
Edited by 

CENTO VELJANOVSKI

FOREVER 
CONTEMPORARY
The economics of Ronald Coase



Forever Contemporary: 
The Economics of Ronald Coase



 



FOREVER CONTEMPORARY: 
THE ECONOMICS OF RONALD COASE

EDITED BY CENTO VEL JANOVSKI

with contributions from

PHILIP BOOTH

STEPHEN DAVIES

MICHAEL MUNGER

MARK PENNINGTON

MARTIN RICKET TS

ALE X ROBSON

NICOL A T YNAN

CENTO VEL JANOVSKI

 



First published in Great Britain in 2015 by
The Institute of Economic Affairs

2 Lord North Street
Westminster

London SW1P 3LB
in association with London Publishing Partnership Ltd

www.londonpublishingpartnership.co.uk

The mission of the Institute of Economic Affairs is to improve understanding 
of the fundamental institutions of a free society by analysing and expounding 

the role of markets in solving economic and social problems.

Copyright © The Institute of Economic Affairs 2015, 
except Chapter 8, which was previously published in 

Journal of Man and the Economy, reproduced by permission

The moral rights of the authors have been asserted.

All rights reserved. Without limiting the rights under copyright reserved 
above, no part of this publication may be reproduced, stored or introduced 
into a retrieval system, or transmitted, in any form or by any means (elec-

tronic, mechanical, photocopying, recording or otherwise), without the prior 
written permission of both the copyright owner and the publisher of this book.

A CIP catalogue record for this book is available from the British Library.

ISBN 978-0-255-36711-0 (interactive PDF)

Many IEA publications are translated into languages other 
than English or are reprinted. Permission to translate or to reprint 
should be sought from the Director General at the address above.

Typeset in Kepler by T&T Productions Ltd
www.tandtproductions.com

http://www.iea.org.uk/home
http://www.londonpublishingpartnership.co.uk
http://www.tandtproductions.com


v

CONTENTS

The authors �  ix
Foreword �  xiv
Summary �  xxvi

1	 Introduction �  1

Cento Veljanovski

A short biography �  1
Coase’s approach �  3
What of the future? �  6
Contributions �  8

2	 The economics of Ronald Coase �  14

Cento Veljanovski

What Coase did �  14
Coase’s impact �  23
New Institutional Economics (NIE) �  24
Economic analysis of law �  28
Economics �  31
Regulation �  37
Antitrust �  39
Spectrum: from wireless to mobile phones �  42
Coase’s legacy �  44



Contents   

vi

3	 Ownership, governance and the Coasian firm � 46

Martin Ricketts

The nature of the firm �  46
‘Ownership’ in the Coasian theory of the firm �  49
The hazards of transacting �  52
Competition and the selection of governance 

structures �  57
Public policy towards the governance of enterprise �  64
Conclusion �  68

4	 Coase’s contributions to the theory of 
industrial organisation and regulation �  70

Alex Robson

Introduction �  70
The nature of the firm: implications for the theory of 

industrial organisation �  73
Regulating utilities: the Coasean critique of marginal 

cost pricing �  77
The hold-up problem: implications for regulation �  80
Regulation and industrial organisation of the 

communications industry �  83
The development of the radio broadcasting industry 

in Britain �  85
The allocation of radio frequency spectrum in the 

United States �  86
Conclusion �  89

5	 Coase on property rights and the political 
economy of environmental protection �  92

Mark Pennington

Introduction �  92
Coase on the problem of social cost �  94



Contents   

vii

Coasian analysis and the scope for environmental 
markets �  100

Ethical objections to the extension of environmental 
markets �  108

Conclusion �  116

6	 Coase and water �  118

Nicola Tynan

Introduction �  118
Clearly defined property rights �  120
Integrated water resources management �  124
Conclusion �  136

7	 The Coase research agenda: public goods, 
transaction costs and the role of collective 
action �  137

Stephen Davies

Introduction �  137
Was the lighthouse a public good? �  138
Conditions for private provision �  140
Coase’s research agenda �  141
Bundling private with public goods �  147
Coase’s way �  159

8	 Stock exchanges as lighthouses �  160

Philip Booth

Lighthouses – what does not work ‘in theory’ works in 
practice �  162

Financial regulation – what does not work ‘in theory’ 
works in practice �  163

Private regulation and stock exchanges �  166
‘Big bang’ and ‘deregulation’ �  172



Contents   

viii

The further development of statutory regulation �  175
Could bank regulation be provided by market 

institutions? �  178
Conclusion �  182
Coda �  185

9	 Coase and the ‘sharing economy’ �  187

Michael Munger

Introduction �  187
Tomorrow 3.0: rent or own? �  189
The power drill trope: it’s about time �  191
Entrepreneurs can sell reductions in transactions 

costs �  195
Middlemen as brokers and sellers of connections �  197
Why sell products when you can sell reductions in 

transactions costs? �  200
Coase’s insight �  204

Publications by Ronald H. Coase in 
chronological order �  209

References �  218

About the IEA �  232



ix

THE AUTHORS

Philip Booth

Philip Booth is Editorial and Programme Director at the In-
stitute of Economic Affairs and Professor of Finance, Public 
Policy and Ethics at St Mary’s University, Twickenham. He 
was formerly Professor of Insurance and Risk Management 
at the Cass Business School, where he also served as Asso-
ciate Dean. He has an undergraduate degree in economics 
from the University of Durham and a PhD in finance. He is a 
Fellow of the Institute of Actuaries and of the Royal Statisti-
cal Society. Previously, Philip Booth worked for the Bank of 
England as an adviser on financial stability issues. He has 
written widely, including a number of books, on investment, 
finance, social insurance and pensions, as well as on the re-
lationship between Catholic social teaching and economics.

Stephen Davies

Dr Stephen Davies is Education Director at the IEA. Pre-
viously he was programme officer at the Institute for 
Humane Studies (IHS) at George Mason University in 
Virginia. He joined IHS from the UK, where he was Senior 
Lecturer in the Department of History and Economic His-
tory at Manchester Metropolitan University. He has also 



T he  auth  ors

x

been a Visiting Scholar at the Social Philosophy and Policy 
Center at Bowling Green State University, Ohio. A histori-
an, he graduated from St Andrews University in Scotland 
in 1976 and gained his PhD from the same institution in 
1984. He has authored several books, including Empiricism 
and History (Palgrave Macmillan, 2003), and was co-editor 
with Nigel Ashford of The Dictionary of Conservative and 
Libertarian Thought (Routledge, 1991).

Michael Munger

Michael Munger received an economics PhD from Wash-
ington University in 1984. He worked at the US Federal 
Trade Commission, then taught at Dartmouth College, 
Texas, and North Carolina State University before moving 
to Duke University in 1997. He chaired Political Science 
at Duke from 2000 to 2010, and now directs PPE there. He 
is a past Public Choice President, as well as past editor of 
that society’s journal. His most recent book is Choosing in 
Groups (Cambridge University Press, 2015).

Mark Pennington

Mark Pennington is Professor of Political Economy at 
King’s College, University of London. He holds a PhD from 
the London School of Economics and Political Science, 
and was the winner of the Atlas Institute for Economic 
Research prize for ‘contributions to the understanding of 
spontaneous order’ in 2007. His research focuses on the 
intersection between politics, philosophy and economics 



T he  auth  ors

xi

with a particular emphasis on the implications of Hayekian 
and public choice concepts for the comparative evaluation 
of socio-economic systems. He has published several books 
examining these themes, including Public Choice and the 
Politics of Government Failure (Athlone/Continuum, 2000) 
and Liberating the Land (IEA, 2002). He is also the author of 
Robust Political Economy (Edward Elgar, 2010).

Martin Ricketts

Professor Martin Ricketts is Professor of Economic Organ-
isation and was formerly Dean of the School of Humanities 
at the University of Buckingham. He is also Chairman of 
the IEA’s Academic Advisory Council. He has a DPhil from 
the University of York and was Research Economist at 
the Industrial Policy Group from 1970 to 1972 under the 
direction of John Jewkes. He was next Research Fellow at 
the Institute of Social and Economic Research, University 
of York. He joined the academic staff of the University of 
Buckingham in the autumn of 1977. He has published in 
professional journals on the new institutional economics, 
the theory of the firm, entrepreneurship, public choice, 
aspects of public finance and housing policy and has au-
thored several books. He was Economic Director of the 
National Economic Development Office (1991–92).

Alex Robson

Alex Robson is Director of the Economic Policy Analysis Pro-
gram at the Business School, Griffith University (Brisbane, 



T he  auth  ors

xii

Australia). He was previously Senior Research Fellow at the 
SMART Infrastructure Facility at the University of Wol-
longong, Australia, and lecturer at the Australian National 
University in Canberra, Australia.

Nicola Tynan

Nicola Tynan is Associate Professor of Economics at Dick-
inson College, Pennsylvania, where she teaches courses 
relating to economic history, microeconomics, and envir-
onmental and natural resource economics. She holds an 
MS in government from the London School of Economics 
and Political Science and a PhD in economics from George 
Mason University. Her research interests and publications 
focus on the economic history of water in Britain, particu-
larly London, along with topics in the history of economic 
thought relating to natural monopoly and institutional 
choice.

Cento Veljanovski

Dr Cento Veljanovski is Managing Partner of Case Asso-
ciates, and IEA Fellow in Law & Economics. He was pre-
viously Research and Editorial Director at the Institute of 
Economic Affairs (1989–91), Lecturer in Law and Econom-
ics, University College London (1984–87), Research Fellow, 
Centre for Socio-Legal Studies, Oxford (1974–84), and has 
held academic positions at UK, North American and Aus-
tralian universities. He holds several degrees in law and 
economics (BEc, MEc, DPhil), and is an Associate Member 



T he  auth  ors

xiii

of the Chartered Institute of Arbitrators (ACIArb). Dr Vel-
janovski has been in private practice since 1990, providing 
economic analysis in regulatory and competition investi-
gations, and has appeared as an expert witness in many 
court cases on competition and damage claims. He has 
written many books and articles on industrial economics, 
economic reform and law and economics, including Selling 
the State: Privatisation in Britain (Weidenfeld, 1988), The 
Economics of Law (IEA, 1990; second edition, 2006) and 
Economic Principles of Law (Cambridge University Press, 
2007).



xiv

FOREWORD

It is an honour to be invited to write a foreword to the IEA’s 
volume of essays on Ronald Coase. He was my hero in eco-
nomics. In my 1973 inaugural lecture at the University of 
Aston, I selected a football team of UK Economics All-Stars. 
I made Coase the captain, remarking that the term ‘eco-
nomic insight’ means roughly the same as ‘ability to read 
the game’. However one interpreted either term, Coase was 
endowed with that ability. He reminded me of this honour 
forty years later, at our last meeting shortly before his death.

In the present volume, Coase has been well served by 
Cento Veljanovski and his co-authors. They amply describe 
his vision of economics and his remarkable contributions. 
In this foreword I simply try to convey something of Coase 
the economist that I knew.

We used to meet for lunch at the Drake Hotel in Chicago, 
where he would take a glass of sherry with the consommé. 
Later, when he was less mobile, he invited me to The Hall-
mark. He was invariably cheerful and good company. He 
had a keen sense of fun, and took pleasure in conversation, 
reminiscing about the past but always noting new insights 
into how the world works and its sometimes tenuous rela-
tionship to modern economic analysis.

I enjoyed these lunches immensely. Coase had a fund 
of anecdotes about economics and economists, often 
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amusing, always telling. For example, he was in Washing-
ton, DC, at the end of the war when Keynes was negotiat-
ing loans with the US government. Keynes walked into the 
room and a colleague effected an introduction: ‘Keynes, I 
don’t think you know Coase?’ ‘No,’ said Keynes, shaking his 
hand, ‘I don’t think I do,’ and moved on. ‘That was my life 
with Keynes,’ said Coase wryly.

At the LSE Coase was invited to give the course on na-
tionalised industries. He told me that he sought to identify 
the two or three distinctive features of each industry and 
to understand how and why it differed from other indus-
tries. For example, the Post Office was characterised by 
public ownership, monopoly and the universal service ob-
ligation. His aim was to understand how these distinctive 
features led to different policies in each industry. This led 
him to write numerous papers about the Post Office. There 
is surely another paper to be written, using the annual syl-
labuses, reading lists and examination papers at the LSE 
and elsewhere, explaining how his approach to teaching 
differed from those of his predecessors and successors.

Lionel Robbins had a graduate seminar at the LSE, 
where papers were given by students. In 1946–47, ‘At the 
suggestion of Ronald Coase all the seminars were related 
to economics of public utilities, with the Tennessee Valley 
Authority as the focus.’1 Several of the graduate students, 
such as Ralph Turvey, E. J. Mishan and William Baumol, 
subsequently became major contributors to public utility 

1	 http://archives.lse.ac.uk/Record.aspx?src=CalmView.Catalog&id 
=ROBBINS%2f4%2f1%2f2&pos=10
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economics. Turvey’s paper was entitled ‘Mr Coase’s prob-
lem’. I assume that had to do with marginal cost pricing.

In 1951 Coase emigrated to the US. He has said that 
‘What prompted me to take this step was a combination 
of a lack of faith in the future of socialist Britain, a liking 
for life in America … and an admiration for American eco-
nomics.’2 His explanations to me varied, but there was also 
a more personal element. His famous paper on ‘The nature 
of the firm’ was published in the LSE journal Economica 
in 1937. ‘Lionel Robbins, in whose department I was, never 
referred to the article ever.’3 This hurt Coase. He did not 
feel particularly valued at the LSE. He told Ning Wang 
that he probably would have stayed at the LSE if Robbins 
had ever talked to him. Dorothy Hahn (Hayek’s research 
assistant and wife of economist Frank Hahn) told me that 
he had a rough ride in a seminar he gave in Robbins’s se-
ries, including at the hands of Robbins himself, and got 
somewhat flustered. He was attracted to a visiting post 
at Buffalo, having met John Sumner, a specialist there on 
public utilities who had visited the LSE before the war. And 
though he was offered Hayek’s chair at the LSE before he 
left, it was too late.

Coase never contemplated returning to England, but he 
always regarded himself as British, never as American. He 
later wrote to me that ‘American economists have a ten-
dency to think that the truth is only to be found in their 
writings’. He was always deeply proud of being British. 

2	 Coase: ‘My evolution as an economist’ (in Breit and Spencer 1995).

3	 Ibid.
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Ning Wang tells me that the British tradition he valued 
most was tolerance. One of his students became a high of-
ficial in the British Communist Party. After the war he met 
the chap again and had a brief but pleasant conversation. 
‘I never thought they would send me to the Gulag if they 
came to power’, said Coase.

Around 1980 Jack Wiseman and I contemplated writing 
an economics textbook from a subjectivist perspective. It 
would have been congenial to the Austrian school of eco-
nomics and to the UCLA tradition (see Alchian and Allen 
1977). We eventually abandoned it, partly because of the 
time it would take, partly because we could not envisage 
a sufficient number of teachers and universities adopting 
it, and partly because we could not always agree on what 
to write. At one stage I asked Coase for his thoughts, and 
pressed him on what sort of textbook he would write or 
recommend. After considerable thought he suggested that 
each chapter should take a different type of market, and 
describe how competition actually worked in that market. 
It was a characteristic response: innovative and reflecting 
his interest in the real world rather than a theoretical per-
spective. I fear that such a textbook would require rather 
more knowledge of the real world, by its writers and adop-
ters, than is commonly the case. But it still seems a project 
worth pursuing today.

Coase is one of the few economists to have a theorem 
named after them. As authors in the present volume ex-
plain, and as he himself later indicated, he didn’t like the 
Coase Theorem. But he didn’t protest at the time, or for 
some years thereafter. I asked him why. It was because 
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of his respect and affection for his friend and colleague 
George Stigler, the proponent of the theorem. Stigler was 
the economist among all his contemporaries that Coase 
most admired: Stigler always saw things from a new and 
interesting perspective.4

In 1991, Coase was awarded the Nobel Prize in Econom-
ics. The two main articles cited were ‘The nature of the firm’ 
and ‘The problem of social cost’. In one respect, these were 
atypical Coase articles. They address a general phenome-
non rather than a specific practice. Many of Coase’s most 
substantial pieces are studies of how particular industries 
work. The two Nobel-cited papers, in contrast, are conjec-
tures about how the market as a whole works, illustrated 
by numerous specific examples. Coase was remarkable in 
that he could see both the wood and the trees.

On 20 October 1995 the IEA hosted ‘A conversation 
with Ronald Coase’ in London. I had the pleasure of intro-
ducing him. I thought a bit of Coasian research would be 
fun. Coase’s famous ‘Problem of social cost’ paper focused 
on the 1879 case of Sturges v Bridgman. Bridgman was a 
confectioner at 30 Wigmore Street in London’s West End. 
He and his father before him had used mortars and pestles 
there for more than 60 years. Sturges was a doctor who 
came to occupy 85 Wimpole Street just round the corner. 

4	 As he wrote in Coase (1982b): ‘It is by a magic of his own that Stigler arrives 
at conclusions which are both unexpected and important. Even those who 
have reservations about his conclusions will find that a study of his argu-
ment has enlarged their understanding of the problem being discussed and 
that aspects are revealed which were previously hidden. Stigler never deals 
with a subject which he does not illuminate.’
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Eight years later he built a consulting room at the end of 
his garden and then found that Bridgman’s machinery in-
terfered with his consultations. Sturges brought an action 
against Bridgman and won. Coase argued that the judge’s 
decision in the case determined who had the property 
right but not what would happen, in particular whether 
the confectioner’s machinery would continue to be used.

I thought it would be interesting to find out what actu-
ally did happen. So I paid a visit to the premises. I found 
new occupiers in both premises – and both seemed to be 
lawyers! However the property rights are allocated, the 
lawyers seem to come out on top.

As it happens, the very next year A. W. Brian Simpson 
published a paper that, inter alia, re-examined the Sturges 
v Bridgman case. He explored in some detail the circum-
stances of Sturges and Bridgman, and what happened after 
the case.5 Some years later, Coase and I were assessing his 

5	 Simpson (1996: 92) observed that Sir George Jessel, Master of the Rolls hear-
ing the case, ‘guessed that Mr Bridgman would find some fairly cheap way 
of dealing with the problem caused by his mortars. The judge seems to have 
been right, for Mr Bridgman, somehow or other, dealt with the problem. 
The business did not move as a result of the litigation.’ Simpson continued, 
‘we may assume that Frederick [Bridgman] died or retired in [1890]. … At 
about the turn of the century, 28–34 Wigmore Street was redeveloped and 
became Norfolk Mansions, the building which now stands on the site.’ As 
for Dr Sturges, ‘he practiced from 85 Wimpole Street until his death [in 
1894]. … The premises at 85 Wimpole Street, however, remain just as they 
were at the time of the litigation and are now occupied by Adlers, a firm 
of Surveyors, Estate Agents, and Property and Development Consultants, 
who use Dr Sturges’s consulting room for their meetings. If you visit there 
you will see the original roof light, installed no doubt to enable the doctor 
the more easily to examine his patients and indicating to this day the orig-
inal functions of the room.’
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papers for possible reprinting. One of his papers (Coase 
1996a) responded to Simpson. I remarked to Coase that, 
despite his criticism, Simpson was a man after Coase’s 
own heart, in that he had actually visited the premises in 
question. Coase agreed but regretted that Simpson’s eco-
nomics had not been up to the standard of his empirical 
investigations.

In preparing this foreword, I looked again at the his-
torical and current records. A few small modifications  
and extensions might be made to Simpson’s statements 
and conjectures.6 In light of his paper, I may have been 
mistaken in perceiving lawyers at the two premises in 
1995. Of most interest, however, are the inhabitants of 
the premises today. Dr Sturges’s premises at 85 Wimpole 
Street are now ‘The House on Wimpole Street’, converted 
‘especially for therapy and counselling to provide a light 
and tranquil environment for meeting with your thera-
pist’. Just the thing to recover from high transactions 
costs. And at 30 Wigmore Street, formerly home to Mr 
Bridgman’s confectionery business, is now ‘Amplifon’s 
London branch … offering expert advice and support 
with hearing loss’. For the site of a case that turned on 
noise: you couldn’t make it up.

6	 In 1881 Frederick Bridgman, 74, was still in business as a confectioner at 
30 Wigmore Street with his son John W. Bridgman, 41. Frederick died of 
exhaustion at 30 Wigmore Street on 11 June 1888 (not 1890), age 82. His 
son was not James Bridgman, in business on the Old Kent Road in 1891, 
but John W. Bridgman, who in 1891 and 1901 was living on his own means 
at 4 Blenheim Road. 30 Wigmore Street was uninhabited in 1891. There is 
reference to the Norfolk Mansions Hotel in 1896.
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The combination of empirical investigation and sound 
economics was central to Coase’s research. One of the 
industries that he studied at the LSE was water. He re-
searched it intensively, especially the era of the early water 
companies, and put together an extensive set of notes and 
extracts, which he kept even when he emigrated to the US. 
Subsequent research and publications on the Post Office, 
broadcasting and communications and many other top-
ics squeezed out further work. In later years I repeatedly 
asked him about his research on the early water compa-
nies and he repeatedly told me that he intended to write 
up his notes. In October 1999 I told him it was never top 
of his to do list, always the bridesmaid, never the bride. In 
November he told me it had got to number 2. I offered to 
help but he declined. I had earlier commented that he had 
not generally worked with colleagues or research assis-
tants; he responded that others didn’t seem to see the same 
things in the material as he did.

A year later I sent Coase a copy of London’s Water Wars – 
The Competition for London’s Water Supply in the Nineteenth 
Century by John Graham-Leigh. It sparked his interest, and 
he wrote to me in a letter dated 14 November 2000:

At first I thought that I would not need to write my piece 
but unfortunately on reading the book (rather quickly) I 
found that he did not analyse the events in a way that an 
economist would and was unaware of the enormous lit-
erature dealing with the problem. So I still have to write 
my piece although I won’t be able to do this until 2002. 
Graham-Leigh’s book is useful in bringing attention to 
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events of which most economists are unaware and which 
are economically very significant, although he does not 
do the job that I hope to do.

This was a man six weeks short of his 90th birthday, 
deferring work on his water paper for a couple of years be-
cause of other work underway. I was alerted to this book by 
my former OFFER colleague David Walker, who had him-
self carried out substantial researches into the early water 
companies and the nineteenth-century gas companies.7 I 
sent some of his material to Coase, who said that David 
Walker ‘is doing just the same kind of work I was under-
taking in the 1930s’.

