entrepreneurs go
to the trouble of creating firms? The answer, according to Coase, is
transaction costs. Production could take place without firms. Adam
Smith’s pin factory could operate as follows. One person could dig ore
out of the ground and sell it to someone with a wagon and a horse.
That person, in turn, could cart the ore to a port where they could be
sold to a ship owner. The ship owner could sail to some other port and
sell the ore to a smelter. The smelter could sell steel to a person who
manufactures wire, the wire manufacturer could sell wire to someone
who specializes in cutting wire to pin-like lengths. These pieces of
wire could be sold to someone who sharpens one end to a point. This
process could continue up to final delivery of pins to end-users.

Transaction costs are incurred at each point where the goods in
process pass from one owner to the next through a free market ex-
change. Firms can avoid these transaction costs by establishing on-
going relationships among owners of factors of production employed
in successive stages of the production process. Once these relation-
ships are developed, it is no longer necessary to search for potential
exchange partners nor is it necessary to negotiate the terms of those
exchanges. The transaction costs disappear. However, new costs arise
that did not occur in my hypothetical “production by the market”
situation. The firm will need to monitor and enforce the terms of the
contractual relationships among the factor owners involved in the
firm. The firm avoids transaction costs in securing the services of the
inputs brought into the firm, but it incurs management and coordi-
nation costs in making sure that those inputs are doing what they are
supposed to do.

In addition, the firm incurs costs when the entrepreneur or the
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manager makes a mistake, directing inputs in a particular way that is
different from what market prices and factor employments external to
the firm indicate and it turns out that those markets where right and
the entrepreneur was wrong. So avoiding transaction costs is a mixed
blessing. Coase goes on to explain that the boundaries of the firm,
what today we might describe as the size, scale, and scope of the firm,
are determined by weighing transaction costs with internal coordina-
tion costs at the margin. Does adding a new factor owner to the set of
relationships that make up the firm reduce transaction costs by more
than it increases internal coordination costs? If it does, the firm
should expand by absorbing the services of that factor of production.
The limit to this expansion is reached when no further net cost savings
can be achieved through continued agglomeration.

This is a rather long exposition of Coase’s answer to the question
“Why do firms exist?” But there is a reason for going into this much
detail. “The Nature of the Firm” is a key to understanding “The
Problem of Social Cost.” In his 1937 essay, Coase explains that firms
exist to economize on transaction costs. He offered this explanation to
fill a gap in economic theory. Prior to 1937 there was no convincing
rationale for the existence of firms in economic theory because trans-
action costs are not acknowledged by that theory. To Coase this
omission was crucial because in the real world transaction costs are
pervasive. “The Problem of Social Cost” was published 23 years later.
That paper begins with five sections that discuss a world without
transaction costs. Understanding the nature of the world Coase is
addressing in these introductory sections is critical to a correct un-
derstanding of what his later article is all about.

If a world with negligible transaction costs is intended to describe
a common situation in the real world, then the standard textbook
treatment of “Social Cost” would be correct. But a world without
transaction costs, according to Coase, is a world without firms. With-
out transaction costs to avoid, there is no reason to go to the trouble
of organizing firms. It is clear that firms did not disappear between
1937 and 1960. Thus, if Coase, the person who argued so vigorously
that the neglect of transaction costs was a critical omission from
economic theory in 1937, seems to be arguing that transaction costs
had disappeared by 1960, then either he has changed his mind or we
are missing something. Coase’s view by 1988 is that he was expressing
a consistent point of view in “Social Cost” as he was in “Nature of the
Firm.” So if we are to make sense of “The Problem of Social Cost” in
light of the context of Coase’s other work, we need another explana-
tion. The world of negligible transaction costs discussed in the first
five sections of “Social Cost” is not the world in which we live.
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Paradox Lost

Daniel Farber (1997) has offered an interpretation of “The Prob-
lem of Social Cost” which, while rendering virtually all of economists’
commentary on the original paper irrelevant, has the advantage of
relating the 1960 essay consistently to Coase’s other writing. Farber’s
interpretation is that Coase is presenting a parody in sections III
through V of the essay. It is a parody of economic theory, especially
welfare economics and the categories of pathologies of inefficiency
commonly studied in that area of specialization. According to this
view, Coase begins by describing the world as characterized by eco-
nomic theory. This world, to his regret, is a world in which transaction
costs are not acknowledged. The absence of transaction costs in the
welfare economics of 1960 creates an inconsistency: Economists talk
about inefficiency in resource use due to externalities, public goods,
and monopolies; yet, in the absence of transaction costs, none of
those pathologies could persist. Inefficiency means, among other
things, that potential mutually beneficial gains from exchange are not
being realized. In the absence of transaction costs, people will make
the relevant mutually beneficial exchanges and the pathology will
disappear. Since transaction costs are not even acknowledged in the
theory, let alone adequately integrated into it, economists cannot
explain why the pathologies that they had taken such great pains to
characterize might exist other than for brief periods of time. And if
they half-heartedly acknowledge that transaction costs may prevent
these gains from exchange from being realized, they are still stuck,
because if transaction costs are real opportunity costs, then they can
no more be a source of inefficiency than can the opportunity cost of
any more commonly recognized factor of production.

Eugene Silberberg’s (1978) discussion of the Coase theorem is the
textbook treatment that comes closest to capturing the essence of the
intended message of the first five sections of “The Problem of Social
Cost.™ Silberberg (1978: 494) clearly identifies the paradox in the
new welfare economics that was the motivation for Coase’s essay:

The new welfare economics as outlined above is deficient in terms
of incomplete specification and logical consistency. The fundamental

# McCloskey (1982: 353-56) presents a view comparable to that of Silberberg and clearly
understands that the world of zero transactions costs is unreal. What matters, according to
McCloskey’s assessment, is the study of how to reduce transactions costs. Indeed, he
defines the “Coase theorem” as follows: “In the presence of transactions costs the location
of a pollution tax or of other liability for damages does matter for efficiency.” This is what
I call the “second real Coase theorem.” I thank Jim Dorn for bringing McCloskey’s work on
this issue to my attention.
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postulates of economics are maintained throughout. Consumers are
presumed to possess utility functions with the usual properties; i.e.,
they prefer more to less, convexity, etc. Most importantly, there are
no costs of transacting or contracting between consumers in this
analysis. Yet somehow consumers are supposed to get together and
not exhaust the gains from trade in certain circumstances. But how
can this be? If all consumers prefer more to less and there are no
contracting costs, Pareto optimality is necessarily implied. To say
otherwise is to deny the fundamental postulates of economics, most
probably a premature stand to take. The only way the gains from
exchange will not be fully exhausted is if consumers are somehow
prevented from exhausting them by the existence of positive trans-
action costs.

Silberberg (1978: 494-95) goes on to explain:

It is often claimed that “tariffs misallocate resources,” urban areas
are “overcrowded,” the atmosphere and water supplies are “over-
polluted,” etc. It is less frequently asked why individual maximizers
would ever do these things to each other. Indeed, in a world without
transaction costs, they would not. All of which says that the enun-
ciation of conditions under which the gains from trade will be
exhausted under the assumption of zero transaction costs is apt to
be a sterile endeavor.

The assumption of zero transaction costs is an assumption of the new
welfare economics, not a new idea introduced by Coase in 1960.
Sections IIT through V of Coase’s 1960 essay do not tell a story about
the real world. They tell a story about the hypothetical world of the
new welfare economics.

The Real Coase Theorems

Section VI of “The Problem of Social Cost” opens with a statement
that should have cast a long shadow of doubt on the canonical inter-
pretation of the essay. The opening two sentences of this section are:

The argument has proceeded up to this point on the assumption
(explicit in sections IIT and IV and tacit in section V) that there were
no costs involved in carrying out market transactions. This is, of
course, a very unrealistic assumption.

According to Coase, the preceding discussion, which concluded that
the initial assignment of ownership in a world devoid of costs of
transacting had no impact on the equilibrium outcome, was not a
discussion of the world as it is. Coase quickly goes on to reiterate his
characterization of the nature of transaction costs and in doing so
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clearly indicates their pervasiveness in actual market transactions. So
what has come to be called the “Coase theorem” was never intended
to tell us anything about the way that the world actually works. The
question “When does the Coase Theorem apply?” should always be
answered “Never!” Transaction costs are ever with us. The world
without transaction costs is the artificial world of perfect competition.

However, there is much more to the message of “The Problem of
Social Cost” than the observation that economic theory has steadfastly
ignored the existence of transaction costs. In section II of “Social
Cost,” Coase proposes to overturn the longstanding concept of harm
based on causality and responsibility, and to replace it with a process
that assigns liability for harm on the basis of cost-benefit analysis. In
section VI of the essay, Coase articulates an economic theory of
judicial and legislative action. These two sections discuss the real
Coase theorems.* The ideas proposed are important claims about the
way the world should work and, to some extent, about the way that
the world does work. With a few exceptions, economists have largely
ignored these propositions, which I shall call the first and second real
Coase theorems.