Nearly a decade ago, Philip Booth at the Institute of 
Economic Affairs remarked to me that Coase had been a 
longstanding member and supporter of the IEA, and they 
had published papers about him but they had never actu-
ally published a paper by him. We thought it would be good 
to remedy that. I approached Coase to discuss possibili-
ties. Given his age – then in his mid-90s – my initial pro-
posal was a collection of his reprinted papers with a brief 

7	 ‘Influenced by Professor Coase and yourself, I wanted to find whether there 
was any real evidence for the detrimental effects of competition. My ini-
tial conclusion was that competition between gas companies happened 
only sporadically, and the main damage was to the shareholders and 
(sometimes) the streets. But I could not find any reports of significant gas 
explosions or failures of supply. I particularly enjoyed what I regard as the 
success of comparative competition, based on comparative figures collect-
ed on the initiative of the radical Joseph Hume MP in 1847, and the failure 
of the price commissioners who allowed the Chartered Company two price 
increases in 1873–75’. See also Walker (1995). 
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introduction by himself. Coase was not keen on re-publish-
ing his papers but promised to consider it.

However, Coase was not to be fobbed off with providing 
an introduction. At our next meeting a year later he sug-
gested writing a full paper. I was surprised but naturally I 
agreed. A year later he proposed a monograph rather than 
a paper. I agreed somewhat apprehensively, conscious 
that this was now a man in his late nineties. A year later 
he proposed a book instead of a monograph. A book was 
more than the IEA had bargained for, or could publish at 
the time. What next, an encyclopaedia?

On the one hand Coase’s latest proposal seemed ever 
more improbable. On the other hand he seemed to have 
a plan for delivering it. He was working with a trusted 
associate, Ning Wang, who had previously been a library 
assistant and then Coase’s research associate. The book 
was to be on China, about which Coase had previously 
known virtually nothing, except what he had learned 
from the travels of Marco Polo. But his intellectual curios-
ity had been stimulated by China’s fantastic growth, and 
Ning Wang had explained the background. Together they 
explored the events of the last half century. Not surpris-
ingly, Coase saw a new and striking angle: the instigators 
of the reforms had not intended to transform China into a 
market economy, they had been trying to perfect socialism. 
China’s transformation into a market economy was an un-
intended consequence rather than a deliberate plan.

Coase and Ning Wang delivered the book on schedule, 
Coase at the age of 102. This must be one of the IEA’s proud-
est accomplishments.
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By then Coase was devoting considerable time to 
encouraging the Chinese to study economics. He hoped 
they would study how markets actually operated, not how 
theoretical economics suggested they might or should op-
erate. It was not that he thought the Chinese were better 
students of economics, or more inclined to his perspective. 
It was a more pragmatic reason: there were lots of Chinese 
so that even a small proportion of them sympathetic to his 
point of view would amount to a lot of scholars studying 
how markets actually worked, which in his view was the 
main task of economics.

In his last years I once asked Coase about his working 
methods. ‘I think my analytic powers are as strong as they 
ever were,’ he said, ‘but I keep falling asleep.’ I said that at 
his age he was justified in taking a nap in the afternoon. He 
said he also took a nap in the morning and in the evening. 
But with Ning Wang’s assistance he still kept thinking and 
writing. Coase may now have fallen asleep for good, but his 
analytic ideas are as strong as they ever were. This volume 
will help to encourage an ever wider range of readers to 
understand and explore the thinking of one of the leading 
economists of our age.

 STEPHEN LITTLECHILD
Emeritus Professor, University of Birmingham,

and Fellow, Judge Business School, University of Cambridge

September 2015
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The views expressed in this monograph are, as in all IEA 
publications, those of the authors and not those of the 
Institute (which has no corporate view), its managing 
trustees, Academic Advisory Council members or senior 
staff. With some exceptions, such as with the publication 
of lectures, all IEA monographs are blind peer-reviewed by 
at least two academics or researchers who are experts in 
the field.
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SUMMARY

•	 R. H. Coase (1910–2013), a leading modern figure in 
the classical liberal tradition, was awarded the Nobel 
Prize in Economics in 1991 for his analysis of the 
significance of transaction costs and property rights 
for the functioning of the economy.

•	 Before Coase’s work in the 1930s, there was no real 
understanding of the relation between the theory of 
the firm and the theory of markets. Coase showed 
that the size and structure of firms, and the location 
of the border between internal exchange within the 
firm and external exchange through markets, are 
systematically related to the costs of transactions.

•	 These transaction costs, which Coase termed ‘costs 
of using the price mechanism’, include search and 
information costs (those involved in finding business 
partners, rather than having to produce your own 
inputs), bargaining costs (which rise sharply with the 
number of contractual partners) and enforcement 
costs (which, in the absence of a strong and effective 
legal framework, depend largely on trust in partners). 
When these costs alter dramatically, for example, as 
a result of introducing innovative technology, we can 
expect substantial alterations in firm and market 
structures.
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•	 Coase was a pioneer in the modern analysis of 
environmental issues. He showed that, with clear 
property rights and low transactions costs, private 
solutions to many environmental problems can 
be achieved without government regulation. Such 
solutions were logically independent of the initial 
distribution of property rights. This is highly relevant 
to a number of modern economic problems which the 
government currently handles badly, such as land-use 
planning.

•	 His work has had a profound effect on later 
generations of economists, several of whom 
themselves won Nobel Prizes. His work on 
environmental issues, for example, influenced 
another Nobel Prize winner in Elinor Ostrom, whose 
work focused on how common pool resources 
could be used effectively with minimal government 
intervention. This is especially relevant to debates 
about environmental and ecological degradation in 
forestry, fishing and game animal resources – perhaps 
particularly in developing economies.

•	 Similarly his work on the firm led to the development 
of the ‘New Industrial Economics’, now associated 
with Oliver Williamson, which has changed our 
understanding of issues of economic governance. This 
is relevant to current concerns over corporate social 
responsibility.

•	 Coase’s editorship of the Journal of Law and Economics 
over many years did much to stimulate economic 
analysis of legal institutions, an innovation which has 
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had a major influence on public policy, particularly in 
the US. It has fed, for instance, into recommendations 
for accident compensation.

•	 Coase’s insights have challenged economists’ 
assumptions about the nature of public goods, which 
he demonstrated could often be provided more 
effectively by various forms of private initiative. He 
also illuminated such varied topics as the allocation 
of spectrum bandwith, the regulation of financial 
institutions and water resource management.

•	 Methodologically, Coase was opposed to ‘blackboard 
economics’ which relied on theory or econometric 
analysis at the expense of more practical investigation. 
He favoured careful examination of case studies and 
the history of industries when analysing economic 
policy issues.

•	 His work retains considerable significance in the 
twenty-first century. Coase’s analysis of China’s 
economic advance, published shortly before his 
death, sheds light on its future prospects, while his 
transaction cost approach can be argued to explain 
the new phenomenon of the ‘sharing’ economy which 
is reshaping businesses and employment. Furthermore 
his work should continue to be at the forefront of 
debates surrounding regulation, broadcasting and 
the environment. If policymakers and the economists 
who advise them ignore Coase, they are in danger of 
perpetuating policies which may work ‘in theory’ but 
do not work effectively in practice.
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1	 INTRODUCTION

Cento Veljanovski

Ronald Harry Coase (1910–2013) was a great friend and 
supporter of the IEA. In celebration of his life the authors 
of this monograph set out his contributions, and how they 
can frame and assess public policy in the areas in which he 
wrote and which are currently of importance.

A short biography

Coase was born on 29 December 1910 in Willesden, Lon-
don. He was the son of a telegraphist in the Post Office and 
a mother who had been employed in the Post Office but 
ceased to work on being married. He was an only child, 
more academic than sporty; often alone but not lonely. 
At the age of twelve Coase was awarded a scholarship to 
Kilburn Grammar School. He then entered the London 
School of Economics (LSE) in October 1929 to read for a 
Bachelor of Commerce degree. There he took a course 
on business administration which, to use Coase’s words, 
‘was to change my view of the working of the economic 
system, or perhaps more accurately was to give me one’ 
(Coase 1997c: 39). This was taught by Arnold Plant, who 

INTRODUCTION
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introduced Coase to Adam Smith’s ‘invisible hand’ and the 
way a competitive economic system could be coordinated 
by the pricing system. Plant changed Coase’s life – instead 
of specialising in Industrial Law in his final year and ‘un-
doubtedly’ becoming a lawyer, he was set on the road to 
become an economist. He was awarded a Sir Ernest Cas-
sel Travelling Scholarship to travel in the US studying the 
structure of American industries. His aim was to discover, 
mainly by visiting factories and businesses, why industries 
were organised in different ways. It was this that ignited 
his interest in transaction costs as an ‘explanation of why 
there are firms’. Coase first formulated this idea in a lec-
ture delivered in Dundee in the summer of 1932, when he 
was 21 years old. He later developed this into his 1937 art-
icle ‘The nature of the firm’, which helped win him a Nobel 
Prize in 1991.

Coase held UK teaching positions at the Dundee School 
of Economics and Commerce (1932–34), the University of 
Liverpool (1934–35) and the London School of Economics 
(1935–51). The LSE post was interrupted by the war and 
government service: he was employed to do statistical 
work in the Forestry Commission and then the Central 
Statistical Office.

In 1951 Coase emigrated to the US, disillusioned by 
the way the British economy and politics were developing. 
There he held academic positions at the University of Buffa-
lo (1951–59) and the University of Virginia (1959–64). Most 
importantly he moved in 1964 to the University of Chicago 
as Professor of Economics in the law school, attracted pri-
marily by the offer to become editor of the Journal of Law 
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and Economics. This was a position he held until his retire-
ment in 1982. The editorship of the journal was a source 
of great satisfaction to Coase, and a crucial part of his re-
search agenda and legacy (Coase 1997: 10):

I encouraged economists and lawyers to write about 
the way in which actual markets operated and about 
how governments actually perform in regulating or un-
dertaking economic activities. The journal was a major 
factor in creating the new subject, ‘law and economics’.

Coase’s approach

Ronald Coase was awarded the Sveriges Riksbank Prize 
in Economic Sciences in Memory of Alfred Nobel in 1991 
for his ‘discovery and clarification of the significance of 
transaction costs and property rights for the institutional 
structure and functioning of the economy’.

Two articles were singled out by the Nobel Commit-
tee. Both made transaction costs central to the under-
standing of economic institutions and the workings of 
the economy. The first (Coase 1937b), already referred to, 
was an explanation of why firms exist. Coase’s answer 
was because they economise on the transaction costs 
of using the market. This theme was again exploited in 
his second article cited in the award of the Nobel Prize, 
‘The problem of social cost’ (Coase 1960). Here Coase 
showed that market failure could not arise in perfectly 
competitive markets. More importantly the reason why 
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markets allegedly failed was because they were costly 
to use. He replaced the fiction of a perfectly competitive 
market with one where transaction costs were rife. Yet, 
paradoxically, Coase never adequately defined or studied 
transaction costs in any detail.

Coase’s central thesis was that policy should be based 
on the comparison of the costs of market and regulatory 
solutions, not by reference to the unattainable theoret-
ical benchmark of the perfectly competitive market. He 
advocated an economic framework built around the com-
parison of ‘the total product obtainable with alternative 
social arrangements’ (Coase 1960: 40), and ‘to start our 
analysis with a situation approximating that which ac-
tually exists, to examine the effects of a proposed policy 
change and to attempt to decide whether the whether the 
new situation would be, in total, better or worse than the 
original one’ (ibid.: 43). In today’s language this requires 
a full-scale efficiency analysis not solely of the market 
and ideal policy solutions but of actual options. While 
this may seem obvious, policy continues to draw on the 
market failures framework which typically assumes gov-
ernment intervention to be motivated by efficiency and, 
if not costless, then at least effective. The prospect of 
regulatory failure is only weakly countenanced, although 
in recent decades there has been greater appreciation of 
how regulation fails.

Many have read Coase’s work as a ‘market manifes-
to’ which demonstrated that the market is better than 
regulation. It is correct to say that Coase’s analysis fos-
tered a greater appreciation of the role of markets and 
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market-like solutions to economic problems, and that 
often markets were thought to ‘fail’ not because they 
were intrinsically incapable of resolving the conflicting 
interests, but because of a failure clearly to delineate the 
underlying property and other legal rights. But it should 
be borne in mind that Coase was essentially studying and 
trying to explain the boundary between ‘the market’ and 
‘the non-market’.

Coase also pursued and advocated a particular empir-
ical agenda: the detailed study of real-world markets, in-
stitutions and laws. His empirical approach was the case 
study, with its detailed analysis of how business and regu-
lation operated in practice. This research method has more 
in common with economic history, and the case study ap-
proach familiar in law and business schools. Coase’s work 
on the British Broadcasting Corporation (Coase 1950) and 
the UK Post Office (Coase 1961a), and later in his career 
Fisher Body (Coase 2000), were all detailed studies of the 
evolution of those institutions, and the real-world factors 
that explained their structure. This same approach was 
used to question the examples used by economists to illus-
trate market failure (Coase 1974b).

The world has changed considerably, as has economics, 
since Coase set out his original theories of the firm and 
public policy economics over seven decades ago. Today 
one would like to say that few economists would ignore 
institutions, or the importance of property rights, and/or 
fail to take into account the costs of state and regulatory 
intervention. It is also fair to say that transaction costs 
have been the focus of increasing work by economists in 
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approaches that often do not refer back to Coase – such 
as the economics of information, principal–agent analysis, 
game theory, risk analysis, and so on. The work of Coase 
and others has contributed to the empirical analysis of 
regulation and economic history, and these are now core 
aspects of modern economics.

Yet economics has developed in ways that disappointed 
Coase – the increase in abstract theorising, the mathema-
tisation of economics, the persistence of the market fail-
ures framework, its over-reliance on econometrics as an 
empirical technique, the absence of an historical context 
or the detailed study of the functioning of markets and 
institutions. This has led to a certain hubris among econo-
mists, who have generally been reactive rather than inno-
vative in their analysis of real-world problems. The failure 
of the profession to spot the looming global financial crisis 
says much about modern economics.

What of the future?

What can Coase’s analysis contribute to the future devel-
opment of the discipline of economics and the improve-
ment of public policy?

Firstly, it has to be appreciated that the man was not 
a ‘policy wonk’. He turned his back on the economics of 
antitrust, which he taught at Chicago, because he felt it 
forced economists to develop quick fixes. As he said, ‘I 
have also suggested that this would yield the best results 
if conducted in an atmosphere in which the scientific 
spirit is not contaminated by a desire (or felt obligation) 
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to find quick solutions to difficult policy issues’ (Coase 
1972a: 70).

Coase’s approach puts institutions and laws at the 
centre of the analysis of markets and firms, both in under-
standing them and in developing market-based solutions 
based on defined property rights.

He argued that economics should be more ‘microana-
lytical’, to use the expression of Oliver Williamson (1975), 
who built on Coase’s work to develop a transactions costs 
framework (Coase 1972a: 70):

Satisfactory views on policy can only come from a patient 
study of how, in practice, the market, firms and govern-
ments handle the problem of harmful effects. Economists 
need to study the work of the broker in bringing parties 
together, the effectiveness of restrictive covenants, the 
problems of the large-scale real-estate development 
company, the operation of government zoning and other 
regulating activities. It is my belief that economists, 
and policy-makers generally, have tended to over-esti-
mate the advantages which come from governmental 
regulation. But this belief, even if justified, does not do 
more than suggest that government regulation should 
be curtailed. It does not tell us where the boundary line 
should be drawn. This, it seems to me, has to come from 
a detailed investigation of the actual results of handling 
the problem in different ways.

He suggested a major research project of studying busi-
ness contracts.
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Contributions

The rest of this monograph considers in more depth vari-
ous aspects of Coase’s work.

Cento Veljanovski (Chapter 2) sets out the main tenets 
of Coase’s approach and the way he saw economics. This 
identifies transaction costs and property rights as the cen-
tral concepts of his scholarship, with empirical research 
based on a very detailed study of the institutional and eco-
nomic behaviour of actual markets.

Martin Ricketts (Chapter 3) discusses the way eco-
nomics has been influenced by Coase’s theory of the firm. 
The concept of transaction costs has been useful and en-
couraged the economic analysis of the scope, internal gov-
ernance and ownership of firms. This has fostered a rich 
literature in industrial organisation, focusing not only on 
why firms exist, but also on their governance and internal 
structure. It also covers different types of firms such as 
for-profit and not-for-profit (including cooperatives), and 
the hierarchical nature of different for-profit firms. Rick-
etts notes that omitting consideration of the full range of 
responses to transactional hazards through private gov-
ernance as well as state regulation is potentially a signif-
icant cause of regulatory failure.

Alex Robson (Chapter 4) expands on Coase’s approach 
to natural monopoly and industry regulation. The hall-
mark of Coase’s work is the careful attention he paid to 
institutional arrangements and historical details such as 
legal rules and property rights, motivated almost always 
by ‘real-world’ commercial issues or policy questions.
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Mark Pennington (Chapter 5) looks at the impact and 
relevance of Coase’s work on environmental control. This 
work fostered an increasing recognition of the impor-
tance of property rights and market-like response to en-
vironmental problems. Yet, as Pennington observes, the 
relationship between Coase’s ideas and those who study 
environmental policy is ‘a perplexing one’ – Coase’s ‘Prob-
lem of social cost’ is one of the most widely cited articles 
in environmental political economy, yet his ideas are rou-
tinely ignored as interesting, but unrealistic, and ethically 
problematic. Pennington argues that both practical and 
ethical objections are misguided. Far from being unre-
alistic, Coase’s analysis suggests a pragmatic case for a 
greater reliance on market processes and property rights 
to tackle environmental issues. Far from being unethical, 
Coase’s arguments point toward the importance of moral 
pluralism and respect for individual differences in the 
process of environmental valuation. Pennington goes on 
to set out a Coasian framework supporting a greater scope 
for bargaining between individuals and organisations 
and stresses the importance of government action in en-
forcing property rights and resolving disputes where such 
rights are contested. He points to the strength of Coase’s 
‘comparative institutions’ approach, where the costs and 
benefits can assist in identifying the boundaries between 
‘private solutions’, ‘public solutions’ and ‘no solutions’.

Nicola Tynan (Chapter 6) looks at the insights Coase’s 
work can generate for the pressing problem of water scar-
city, and the role and evolution of water rights across the 
world. Water resource management today must determine, 
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to quote Coase (1960: 27) whether ‘the gain from prevent-
ing the harm is greater than the loss which would be suf-
fered elsewhere as a result of stopping the action which 
produces the harm.’ Full-cost pricing and clearly defined 
rights for all water resources can help make this determi-
nation. One important technique is the definition of rights 
in water, allowing them to be traded in a market. Tynan 
notes that the acceptance of property rights, water pricing 
and water markets is happening slowly but surely.

Stephen Davies (Chapter 7) examines private solutions 
to the collective and public goods problems. The concept 
of a public good, non-rivalrous in consumption and non-
excludable (Samuelson 1954), has been central to the 
market failure framework and the consequent call for 
state intervention and production. The archetypal pub-
lic good is said to be defence, but the category has often 
been extended to areas where it is deemed that the state 
should fund, supply and produce a good or service. The 
concept has been pushed much too far, for example, the 
treatment of broadcasting as a public good. According 
to Davies, Coase set out an extensive research agenda for 
empirical economic and economic historical research of 
public goods. Davies shows that this is a grossly under-
researched area, and that historically individuals and pri-
vate enterprises, without the assistance of the state, have 
found solutions to the public goods problem. Moreover, not 
all public goods are the same. Some are ‘club’ goods, where 
individuals can organise collectively to find a solution to 
the excludability and pricing issues. Other public goods 
issues have been resolved by more innovative solutions 
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with the assistance of collective organisations, as with the 
funding of lighthouses in the past. To quote Davies’s fitting 
words to describe Coase’s research agenda:

When he published his article on public goods and the 
example of the lighthouse all those years ago, Ronald 
Coase did what all good social scientists should do. He 
refused to take for granted and assume without question 
something that seemed self-evidently correct to most of 
his colleagues. Instead he looked at the empirical evi-
dence of history and asked pointed and important the-
oretical questions – in this case granting that there was 
a public goods problem, why assume that the only way 
to address it was through government? This generates a 
very rich and fruitful research agenda, and investigating 
these matters reveals things such as the contemporary 
growth of private governance and the plethora of histori-
cal private means of solving public goods challenges. We 
may actually come to very radical conclusions such as 
that most so-called public goods are actually club goods 
and that the very need for government is contingent and 
historically specific rather than essential. All this comes 
from simply asking questions.

In Chapter 8, Philip Booth looks at financial markets 
using Coase’s discussion of the private provision of light-
house. Coase showed that while ‘blackboard economics’ 
indicated that the private provision of lighthouses was 
impossible in theory they were in fact provided in England. 
There is, Booth contends, a similar logic evident in the 
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development of financial regulation today – a widespread 
belief that market failure is endemic and that the state reg-
ulation of financial markets is necessary. But the historical 
evidence shows that the participants in financial markets 
developed self-regulatory institutions, rules, codes and 
penalty structures. There are still several examples of 
club-based financial regulation operating internationally, 
for example, the International Swaps and Derivatives As-
sociation, and examples of private regulation though very 
much under state supervision – such as the UK’s Alterna-
tive Investment Market. Based on historical analysis in 
the tradition of Coase, Booth concludes that the two key 
issues for the future development of financial regulation 
are (a) the empirical question of the comparative effective-
ness of state and private regulation, and the nature and 
mix of each; and (b) whether private regulation (and one 
should add state regulation) gives rise to market power 
intentionally or unintentionally when dealing with a per-
ceived market failure.

Finally, Michael Munger (Chapter 9) sets out a 
thought-provoking discussion of how transactions costs 
are the driving force of the ‘sharing economy’, and more. 
One cannot avoid being infected by Munger’s application 
of Coase’s insight. He argues that we are at the frontier of 
the ‘third human entrepreneurial revolution, the “Trans-
actions Costs Revolution” ’. In the new economy the key 
economic activity is ‘selling reductions in transactions 
costs’. This is what Munger says middlemen do, what the 
new communications platforms facilitate, and what apps 
bring to the consumer. Uber, Amazon, AirBnB and other 
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online services and apps reduce transaction costs by (in 
brief) supplying relevant information, assuring safety and 
quality, and providing a reliable transactional system. 
Whether this is all about the sharing economy is moot, but 
one can see the portent of his ‘buy or rent’ discussion of 
power tools. If the owners of power tools were able to rent 
them easily – to develop a market in power tool sharing – 
then not only would the utilisation of existing power tools 
go up rather than lying in garages, but the production of 
new power tools would dramatically fall. The economic 
consequences of this for power tool firms, their employees, 
suppliers and distributors would be profound. The hostile 
reception recently given the Uber ride sharing app by the 
taxi industry indicates the disruptive and transforming 
effects of this type of innovation. Munger goes further to 
suggest, provocatively, the death of the firm and the long-
term employment contract – trends which are already 
in play in many economies as a result of the disruptive 
effects of technology. It would be paradoxical if Coase’s 
fundamental insight about transactions costs last century 
led in this century to the demise of large firms and insti-
tutions, and a return to a much more atomistic, perhaps 
even anarchistic, economic structure which we know as 
the market. If we go along with Munger’s thesis, then in 
the second century of Coase’s economics it will be used 
not to explain institutions but the death of institutions; to 
become anti-institutional economics – a fitting tribute to 
the resilience of Coase’s work.
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2	 THE ECONOMICS OF RONALD COASE

Cento Veljanovski

Ronald Coase based his economics on the real world, on 
the study of the firm and the market, and his application 
of simple economics artfully applied to came to novel con-
clusions which he said were ‘so simple’ as to make them 
‘truths’ which were ‘self-evident’ Coase (1988: 1).

I trace here the development of Coase’s economics, 
describing his contributions (a full list of his publications 
appears at the end of this volume), and the essence of the 
law and economics enterprise he fostered.1

What Coase did

In two articles separated by over two decades, the last 
written over half a century ago, Coase used one theme to 
change the way economists and lawyers think about the 
nature of economics, and how it should be applied.

1	 While at university in Australia in the early 1970s, reading law and eco-
nomics, I was much impressed by Coase’s ideas and the debate they gave 
rise to. This influenced my research and my first published article was on 
the Coase Theorem (Veljanovski 1977, 1982). The exchange between Ng, 
Walsh, Swan and me in the Economic Record during the 1970s was one of 
the first debates outside the US (Medema 2014).

THE 
ECONOMICS 
OF RONALD 
COASE
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In his 1937 article ‘The nature of the firm’ Coase asked 
the elementary question: Why are there firms? Economics 
provided no convincing explanation since in perfect com-
petition tasks carried out by the firm could just as easily be 
undertaken in the market by means of contracts between 
independent suppliers, manufacturers and jobbers. The 
firm was simply represented as a cost schedule as in Mar-
shall’s ‘representative firm’. The answer Coase offered was 
that the firm was a cheaper way of organising production. 
In the market there were transaction costs – the costs of 
negotiating, bargaining and enforcing contracts. When 
these costs became excessive, the market was replaced by 
the firm (the ‘non-market’) because it was cheaper. Other 
institutions arose for the same reason. Coase’s article was 
largely ignored for the ensuing three decades.

In 1959 and 1960 Coase wrote two articles, ‘The Feder-
al Communications Commission’ and the follow-up ‘The 
problem of social cost’, respectively. Transaction costs 
again featured prominently. ‘Social cost’ is the more im-
portant of these articles, although Coase’s study of the FCC 
could be said to have had the greater policy impact, as I 
show below.

‘Social cost’ is one of the most cited2 and most misun-
derstood of articles. It develops a number of themes in 
an informal way, using simple descriptive economic logic. 
But at its heart is an attack on the concept of market 

2	 According to Shapiro (1996), by the late 1990s it was the most cited article 
in US law journals, outstripping the next most cited article by two to one. 
A more recent assessment by Landes and Sonia (2012) shows Coase’s work 
remains much cited and durable.
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failure as a framework for policy analysis, which at the 
time was associated with A. C. Pigou’s The Economics of 
Welfare (1920). Economists then habitually used, and still 
use, the competitive market as a benchmark to evaluate 
economic performance. They declared that a market has 
failed when there is any departure from the competitive 
model’s assumptions, and recommended corrective gov-
ernment intervention. Coase criticised this approach 
on several grounds – that it was wrong in theory, failed 
properly to diagnose the cause of ‘market failure’, and 
assumed costless efficiency-motivated government 
intervention. In highlighting these issues he offered a 
profound critique and alternative to the market-failure 
approach which Demsetz (1969) called the ‘comparative 
institutions’ approach.

Coase’s first criticism was that at the heart of the text-
book model of perfect competition was a contradiction – it 
implicitly assumed zero transactions costs – which ruled 
out the possibility of market failure. If coordinating eco-
nomic activity was costless, then markets could not fail; 
just as costless central planning, socialism and regulation 
could not fail. Indeed, subsequent research showed that 
many of the examples used by economists to illustrate 
market failure – such as bees pollinating apple orchards 
(Chueng 1973), trespassing cattle and the provision of light-
house services (Coase 1974) – were completely misleading, 
as in the real world firms and individuals had negotiated 
solutions (see the articles collected in Spulber (2002)).

Coase went on to show that in the unreal world of zero 
transactions costs the initial legal position, or property 
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rights, did not affect the efficient outcome. The parties 
would bargain to efficiently resolve otherwise putatively 
external harmful or beneficial incidental effects. This 
became known as the ‘Coase Theorem’, a term coined 
by George Stigler (1966: 113) though disdained by Coase, 
which said that ‘under perfect competition… private and 
social costs will be equal’, or to use the words Coase’s 
words (Coase 1959: 27):

the delineation of rights is an essential prelude to market 
transactions; but the ultimate result (which maximizes 
the value of production) is independent of the legal deci-
sion, when transactions costs are zero.

The logic of the Coase Theorem rides on the rails of the 
opportunity cost concept ‘that a receipt foregone [sic] of 
a given amount is equivalent to a payment of the same 
amount’. This concept, while central to modern economics, 
derived from a different view of costs then circulating at 
the London School of Economics (LSE) which had not in-
fluenced mainstream economics at the time.3

3	 Coase wrote a series of twelve short articles published in The Accountant in 
1938, where he stated that: ‘The notion of costs which will be used is that 
of “opportunity” or “alternative” cost. The cost of doing anything consists 
of the receipts which could have been obtained if that particular decision 
had not been taken… This particular concept of costs would seem to be the 
only one which is of use in the solution of business problems, since it con-
centrates attention on the alternative courses of action which are open to 
the businessman’ (Coase 1938). He said this concept of costs encompasses 
non-monetary elements, implied profit maximisation, was forward-look-
ing and must be calculated by reference to a specific decision. A shorter 
version appears in Buchanan and Thirlby (1973).
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The theorem is easy to explain. Suppose that there is 
a factory belching out smoke causing discomfort, illness 
and irritation to the surrounding residents. If the law bans 
the factory emitting smoke without the agreement of the 
residents, the polluting factory must negotiate permission 
from the residents or pay compensation. The factory’s profit 
and loss account directly takes into account the monetary 
costs of the harm. If the factory owner has the right to 
belch out smoke, the market failure approach claimed that 
he would not bear the costs of the harm – there would be a 
divergence between private and social costs, and the mar-
ket will have failed. Coase pointed out that if bargaining 
was costless and the parties acted rationally, the victims 
would pay the factory to reduce the level of smoke to the 
point where the payment offered equalled the marginal 
profit that the factory gained from belching out less smoke. 
At the margin the factory owner would face the costs of the 
incremental harm in terms of the forgone payment from 
the residents to reduce the level of smoke a further unit. In 
each case the social costs of smoke are taken into account 
by the factory owner and residents.

The Coase Theorem generated considerable controversy 
(Veljanovski 1977, 1982)4. It strikes nearly everybody on 

4	 Coase said that this was the argument that convinced economists at the 
University of Chicago who first rejected his claim (Coase 1997a):

I said I’d like to have an opportunity to discuss my error. Aaron Di-
rector arranged a meeting at his home. Director was there, Milton 
Friedman was there, George Stigler was there, Arnold Harberger 
was there, John McGee was there – all the big shots of Chicago were 
there, and they came to set me right. They liked me, but they thought 
I was wrong. I expounded my views and then they questioned me and 
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first hearing as wrong, and subsequently as a tautology or 
theoretical special case. But its logic is impeccable. Most 
commentators never got beyond treating the theorem as 
an extreme market manifesto – that markets would re-
solve all social evils – so long as government clearly defined 
property rights. While Coase is largely known for the Coase 
Theorem, a fact that perplexed and disappointed him, and 
as setting out a market manifesto,5 his work points to the 
power of private solutions, and against the abstract and 
unreflecting support for government intervention.

Notwithstanding the counterintuitive and novel nature 
of the theorem, it was emphatically not central to Coase’s 

questioned me. Milton was the person who did most of the question-
ing and others took part. I remember at one stage, Harberger saying, 

‘Well, if you can’t say that the marginal cost schedule changes when 
there’s a change in liability, he can run right through.’ What he meant 
was that, if this was so, there was no way of stopping me from reach-
ing my conclusions. And of course that was right. I said, ‘What is the 
cost schedule if a person is liable, and what is the cost schedule if he 
isn’t liable for damage?’ It’s the same. The opportunity cost doesn’t 
shift. There were a lot of other points too, but the decisive thing was 
that this schedule didn’t change. They thought if someone was liable 
it would be different than if he weren’t.

Stigler (1988) describes the initial reception to the Coase Theorem by 
twenty Chicago economists at Aaron Director’s home: ‘We strongly 
objected to this heresy. … In the course of two hours of argument the vote 
went from twenty against and one for Coase to twenty-one for Coase. What 
an exhilarating event!’

5	 Joseph Stiglitz, for one, boldly set out a ‘Generalized Coase Fallacy’ that 
‘private solutions can do just as well as government, no government is 
needed’ claiming outrageously that ‘This view is loosely attributed to 
Coase’ (Stiglitz 1989: 37, 36). He then posited the ‘Fundamental Non-decen-
tralisation Theorem’ that ‘market allocations cannot be attained without 
government intervention’ and ‘it is only under exceptional circumstances 
that markets are efficient’ (ibid.: 38).
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economics. He was merely showing that the standard ap-
proach was flawed. As Coase (1998: 174) said: ‘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’.6

The ‘world of zero transactions costs’ was the spring-
board for a more profound and, as Coase argued, fairly ob-
vious reorientation of applied economics (Coase 1960: 27):

A better approach would seem to be to start our analysis 
with a situation approximating that which actually exists, 
to examine the effects of a proposed policy change and to 
attempt to decide whether the new situation would be, in 
total, better or worse than the original one. In this way, 
conclusions for policy would have some relevance to the 
actual situation.

It would clearly be desirable if the only actions per-
formed were those in which what was gained was worth 
more than what was lost. But in choosing between social 
arrangements within the context of which individual de-
cisions are made, we have to bear in mind that a change 
in the existing system which will lead to an improvement 
in some decisions may well lead to a worsening of others. 
Furthermore we have to take into account the costs 
involved in operating the various social arrangements 

6	 Coase hated the theorem: ‘I never liked the Coase Theorem’, he claimed in 
an EconTalk podcast in 2012. ‘I don’t like it because it’s a proposition about 
a system in which there were no transaction costs. It’s a system which 
couldn’t exist. And therefore it’s quite unimaginable.’
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(whether it be the working of a market or of a government 
department) as well as the costs involved in moving to 
a new system. In devising and choosing between social 
arrangements we should have regard for the total effect. 
This, above all, is the change in approach which I am 
advocating.

‘Social cost’ developed other very important proposi-
tions and implications which have, in my view, largely been 
overlooked.

The first is the principle of reciprocality. Coase empha-
sised that the typical problem of law and economics is 
a reciprocal one. Resources are scarce, activities clash; 
interests conflict, and to protect A’s interest is to limit B’s 
interests. ‘The problem we face in dealing with actions 
which have harmful effects,’ stated Coase (ibid.: 1), ‘is 
not simply one of restraining those responsible for them. 
What has to be decided is whether the gain from prevent-
ing the harm is greater than the loss which would be suf-
fered elsewhere as a result of stopping the action which 
produces the harm’.

A corollary of the principle of reciprocality is the irrele-
vance of causation. The question ‘who caused the harm or 
accident’ is from an economic viewpoint irrelevant. Both 
parties ‘caused’ the harm, in the sense that if one withdrew 
from the interaction there would have been no harm. Harm 
is the result of the confluence of two or more activities at a 
particular point in time. This contrasts with the approach 
of economists prior to Coase’s analysis (and still today) 
who based their policy prescriptions on physical cost (or 
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benefit) causation. The Pigovian approach took the view 
that if A harmed B, then the external costs were attributa-
ble to A. This overlooked the fact that the better response 
may be to remove B from being a victim. For example, a 
bridge collapses onto a house. It would be extreme to sug-
gest that the victim was responsible or could have prevent-
ed the accident. But the issue is not the immediate question 
of who could have prevented the accident but whether the 
losses would have been less had the house not been built 
close to the bridge. This is not to dispute the importance 
of physical causation or moral precepts surrounding harm, 
only that from an economic viewpoint causation is not the 
key factor in determining whether the two incompatible 
activities should co-locate, and which party should take 
any avoidance action.

This view of the legal and economic problem leads to 
two important subsidiary tenets:

•	 Joint costs. Since an accident or harmful activity is 
jointly caused, the loss is the joint cost of both activities. 
The implication is that efficiency requires both activities, 
either explicitly or in the opportunity cost sense, to bear 
the full costs of external harmful actions.

•	 Cheapest cost avoider need not be the cost bearer.7 
The party who can most efficiently avoid harm need 
not be the one who bears the cost of doing so. This 
falls out of the Coase Theorem, which shows that the 
efficient outcome occurs irrespective of which party 

7	 This concept was brought home to lawyers by Guido Calabresi (1967, 1970). 
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must pay for the reduction in harm. In the pollution 
example above, the party best able to reduce the level of 
pollution did so whether required to pay compensation 
or offered payment by the victims. That is, there was 
an economic symmetry between the polluter pays and 
victim pays approaches. Real-world examples of the 
latter abound: governments pay subsidies to industry 
to abate pollution, and bounties to farmers to cut back 
excessive production. In this sense economics has no 
notion of ‘harm’ and ‘benefit’, suggesting that these 
notions really reflect distributional values.

Coase’s impact

Coase’s work did not lead to a revolution in economics 
or public policy in the same sense that Keynes’ General 
Theory did. Yet it did progressively stimulate two distinct 
intellectual developments: New Institutional Economics8 
on the one hand and the economic analysis of law on 
the other. As Coase commented in his 1991 Nobel Prize 
acceptance speech, while Social Cost had a considera-
ble impact on legal scholarship, it had been largely neg-
lected by economists.9 Nonetheless, even though Coase 

8	 Coase co-founded the International Society for New Institutional Econom-
ics (www.isnie.org). See Williamson (2000) and Menard and Shirley (2005).

9	 Coase (1992: 717) said: ‘I now turn to the other article cited by the Swedish 
Academy, “The problem of social cost,” published some thirty years ago. I 
will not say much about its influence on legal scholarship, which has been 
immense, but will mainly consider its influence on economics, which has 
not been immense, although I believe that in time it will be’.

http://www.isnie.org


Forever     Contemp    orary  : T he  E conomics   of Ronald    Coase

24

effectively stopped writing over four decades ago and his 
contribution rests on two articles, he remains the most 
cited economist in law and economics, and his influence 
the most durable.

Notwithstanding this, arguably one of Coase’s greatest 
contributions came as editor from 1964 to 1982 of the Jour-
nal of Law and Economics, where he fostered a generation 
of scholarship based on his research agenda. In March 
1993 the Journal of Economic Literature, published by the 
American Economic Association, introduced ‘Law and 
Economics’ as a separate classification formally recognis-
ing the field among economists.

New Institutional Economics (NIE)

Coase’s work was picked up most notably by Douglass C. 
North (1999) and Oliver Williamson (1975, 1985, 2009a,b), 
both of whom went on to receive Nobel Prizes in 1993 and 
2009 respectively; North with Fogel ‘for having renewed 
research in economic history by applying economic theory 
and quantitative methods in order to explain economic 
and institutional change’ called the New Economic His-
tory or Cliometrics; and Williamson (and Elinor Ostrom) 
‘for his analysis of economic governance, especially the 
boundaries of the firm’.

Williamson’s work in particular examined the organ-
isational structure of firms and contracts through the 
prism of transaction costs. He observed that Coase had 
left his central transaction cost concept ‘non-operation-
al’. Although Coase gave transaction costs a practical 
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definition,10 they remained something of a theoretical ar-
tefact, almost tautologically defined as the frictions that 
prevented efficient outcomes. Coase (1998b: 6) later said 
that: ‘Dahlman crystallized the concept of transaction 
costs by describing them as “search and information costs, 
bargaining and decision costs, and policing and enforce-
ment costs” ’ (Dahlman 1979). Williamson expanded the 
taxonomy of transaction costs (to include information 
costs, risk and uncertainty, asset specificity, strategic 
behaviour and opportunism) in order to investigate firm 
behaviour and institutional arrangements. Like Coase’s 
work on the firm, his analysis showed that real-world in-
stitutions and contracts could be explained as efforts by 
the parties to reduce transactions costs. This has led to the 
type of ‘microanalytical’ empirical research advocated by 
Coase.11

It should be added that others contributed to the NIE 
agenda, in particular the work on property rights associ-
ated with Furubotn and Pejovich (1974), Demstez (1964, 
1968), Alchian (1961, 1967), Alchian and Demsetz (1973), 
Dale (1968), and others.

10	 Coase (1960: 18) defined transactions costs in the following terms:

In order to carry out a market transaction it is necessary to discover 
who it is that one wishes to deal with, to inform people that one wishes 
to deal and on what terms, to conduct negotiations leading up to a 
bargain, to draw up the contract, to undertake the inspection needed 
to make sure that the terms of the contract are being observed and 
so on.

11	 Masten (1995: xi) states: ‘Progress in the application and testing of transac-
tion cost economics can only be described as phenomenal’ and Williamson 
(2002) described it as ‘an empirical success story’. See surveys by Macher 
and Richman (2008) and Carter and Hodgson (2006).

http://www.degruyter.com/view/j/bap.2008.10.1/issue-files/bap.2008.10.issue-1.xml
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Even within the NIE school, Coase proved a renegade. 
The work of Oliver Williamson expanded Coase’s work 
on the firm and contract to focus particularly on asset 
specificity, which he argued led to ‘large switching costs’, 
‘lock-in’, ‘holdout’ and ‘opportunism’. Williamson’s idea is 
simple. Assume that in order to win a contract a firm must 
invest in capital equipment specific to its customer’s re-
quirements – such as a specialised press which can only be 
used to make a component for this customer. Ex ante the 
parties negotiate and reach a set of terms and price which 
reflects a commercial balance between the two. During 
the negotiations the supplier has committed no funds and 
has the option of walking away. But once the firm invests 
in the specific asset, it is locked into the arrangement in 
the sense that the salvage value of the asset is much less 
than its initial capital costs. Anticipating lock-in, the par-
ties should frame their contract to reduce ex post oppor-
tunism, but the supplier will always be vulnerable with a 
real risk of contract failure and inefficiency.

Coase was sceptical about the real-world importance 
that Williamson (1985, 2009) and Hart (1995) attached to 
asset specificity. This was graphically seen in his reaction 
to the work of Klein et al. (1978) and Klein (1988, 2000), who 
used the acquisition of Fisher Body by General Motors 
(GM) to illustrate ‘market failure’ caused by asset specific-
ity. They claimed that contractual opportunism by Fisher 
Body forced GM to eventually acquire it to replace ineffi-
cient market transactions (contract) by ownership (ver-
tical integration). GM had signed a 10-year contract with 
Fisher Body to purchase closed car bodies, and acquired 
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a 60% interest in Fisher Body in 1919. The contracts con-
tained a price clause designed to protect Fisher Body from 
a holdout arising from the need to commit significant 
asset-specific investment to fulfil the contract in the form 
of presses, dies and stamps. In the 1920s the demand for 
closed bodies increased, and Fisher Body allegedly took 
advantage of this to charge high prices, which, it was said, 
made GM uncompetitive. By 1926, the situation was de-
scribed as intolerable, and GM acquired Fisher Body. Klein 
and his associates claimed that the contractual problems 
arising from asset specificity were resolved by GM’s acqui-
sition of Fisher Body.

In his last substantial article, Coase (2000) argued that 
this analysis misrepresented the facts (also Casadues-
Masanell and Spulber 2000). Contrary to the version just 
outlined, there was in reality close collaboration between 
the two companies. The initial acquisition in 1919 was ac-
companied by substantial investment by GM in Fisher Body, 
there was equal representation on the Board by GM and 
Fisher Body, Fisher Body did not price opportunistically, 
many Fisher Body plants were located near GM plants and, 
perhaps most damaging of all to the argument, there was 
no large transaction-specific investment in metal presses 
and dies because the technology was wood-based and 
labour intensive. The full acquisition of Fisher Body had 
little to do with contractual failures. The alternative expla-
nation for the merger was that the growth in the car mar-
ket and the increasingly complex technology made close 
coordination necessary and vertical integration efficient. 
For Coase the work of these economists, who sought to 
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use a transaction cost approach, illustrated the failures of 
what he called ‘blackboard economics’ and the value of the 
case study approach he advocated (Coase 2006: 275–76):

If it is believed that certain contractual arrangements 
will lead to opportunistic behaviour, it is not surprising 
that economists misinterpret the evidence and find what 
they expect to find. That the belief in the truth of a theory 
leads to a lack of interest in what actually happens is not 
uncommon in economics is suggested by the work of … 
Paul Samuelson … Samuelson felt able to make statements 
about the finance and administration of lighthouses with-
out having made any serious investigation of the subject.

Economic analysis of law
‘Social cost’ also attracted the interest of lawyers because 
it used the English and US laws of trespass and nuisance to 
illustrate the effects of legal rules when transaction costs 
were negligible, and when they were prohibitively high. To 
many, Coase appeared to be (and arguably was) saying that 
common law judges had a better grasp of economic theory 
and reality than economists. The legal notion of ‘reason-
ableness’ which runs through Anglo-American common 
law was, suggested Coase, a version of economists’ concept 
of opportunity costs and the approach he was advocating 
(Coase 1960: 19):

it is clear from a cursory study that the courts have often 
recognised the economic implications of their decisions 
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and are aware (as many economists are not) of the recipro-
cal nature of the problem. Furthermore, from time to time, 
they take these economic implications into account, along 
with other factors, at arriving at their decisions.