First Real Coase Theorem

The first real Coase theorem can be stated as: The harm recognized
as a negative externality should be interpreted as reciprocal. Accord-
ing to Coase, the traditional interpretation of the nature of the rela-
tionship between the polluter (the firm that releases smoke into the
atmosphere) and the pollutee (the homeowner downwind) is that the
polluter has harmed the pollutee. The intent of the Pigouvian tax was
to make the polluter take into account the nature and magnitude of
this harm. Coase ([1960] 1988: 96, 132) claims that this understanding
of the relationship between the harmer and the harmed is incorrect:

* Coase states a number of propositions in “Social Cost.” Whether any of these propositions
constitute “theorems,” or for that matter, whether the two propositions I have chosen to call
the “real Coase theorems” are in fact theorems, I will leave for readers to judge. T have
identified seven other substantial propositions in “Social Cost™ (1) Many things economists
perceive to be externalities are really legalized nuisances—Pigou did not do his homework
on sparks from trains; (2) Economists have overemphasized marginal conditions at the
expense of total conditions in their examinations of externality problems; (3) Common law
is efficient, if maybe by accident; (4) What Coase calls “blackboard economics™ is presump-
tuous; (5) The utilitarian theory of property rights is superior to the classical liberal theory;
(6) Economists should think of factors of production as rights; and (7) Comparative insti-
tutional analysis is superior to the more popular comparison of real situations with idealized
perfect situations, an approach Demsetz later called the “nirvana approach.” It is beyond
the scope of this article to examine these seven propositions.
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The traditional approach has tended to obscure the nature of the
choice that has to be made. The question is normally thought of as
one in which A inflicts harm on B and what has to be decided is,
How should we restrain A? But this is wrong. We are dealing with
a problem of a reciprocal nature. To avoid harm to B would be to
inflict harm on A. The real question to be decided is, Should A be
allowed to harm B or should B be allowed to harm A? The problem
is to avoid the more serious harm. ... What has to be decided is
whether the gain from preventing the harm is greater than the loss
which would be suffered elsewhere as a result of stopping the action

which produced the harm.

Coase acknowledges that this view of the nature of the problem is a
departure from that traditional law of nuisance and trespass.” Coase’s
view is a generalization of what is known as the Hand formula, which
assigns liability for damages from an accident by comparing the costs
of taking precautions that would prevent the accident with the prob-
ability of the accident occurring multiplied by the size of the loss
incurred as a result of the accident (see Posner 1998: 180-83). If the
cost of precaution is less than the expected loss from the accident,
then the party for whom this condition holds is liable. Coase’s gen-
eralization is to compare situations on the basis of the sum of the
market value of all of the goods and services exchanged without the
government action with the corresponding sum with government ac-
tion to see if that action increased overall wealth.

Coase has claimed that his goal in writing “Social Cost” was to
restructure microeconomics, but the first real Coase theorem really
restructures justice—by confusing efficiency with justice.®

Second Real Coase Theorem

The second real Coase theorem is: In a world with positive trans-
action costs, judicial activism or legislative action has the potential to
increase efficiency by reallocating property to higher valued uses
when transaction costs prevent this occurring through voluntary ex-
change. Later in section VI, Coase ([1960] 1988: 16-17) proposes:

It is clear that an alternative [i.e., an alternative to market exchange]
form of economic organization which would achieve the same result
at less cost than would be incurred by using the market would
enable the value of production to be raised. ... An alternative so-
lution is direct government regulation. Instead of instituting a legal

5 See Brubaker (1995) and Rothbard (1982) for economic treatments of the problem of
negative externalities based on trespass and nuisance law that reject the Coasian approach.
9See Egger (1979), North (1992, 2002), and Block (1977, 2003) for discussions of the
ethical implications of the first real Coase theorem.
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system of rights, which can be modified by transactions on the
market, the government may impose regulations which state what
people must or must not do and which have to be obeyed.