(Ibid.: 38):

it seems probable that in the interpretation of words and 
phrases like ‘reasonable’ and ‘common or ordinary use’, 
there is some recognition, perhaps largely unconscious 
and certainly not very explicit, of the economic aspects 
of the question at issues.

(Ibid.: 27–28):

It was argued that the courts are conscious of this and 
that they often make, although not always in an explicit 
fashion, a comparison between what would be gained 
and what would be lost by preventing actions which have 
harmful effects.

The idea that the common law might have an under-
lying economic logic was picked up by a number of lawyers, 
and, in particular, by Richard A. Posner (1972, 1973) and 
Posner and Landes (1988). Posner, a colleague of Coase at 
the University of Chicago, used economics in a doctrinal 
way to explain the rules and procedures of the law. Begin-
ning with his paper ‘A theory of negligence’ (Posner 1972) 
and refined in later articles and books, a new branch of 
the economic analysis of law was ushered in, one that the 
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lawyer could use to analyse and rationalise the hotchpotch 
of legal doctrines which made up the common law. Pos-
ner’s approach differed from Calabresi’s (1967, 1970) earlier 
normative economic analysis, which suggested reforms of 
the law; Posner offered a positive theory of law designed 
to ‘explain’ the common law. Posner advanced the radical 
and highly controversial thesis that the fundamental logic 
of the common law was economic (not a new claim even 
before Coase) and that its doctrines and remedies could 
be understood ‘as if ’ judges decided cases to encourage a 
more efficient allocation of resources. The idea that eco-
nomics could unlock the logic of the common law raised 
its profile among legal scholars, who were either attracted 
or repelled by the proposition.

The 1970s and 1980s were the growth decades of the 
economic analysis of law, at least in the US (Veljanovski 
2006, 2007).12 Increasingly, North American legal scholars 
began to use economics to rationalise and appraise the law, 
and by the 1980s the economic analysis of law had firmly 
established itself as a respectable, albeit controversial, com-
ponent of legal studies. In the US many prominent scholars 
in the field (Richard Posner, Guido Calabresi, Robert Bork, 
Frank Easterbrook, Antonin Scalia and Robert Breyer) were 
appointed judges, and economics – especially supply-side 
economics – was thrust to the forefront of the political 
agenda by reforming governments in both West and East.

12	 Landes and Posner (1993) find that the influence of economics on US law 
was growing through the 1980s but that the rate of growth slowed after the 
mid-1980s.
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While in North America this application of economics 
grew rapidly and is now well established, it was not some-
thing Coase contributed to or approved. Coase’s (1978a) con-
cern was how institutions affected economic activity, not 
what he saw as an imperialist pursuit by economists to con-
quer law and other disciplines. Coase was out of step here 
with his Chicago colleagues, and the tensions often erupted.

Economics

Coase was iconoclastic: a fully paid-up member of the ‘awk-
ward squad’, not in his demeanour and personal relations, 
but intellectually. He started out as a socialist influenced by 
among others Abba Lerner, and ended up an advocate of the 
inherent logic of markets. He was a classical liberal econo-
mist in the tradition of Adam Smith, Alfred Marshall and 
the less well-known economist Arnold Plant, his mentor at 
the London School of Economics in the 1930s to 1940s.

His view of economics was clear. Economics was de-
fined principally by its subject matter: ‘the working of the 
social institutions which bind together the economic sys-
tem: firms, markets for goods and services, labour markets, 
capital markets … and so on’ (Coase 1978a: 206–7).

Coase adopted what today is called a supply-side ap-
proach focused on ‘the institutional nature of production’ 
(the title of his Nobel acceptance speech). The consumer, and 
demand analysis, did not feature much in what he wrote.

His building blocks were the transaction, transaction 
costs, gains from trade, ‘total’ as opposed to ‘marginal’ 
analysis, and property rights. He argued that markets 
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traded principally not in goods and services but legal 
rights (Coase 1988e: 656):

Economists commonly assume that what is traded on 
the market is a physical entity, an ounce of gold, a ton 
of coal. But, as lawyers know, what are traded on the 
market are bundles of rights, rights to perform certain 
actions. Trade, the dominant activity in the economic 
system, its amount and character, consequently depend 
on what rights and duties individuals and organizations 
are deemed to possess – and these are established by the 
legal system. An economist, as I see it, cannot avoid tak-
ing the legal system into account.

Coase’s (1960: 40) policy framework is built around 
the notion of opportunity cost, which compares ‘the total 
product obtainable with alternative social arrangements’. 
His approach is ‘to start our analysis with a situation ap-
proximating that which actually exists, to examine the ef-
fects of a proposed policy change and to attempt to decide 
whether the whether the new situation would be, in total, 
better or worse than the original one’ (ibid.: 43).

His empirical approach was the case study, with its de-
tailed analysis of how business and regulation operated in 
practice. This research method has more in common with 
economic history, legal analysis and that of the business 
school (where his theory of the firm has had more impact 
than in economics).

For Coase economic research involved immersing one-
self in the details of markets and their institutions, and 
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carefully examining why the institutions which existed, 
did exist. The presumption was that they arose in response 
to economic factors, and the first effort should be to reveal 
why this was so. He wrote (Coase 1988a: 71):

An inspired theoretician might do as well without such 
empirical work, but my own feeling is that the inspiration 
is most likely to come through the stimulus provided by 
the patterns, puzzles, and anomalies revealed by the sys-
tematic gathering of data, particularly when the prime 
need is to break our existing habits of thought.

Despite his move to the US, Coase was not influenced 
by US economists or the Chicago School, with the excep-
tion of Frank Knight. Remarkably, while he was a professor 
in a great law school, he was not interested in influencing 
lawyers or legal scholarship. Coase was at Chicago, but not 
of Chicago. He was attracted to the university primarily by 
the prospect of becoming the editor of the Journal of Law 
and Economics, which he saw as an opportunity to imple-
ment his research agenda among economists. It was from 
Arnold Plant at the London School of Economics that he 
received his economic perspective (Coase 1988b: 6–7):

Plant also explained that governments often served spe-
cial interests, promoted monopoly rather than competi-
tion, and commonly imposed regulations which made 
matters worse. He made me aware of the benefits which 
flow from an economy directed by the pricing system. 
Clearly, I did not need Chicago.
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Coase’s approach strikes the modern economist as lit-
erary and old school. Indeed, his focus on institutions and 
transactions had more in common with the American In-
stitutionalist School (Commons 1920), which surrounded 
the New Deal, but there is no suggestion from Coase that 
he was influenced by or endorsed their approach. His eco-
nomics was solidly neoclassical and he did not eschew the-
ory or the fundamental tenets of demand and supply. But 
he did rail against the way economics was developing. He 
was forthright in his criticism of the increasing tendency 
to:

•	 Abstract theory, which he described as ‘blackboard 
economics’. (‘When economists find that they are 
unable to analyse what is happening in the real world, 
they invent an imaginary world which they are capable 
of handling’ (Coase 1988c: 29).)

•	 Mathematics. (He said that ‘In my youth it was said that 
“what was too silly to be said may be sung”. In modern 
economics it may be put into mathematics.’)

•	 Econometrics. (‘If you torture the data enough, nature 
will always confess.’)

•	 Rational agents. While he accepted that people were 
self-interested, he was unconvinced they were rational 
or that the assumption assisted economists. Quoting 
Ely Devons, an English economist, Coase (1999) noted: 
‘If economists wished to study the horse, they wouldn’t 
go and look at horses. They’d sit in their studies and say 
to themselves, “What would I do if I were a horse?” And 
they would soon discover that they would maximize 
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their utilities.’ He would have had sympathy with the 
belief of today’s behavioural economists that people are 
not rational – but they would have then quickly parted 
ways.

Coase’s view of economics as defined by its subject mat-
ter was not accepted by his colleagues at the University of 
Chicago. Indeed the complete opposite was the case, with 
many – such as Gary Becker, George Stigler and lawyer 
Richard Posner – intent on pushing the frontiers of eco-
nomics towards the subject matter of law, political science, 
sociology, administration and any topic (divorce, the fam-
ily, capital punishment) where choice was involved. Coase 
was highly sceptical of these efforts (Coase 1978a: 203):

The reason for this movement of economics into neigh-
bouring fields is certainly not that we have solved the 
problems of the economic system; it would perhaps be 
more plausible to argue that economists are looking for 
fields in which they can have some success.

It is ironic that Gary Becker received the Nobel Prize 
the year after Coase for his contribution to expanding 
economics to the ‘non-market’, which was so at odds with 
Coase’s conception of economics.

The tension between Coase and his fellow Chicagoans 
flared in the Posner–Coase–Williamson exchange in the 
Journal of Institutional and Theoretical Economics in 1993. 
Posner (1993a,b) dismissed the New Institutional Econom-
ics as atheoretical and derivative of his economic analysis 

http://organizationsandmarkets.files.wordpress.com/2010/03/posner-jite.pdf
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of law, claiming that Coase had ‘declared war on modern 
economics’. He went further, and somewhat comically, to 
claim that the key to Coase’s economics ‘lies in his English-
ness’ (Posner 1995: 409):

His Englishness expresses itself in a number of ways, one 
superficial: the wit, feline in its subtlety and sharpness, 
that he occasionally turns on his fellow economists is 
vintage English academic acid … The other aspects of 
Coase’s Englishness have deeper significance. He writes 
in an English economics tradition shaped by Smith and 
Marshall, by Coase’s teacher Arnold Plant, and by the 
nineteenth-century lassiez faire movement … The math-
ematical and statistical movement in economics, which 
is primarily American (or at least primarily non-English), 
has passed Coase by completely and indeed is an object 
of scorn. He writes the limpid prose of the accomplished 
English essayist. Its self-conscious plainness, modesty, 
commonsensicality, and rejection of high theory make 
Coase the George Orwell of modern economics.

This passage reveals more about Posner’s sensitivity 
(presumably to Coase’s ‘feline wit’) and parochialism – 
Smith was a Scot; Marshall an accomplished mathemati-
cian – and the English continue to combine wit and irony 
with mathematics and statistics.

No doubt part of Coase’s approach and view of eco-
nomics was generational. ‘The nature of the firm’ was 
published before Posner was born. Economics on both side 
of the Atlantic was a very different subject then, and not 
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mathematical. The mathematical movement in economics 
only gained hold in the 1960s, by which time Coase had 
made his major contributions.

Coase was not an isolated critic of ‘modern economics’, 
nor does ‘modern economics’ share or exclusively adhere 
to the positivist approach espoused by Becker and Posner. 
Posner (2011) himself has acknowledged the failure of 
modern economics in the face of the global financial crisis 
and suggests that perhaps there is something in the ‘Eng-
lish’ approach of Coase and Keynes (although Coase would 
not have liked the pairing).

Regulation

Coase has also been accused of being anti-regulation and 
having no theory of regulation. In this regard he could be 
seen to reflect Adam Smith’s view of government. But Coa-
se’s views were not abstract or based on prejudice, but rather 
on the detailed study of British state-run monopolies – the 
British Broadcasting Corporation (Coase 1950), the UK Post 
Office (Coase 1939, 1961a) – and the US Federal Communi-
cations Commission (Coase 1959). In these he found inter-
vention based on flawed claims of market failure.

His move to the US in 1951 was in large part because 
of ‘a lack of faith in the future of socialist Britain’ (Breit 
and Spencer 1985: 239). This may have been a catharsis 
since Coase was a socialist in his earlier years. After World 
War II the Labour Government of Clement Atlee embarked 
on a massive nationalisation programme and growing 
state intervention. The intellectual climate changed. He, 
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like Plant and a number of other economists, was swim-
ming not only against the political but also the intellectual 
tide in Britain. Economists in Britain were for much of the 
latter part of the twentieth century socialistic, ready to see 
market failure everywhere, and government as a benign 
force motivated by the public interest. They were more 
than ready to become the technicians and theorists for 
government intervention.

Coase’s editorship of the Journal of Law and Economics 
was characterised by the publication of articles which 
showed the failure of government regulation. Yet he had 
no real theory of regulation such as was later spelled out by 
Stigler (1988a,b) and Posner (1974), or by public choice the-
orists such as James Buchanan and Gordon Tullock (1962) 
(see, generally, Veljanovski 2010). Why Coase thought reg-
ulation seemed to fail he spelt out later in life (Coase in 
Hazlett 1998):

When I was editor of the Journal of Law and Economics, 
we published a whole series of studies of regulation and 
its effects. Almost all the studies – perhaps all the studies 

– suggested that the results of regulation had been bad, 
that the prices were higher, that the product was worse 
adapted to the needs of consumers, than it otherwise 
would have been. I was not willing to accept the view that 
all regulation was bound to produce these results. There-
fore, what was my explanation for the results we had? I 
argued that the most probable explanation was that the 
government now operates on such a massive scale that it 
had reached the stage of what economists call negative 
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marginal returns. Anything additional it does, it messes 
up. But that doesn’t mean that if we reduce the size of 
government considerably, we wouldn’t find then that 
there were some activities it did well. Until we reduce the 
size of government, we won’t know what they are.

Antitrust

One would have thought that given Coase’s work on the 
firm and the industrial organisation that he would have 
taken a greater interest in antitrust, especially as his 
Chicago colleagues were revolutionising thinking about 
antitrust policy and laws. Yet he remained aloof from these 
developments. William Landes, who succeeded to Coase’s 
Chair in the law school after his retirement, reports that:

Ronald [Coase] said he had gotten tired of antitrust 
because when the prices went up the judges said it was 
monopoly, when the prices went down they said it was 
predatory pricing, and when they stayed the same they 
said it was tacit collusion. (Landes 1983: 193)

It is true that US antitrust of the 1960s and 1970s was an 
intellectual disgrace. Yet, however amusing Landes’s quote, 
it does not convincingly explain Coase’s lack of interest. In 
1972 Coase gave a far more reasoned explanation, consist-
ent with his approach to economics (Coase 1972a: 66):

I have said that the character of the analysis used by 
economists has tended to conceal the fact that certain 
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problems in industrial organization are not being tackled. 
But I think there is a much more important reason for 
this neglect: interest in industrial organization has tend-
ed to be associated with the study of monopoly, the con-
trol of monopoly, and antitrust policy. This is not a recent 
development. When in the late nineteenth century, econ-
omists came to be interested in problems of industrial 
organization, they were confronted with the problem of 
the trust in the United States and the cartel in Germany. 
It was, therefore, natural that with the development of 
antitrust policy in the United States, interest in antitrust 
aspects of industrial organization came to dominate the 
subject.

This has had its good and its bad effects but, in my 
opinion, the bad by far outweigh the good. It has, no doubt, 
raised the morale of many scholars working on problems 
of industrial organization, because they feel that they 
are engaged on work which has important policy impli-
cations. It has had the salutary result of focusing these 
scholars’ attention on real problems concerning the way 
in which the economic system operates. It has also led 
them to utilize some sources of information which might 
otherwise have been neglected. Still, in other respects, 
the effects seem to me to have been unfortunate. The de-
sire to be of service to one’s fellows is, no doubt, a noble 
motive, but it is not possible to influence policy if you do 
not give an answer. It has therefore encouraged men to 
become economic statesmen – men, that is, who provide 
answers even when there are no answers. This tendency 
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has discouraged a critical questioning of the data and of 
the worth of the analysis, leading the many able scholars 
in this field to tolerate standards of evidence and analysis 
which, I believe, they would otherwise have rejected. This 
association with policy – and antitrust policy in particu-
lar – gave a direction to the study of industrial organiza-
tion which prevented certain questions from being raised 
or, at any rate, made it more difficult to do so. The facts as 
stated in antitrust cases were accepted as correct (or sub-
stantially so). The ways in which the problem was viewed 
by the lawyers (judges and advocates) were accepted as 
the ways in which we should approach the problem. The 
opinions of the judges often became the starting point of 
the analysis, and an attempt was to make sense of what 
they had said. This so tangled the discussion that most 
economists were, apparently, unaware of having failed. …

One important result of this preoccupation with the 
monopoly problem is that if an economist finds some-
thing – a business practice of one sort or other – that he 
does not understand, he looks for a monopoly explana-
tion. And as in this field we are very ignorant, the number 
of ununderstandable practices tends to be rather large, 
and the reliance on a monopoly explanation, frequent. …

I have suggested that what is wanted is a large-scale 
systematic study of the organization of industry in the 
United States. I have also suggested that this would yield 
best results if conducted in an atmosphere in which the 
scientific spirit is not contaminated by a desire (or felt ob-
ligation) to find quick solutions to difficult policy issues.
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Coase made forays into areas of industrial economics such 
as the marginal cost controversy (Coase 1946a), and mon-
opoly and durability (Coase 1972b). The former attacked 
the optimality of marginal cost pricing in decreasing cost 
industries and the distortions created by the state funding 
of the consequent losses. His analysis of durability and 
monopoly garnered him a second ‘theorem’ known as the 
‘Coase conjecture’. This says that a monopolist’s very act of 
selling a durable good dissipates its monopoly power. This 
is because new sales compete with its own previous sales, 
which can be resold in secondary markets. Coase argued 
that the ability of a monopolist to charge a supra-compet-
itive price depends on its ability to make a credible com-
mitment to limit future output.

Spectrum: from wireless to mobile phones

One area where Coase (1959) has had a major policy im-
pact is the adoption of pricing and market allocation of 
spectrum bandwidth.

Since the 1920s, when wireless communications started 
to gain in popularity, it was firmly believed that a market 
in spectrum was not possible or was inefficient, giving 
rise to bedlam on the airwaves. Famously, the then Chief 
Economist at the US Federal Communications Commis-
sion (FCC), Dallas Smythe (1952), held this view. As result 
throughout the world spectrum was allocated by fiat and 
was highly regulated and rationed, with large chunks of 
spectrum allocated to government and the military with-
out being used. It also resulted in restriction in the services 
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that could be provided and thus encouraged the creation 
in Europe and farther afield of state-run monopoly broad-
casters such as the BBC (Coase 1950). Coase was prompted 
into print by the ‘feebleness’ of Smythe’s response to an 
article by a law student, Leo Herzel (1951), who wrote that 
if property rights were clearly established in bandwidth, 
then firms would trade spectrum and allocate it to its 
highest valued user and use.

Coase’s work on spectrum markets was badly received by 
fellow economists and policymakers. After his article was 
published, the Rand Corporation asked him together with 
Bill Meckling and Jora Minasian to write a report on radio 
spectrum allocation. Rand’s internal reaction to the draft 
report was scathing. Coase (1998: 579) quotes one internal 
reviewer as writing: ‘I know of no country on the face of the 
globe – except a few corrupt Latin American dictatorships 

– where the “sale” of the spectrum could even be seriously 
proposed’. Another said spectrum was a public good so that 
a market solution was not on the cards, and the project had 
been a ‘waste of Rand resources’ (ibid.: 580).

As Hazlett (1998) reminds us, it took 67 years for the 
FCC to finally adopt the market. It is now accepted that 
markets and prices can be used to allocate spectrum, and 
that congestion and radio interference were due to the 
absence of clearly defined and enforceable property rights. 
Today the use of market solutions has become accepted but 
not always as a fully fledged market in spectrum. Across 
Europe and elsewhere auctions have been used to allocate 
spectrum to third (3G) and fourth (4G) generation mobile 
(cell) phones. This was regarded as a more transparent and 
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fairer way of allocating spectrum than the earlier ‘beauty 
parades’ of aspiring users, which lacked transparency. It 
is no doubt that one of the main reasons for this was to 
generate revenue for governments but it has also been ap-
preciated that this is a fairer, more transparent and more 
efficient way of allocating valuable bandwidth. Reforms 
are afoot to allow limited trading in spectrum, known as 
secondary trading in the UK and Europe, as already exists 
in New Zealand and Australia. A few countries have gone 
as far as Guatemala, which allocated spectrum bandwidth 
on a ‘first-in-time’ basis to those who file claims with the 
regulatory agency (Spiller and Cardilli 1999).

Coase’s legacy

Ronald Coase was a great economist who left an enduring 
legacy. He based his economics on the real world, on the 
study of industry, and his application of simple economics 
artfully applied to come to novel conclusions – which he 
would have said were obvious.

Coase did not reject economics or theory. A large amount 
of what he wrote was on economic theory – whether on the 
nature of costs, the problem of monopoly, or the gaps in 
welfare economics. That he did this in plain English and 
without the aid of mathematics is not a source of criticism 
but of admiration. That he could have formulated not one 
but two theorems, changed the minds in two hours over 
drinks of twenty of Chicago’s leading economists, encour-
aged a generation of scholars to take institutions seriously 
through his editorship of the Journal of Law and Economics, 
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and provide the launch pad for not one but at least two 
major new fields of research, and capped this with being 
the progenitor of the use of market methods to allocate 
radio spectrum, is astounding. George Stigler (1963) once 
remarked that economists’ most common error is to be-
lieve other economists. It was not an error committed by 
Ronald Coase.
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3	 OWNERSHIP, GOVERNANCE 
AND THE COASIAN FIRM

Martin Ricketts

The nature of the firm

When Coase (1937) advanced his essential idea that the 
firm was a response to ‘the cost of using the price mech-
anism’ and that it acted as a substitute for market trans-
actions when these were accompanied by higher trans-
actions costs, he laid the foundations for the entire later 
edifice of the New Institutional Economics. Like some an-
cient medieval cathedral this new approach to microeco-
nomics has taken several generations to take shape, and 
its different parts reflect the preoccupations and tastes of 
very many different contributors over a long period of time. 
The founding insight – that transacting was not a costless 
activity – led, with considerable lags, to detailed analysis 
of the economics of contract, the economics of property 
rights (the entities being traded), the economics of infor-
mation, legal economics (the processes and rules under 
which exchange takes place) and the economics of collec-
tive decision making (public choice). Of direct concern to 
this paper it also led, in the 1970s and 1980s, to the study of 
‘Markets versus Hierarchies’ and the ‘Economic Institutions 

OWNERSHIP, 
GOVERNANCE AND 
THE COASIAN FIRM
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of Capitalism’ to use the titles of two celebrated books by 
Oliver Williamson (1975, 1985).

Coase’s paper on the firm was seminal to an astonish-
ing degree because its observation that there was a cost 
of using the price mechanism was simple, obvious and 
(perhaps because of these characteristics) carried implica-
tions that had been entirely overlooked. It was the basis 
upon which economics could once more become a ‘social 
science’ concerning how human beings come to agree-
ments and thereby coordinate their actions and gain the 
advantages of division of labour and exchange. This range 
of enquiry had been subtly undermined by a rather formal 
theory of ‘price determination’ that emphasised individual 
rational choice among technically available alternatives 
and which could be studied almost without recognising 
that the social activity of exchange was what underlay it. 
Indeed this highly focused attention on rather rarefied 
zero cost market transactions had proceeded so far that 
there was no particular rationale embedded in the theory 
itself for organisational forms such as ‘firms’ to exist at all.

Transactions cost, as a theoretical concept, thus 
opened up the prospect of using economic reasoning to 
study institutions other than perfect markets. It did not, 
however, immediately suggest a theory of ownership or 
of ‘governance’ more generally. Coase’s original approach 
reflected his research agenda at the time. He wanted to 
explain why some industries consisted of vertically inte-
grated firms while others relied far more on market trans-
acting between independent firms at the various stages 
of production. His answer that transactions would be 
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integrated within the firm when it was less costly to treat 
them that way than to use ‘the price system’ (i.e. to nego-
tiate contracts with independent suppliers) led to a simple 
bifurcation. Within the firm, resources were allocated by 
management decision and (within limits) suppliers agreed 
to abide by these instructions in return for an agreed re-
muneration. Outside the firm it was necessary to choose a 
supplier and negotiate terms. The firm was thus conceived 
as a set of contracts of a particular nature – durable and 
not very highly specified – with a central contractual 
agent. Market contracts, in contrast, were conceived of 
as short term, requiring frequent renegotiation and with 
more detailed provisions.

At first sight this conceptual foundation does not seem 
to tell us much about the ownership and governance of 
firms. The firm is simply a set of contracts of a particular 
type with a central agent which enables a mini-plan to be 
implemented by the ‘entrepreneur-coordinator’. It seems 
to give us a theory of the single proprietorship or the entre-
preneurial firm but not to help us understand larger firms 
with shared ownership – partnerships, the public limited 
company, cooperatives, mutuals, labour-managed firms, 
not-for-profit firms and so forth. Developments during the 
years since the appearance of Coase’s paper have shown, 
however, that the transactions cost framework provides a 
means of analysing not merely the size and scope of the 
firm, as initially proposed, but also questions relating to its 
‘constitutional structure’.

In essence, Coase explains ‘the firm’ as a response to 
transactional hazards. It does not remove these hazards 
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but mitigates them at the margin by substituting ‘internal 
governance’ for ‘the market’. He did not investigate the 
internal governance of the firm in detail, but by making 
the firm a social organisation dependent upon the nature 
of the contracts observed within it, rather than a tech-
nological entity dependent upon the laws of engineering, 
Coase opened the door to further analysis of its economic 
structure. Ownership and governance could be regarded 
as the outcome of a competitive selection between insti-
tutional forms. Instead of a single ‘ideal’ model of the firm 
emerging from this analysis, the Coasian research para-
digm suggested that firms might differ according to the 
contractual hazards they encountered and to which they 
are a response.

‘Ownership’ in the Coasian theory of the firm

In the rudimentary Coasian firm, the entrepreneur-coor-
dinator would seem to be the implied ‘owner’. Coase does 
not discuss ownership explicitly, however, and the reasons 
for assuming that the central contractual agent ‘owns’ the 
firm require elaboration. Someone has to formulate and 
then implement the activities that will be undertaken 
within the firm. An incentive is required to provide these 
services. How can such an incentive be provided? One pos-
sibility is for the central agent to hold a complementary set 
of residual control rights and profit rights. Owners have 
the right to determine how assets will be used providing 
these uses do not infringe any contractual rights of others 
in the same asset. The owner’s return from the use of the 
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asset is a residual rather than a contractual return. It is 
what remains after contractual claims have been settled.

This is the argument presented by Alchian and Demsetz 
(1972) in their rationalisation of the classical firm. In cir-
cumstances where the contribution of individual members 
to a joint team output is hard or even impossible to observe, 
contracts with team members will be unverifiable. All that 
can be observed is the result of the entire team’s effort, and 
sharing the proceeds of this effort between team members 
will give rise to a moral hazard problem. Any gains from 
higher individual effort will be shared with the entire team 
and, conversely, the losses from poor effort will be felt only 
partially by the shirker. Where mutual monitoring of ef-
fort is possible and peer pressure can be brought to bear, 
this difficulty can be reduced, but in other conditions the 
alternative is to use a residual claimant to hire and fire 
members of the team, direct activities, monitor effort and 
act as the single contractual agent.1

Alchian and Demsetz thus provide a rationalisation for 
ownership of the firm – defined as possession of rights to 
claim the residual and to exercise ‘control’ – by the central 

1	 Coase is at pains to make the point, in his criticism of Frank Knight 
(1921), that the ability actively to direct the allocation of resources is not 
a necessary condition for paying someone a definite reward. The main 
requirement is simply that the promised outcome is easily observed, in 
which case there is no need for the price system to be superseded. Neither 
is the existence of uncertainty per se the crucial factor in giving rise to the 
firm because entrepreneurs could still in principle pursue their particular 
judgements through contracting in the market. Alchian and Demsetz set 
up conditions in which the direction and monitoring of inputs is required 
because individual output is unobservable and they thereby explain the 
advantage achieved by bringing the contract within the firm.
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contractual agent. It is worth noting, however, that alter-
native ownership arrangements are conceivable even in 
the context of the simplest firm. For example, the central 
agent might be hired by the team members rather than the 
other way round. A specified reward could be paid after 
the planning and monitoring services have been carried 
out successfully. Note that this would produce a sort of in-
verse Coasian firm in which all the cooperating inputs hire 
the central coordinator. It would require some collective 
arrangement by which team members are able to choose 
the monitor/coordinator – a potentially costly process in 
itself. McManus (1975) considers this possibility when he 
recounts ‘the fable of the barge’. When, in the nineteenth 
century, a team of straining barge pullers was observed 
on the Yangtze being cruelly treated by an overseer, the 
horrified onlookers were informed that the team owned 
the rights on this stretch of river and had hired the over-
seer. Presumably this arrangement would only work where 
close proximity of team members would give some assur-
ance that the overseer was doing the job properly and not 
capriciously; where the team is not too big so that a share 
in the outcome would anyway give some positive incentive 
to effort; and where the end product was something fairly 
simple such as the completion of a trip within a specified 
time.

This example, apocryphal or not, provides a Coasian 
basis for the workers’ cooperative even if it also illustrates 
the difficulties of that particular form. It requires that 
transacting over monitoring, managing and coordination 
services faces lower hazards than transacting over the 
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services of other inputs. It relates to Coase’s definition of 
the firm as the supersession of the price system in that 
contracts between the barge pullers are suppressed and 
are replaced by shared ownership – the possession of con-
trol rights (to determine what trips are undertaken and to 
appoint the overseer) and claims to the residual. The moral 
hazard associated with agreements to cooperate in a team 
enterprise where individual outputs are unobservable can 
therefore be countered in two ways. A monitor can acquire 
ownership rights and employ each member of the team (as 
in the argument of Alchian and Demsetz), or the team can 
share ownership rights and employ the monitor (as in one 
interpretation of the fable of the barge). There is no single 
correct way of assigning the rights or contracting with the 
team. Everything will depend on the circumstances and 
the transactional difficulties to which they give rise. All 
that can be said is that where mutual monitoring and peer 
pressure are not possible, the sharing of ownership rights 
will be less effective and the single proprietorship is more 
likely to prevail.

The hazards of transacting

The Coasian firm that we have so far been considering is 
clearly a rather rudimentary and pared-down conception 
comprising an entrepreneur-coordinator and a team of 
employees. Coase’s insight, however, in no way confines 
the firm to such a structure. His point is that the firm 
will economise on the cost of transacting, and this is an 
observation that is applicable to its relations with all its 
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potential contractors – labour, management, interme-
diate inputs of various descriptions, capital and even 
its customers. Contractual hazards abound in all these 
areas.

In labour markets services are traded that are not 
merely hard to define with outcomes that are often dif-
ficult to measure, but labour skills can be impossible to 
assess in advance and some can be highly specific to the 
operations of a particular firm (often acquired gradu-
ally over an extended period of employment). All these 
conditions give rise to contractual problems. Inability 
to attribute output to the activities of a given individual 
gives rise to moral hazard2 as pointed out by Alchian 
and Demsetz. Inability to assess the generic skills of a 
person – or indeed the quality of any other input before 
its purchase – makes trade in high quality inputs hard 
to achieve in the face of adverse selection.3 Firm-specif-
ic skills that raise the productivity of particular people 
within the firm (but not outside) create problems of bar-
gaining over the resulting rents and lead to dependency 
on the firm if remuneration rises above levels achievable 
elsewhere. In all these cases procedures and rules within 
the firm can be seen as ways of mitigating the hazards. 
Over time, information is revealed within the firm about 

2	 Moral hazard arises when individuals are motivated to take part in risky 
activity because they know that someone else will bear any resulting costs.

3	 Adverse selection can occur when users of a service know more than sup-
pliers about the use to which the service is put. People who know they are 

‘bad risks’ are more likely to take out insurance, for example, than those 
who know they are ‘good risks’; consequently the price of insurance rises, 
possibly to prohibitive levels. 
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an employee’s effort and skill levels, and hierarchical 
(promotion) and other incentive devices (pay scales) are 
instituted, many of which require mutual trust to be 
effective. The firm becomes a ‘governance structure’ for 
hazardous contractual relations.

The same transactional problems are found in the firm’s 
relations with its suppliers of intermediate inputs. Where 
quality is hard to measure but can be linked to care in the 
actual process of production, the firm must decide whether 
its own internal monitoring and control mechanisms 
will be superior to alternative market-based incentives 
such as the supplier’s fear of contract termination or loss 
of reputation in the event of failure to meet the required 
standards. Similarly, if suppliers are required to invest in 
highly specific equipment or human capital that has little 
value in serving alternative customers, fear of dependency 
and possible opportunistic behaviour might lead to the 
supersession of contract and integration within a single 
firm. One of the most famous case studies in business 
history (Klein et al. 1978) of the eventual merger of Fisher 
Body and General Motors in 1926 concerns these issues, al-
though Coase (2000) doubts that fear of opportunism was 
the primary factor. Rapidly changing technical conditions 
are themselves likely to lead to integration as novel re-
quirements are often costly to communicate to suppliers 
through relatively arm’s length arrangements (Kay 1979; 
Silver 1984).

Coasian explanations of multinational expansion by 
the firm are also based on transactions costs. If firms 
have developed reputations for high quality, or if they have 
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access to knowledge that has been generated internally 
and which cannot itself be traded (either because it is in-
herently difficult to codify or because property rights are 
costly to enforce and police in foreign jurisdictions), the 
value of these assets can only be fully realised by internal 
expansion (Dunning 1973; Casson 1987). This approach to 
the scope of the firm has much in common with theories 
that emphasise the firm as a repository of ‘competences’ 

– the ability to undertake tasks differently or more effec-
tively than others – that form the basis of its competitive 
advantage. If these advantages could be traded at low cost 
the firm could expand into management consultancy or 
even license the information to independent management 
consultants. In fact some of the capabilities of a firm may 
be so linked to its history, culture and ownership that they 
become impossible simply to replicate elsewhere and de-
rive from a form of corporate ‘knowledge’ that is effectively 
untradeable.

Hazards in the capital market are particularly hard to 
circumvent. The Coasian entrepreneur-coordinator will 
find it difficult to act at the hub of the firm’s set of con-
tracts without financial resources. If the entrepreneur is 
already endowed with personal capital the problem can 
be assumed away. But in the more general case, attracting 
funds requires that the transactional problems associated 
with the use of instruments of debt are overcome, or al-
ternatively that claims to the residual are diluted and that 
ownership rights are extended to the providers of capital. 
Linking pure entrepreneurial talent with finance is clearly 
hazardous because the entrepreneur will fear the theft of 
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any ideas disclosed to the financier, while the financier 
will fear that the talent of the entrepreneur is unknowable 
and that his or her promises will be effectively unverifiable.

Where ‘the firm’ has an independent legal personality 
and there is limited liability, entrepreneurs will be ex-
pected to increase risk taking as the proportion of debt 
finance increases because bond holders (lenders) will lose 
their capital in the event of bankruptcy and failure, while 
the entrepreneur will experience all the additional gains 
from extremely favourable outcomes. Diluting ownership 
confronts a rather different hazard. An entrepreneur-co-
ordinator receiving only a small fraction of the residual 
will be expected to work less and to indulge in more non-
pecuniary benefits with a consequential reduction in the 
value of the firm. These losses are sometimes referred to 
as agency costs on the grounds that the entrepreneur-
coordinator can be regarded – in a loose rather than a 
legal sense – as an agent of his or her financiers. Jensen and 
Meckling (1976) used this Coasian reasoning to establish 
their theory of the optimal financial structure of the firm, 
where the marginal agency cost of more outside equity 
is just equal to the marginal agency cost associated with 
more debt.

In general, the dispersion of residual rights of control 
across larger and larger numbers of people will reduce 
risk-bearing costs, but it will make the actual exercise of 
control over the assets of the firm more difficult because 
each owner will have a much reduced incentive to ac-
quire information or to invest resources in managing the 
firm. Actual day-to-day business decisions will be made 
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by managers who owe fiduciary duties to the owners but 
who are not monitored closely by them. This separation 
of ownership from control is particularly associated with 
the large joint stock firm, but it is actually a characteris-
tic of any structure with widely dispersed control rights 
and residual claims. Large cooperatives, limited partner-
ships, mutual enterprises and even not-for-profit firms 
will face similar agency problems between those with 
shared control rights and those with decision rights and 
fiduciary duties.

Competition and the selection of governance 
structures

Given the variety and extent of transactional hazards, it 
is evident that there will be no single governance struc-
ture for firms that will always represent the best response. 
Firms will vary not only in size and scope but in the ar-
rangements that are introduced to govern transactions 
with their inputs and in the location of the residual and 
control rights that accompany ownership. Some firms will 
use ‘higher powered’ incentives than others to motivate 
effort, or adopt looser franchise arrangements rather than 
close managerial oversight. This will be likely when qual-
itative outcomes are relatively easy to define and observe 
and where the dangers of moral hazard are considered 
to be low. Other firms might tolerate quite ‘low powered’ 
incentives – payments dependent on rudimentary obser-
vations of effort but not linked strongly to particular meas-
ures of output. This will be likely where there are extensive 
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opportunities for shading on quality or for meeting targets 
by cutting back on other unobservable4 or hard to measure 
components of output.

Where the gradual accumulation of firm-specific cap-
ital is important and suppliers therefore become depend-
ent on the firm and differentiated from potential alterna-
tive contractors on the outside market, the firm develops 
procedures for handling disputes and resolving bargain-
ing problems. Williamson (1985) refers to this as the evolu-
tion of ‘unified governance’ to handle frequent contracting 
with resources that are ‘idiosyncratic’ and operating in an 
uncertain environment. The nature of these arrangements, 
involving procedures for inducing cooperation and trust 
over time instead of rent seeking and conflict, might vary 
between firms. But there is a clear competitive advantage 
available to firms that can create conditions conducive to 
exchange rather than in-fighting, and competition is as 
much about the successful development or protection of 
effective internal governance as it is about the production 
of better goods and services. Firms compete to economise 
on the costs of transacting and thus achieve outcomes 
that other firms cannot match.

4	 These components of output might be unobservable to managers but 
not necessarily to customers. It is worth emphasising that Coase, even 
in his 1937 paper, permits a range of contracts to appear within the firm 
although he does emphasise the active direction of resources rather than 
independent decision-making by employees. He comments, for example, 
with respect to the entrepreneur-coordinator, that ‘the payment to his 
employees may be mainly or wholly a share in profits’ (Coase (1937: 392) al-
though he does not speculate about the conditions under which this form 
of payment might emerge.
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One important method of reassuring vulnerable 
firm-specific assets that their dependency will not be ex-
ploited is to offer them some control rights. As Alchian and 
Woodward (1987: 119–20) express it, ‘In general, whoever 
has a value that has become firm-specific will seek some 
form of control over the firm’. The word ‘control’ here 
presumably is intended to imply a sufficient degree of in-
fluence to prevent opportunism on the part of the firm’s 
owners. This might be accomplished, for example, by seek-
ing representation at board level, by restricting changes 
in ownership to reduce the risk that new owners might 
renege on existing understandings, or by forming staff 
associations to monitor the firm’s compliance with its 
own governance arrangements. Ultimately, however, the 
fear of opportunism can only be removed entirely by the 
firm-dependent resources actually becoming the owners 
of the firm. In this case, contract is suppressed and the de-
pendent resources become holders of residual claims and 
control rights.

The transactions cost view of the firm thus leads to the 
idea that property rights in the firm will be structured and 
assigned in such a way that the gains to coordinated ef-
fort are maximised. It follows that residual control rights 
and profit rights are likely to be assigned to those parties 
who would otherwise face the highest costs of transact-
ing with the firm.5 This could be because of a whole range 

5	 Transactions costs here are relative to the costs exercising the rights of 
ownership and control. Parties facing high transactions costs relative to 
other patrons of the firm will not become owners if they also face the high-
est costs of collective decision making and control.
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of transactional hazards and not merely the problem of 
firm-specificity. We observed above that depending upon 
the assumed relative costs of contracting for monitoring 
services and barge-pulling services it was possible to 
derive a single proprietorship or a workers’ cooperative. 
Similarly if lack of trust on the part of consumers deriv-
ing from severe information problems discourages trade 
in high quality goods, one response is to give ownership 
rights to consumers. The firm uses contracts to employ 
its workers and attract its capital but control is exercised 
by the buyers of its output. Retail cooperatives developed 
originally as a protection against local monopoly power 
and as a means of reassuring customers that their igno-
rance was not being exploited. Middle-class cooperatives 
such as the Army and Navy Stores were established as the 
complexity, durability and range of available products 
presented great information problems to consumers with 
rising disposable incomes.

Some financial contracts are so hazardous that the 
mutual or ‘club’ principle evolved to permit these services to 
be provided within the firm. In nineteenth-century England, 
for example, fire insurance companies that did not have the 
local knowledge to tell good from bad fire risks or to specify 
and police suitable precautions would find their position 
undermined by clubs of factory owners providing mutual 
insurance. These mutual arrangements took advantage of 
the possibility of much greater understanding of the risks 
and the possibility of peer pressure to comply with required 
standards. Life insurance companies all took the mutual 
form when they evolved in the eighteenth century. In an age 
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before good statistical information about mortality rates 
and life expectancy was available, the financial calculations 
were so speculative that mutual ownership was the natural 
response. Premiums could be kept prudently high and any 
surpluses distributed among the policy holders. The provi-
sion of loans for the construction or purchase of domestic 
housing also developed initially along mutual lines. Mem-
bership of a building society could be controlled in such a 
way to ensure the reliability of borrowers and to reassure 
lenders that their deposits were secure. Initially, members of 
the club would save regular amounts with the accumulating 
funds being lent to house buyers until all were housed and 
the society could be wound up. Later ‘permanent’ building 
societies operated more like banks. Mutual status meant 
that control was in principle exercised by depositors and 
borrowers – groups with diverging interests. However, both 
would plausibly be concerned to maintain a prudent and 
cautious policy and to prevent the taking of excessive risks 
on the part of managers.6

Although, in the evolving history of institutional forms, 
consumer and producer cooperatives, mutual enterprises 
and even not-for-profit and charitable firms have played an 
important role, the modern corporate world is dominated 
by the public limited company. In this form of enterprise 
ownership rights are held by the suppliers of equity capital. 
The very term ‘capitalist system’ as distinct from the more 
neutral ‘system of free enterprise’ suggests the particular 

6	 The history of mutual and non-profit banks and insurance companies in 
the UK as well other forms of enterprise is reviewed in Ricketts (1999).
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importance of the suppliers of capital to the control of in-
dustry. An explanation for this domination in the spirit of 
Coase would concentrate on the particularly hazardous 
nature of contracting in financial markets and on the fi-
nancing of firm-specific capital. Where the firm requires 
relatively small amounts of non-specific capital, it is pos-
sible, as we have seen, for transactional problems in labour 
or product markets to dominate and give rise to other forms 
of enterprise. In general, however, the provision of very long 
term capital is likely to be associated with the demand for 
control, unless the capital is of a very non-specific type and 
easily reallocated to alternative uses outside the firm.

An additional consideration emphasised by Hansmann 
(1996) is that the shareholders of a public limited company 
are likely to face lower decision-making costs than other 
groups. Wherever ownership rights are shared it will be 
necessary for actual day-to-day decision rights to be dele-
gated and for general policy to be set by a collective choice 
mechanism. Any such mechanism will be easier to operate 
the more homogeneous are the aims of the group holding 
the control rights. Very heterogeneous owners might never 
be able to exercise control as one subgroup opposes an-
other – high-income consumers against low-income con-
sumers in a retail cooperative; lenders against borrowers 
in a building society; skilled versus unskilled workers in a 
workers’ cooperative (though not in a ‘professional’ part-
nership, where a more homogeneous group has control); 
and so forth. Shareholders in a public limited company will 
no doubt differ in some respects – individual compared 
with institutional, ‘patient’ versus ‘impatient’, long-term 
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holders or short-term traders – but their ultimate interest 
in protecting the market value of their shares is likely to 
be a dominant consideration and managers pursuing this 
objective will be more secure than those who do not.