Contrary to Coase’s reputation as an opponent of government inter-
vention, this second theorem is an economic rationale for government
regulation when there are significant transaction costs. Coase suggests
that when transaction costs from private market exchanges are pro-
hibitive, there is a potential efficiency enhancing role for government,
a role that had not been previously identified in the welfare econom-
ics literature. Coase draws an analogy between government and the
firm: they can both be means of economizing on transaction costs. In
the case of the firm, transaction costs are avoided by setting up a
system of contracts among owners of factors of production so that it
is not necessary to purchase the services of those productive factors
moment by moment through market exchange. Governments can
reduce or even eliminate certain categories of transaction costs
through regulation:

It is clear that an alternative form of economic organization which
would achieve the same result at less cost than would be incurred
by using the market would enable the value of production to be
raised. . . . An alternative solution is direct government regulation.
Instead of instituting a legal system of rights which can be modified
by transactions on the market, the government may impose regu-
lations which state what people must or must not do and which have
to be obeyed [Coase 1988: 16-17].

Corollary to the Second Real Coase Theorem

An important corollary to the second theorem is: The second real
Coase theorem should be applied with caution since actual judicial
and state actions may make matters worse. Coase is quick to point
out, in Section VI of “Social Cost,” that there is a limit to the extent
to which the government can improve efficiency by avoiding trans-
action costs, just as there is a limit to the expansion of the boundaries
of the firm. His analysis anticipates Wolf’s (1979, 1988) theory of
nonmarket or policy failure and much of the modern public choice
theory. Coase reminds his reader that the use of government power
to reduce transaction costs and to internalize external costs through
regulation is subject to pathologies. Real people make policy decisions
in government and they may not be guided solely by the mythical
public interest when they do so. Much of the remaining discussion in
“Social Cost” is devoted to an examination of how these pathologies
have worked them out in particular cases, especially in the particular
case of the train, the sparks, and the farmers discussed by Pigou.
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Coase explains that the exemption from traditional standards for li-
ability enjoyed by the railways in Britain was a product of legislative
action. He suggests that this condition, which he calls “legalized nui-
sances” (Coase [1960] 1988: 127), accounts for a significant share of
perceived external cost environmental problems. Thus, the possibility
of using government regulation to reduce transaction costs and im-
prove efficiency in internalizing external costs is a two-edged sword.

Criticism of the Real Coase Theorems

Once we recognize Coase’s proposition about the reciprocal nature
of harm as his first real theorem, a serious problem becomes appar-
ent. He dismisses the traditional classical liberal theory of property
rights and its related theory of ethics, but he offers nothing to con-
vince his readers that his activist utilitarian theory is superior to the
classical liberal theory that he rejects. He offers no well-defined
theory of justice.

In his second real theorem, Coase offers an economic rationale for
government intervention in the market process to achieve a more
efficient outcome by lowering transactions costs. This intervention
could be accomplished either by legislation or by the courts. Coase
does not distinguish between legislative law and common law when
he refers to the courts serving in this transaction cost economizing
role. Bruce Benson (1990) and Hayek (1973, 1976, 1979) have ex-
plained the differences in both the historical origins of these two
distinct sources of law. More recently Brubaker (1995), Yandle
(1997), and Meiners and Yandle (1991) have shown that common law,
traditionally dismissed by environmental economists as an inefficient
means of environmental protection, has been more effective in ad-
dressing externality problems than economists have typically recog-
nized. They have also argued that the potential exists to restore com-
mon law property rights to their previous effective role.

In theory, government can direct resources to their higher valued
uses when voluntary exchange seems to get stuck. A critical weakness
in this rationale for government intervention, however, is that it is
silent on the question: “But how do they know?” How can judges or
legislators know what the better pattern of resource use is in the
absence of market prices? This issue is a variation on the challenge
that Mises (1935) and Hayek (1935, 1945) made to proponents of
central planning.

Omission of discussion of the implications of the economic calcu-
lation debate from Coase’s exposition of his second real theorem is
puzzling on two grounds. First, Coase (1988: 28-30) himself is critical
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of economists who do what he called “blackboard economics”—that
is, drawing cost curves or supply and demand curves and implicitly
assuming that they know the relevant relationships with sufficient
empirical basis to identify different and superior equilibrium situa-
tions to recommend policy change. Coase was quite critical of this
hubris. But he opens himself to this same criticism with his second
real theorem. The second irony is that Coase was affiliated with the
London School of Economics when the economic calculation debate
was taking place and he made contributions to the literature on the
subjective nature of opportunity costs, but he makes no connection
between those ideas and his analysis in “Social Cost.””