There are circumstances, however, in which control 
rights are dispersed widely and profit rights are sup-
pressed. Not-for-profit and charitable enterprises are 
common in sectors such as health, education and the 
arts. In higher education, for example, surpluses are not 
usually distributed to owners but used for the further de-
velopment of teaching and research. Academic control is 
usually exercised by academic staff through a senate, but 
other interests are also represented on governing bodies 
including non-academic staff, the alumni (who will be 
keen to maintain a good reputation for the institution) 
and donors. Ownership by investors would enable them 
to raise fees and appropriate some of the rents associated 
with the social and intellectual environment generated by 
the academic staff and students. It would also be extremely 
unattractive to donors, who would expect resources to be 
distributed to owners rather than used for charitable pur-
poses. The non-distribution constraint simply ensures that 
resources are not dispersed as cash but are used within the 
institution. Non-profit hospitals, for example, would be ex-
pected to be more lavishly equipped than investor-owned 
ones as the gadgetry is a form of non-pecuniary benefit to 
the medical staff who work there.7 For consumers, however, 

7	 Newhouse (1970) presented a model of a non-profit hospital along these 
lines. More generally, Hansmann (1980) considered the role of non-profit 
enterprise in several different sectors including the arts and education.
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this bias might not be unwelcome (at least up to a point) 
in the sense that, if all institutions give rise to agency 
costs, patients would prefer that these should take the 
form of the over-provision of up-to-date equipment rather 
than (say) the payment of inflated dividends to investors. 
Where the aims of an institution are more contractible, 
however, and consumers see fewer potential advantages 
in the over-provision of particular inputs, as in the case of 
schools for teaching languages or for offering training in 
particular skills, investor-owned businesses can flourish 
against competition from non-profit enterprise.

Public policy towards the governance of 
enterprise

From a Coasian perspective the ownership and govern-
ance of the firm is the outcome of trial-and-error processes 
in a world of competition between alternative assignments 
of property rights, arrangements for collective choice and 
contracts for motivating managers and employees. How-
ever, these matters frequently give rise to public policy 
interventions (or recommendations for intervention) on 
the grounds that ‘systems competition’ cannot be relied 
upon to operate in the public interest. Recent examples, 
in the wake of the financial crisis, include criticism of the 
governance structure of commercial banks (including the 
Co-operative Bank); criticism of the pay structure of senior 
executives in financial institutions and in other businesses 
(including the BBC); general disquiet at the idea that the 
interests of investors should be paramount in the public 
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limited company and recommendations for control to be 
extended to a wider group of ‘stakeholders’.

It is clearly not possible here to give close attention to 
each of these examples. As a matter of general principle, 
however, a Coasian policy towards such matters would 
concentrate on encouraging experiment and competition 
between differing arrangements rather than trying to im-
pose a single ideal model. Any reform, for example, that 
required control rights to be granted to wide stakeholder 
interests in all corporate entities would implicitly be ig-
noring the problem of transactions cost or asserting that 
other considerations are more important. In other words, 
the firm is often treated not as an economic but as a polit-
ical entity – a microcosm of the state itself – in which all 
citizens have an interest; and its governance is viewed not 
as a question of transactional efficiency but of wider demo-
cratic control or even of some conception of social justice. 
Coase’s view of the firm is social rather than technological, 
but it is not political in the sense that its constitution must 
reflect that of the state itself. People are free to choose the 
terms upon which they are prepared to transact with the 
firm or hold its residual claims, and can adjust these terms 
to suit changing or local circumstances.

A second important element of a Coasian policy towards 
the governance of firms is to avoid introducing distortions 
into organisational choice through the tax system or the 
regulatory framework. Any tax system is likely to have un-
intended consequences for firm structure and governance. 
Even a system that levied taxes entirely on people living in a 
jurisdiction on the basis of their individual flows of income 
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or expenditure or their personal asset holdings, and which 
left legal entities such as firms out of the system entirely, 
might still distort the competitive advantage of different 
organisations. Some organisations such as public limited 
companies will have tradable residual claims which give 
rise to taxes on distributions and capital gains to share-
holders. Cooperatives or partnerships with non-tradable 
rights will distribute surpluses in the form of higher wages 
or lower prices with potentially different tax implications 
depending on the details of the tax code. Where taxes are 
levied on firms themselves, subsidies to certain types of 
organisation are often observed. Non-profit enterprises 
in the US, for example, are exempt from federal corporate 
income tax8 as well as sales and property taxes. In the 
UK, eligible not-for-profit bodies such as those supplying 
educational services are exempt from value added tax. 
Profit-making organisations are not eligible bodies even if 
they provide similar educational services.9

It is in the field of state regulation, however, that unin-
tended effects on firm governance are particularly likely. If 
firms are structured in differing ways in order to respond 
to contractual hazards, direct intervention addressing (or 
appearing to address) these hazards by state regulators 
will make differences in private governance less important 
to commercial survival. Consumer protection regulation 
to ensure the quality of goods and services will under-
mine the consumer cooperative. Financial regulation to 

8	 Section 501 (c) (3) of the Internal Revenue Code.

9	 HMRC Reference: Notice 701/30 (February 2014).
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ensure the safety of financial intermediaries will reduce 
the attraction of mutual or non-profit banks or insurance 
companies. Employee protection will cut the ground away 
from worker control. Utility regulation makes cooperative 
or municipal enterprise solutions to natural monopoly un-
necessary. State regulation will often substitute for private 
governance and does not necessarily simply represent a 
supplement to already existing structures. Mutual savings 
banks and building societies, for example, have declined 
in relative importance over a long period,10 but in the UK 
demutualisation accelerated greatly in the 1990s as new 
regulators eroded the competitive advantage of building 
societies.11

From a Coasian perspective, widespread state regula-
tion addressing every variety of hazard is most unlikely to 
be efficient. Transactors are relying on a publicly provided 
service rather than assessing the hazards of the environ-
ment themselves. Of course a perfectly informed and so-
cially motivated regulator could indeed improve on the 
imperfect governance mechanisms that evolved over time 
through gradual and decentralised organisational ex-
periment. But no such informed and motivated regulator 
exists and the dangers of subverting existing mechanisms 
are substantial. The much criticised behaviour of banks 

10	 In the US, for example, the number of mutual savings and loan associations 
peaked in 1928. See Hansmann (1996: 254).

11	 Abbey National (in 1989), National and Provincial (1996), Cheltenham and 
Gloucester (1995), Alliance and Leicester (1997), Halifax (1997), Woolwich 
(1997), Northern Rock (1997) and Bristol and West (1997) all demutualised 
over this period.
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in the run up to the recent financial crisis – the excessive 
risk-taking and the high-powered incentives and large bo-
nuses for managers – would not have surprised observers 
of the financial scene in the nineteenth century. Protection 
from such risks in non-profit firms or mutual banks and 
life insurance companies derived not so much from the 
ability to exercise close control as from the reassurance 
given to customers from the low-powered incentives faced 
by managers. Historically, the greater safety of mutual 
banks compared with investor-owned banks is well estab-
lished (see Hansmann 1996: 254–58), but regulators in the 
early twenty-first century faced an industry dominated by 
investor ownership and in which it was hard to counte-
nance allowing a large bank to fail because of risks to the 
system as a whole.12

Conclusion

Nearly 80 years have elapsed since Coase introduced the 
concept of transactions cost into economics. It has proved 
a very fertile innovation that has encouraged the economic 
analysis of the scope, internal governance and ownership 
of firms. The policy relevance of this strand of analysis in 
the history of economic thought is still not widely appre-
ciated, probably because of its complexity and because 

12	 The temptation now is for regulators to specify limits to the incentive 
arrangements permitted in all banks. A systems competition approach 
would recommend ensuring that failing banks can be wound up without 
compromising the system as a whole. Over-aggressive pay policies should 
then be penalised by the loss of investors, depositors or policy holders.
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estimates of transactions costs are conjectural and a 
matter of business judgment rather than exact calculation. 
Omitting to consider the full range of responses to trans-
actional hazards through private governance as well as 
state regulation, however, is potentially a significant cause 
of regulatory failure.
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4	 COASE’S CONTRIBUTIONS TO 
THE THEORY OF INDUSTRIAL 
ORGANISATION AND REGULATION

Alex Robson

Introduction

Ronald Coase’s analysis of the boundaries of the firm 
(1937b) and his examination of externalities (1960) – both 
of which were built upon the key concept of transaction 
costs – have implications for a range of topics in micro-
economic theory and economic policy analysis.1 One ob-
vious example from industrial organisation and antitrust 
that immediately comes to mind, but which Coase did not 
develop in any great detail, is the application of Coasean 
bargaining to the theory of corporate takeovers and merg-
ers. Economies of scale, scope and sequence, ‘synergies’ 
(that is, positive externalities) and the reduction of trans-
action costs via vertical integration all figure prominently 
in modern explanations of merger and acquisition activity 
(see, for example, Betton 2008). Although Coase later stated 
that he had not written his 1937 paper with the intention 
of revolutionising microeconomic theory (Coase 1988d), 

1	 For an overview of some of Coase’s more widely cited work, see Robson 
(2014). 
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transaction costs have today become a lens through which 
many economists view the commercial world. Transaction 
costs help organise one’s thoughts, and can be used as an 
aid to guide empirical analyses of real-life economic phe-
nomenon. As he wrote (Coase 1998a: 73):

Even if we start with the relatively simple analysis of ‘The 
Nature of the Firm,’ discovering the factors that deter-
mine the relative costs of coordination by management 
within the firm or by transactions on the market is no 
simple task. However, this is not by any means the whole 
story. We cannot confine our analysis to what happens 
within a single firm. This is what I said in a lecture 
published in Lives of the Laureates (Coase 1995: 245): 

‘The costs of coordination within a firm and the level of 
transaction costs that it faces are affected by its ability 
to purchase inputs from other firms, and their ability 
to supply these inputs depends in part on their costs of 
coordination and the level of transaction costs that they 
face which are similarly affected by what these are in still 
other firms. What we are dealing with is a complex inter-
related structure.’ Add to this the influence of the laws, of 
the social system, and of the culture, as well as the effects 
of technological changes such as the digital revolution 
with its dramatic fall in information costs (a major com-
ponent of transaction costs), and you have a complicated 
set of interrelationships the nature of which will take 
much dedicated work over a long period to discover. But 
when this is done, all of economics will have become 
what we now call ‘the new institutional economics’.
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This chapter reviews some of Coase’s work on indus-
trial organisation and regulation, and demonstrates that 
it spanned – and remains highly relevant for – a wide 
range of economic policy issues. Because Coase wrote a 
number of papers on the broadcasting industry, we pay 
particular attention to applications in the economic ana-
lysis of telecommunications and related industries. The 
chapter argues that, even though the pace of technological 
change in these industries has been (and continues to be) 
very rapid, Coase’s work on the economics of the broad-
casting industries in Great Britain and the United States 
published more than 50 years ago continues to influence 
and enhance our understanding of modern policy issues 
concerning telecommunications networks and their regu-
lation. Many of the policy issues in this area that arose in 
the last century are still with us in some form or another, 
and hence this work provides a number of valuable policy 
lessons, particularly regarding economic institutions and 
the interaction between regulators and the private sector.

The chapter is structured as follows. Section 2 explores 
the Coasean theory of the firm from an industrial organisa-
tion perspective, paying particular attention to Coase’s au-
thoritative critique of the field in the early 1970s. Section 3 
examines a piece of Coase’s work which has had the most 
significant impact upon modern regulatory economics: 
his analysis of marginal cost pricing. Section 4 summaris-
es Coase’s critique of one of the most famous ‘fables’ in eco-
nomics – GM’s acquisition of Fisher Body – and explores 
some of the implications for regulatory economics. In 
Section 5 we change direction slightly, and briefly survey 
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Coase’s work on the communications industry, spanning 
a broad range of topics and countries over several decades. 
Section 6 concludes with a brief account of his editorship 
of the Journal of Law and Economics.

The nature of the firm: implications for the 
theory of industrial organisation

Coase’s approach to industrial organisation was a natural 
extension of ideas explored in ‘The nature of the firm’. Trans-
action costs not only determined the boundaries of the 
firm; they also influenced the firm’s overall costs, consumer 
prices and ultimately the competitive landscape of particu-
lar industries. Since business organisations which survived 
and prospered would be those which minimised the costs of 
internal and market transactions, understanding how these 
costs were managed was critical to understanding the ‘or-
ganisation of industry’ as Coase understood it.

This Coasean approach to industrial organisation has 
a number of implications. Certain kinds of commercial 
behaviour (for example, price discounting and sales) 
which might otherwise be regarded as anti-competitive 
could actually be a necessary and economically desirable 
manifestation of healthy competition. Similarly, mergers 
which might increase market power could be justified on 
efficiency grounds if the alternative was that the merging 
firms were forced to tolerate high transaction costs in the 
absence of any deal.

Unfortunately, the exploration and analysis of these 
implications were very slow in coming, because according 
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to Coase the profession basically ignored ‘The nature of the 
firm’ for thirty or forty years after it was published (Coase 
1988d: 33). It was against this background of indifference 
from the profession that Coase wrote his 1972 article ‘In-
dustrial organisation: a proposal for research’. This paper 
provided a powerful critique of the field of industrial or-
ganisation as it stood at the time, and set out an ambitious 
research agenda for the National Bureau of Economic Re-
search in the US.

The Coasean critique of the state of industrial organi-
sation theory in the early 1970s consisted of three strands. 
First, he argued that while the focus of the post-1930s lit-
erature on ‘industry structure’ was important, it missed 
a number of vital ingredients. Before one could hope to 
understand what firms did and why they did it, Coase ar-
gued, one needed a theory of why firms existed in the first 
place. The transaction cost theory of the firm introduced 
by Coase in 1937 was, of course, such a theory, and so he 
reintroduced that framework in the context of the existing 
industrial organisation literature and demonstrated how 
it could be applied.

Coase’s second theme was that industrial organisation 
scholars were far too narrow in their outlook. Perhaps as 
a way of previewing what would turn out to be one of his 
most well-known papers, ‘The lighthouse in economics’ 
(Coase 1974b), which appeared in the Journal of Law and 
Economics just two years later, Coase urged industrial 
organisation economists to tackle a range of other issues. 
These included the choice between private and public 
provision of services such as police protection, garbage 
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collection, utilities, education and hospitals. Such analy-
ses, as we show below, were a common feature of Coase’s 
work.

Interestingly, Coase went even further and called for 
the integration of public choice analysis into industrial 
organisation, arguing that (ibid.):

It seems to have been implicitly assumed that the same 
considerations which led welfare economists to see the 
need for government action would also motivate those 
whose active support was required to bring about the 
political changes necessary to implement these policy 
recommendations. In this, we are wiser than we were, 
in large part because of the new ‘economic theory of 
politics’. We are beginning to perceive the nature of the 
forces which bring about changes in the law – and there is 
no necessary relationship between the strength of forces 
favoring such changes and the gain from such changes 
as seen by economists. It suggests that economists 
interested in promoting particular economic policies 
should investigate the framework of our political system 
to discover what modifications in it are required if their 
economic policies are to be adopted, and should count in 
the cost of these political changes. This presupposes that 
the relationship between the character of the political 
institutions and the adoption of a particular economic 
policy – in our case, government operation of industry – 
has been discovered. We do not know much about these 
relationships, but uncovering them seems to me a task to 
be assumed by students of industrial organization.
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The inclusion of public choice analysis was a common 
theme running throughout Coase’s work.

The third main strand in Coase’s critique of industrial 
organisation theory related to the economics profession’s 
overly narrow focus on monopoly and antitrust issues. 
Coase preferred to start with a competitive paradigm – 
and this is yet another common theme than can be found 
throughout his writings. For example, in a 1988 article re-
visiting the nature of the firm, he states that (Coase 1988c: 
26):

The literature on industrial organization was largely 
American and laid emphasis on the effects of monopoly, 
and it must have had an influence on our thinking … I 
have no doubt that while in America I took seriously what 
was said in the reports of the Federal Trade Commission. 
But my basic position was (and is) the same as Plant’s, 
that our economic system is in the main competitive. 
Any explanation therefore for the emergence of the firm 
had to be one which applied in competitive conditions, 
although monopoly might be important in particular 
cases. In the early 1930s I was looking for an explanation 
for the existence of the firm which did not depend on 
monopoly. I found it, of course, in transaction costs.

In Coase’s view there was a tendency for industrial 
organisation scholars to rely too heavily on monopoly as 
an explanation for any phenomenon which could not be 
understood within the narrow confines of the (transac-
tion-cost-free) theoretical ideal of perfectly competitive 
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markets. This method of thinking not only led to poor eco-
nomic analysis and unreliable predictions; it could poten-
tially have widespread negative economic consequences 
if it was taken seriously by the antitrust enforcement au-
thorities. Any behaviour that could not be fitted in to the 
simple competitive paradigm could risk being seen as an 
abuse of market power.

Regulating utilities: the Coasean critique of 
marginal cost pricing

One commonly encountered feature of public utilities 
(such as electricity networks, communications networks, 
water and gas pipelines) is that fixed costs are significant 
when compared with incremental production costs. Prod-
ucts with large fixed costs and low marginal costs are like-
ly to have average costs declining over a significant range 
of their output. The standard textbook analysis argues 
that allowing more than one firm in such an industry risks 
wasteful duplication of fixed costs, but that restricting 
the market to a single firm enables the firm to charge in-
efficiently high monopoly prices. Thus the question arises: 
what is the efficient pricing rule in these circumstances?

Prior to Coase’s (1946a) paper, a standard response was 
that the firm should set its output price equal to its mar-
ginal cost (see, for example, Hotelling 1938). In this way, it 
was argued, consumers would consume up to the point 
where incremental willingness to pay equalled incre-
mental opportunity cost, ensuring an efficient allocation 
of resources. To the extent that this scheme produced an 
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economic loss for the firm, the government could provide 
an offsetting subsidy.

Coase’s analysis demonstrated that this policy recom-
mendation was highly inadequate as a matter of theory, 
and that it could lead to economically damaging results 
in practice (see also Coase 1947a, 1970b). His main argu-
ment is illustrated diagrammatically in Figure 1, which 
features a single firm with a constant marginal cost curve, 
everywhere declining average costs (due to the presence of 
large fixed costs) and a downward-sloping demand curve 
(which reflects social marginal benefits). In this example, 
the marginal cost pricing rule produces a quantity equal 
to Q*. Gross social benefits are equal to the entire area 

Figure 1	 Marginal cost pricing can produce a socially inefficient 
outcome
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beneath the demand curve, whereas gross social costs are 
equal to the rectangle AC(Q*) × Q*, which exceeds benefits 
by the shaded triangle. Note that applying the marginal 
cost pricing rule here produces a sizeable social loss, equal 
in magnitude to the size of the consumer surplus. Note 
also that the average cost pricing rule is of no assistance ei-
ther: since the average cost curve does not cut the demand 
curve, there is no average cost pricing rule that will cover 
costs.

The reason for these two outcomes in this particular 
example is straightforward: in Figure 1 it is simply uneco-
nomic to produce the good, with total costs exceeding total 
benefits at all levels of production. The efficient outcome is 
zero production, but under both marginal cost pricing and 
average cost pricing there is not enough information for 
a government agency to compare total willingness to pay 
with total costs. As Coase later argued in a response to one 
of his critics (Coase 1947: 150):

If the Hotelling–Lerner solution is adopted, there is only 
one way out of this difficulty. This is for the State to de-
cide whether or not each consumer should be supplied 
with the particular good concerned. This would be done 
by estimating whether or not each consumer would be 
willing to pay an amount equal to the total cost of sup-
plying him, if he was called upon to do so. I argued that 
no Government could estimate individual demands 
accurately; that if all pricing were on a marginal-cost 
basis, there would be less information available by which 
such an estimate could be made; and that the incentive 
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to correct forecasting would be diminished if there were 
no subsequent market test of whether such estimates of 
individual demand were correct or not.

Coase proposed a straightforward solution to this prob-
lem in the form of a two-part tariff, which is well known to 
modern microeconomists. Under this pricing scheme the 
firm charges each consumer an access fee to cover its fixed 
costs, and a marginal price to cover incremental produc-
tion costs. Not only does this scheme have the advantage 
of allowing the firm to cover all of its costs; it also supplies 
the government with the information to encourage effi-
cient production choices at the extensive margin. Indeed, 
Coase noted that (ibid.: 151):

Simply to equate marginal cost and the marginal valu-
ation is not to determine, in conditions of decreasing 
average cost, whether the total supply should be under-
taken or not. The advantage of multi-part pricing is that 
consumers can be asked to pay an amount which is equal 
to ‘the total’ cost and therefore it is possible to discover 
whether consumers value the total supply at more than 
the total cost of supplying them.

The hold-up problem: implications for 
regulation
Coase recognised in ‘The nature of the firm’ that in a world 
of incomplete contracting, if firms make sunk, relation-
ship-specific capital investments there is a risk that the 
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‘hold-up’ or ‘holdout’ problem may arise. This occurs if, 
after such investments are made, circumstances change in 
an unanticipated way and one of the parties finds itself in a 
monopoly position and can act opportunistically, exploit-
ing the fact that the other firm cannot simply end the rela-
tionship and take its capital elsewhere. Such expropriation 
of specific investments can arise frequently in network in-
dustries (for example, in the telecommunications industry 
a downstream service provider may rely on an upstream 
network owner for access to an essential network facility 
(see, for example, Laffont and Tirole 2001: 75)). One possible 
consequence of the hold-up problem is inefficiently low in-
vestment: if, at the investment stage, the downstream firm 
anticipates that expropriation may be likely, it is less likely 
to make such an investment in the firm place.

Direct regulation of access prices and other contractual 
conditions has been proposed as a solution to the hold-up 
problem.2 Long-term contracts (quasi-vertical integration) 
or full vertical integration (a takeover or merger) are alter-
native, market-based solutions which are consistent with 
Coase’s transaction costs theory of the firm. However, if 
the upstream network owner also competes in the down-
stream retail market, this can lead to other problems.3

In neither case are transaction costs completely 
eliminated, but it is far from obvious that access regu-
lation (which can create a highly adversarial, litigious 

2	 For example, Australia implemented a national access regulatory regime 
in the mid 1990s.

3	 For a survey, see Armstrong and Sappington (2007).
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environment between parties) in practice leads to lower 
transaction costs.4 The belief that such hold-up problems 
are ubiquitous – let alone the theory itself is rarely ques-
tioned. One likely explanation is that there are some very 
good historical, real-world examples of hold-up problems 
that economists have been able to point to. Perhaps the 
most celebrated example is the acquisition of Fisher Body 
by General Motors in 1926, first analysed by Klein et al. 
(1978) (and which, incidentally, was published in the Jour-
nal of Law and Economics under Coase’s editorship).

The basic Fisher Body story has been outlined in 
Chapter 2. The view set out by Klein and colleagues was 
that the transaction took place because of concerns over 
relation-specific investments and contractual hold-up 
problems (Klein et al. 1978). However, in an important 
paper, Coase (2000) argued that the standard account was 
incorrect.5 In typical Coasean fashion he carefully traced 
the history of the Fisher–GM commercial relationship and 
noted that the standard account was wrong for several 
reasons, including the fact that the Fisher brothers (who 
controlled Fisher) were members of the board of directors 
of GM and were unlikely to have advocated the use of inef-
ficient production methods by Fisher Body.

Furthermore, Coase showed that Fisher did not locate 
its body plants far away from GM assembly plants. There 

4	 This point is made by Ergas (2009).

5	 Coase’s paper was accompanied in the same issue of the Journal of Law and 
Economics by two other papers which had independently come to the same 
conclusion. See Freeland (2000) and Casadesus-Masanell and Spulber 
(2000). 
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was no contractual hold-up: the prevailing view was 
implausible.

While this refutation of the canonical example of the 
hold-up theory in action in no way defeats the theoretical 
possibility of contractual hold-up leading to inefficiently 
low investments, it has important implications. First, ver-
tical integration may be motivated by a range of factors, 
and is not always implemented to eliminate hold-up prob-
lems. Secondly, and more importantly for the theory and 
practice of regulation, behaviour that appears superficial-
ly to resemble a hold-up problem may be nothing of the 
sort. Indeed, an upstream network owner may reject an 
offer from a downstream service provider simply because 
the terms of that offer would result in both a commercial-
ly unprofitable transaction for the network owner and a 
socially inefficient outcome – the two are not mutually 
exclusive. The main lesson of Coase’s analysis of the Fisher 
Body acquisition (a lesson which he had provided earlier in 
‘The lighthouse in economics’) is that economists should 
carefully check their facts before jumping to conclusions – 
advice that regulators would also do well to follow.

Regulation and industrial organisation of the 
communications industry

Private and public telecommunications networks – the 
internet, radio, television and fixed and mobile telephone 
networks constitute one of the ‘commanding heights’ of 
the modern economy. The economic and social impor-
tance of the ability of businesses and households to store 
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and access information (cloud computing), engage in 
ecommerce and send emails and upload and download 
products and services (apps) at fast speeds is difficult to 
overstate.

Modern regulatory economists frequently grapple 
with the problem of designing appropriate institutional 
arrangements to ensure that the value of network access, 
speeds, coverage and mobility reach their full potential. 
The sheer breadth and variety of economic issues associ-
ated with regulation is almost overwhelming, and includes 
problems associated with optimal spectrum management 
and the allocation of broadcasting licence fees; the regula-
tion of fixed and mobile network access and usage prices; 
the efficient rollout of new networks, technologies and 
user platforms; the interaction between various modes 
of delivering information (known today as ‘convergence’); 
the consequences of privatisation (or re-nationalisation) 
of public broadcasters and/or postal services; content and 
programming restrictions; and issues surrounding adver-
tising and freedom of speech.

Remarkably, Coase’s work spanned all of these issues 
and more. For example, he published a historical analysis 
of the British television industry in the 1950s (Coase 1954), 
while in the 1970s he developed an economic approach 
to advertising and free speech (Coase 1974a, 1977c) and 
published a detailed account and analysis of the practice 
and regulation of payola in the US (Coase 1979a). He also 
published a number of papers on the radio broadcasting 
industry in Great Britain and the United States, to which 
we now turn.
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The development of the radio broadcasting 
industry in Britain

Coase’s papers on British radio broadcasting were a formid-
able blend of regulatory analysis and economic history. His 
first paper (1947b) was a fascinating and detailed history of 
the development of the British Broadcasting Company, the 
private sector predecessor of what would in 1927 become 
the government-owned British Broadcasting Corporation 
(BBC). The early twentieth century was, as today, a time 
of rapid technological progress, innovation and entrepre-
neurship in the communications industry. Coase’s analysis 
showed that a number of factors (including the fact that 
the Marconi company owned most of the relevant wireless 
broadcasting patents) ultimately led to the development 
of a private monopoly in broadcasting in Great Britain. 
However, he concludes that the most important influence 
in the development of this monopoly was related to pub-
lic choice considerations: the Post Office simply wanted 
to deal with one broadcasting company instead of two or 
more, fearing that it would appear to be granting favours 
if it had to issue licences to multiple broadcasters. In other 
words, Coase argued that this monopoly was borne out of 
desire on the part of the Post Office for administrative and 
bureaucratic convenience.

Coase showed that the argument that the broadcasting 
monopoly in Britain was somehow good for the public on 
moral grounds using its ‘programme monopoly’ doctrine 
came much later, but that it had deleterious economic ef-
fects. In his 1948 paper he traced the history of the wire 
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broadcasting industry in Great Britain from its private 
sector beginnings in 1924 to the British Government’s 
release of its White Paper on Broadcasting Policy in 1946 
(Coase 1948). Coase concluded that the monopoly enjoyed 
by the British Broadcasting Company (whose wireless 
service would have been forced to compete directly with 
wire broadcasting) had an important negative influence 
on this new industry. In particular, the BBC’s ability to 
lobby for restrictions on the private sector’s development 
of wire relay exchanges over the period had negative effect. 
The nationalised BBC was aided and abetted by the British 
Post Office, which placed heavy restrictions on the issue 
of wire relay exchange licences. Coase showed how the 
BBC’s efforts to protect its programme monopoly on moral 
grounds (the argument that domestic and foreign wire 
broadcasts could have had a corrupting influence upon 
the British public) were ultimately more successful than 
any economic argument derived from economic theory.

The allocation of radio frequency spectrum in 
the United States

One of Coase’s better-known contributions is his detailed 
history of the US Federal Communications Commission 
(Coase 1959). Much of the analysis in this paper would form 
the basis of arguments that also appeared in ‘The problem 
of social cost’, which appeared soon afterwards.

After providing his usual comprehensive historical and 
political overview (in this case, of how the FCC was formed), 
Coase analysed the way in which it regulated the radio 
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frequency spectrum and found the existing system sadly 
wanting. Coase’s economic critique stemmed from what 
he regarded as the flawed way in which policymakers had 
conceptualised regulation in this important area. While 
conceding that questions of anti-competitive behaviour, 
the regulation of potentially monopolistic broadcasters 
and control of programme content were important, Coase 
argued that these were conceptually separate from the 
narrow economic issue of how licences should be allocated.

For Coase, the questions faced by policymakers re-
garding the management of radio frequency spectrum 
were essentially questions regarding the allocation, clar-
ification and enforcement of private property rights in a 
scarce resource. His main proposal for reform was that 
instead of issuing licences for free (which Coase, antici-
pating the modern theory of rent seeking, argued would 
create incentives for lobbying and corruption) the US 
government should auction spectrum rights to the high-
est bidder and allow those property rights to be traded 
between broadcasting firms. Coase argued, as he would 
later demonstrate in more detail in ‘The problem of so-
cial cost’, that this would result in an efficient allocation 
of spectrum, with the scarce resource moving from low-
valued to high-valued uses. Moreover, assuming that the 
costs of private bargaining were sufficiently low, issues 
that arose around conflicting or overlapping spectrum 
rights (where one broadcaster might broadcast on a fre-
quency that interfered with another’s signal) could be 
readily dealt with by negotiation between firms, rather 
than requiring heavy-handed regulation by government 
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agencies. Crucially, Coase further argued that government 
bureaucracies (such as emergency services) should also 
be forced to pay for spectrum, as this would encourage a 
more rigorous assessment of incremental social costs and 
benefits of alternative methods of achieving similar policy 
goals.

These ideas were nothing short of revolutionary at the 
time, a fact which Coase’s article ably demonstrated along 
the way, as he set out a depressingly large number of quota-
tions from public officials and other commentators who 
either didn’t understand the basic economics of markets, 
or who opposed them outright on political and ideological 
grounds. As Coase would later point out (Coase 1965: 162):

As we all know, scarce resources are normally allocated 
in the United States by means of the pricing mechanism 
and a price emerges which is sufficiently high to reduce 
demand to equal the available supply. The question is: 
why isn’t this done in the case of the radio frequency 
spectrum? The answer, extraordinary though it may 
seem, is that the possibility of using the pricing mecha-
nism is something which never occurs to those respon-
sible for policy concerning the use of the radio frequency 
spectrum.

Despite early scepticism and opposition these mar-
ket-based proposals gradually caught on in the commu-
nications industry and elsewhere. Today the notion that 
the government should simply establish or clarify private 
property rights where none previously existed, auction off 
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these rights and then enforce voluntary contractual agree-
ments to exchange these rights – but otherwise engage in 
light-handed regulation – forms the basis of a significant 
number of modern regulatory policies, including spec-
trum auctions, tradeable fishing quotas, hunting licences 
and emissions trading schemes.

Conclusion

This chapter has reviewed Coase’s work on industrial 
organisation and regulation. As I have noted elsewhere 
(Robson 2014), his writings tended to pay careful attention 
to institutional arrangements and historical details such 
as legal rules and property rights, and his analyses are al-
most always motivated by ‘real world’ commercial issues 
or policy questions. These characteristics are certainly ap-
parent in the publications surveyed in the present chapter. 
They are also evident in the Journal of Law and Economics. 
Coase served as the editor of this journal for 18 years, 
beginning in 1964. During this period the Journal of Law 
and Economics established itself not only as a distinct and 
prestigious academic journal, but also helped to create 
and maintain momentum in what was then a very young 
new field of study: law and economics.

Under Coase’s editorship the Journal of Law and Eco-
nomics published a number of important papers in in-
dustrial organisation and regulation, including valuable 
contributions to the theory of predatory pricing and collu-
sion, as well as utility regulation and antitrust. To take just 
one well-known example, the journal published Harold 
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Demsetz’s classic article ‘Why regulate utilities?’, in which 
Demsetz argued that instead of directly regulating the 
prices of natural monopolies using standard mechanisms 
like average cost pricing rules, governments could instead 
create competition for the market by inviting firms to bid 
for customers, where the bids would involve prices and 
other contractual terms (Demsetz 1968b). This approach 
was to later become ‘the dominant approach to the mod-
ern theory of regulation’.6

It is appropriate to close this chapter with a quote from 
Coase’s colleagues on the occasion of his resignation from 
the journal’s editorship. They wrote that (Landes et al. 1983: 
iii):

Coase was the editor as intellectual leader. His editorship 
meant much more than managing the flow of manu-
scripts submitted to the Journal. He used it to nudge and 
influence economists, and lawyers with a strong interest 
in economics, to work on problems that Coase thought 
were both important and neglected. Coase sought 
out and encouraged faculty members at Chicago and 
elsewhere to examine how particular markets actually 
worked, what factors determined the types of transac-
tions and contracts that parties entered into, and the role 
of laws and legal institutions in shaping markets. Coase 
recognized that encouragement would be insufficient. As 
a strong believer in the power of self-interest, he offered 

6	 See Demsetz’s entry at the American Economic Association website: 
https://www.aeaweb.org/honors_awards/bios/Harold_Demsetz.php 

https://www.aeaweb.org/honors_awards/bios/Harold_Demsetz.php
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the prospect of publication in the Journal. He prodded 
authors to finish their papers, he commented extensively 
on drafts, he urged authors to make the papers readable. 
Coase’s efforts resulted in a distinctive journal.

The qualities that Coase brought to his editorship of the 
Journal of Law and Economics were the same as those that 
he had displayed throughout his academic career. There 
will never be another economist like him.
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5	 COASE ON PROPERTY RIGHTS 
AND THE POLITICAL ECONOMY OF 
ENVIRONMENTAL PROTECTION

Mark Pennington

Introduction

The relationship between Ronald Coase’s ideas and those 
who study the allocation of environmental resources 
on a professional basis is a perplexing one. On the one 
hand his seminal article ‘The problem of social cost’ 
(Coase 1960) is one of the most widely cited works in en-
vironmental political economy.1 On the other, however, 
Coasian ideas are routinely ignored in discussions of 
environmental problems because they are deemed unre-
alistic. ‘Interesting, but irrelevant’ would probably be an 
accurate description of the way that the vast majority of 
environmental policy analysts see Coase’s work. Others 
question the ethical foundations of the key Coasian idea 

1	 Google Scholar currently registers over 25,500 citations to ‘The problem of 
social cost’, whereas A. C. Pigou’s arguably more influential ‘The economics 
of welfare’, first published in 1920, has just over 9,000 citations. The higher 
figures for Coase here may reflect the influence of his work in fields outside 
of economics – and especially in the domain of legal studies predominantly 
in the US. 

COASE AND 
ENVIRONMENTAL 
PROTECTION
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that environmental values should be brought within the 
scope of market exchange, preferring instead a greater 
reliance on democratic deliberation and ‘command 
and control’ regulation. It will be my contention in this 
chapter that both the practical and ethical objections to 
Coase’s perspective are misguided. Far from unrealistic, 
Coasian analysis suggests a highly pragmatic case for a 
greater, though by no means exclusive, reliance on mar-
ket processes and the specification of private property 
rights, as the best way to tackle environmental issues. 
Far from being unethical, Coasian arguments point to-
wards the importance of moral pluralism, and respect for 
individual differences, in the process of environmental 
valuation.

In order to explicate these points, my analysis is divided 
into three sections. The first sets out the core Coasian idea 
that externalities are ‘reciprocal’ in nature and examines 
how the specification of property rights can help to reduce 
resource use conflicts by facilitating a process of con-
tractual bargaining. It highlights the critique of Pigovian 
welfare economics and outlines the case for the compar-
ative transaction costs approach to environmental policy 
that flows from Coasian analysis. The second section uses 
a loosely Coasian framework to categorise different sorts 
of environmental issue with respect to the character of 
the transaction costs problem they may engender and the 
scope for the development of environmental markets. The 
third and final section considers and rebuts some of the 
primary ethical objections levelled against the Coasian 
approach.
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Coase on the problem of social cost

Many discussions of environmental problems pertaining 
to habitat destruction or pollution of various kinds pro-
ceed from the implicit assumption that all environmental 
damage is inherently ‘bad’ and are apt to depict the struc-
ture of these problems as reflecting the struggle between a 
‘perpetrator’ and ‘victim’ of this damage. A little reflection, 
however, reveals that this analysis may not always be ap-
propriate. Those who pollute or damage the environment 
may not typically do so for the sake of ‘imposing costs’ on 
their ‘victims’ but because the activities concerned may 
be necessary to generate benefits that people in general 
also value. Pristine ecological conditions may be associ-
ated with human lives that are impoverished, with few 
opportunities for travel, low living standards, limited or 
non-existent access to health care and modern drugs, and 
low life expectancy. Decisions to protect habitats and to 
reduce or eliminate pollution, therefore, need to account 
for the benefits that may be lost as a consequence of such 
decisions. We should not then necessarily see ‘polluters’ 
as the only agents seeking to ‘impose costs’ and those 
demanding protection from environmental damages as 
the only potential ‘victims’. This recognition that what en-
vironmental economists call ‘externalities’ are a ‘double-
sided’ or ‘reciprocal’ phenomenon is a fundamental insight 
of Ronald Coase’s work. As he explained (1960: 2):

The question is commonly thought of as one in which A 
inflicts harm on B and what has to be decided is: how 
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should we restrain A? … The real question that has to be 
decided is: should A be allowed to harm B or should B be 
allowed to harm A?

Though Coase deals with ‘externality’ issues, his semi-
nal ‘The problem of social cost’ does not use the term. For 
Coase, natural resource and environmental protection 
problems typically arise when there are diverse and often 
competing demands for the use of environmental assets 
and when there is a need to balance these conflicting inter-
ests. Whether an actor or group of actors is the ‘victim’ or 
‘perpetrator’ of an ‘externality’ is fundamentally a question 
of who has the rights to engage in the activity concerned 
and if they wish to trade such rights for compensation. If 
property rights reside with those wishing to preserve hab-
itat or clean air then those wishing to use these assets can 
offer to pay compensation to the relevant owners for any 
damages that may result. Whether the owners accept these 
terms will depend on their assessment of how the losses 
of value with respect to anticipated property values and 
benefits such as peace, tranquillity, cleanliness, etc., com-
pare to the monetary compensation on offer. The extent, to 
which those who wish to engage in ‘damage’ are willing 
to offer compensation meanwhile, will be proportionate 
to their production costs and the benefits they expect to 
derive from the customers who buy their products. Similar 
calculations will be considered if property rights reside 
with ‘polluters’ and it is those with a preference for en-
vironmental protection who must compensate the agents 
concerned for agreeing ‘not to pollute’. If rights to use 
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different aspects of the environment are specified in this 
way then strictly speaking externalities do not exist. Or, if 
problems arise, they can be tackled via the usual processes 
of tort law through injunctions against transgressors.

It was recognition of the reciprocal nature of external-
ities, and appreciation for the manner in which private 
bargaining might determine the trade-offs between en-
vironmental protection and other objectives, that led to 
Coase’s critique of the then (and still) dominant Pigovian 
approach to environmental problems. According to the 
Pigovian view (Pigou 1920), the divergence between pri-
vate and social costs owing to the unaccounted externali-
ties that may occur in a free market created a strong prima 
facie case for government intervention in the form of taxes 
to discourage environmental pollution or subsidies to 
encourage resource conservation. For Coase, however, if 
property rights to assets have been specified then there 
is in fact no divergence between private and social costs 
because all relevant costs and benefits will be accounted 
for in the bargains struck between different rights hold-
ers – resort to Pigovian taxes or subsidies is thus wholly 
unnecessary. However the initial rights are assigned, the 
processes of private negotiation in the market will ensure 
that the rights move towards those who value them most. 
As Coase explained in his Nobel acceptance speech, dis-
cussing ‘The problem of social cost’ (Coase 1992):

What I showed in that article … was that in a regime of 
zero transaction costs, an assumption of standard eco-
nomic theory, negotiations between the parties would 
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lead to those arrangements being made which would 
maximise wealth and this irrespective of the initial as-
signment of rights …

For Coase, therefore, the existence of any unaccounted 
costs and benefits in ‘real world’ conditions must reflect 
that transaction costs are not in fact zero and that markets 
for the relevant goods are ‘incomplete’. When the courts 
assign rights and liabilities in a context of positive trans-
action costs, then there is no inherent tendency for a wel-
fare-maximising result to emerge, because the existence of 
these costs may block potentially beneficial exchanges be-
tween the respective parties. Transaction costs are those 
costs associated with the definition and enforcement of 
property rights and of negotiating contracts – costs which 
may be high in the case of environmental assets that are 
often associated with problems of ‘non-excludability’ or 
‘public good’ characteristics (Anderson and Libecap 2014).

The recognition that environmental problems are a 
consequence of positive transaction costs is perhaps the 
central Coasian insight, yet strangely enough this very 
idea has often led to the dismissal of Coasian policy ideas. 
According to a common characterisation (for example, Kel-
man 1987; Stiglitz 1994), the Coase theorem (see Chapter 2) 
offers an ideological apologia for a laissez-faire or free-mar-
ket approach to environmental protection, rooted in the 
assumptions of neo-classical equilibrium theorising that 
simply cannot be reflected in the real world. The implica-
tion is that Pigovian taxes and subsidies or even direct reg-
ulation or control of economic activity by the state are the 
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only realistic possibilities for environmental management. 
Yet, far from being impractical or ideological, the purpose 
of Coase’s analysis was to highlight the policy implications 
that flow from recognising the significance of transaction 
costs. Imperfections or frictions in markets may result in 
less than optimal outcomes – but these imperfections or 
frictions exist under any institutional alternative which in-
volves direct government intervention. Deciding whether 
to rely on one mechanism or another requires a compara-
tive institutions approach which considers the extent of the 
likely transaction costs under different types of ‘solution’. 
Within this context, Coase identifies four mechanisms 
for approaching externalities: (i) relying on individual 
bargaining within a process of market-based negotiation; 
(ii) internalising externalities by bringing decisions within 
the structures of pooled decision structures such as firms 
or other private corporate bodies; (iii) direct government 
regulation, with the state acting as a ‘super-firm’ which 
imposes prices or regulations via administrative fiat; 
(iv) doing nothing.

In view of the variety of options that Coase highlights 
it is often those who oppose markets and private sector 
solutions (options (i) and (ii) in the above typology) that 
are guilty of an excessively ideological approach. Having 
noted that transaction costs may prevent the emergence 
of fully efficient markets, there is often an assumption 
that a state-centric alternative is immune from the very 
same costs. ‘Real world’ governments, however, face pos-
itive transaction costs as much as real-world private de-
cision-makers and indeed, in many though by no means 
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all instances the transaction costs that face imperfect 
governments may be higher than those involved in the 
private sector. Absent the profit-and-loss signals to which 
individuals and firms have access in markets, decisions 
by the state to impose taxes, subsidies or regulations are 
not subject to any obvious feedback mechanism that can 
weed out erroneous interventions and lead over time to an 
improved set of decisions.

Insofar as politicians and regulators are subject to 
feedback mechanisms, these are derived from political 
bargaining. But these processes are subject to high ne-
gotiation costs and problems of non-excludability which 
can introduce significant bias into decision-making. To 
achieve benefits from political activity requires collective 
action, but the larger the numbers that might benefit or 
bear the costs from such action, the greater the incentives 
to act as free riders on the non-excludable good of success-
ful political lobbying. Policies that concentrate benefits 
on a relatively small number of actors may attract well-
organised lobbies that face lower costs of monitoring and 
disciplining free riders. By contrast, measures that diffuse 
benefits across large groups may not bring forth organised 
support proportionate to the numbers affected, owing 
to the higher costs of controlling free-rider behaviour in 
large-number situations (Olson 2000).

While the Coasian approach offers no panacea for en-
vironmental conflicts, it is true that Coase’s own policy 
preferences were weighted towards a greater reliance on 
markets and property rights than is typically the case. 
However, this preference arose not from assumptions 
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about zero transaction costs but from a ‘real world’ com-
parison of these costs in different settings. In many cases 
it is the intellectual dominance of the belief that markets 
cannot work that has locked in institutions which prohibit 
the emergence of private, contractual solutions. In addi-
tion, it was Coase’s sensitivity to the importance of trans-
action costs that led him to recognise that both ‘market 
failures’ and ‘government failures’ may be so extensive 
that ‘doing nothing’ may sometimes be the best that can 
be hoped for because ‘it will … commonly be the case’ that 
the costs of allowing an externality to persist may be less 
than the costs of trying to enforce private property rights 
or governmental regulations (1960: 18).

In what follows I offer a loosely ‘comparative institu-
tions’ analysis to consider the prospects for solutions to 
a variety of environmental problems drawing on Coasian 
reasoning. The subsequent section responds to some of 
the ethical objections that have been raised against the 
perspective.