Another criticism of Coase’s case for government intervention in
the case of externalities is that it creates dynamic incentive problems.
Walter Block (1977, 2003) and Gary North (1992, 2002) have criti-
cized Coase’s proposal for the reallocation of property on many
grounds, including these dynamic incentive effects. If owners of prop-
erty know that some of their property might be taken by the courts or
by the legislature if either a judge or legislators decided that that
property was more valuable being used by someone else, then those
current owners might exercise less careful stewardship over their
property than would be the case if they knew that their consent was
required before transfer of property would take place. Harold Dem-
setz, whose thinking is closely aligned with Coase, acknowledges this
dynamic incentive effect problem (Demsetz 1979: 106-107), but fails
to provide a satisfactory solution. He suggests that the rearrangement
of property not be done too frequently, but offers no criteria to help
us decide when rearrangement has become “too frequent.”

To his credit, Coase is quick to point out that there are risks
associated with the potential application of his second real theorem.
Offering a public choice style perspective, he warns his readers that
the regulators, “operating without any competitive check,” might be
captured by well-organized interest groups and act in a fashion con-
trary to the goal of social wealth maximization (Coase [1960] 1988:
118). He also acknowledges the problems of general regulations ap-
plied broadly that may not necessarily help matters in particular lo-
cations. And he suggests, like Buchanan and Stubblebine (1962) and
Wolf (1979, 1988) were to argue later, that some problems are not
worth fixing in the sense that the costs of the obtaining the solution
would be greater than the benefits realized. But none of these warn-
ings addresses the “But how would they know?” problem.

7 On the subjective nature of cost, see Buchanan (1969).
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What to Do?

If Pigou is wrong, because he ignored transaction costs and failed
to investigate the institutional context of the problems he studied, and
thus misdiagnosed the causes of externalities, and Coase’s alternative
isn’t much better, because of the flawed idea of reciprocal harm and
because his proposal for judicial and legislative intervention does not
explain how the regulators can solve the economic calculation prob-
lem, what can economists contribute to the analysis of external costs?
Too much of the discussion in contemporary environmental econom-
ics has pitted a Pigouvian view of the world against a Coaseian view,
implicitly assuming that the discipline faced a choice between only
these two competing alternatives. But, if you accept my argument to
this point, neither the Pigouvian nor the Coasian path offers much
promise.

Another option, however, exists—one that has not received suffi-
cient attention. That option is embodied in contributions like Roth-
bard’s (1982) “Law, Economics and Air Pollution,” Barnett’s (1992)
“The Function of Several Property and Freedom of Contact,”
Brubaker’s (1995) Property Rights in Defense of Nature, and Yandle’s
(1997) Common Sense and Common Law for the Environment. Tak-
ing neither the Pigouvian nor the Coaseian approach entirely, these
economists have examined the origins of environmental conflicts and
have studied the theoretical and practical aspects of using decentral-
ized common law remedies to resolve those conflicts. This work has
proceeded in a manner that takes the information issues identified in
the economic calculation debate seriously. It has also addressed the
informational and ethical problems of utilitarianism and has under-
taken a comparative analysis of that ethical theory with classical lib-
eralism and legal positivism—an analysis that sheds considerable light
on the pitfalls of Coase’s reciprocal theory of ethics.

Conclusion

The economics literature on “The Problem of Social Cost,” for the
most part, misses the point. The almost exclusive focus on whether
Coase’s claims about what happens in a world without transaction
costs apply to the real world is irrelevant. Coase never claimed to be
talking about the real world when he discussed the zero transaction
cost case. He was actually criticizing what he saw as the conventional
practice in economic theorizing. By limiting their attention to only
one aspect of sections III through V of the essay, economists have
diverted attention from the real Coase theorems and their limitations:
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First, that harm should be seen as a reciprocal relationship and not in
terms of the classical liberal view of causality and liability, and second,
that judicial and legislative intervention in the ownership of property
should be allowed, admittedly with caution, in the interest of improv-
ing efficiency.

It is time for economists and legal scholars to pay less attention to
the traditional Coase theorem and more to the real Coase theorems.
Coase is an insightful critic of the theory of perfect competition, a
theory that he found to be logically conflicted and that has served as
a poor guide for economists trying to understand the world around
them. We need to engage him in his criticism of perfect competition.
If his criticism is valid, then we have even more to change in the way
that we go about our scholarly work. But we also need to engage
Coase on the other substantive propositions that he has made, not
only in “Social Cost” but elsewhere.

Coase has challenged us to devote more time to understanding the
institutional structure within which market exchange takes place and
to more fully integrate transaction costs into economic theory. Those
are worthy goals. But in doing so, economists need to have a better
appreciation of the classical theory of justice and property rights and
need to incorporate the insights of Hayek and others regarding the
problem of knowledge whenever government attempts to improve on
market outcomes.
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