Coasian analysis and the scope for 
environmental markets

‘Easy’ problems

Although transaction costs arise in the context of most 
markets for environmental goods these costs tend to be at 
their lowest in the case of land-based issues such as the 
management of forests, mineral extraction rights, and 
wild game conservation, which can be subject to various 
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fencing technologies. Other stationary resources, such as 
oyster beds and water-based assets such as rivers and in-
shore fisheries that are excludable with existing technology 
also exhibit relatively lower bargaining and enforcement 
costs. Although in many cases such assets are amenable 
to private ownership of one form or another, the political/
ideological framework often prevents the development of 
environmental markets even where they have considerable 
potential to improve resource allocation. Prices can work 
to signal the demand for environmental quality and com-
municate the scope for mutually advantageous exchanges. 
By contrast, when governments own assets or regulate dir-
ectly the terms on which they can be used, incentives often 
weigh against a proper consideration of relevant costs. On 
the one hand, without private property rights bureaucrat-
ic managers lack strong rights of residual claimancy which 
would enable them to weigh the costs and benefits of al-
ternative uses and to face the costs of the trade-offs they 
make. On the other, the bureaucratic process is frequently 
subject to the vagaries of political lobbying which tends to 
favour concentrated and highly visible interest groups to 
the detriment of less organised taxpayers and consumers.

The contrasting performance of private and public 
resource management regimes is well illustrated with 
the case of river management. Evidence suggests that 
where private property arrangements have been allowed 
to emerge, there have been considerable improvements 
in terms of the maintenance of fish stocks and the reduc-
tion of pollution. In Britain, for example, private fishing 
rights to rivers are widespread and an extensive angling 
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market has developed. Riparian owners are able to charge 
angling clubs for the right to fish and in some cases clubs 
have purchased stretches of the rivers themselves. In turn, 
the prices generated in such markets have provided an 
important way of communicating environmental values 

– signalling to owners the demand for well-stocked and 
clean water. As a consequence, from a position in the 1950s 
where trout and salmon fishing was the preserve of an elite 
few, by the early 1990s such opportunities had become 
readily available in and around most British towns. Cor-
respondingly, there have been substantial improvements 
in water quality with owners, such as the Anglers Cooper-
ative Association,2 taking successful legal actions against 
instances of non-contracted pollution (on this see Bate 
2001). In the US, by contrast, the ‘public trust’ doctrine 
has in many states often forbidden the private ownership 
of water rights and has thus thwarted the development of 
markets. The resulting command-and-control approach 
to river management has continued to be reflected in 
periodic overfishing and relatively poor water standards 
(Anderson and Leal 2001).

The differential results that have emerged in the context 
of contrasting regimes for the management of wild game 
further illustrate the potential of property rights solutions 
to improve outcomes and to internalise external costs. In 
a context where people cannot capture the benefits from 
conserving wild game, there are then few incentives for 
them to reduce activities such as poaching and habitat 

2	 Now known as Fish Legal.
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destruction. By contrast, where property rights enable 
people to capture the gains – and to face the losses – of their 
resource management decisions, they are more likely to 
consider the benefits of resource conservation than would 
otherwise be the case. Within this context, elephant popu-
lations have grown significantly in countries such as Bot-
swana, which have allowed individuals and tribal groups 
to establish ownership rights to herds and to participate 
in the legal ivory trade or to receive revenues from tourists 
participating in various eco-tourism schemes. Elsewhere 
in Africa, however, where the state has retained ownership 
rights via national parks and where international treaties 
have banned the trade in ivory and other wild game prod-
ucts, the population has failed to recover from decades of 
rampant poaching. Though there is some evidence that the 
elephant population has started to recover following more 
rigorous internationally funded efforts to enforce the ban 
on ivory trading, these achievements pale in comparison 
to the results where property rights have been established 
(ibid.: Chapter 6).

‘Middle-range’ problems

Though many environmental assets are more amenable 
to allocation via bargaining in markets than is commonly 
recognised, in other cases the extent of the transaction 
costs problems involved in defining and in enforcing 
property rights reduces the scope for bargaining between 
individual agents. This can be a particular problem where 
there are relatively large numbers of affected parties and 
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where external effects occur across a large territorial scale. 
In these contexts, however, decentralised and private 
solutions are still possible through the creation of ‘firm-
like’ structures, which can reduce bargaining costs by 
imposing rules to which the members of ‘the firm’ must 
subscribe – and which exist in a meta-level environment 
of competition between different hierarchical structures. 
Just as conventional business firms can reduce the trans-
action costs involved in monitoring production processes 
based on ‘spot-contracts’, so people can pool property 
rights so as to reduce the costs of individual bargaining 
by ceding control to a private, but collective, organisation 
that internalises costs by developing rules at the relevant 
territorial scale. Within this context, the ‘common prop-
erty regimes’ discussed by Elinor Ostrom provide a useful 
illustration of the kind of institutional innovations that 
are likely to emerge to deal with such problems. In the case 
of managing river catchments Ostrom shows that success-
ful governance structures have often arisen in ‘nested ar-
rangements’ where relatively small groups of water users 
at the level of individual water basins have created associ-
ations to manage intra-basin issues, but where these have 
‘contracted up’ to form higher-level associations to address 
inter-basin externalities (Ostrom 1990: Chapter 5).

Ostrom’s work suggests that many resource conflicts 
may be dealt with effectively through the bottom-up emer-
gence of rules, but that the potential for such institutional 
innovations is often thwarted by government actions 
which impose regulation from above. In cases such as the 
European Union Common Fisheries Policy, for example, 
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a one-size-fits-all approach has superseded the efforts of 
private fishing associations that had previously developed 
their own rules to manage stocks. In these cases, central 
regulation frequently suffers from higher transaction costs 
than the relatively more decentralised structures it has 
replaced. In particular, there are huge enforcement costs 
and principal–agent problems created where fisherman 
have little personal incentive to adhere to rules developed 
by regulators whose livelihood is not significantly affected 
by the decisions taken. In this instance, it is the determi-
nation to treat the entire fishery as a common asset rather 
than a separable resource that raises the costs of coming 
to an effective solution. If associations of fishermen were 
allowed greater scope to enforce exclusion rights to par-
ticular parts of the fishery such that they could profit dir-
ectly from managing stocks effectively themselves – or sell 
the rights to outsiders – then incentives would be better 
aligned and transaction costs, though still positive, could 
be reduced.

‘Tougher’/ ‘insoluble’ problems

Though the analysis presented thus far has highlighted 
cases where there are grounds to favour decentralised 
non-state solutions, the Coasian perspective does not 
rule out a role for the state. Rather, it urges that atten-
tion is paid to comparing the transaction costs involved 
under different institutional arrangements. Thus, govern-
ment can have an important role to play in reducing the 
transaction costs that face private agents by providing for 
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effective enforcement against property rights violations 
and allowing for clear and transparent processes of dis-
pute resolution where an ownership claim is contested. 
State action may also help to facilitate the emergence of 
private solutions by laying down the terms by which pri-
vate agents can acquire ownership rights to resources that 
have been held in an ‘open access’ situation.

Outside of these cases, however, there may also be a 
role for more direct state regulation where private bar-
gaining is too costly and where ‘firm-like’ structures can-
not emerge on a sufficient scale to internalise the relevant 
environmental costs. This is especially likely to be so in 
cases of regional, national or international air pollution 
problems. In some instances state agencies themselves 
may engage in acts of bargaining with other such bodies to 
internalise costs or states may ‘contract-up’ decision-mak-
ing responsibilities to an overarching agency or treaty that 
devises and monitors a set of rules at the supra-national 
scale – such as those enforced in the Treaty of the Rhine.3

To recognise the scope for state action in these situa-
tions, however, should not be taken as an endorsement of 
state action whenever and wherever a more decentralised 
or private alternative is unavailable. Though state action 
may be desirable in some circumstances, it may also be 
the case that when the transactions costs involved in state 
solutions are factored in that ‘doing nothing’ – and thus 

3	 The Convention on the Protection of the Rhine, which came into force in 
1998, was signed by Switzerland, Germany, France, Luxembourg, the Neth-
erlands and the EU. It reinforces earlier cooperation towards the sustain-
able development of the Rhine ecosystem.
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failing to internalise the externality – may be the best 
available option.

Consider the case of anthropogenic climate change. 
This represents a problem where there is no private market 
solution and, given the global trans-boundary character 
of carbon dioxide and other greenhouse gases, and the 
difficulty of identifying individual polluters, inter-juris-
dictional bargaining between states may also face insur-
mountable barriers. On the face of it, therefore, a strong 
theoretical case might be made for the creation of a global 
governance mechanism that could implement and enforce 
a global carbon tax or an emissions trading regime. Before 
supporting such an argument, however, it is crucial to 
consider the transaction costs that would be involved in 
operating such an arrangement.

First, there would be huge monitoring costs facing such 
an authority in seeking to discover whether its own regu-
lations are being enforced – and significant enforcement 
costs in imposing fines and sanctions against recalcitrant 
nations. Second and perhaps more important, there would 
be an unprecedented principal–agent problem in holding 
the authority itself to account should it abuse its powers 
or be captured by particular interests seeking to impose 
costs on others. Early results from the European Union 
emissions trading system, for example, suggest that it has 
failed to reduce emissions while producing higher prices 
for consumers and conferring anti-competitive benefits 
to incumbent energy firms (Helm 2010). Given the diffi-
culties that voters face in holding to account existing re-
gional and international structures such as the European 
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Union, the costs they would face in controlling global level 
structures may well be insurmountable. We cannot draw 
an unequivocal conclusion on this front, but at the very 
least on Coasian comparative institutions grounds there 
is no clear-cut case to suppose that the costs associated 
with ‘doing nothing’ and relying primarily on adaptation 
and national mitigation strategies to climate change are 
likely to be any worse than those resulting from imposing 
a costly transnational ‘cure’.

Ethical objections to the extension of 
environmental markets

Though the economic case for extending, where possible, the 
role of property rights and market solutions to environmen-
tal resource conflicts is a powerful one, the lack of appreci-
ation for the comparative transaction costs approach is by 
no means the only reason why the Coasian perspective has 
not had greater policy impact. An equally important reason 
underlying resistance to environmental markets arises 
from ethical claims that the nature of environmental goods 
is such that they should not be subject to bargaining proce-
dures or to analyses in terms of transactions costs. Accord-
ing to this view, willingness to pay and bargaining are inva-
lid forms of decision-making in the context of goods which 
reflect moral and ethical values – and many environmental 
goods are deemed to reflect such values (Anderson 1990). 
The use of a common denominator such as money is judged 
to be inappropriate where there are potentially incommen-
surable moral ends involved and where the aggregation 
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of conflicting values into a ‘social welfare function’ is im-
possible. Markets are said to undermine non-commercial 
values by encouraging people to see goods which are traded 
as ‘mere commodities’. Just as one may devalue friendship if 
one tries to buy it, so on this view we devalue the non-mate-
rial values associated with environmental protection if we 
subject them to contractual bargaining. Instead of trying 
to commodify environmental values therefore, resource use 
conflicts should be matters for democratic deliberation by 
the political community.

A related objection (see, for example, Barry 1999; Dry-
zek 1987) contends that market-based approaches take 
the preferences which form the context for environmental 
resource conflicts as ‘given’ and ignore the possibility that 
people may have their preferences educated and trans-
formed in a more environmentally sensitive direction 
through the processes of public debate. Such debate should 
be relied upon to arrive at a considered moral judgement 
in which values accord with the common good of the com-
munity – and once these values have been decided they 
should be enforced by command-and-control regulation 
that reflects an agreed conception of ‘right’ and ‘wrong’ 
rather than as commodities that can acquire a market 
price. In the same way that it is considered inappropriate 
to judge the merits of rival scientific theories according to 
willingness-to-pay criteria, so decisions pertaining to the 
ethical status of environmental goods should not be deter-
mined by monetary bargaining.

A further ethical objection to environmental markets 
is a distributional one. The Coase theorem suggests that 
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decision rights will flow to those who value them most 
highly irrespective of the initial allocation of rights, but 
this neglects the fact that the distribution of income will 
be affected by the initial assignment of rights since this 
determines who must compensate whom. Failure to pay 
attention to the distributional dimension can lead to re-
gressive consequences, such as the prospect of relatively 
poor people having to pay relatively wealthier corporate 
shareholders not to pollute, or of relatively poor environ-
mentalists having to bid directly in markets to prevent 
logging companies from cutting forests. Even where it is 
the relatively poor who are granted the initial property 
rights there is a concern that they will be prone to ‘sell too 
cheaply’ since their relative poverty is likely to mean that 
lower-income people will place less weight on environ-
mental protection issues than they will on more materially 
focused concerns.

Though these ethical objections to Coasian analysis 
and to environmental markets are frequently made, they 
are at root misguided and it is unfortunate that few econo-
mists including Coase himself have rebutted them directly. 
The first point that should be made here is that the case 
for a greater reliance on market prices makes no claims 
about the possibility of aggregating preferences into a 
utilitarian social welfare function. Though Coase spoke of 
‘wealth maximisation’ as arising from a context of private 
bargaining, it is important to specify what this means.

The generation of prices in a market for goods, environ-
mental or otherwise, enables people to spot opportuni-
ties for mutually advantageous exchange and facilitates 
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mutual adjustment among those pursuing a diversity 
of different and perhaps incommensurable goals. These 
adjustments help to reduce imbalances between the sup-
ply and demand of particular goods and to increase the 
possibility that people in general have the possibility of 
achieving their separate ends – whatever these ends may be. 
There is therefore no implication that one can determine 
whether the ‘environmental costs’ of a particular decision 
are outweighed by the ‘economic benefits’ to ‘society’ and 
that market prices somehow tell us what these benefits 
and costs ‘to society’ actually are because no such social 
welfare function exists. On the contrary, the entire point 
of allowing markets and of specifying property rights is to 
enable, as far as possible, individuals to reflect their own 
subjective environmental valuations and not to have these 
decisions made according to the calculations of planners 
and bureaucrats or by majorities of other citizens. Just 
as one may refuse to sell the family home to the highest 
bidder because of personal identity or history, so a prop-
erty right to a stretch of forest or a waterway would allow 
individuals not to sell extraction rights if the monetary 
gains offered are judged inappropriate to the attachments 
concerned. Thus, the suggestion that allowing something 
to be bought and sold in a market devalues or undermines 
non-commercial values is false. If it were accurate, it would 
imply that being allowed to buy and sell a home makes it 
impossible to see the place that one lives in as anything 
more than a ‘mere commodity’. Yet, the fact that some 
people never sell the family home, or if they need to do so 
because of more pressing priorities they often feel a sense 
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of great loss, demonstrates that being able to buy and sell 
an asset need not reduce or ‘crowd out’ recognition of 
non-commercial values.

Crucially, decisions over environmental protection 
matters are not like scientific truths that can be judged 
right or wrong on the basis of reasoned argument, and it 
is precisely the different subjective weightings that people 
may place on environmental objectives relative to other 
valuable ends that may give rise to prices reflecting what 
the marginal buyer is willing to give up to secure the good 
concerned. Money is a medium of exchange between indi-
viduals not a measure of ‘social value’. The choice therefore 
is not between ‘commodified’ and ‘non-commodified’ 
forms of environmental valuation but between those that 
rely on voluntary agreement and those that rely on the co-
ercive imposition of a particular scale of values – coercion 
exercised either by planners and regulators or by majori-
ties of other citizens.

Seen in this light, the argument that public delibera-
tion should be preferred to property rights and markets 
must be recognised for what it is – the illiberal notion that 
individual valuations of environmental goods should be 
superseded by those of ‘the community’. Of course, insofar 
as environmental goods are indivisible goods, then resort 
to collective, majoritarian decision-making may be the 
only viable option. As has already been noted, however, 
many environmental goods though they have ‘publicness’ 
characteristics can be supplied on a private or decentral-
ised basis. It is not clear, therefore, why these goods should 
not be allocated by mechanisms that allow individuals to 
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choose their own preferred level of environmental protec-
tion – by buying and selling particular assets or moving 
into jurisdictions which offer different levels of environ-
mental quality.

The suggestion that preferences are not ‘given’ and 
can be shaped towards more environmentally beneficial 
outcomes by the process of public debate should also be 
challenged – on two grounds. First, it seems to imply that 
preferences should be ‘shaped’ towards the outcomes that 
the more environmentally conscious might prefer – a 
suggestion which should not sit well with any society that 
claims to stand for moral and evaluational diversity. And 
second, it assumes that, if placing a greater weight on 
environmental protection is indeed desirable, this may 
best be achieved under collective or democratic processes. 
On the contrary, the expression of alternative lifestyles is 
more likely to be facilitated in a context that allows people 
the greatest possible scope for minorities to take decisions 
without requiring the permission of large numbers of other 
citizens – and this is precisely what secure private prop-
erty rights allow for. It is because property rights enable 
minority individuals to stand out against the crowd and 
to live out their preferred ideals – rather than just talking 
about them – that more and more people may emulate 
such role models if and when the benefits of their lifestyle 
choices become more evident.

Objections to environmental markets which focus 
on social justice or distributional issues fare little better 
than those emphasising the supposedly deleterious conse-
quences of commodification. There are legitimate grounds 



Forever     Contemp    orary  : T he  E conomics   of Ronald    Coase

114

for dispute as to whether the achievement of social justice 
requires a focus on the fortunes of those on lower incomes 

– and if it does, whether improving their position is best 
achieved by direct redistribution. Nonetheless, assuming 
that one should focus on the fortunes of the least well off, 
the recognition that assigning property rights has distri-
butional consequences does not undermine far the case for 
markets. It would seem to imply, though, that when ‘priva-
tisation’ occurs it should do so in a way that is sensitive to 
these distributional effects. This might require for example 
that, when the state divests itself of environmental assets 
instead of auctioning decision rights to the highest bidder, 
rights should be assigned in a way which will advantage 
the relatively poor. Offering preferential terms or simply 
giving the assets at stake to those who may be in a weaker 
bargaining position would offer a way of securing support 
from those on lower incomes.

The recent failure to build political backing for the pri-
vatisation of the Forestry Commission in the UK may offer 
some possible lessons here. At least some of the opposition 
to privatisation arose from the concern that the bidding 
process would allow commercial forestry companies to ac-
quire most of the assets to the exclusion of those relatively 
poorer actors wishing to maintain woodland for recrea-
tional or conservation purposes. Though some safeguards 
were offered to ensure the protection of recreational access, 
these were insufficient to assuage public concern about 
the privatisation process. Assuming that the purpose of 
the privatisation was to ensure a more diversified forestry 
management system, rather than just a revenue-raising 
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exercise for the state, then a better approach might have 
been to give the assets directly to environmental organ-
isations such as the Woodland Trusts who could then 
have been in a position to determine on what terms, if any, 
commercial logging could be balanced with recreation or 
conservation uses.4

The more general concern that the poor will ‘sell too 
cheap’ can also be addressed without blocking the scope 
for environmental markets. If the demand for environ-
mental quality is income-elastic (as people become richer 
they place more value on environmental protection con-
cerns), then the key issue is to take those measures that 
will enable the least well off to reach the income required 
for them to place a relatively higher weighting on environ-
mental goods. Within this context, there may be a case for 
redistributing income towards the poor – but if this redis-
tribution goes too far, the danger that incomes in general 
may stagnate as a consequence of lowering of productivity 
must also be taken into account. Whether income redis-
tribution is best placed to avoid the problem of ‘selling too 
cheap’ is thus largely an empirical matter, and the answer 
may vary according to different cultural and economic 
circumstances.

4	 Though this example illustrates that the distribution of bargaining power 
can influence the character of privatisation, the opposition to privatisa-
tion of the Forestry Commission arose primarily from predominantly mid-
dle-class groupings rather than the ranks of the least advantaged. Given 
the relative wealth of these groupings, a case can be made that organisa-
tions such as the National Trust and the Royal Society for the Protection of 
Birds might have been in a position to buy up part of the Forestry Commis-
sion estate.
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Either way, this issue does not count against the case for 
environmental markets. On the one hand, the problem of 
selling too cheap will not be addressed under a non-market 
form of allocation. If a significant proportion of voters are 
too poor to afford environmental quality and if the politi-
cal process is at all responsive to their interests, then there 
is no reason to suppose that political or bureaucratic allo-
cation processes will deliver better environmental quality 

– unless, that is, they deliberately ignore the preferences of 
the poor. On the other hand, once the level of income that 
people have is sufficient for them not be ‘forced’ into sacri-
ficing environmental quality owing to economic necessity, 
if they then choose to opt for a lesser level of environmental 
protection than is preferred by others this must be seen as 
a genuine reflection of their preferences and not as a prob-
lem of ‘selling too cheap’. To override such preferences on 
the basis that people should value environmental protec-
tion more highly would be an act of paternalism showing 
scant respect for the individuality and decision-making 
autonomy of those with relatively lower incomes.

Conclusion

I have sought in this chapter to set out some key features 
of a Coasian approach to environmental protection issues. 
Though the nature of the analysis does not suggest a pre-
scriptive route to addressing all environmental dilemmas, 
it offers nonetheless some broad-brush principles that can 
guide policy makers. On the one hand, it suggests the need 
for a framework that allows greater scope for bargaining 
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between individuals and organisations and of the impor-
tance of government action in enforcing property rights 
and resolving disputes where such rights are contested. 
But though it recognises that government regulation may 
sometimes represent the option that lowers the burden of 
transaction costs, it also calls for much greater awareness 
that the scale of the costs generated by government action 
may be so great that ‘doing nothing’ may be the least bad 
option. In the final analysis, the precise boundaries be-
tween ‘private solutions’, ‘public solutions’ and ‘no solutions’ 
will be determined by matters of political judgement, but 
these lines will be drawn very differently if this judgement 
is informed by the comparative institutions approach that 
Ronald Coase inspired, and its ethical foundation in liber-
al individualism.
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6	 COASE AND WATER

Nicola Tynan

Introduction

Water is a scarce resource. While this may sound obvious 
today, a century ago it was not. A recurring criticism of 
London’s private water companies during the nineteenth 
century was that they failed to provide a sufficiently large 
quantity of water for flushing and street-cleaning at a time 
when water was considered unlimited in supply, if not 
from the Thames then from Wales. Globally, the majority 
of institutions for water resource allocation were devel-
oped on similar assumptions, though the institutional 
details differ between countries and even regions within 
countries (Glennon 2009: 122). For water in rivers and 
lakes, legal institutions implicitly assumed that surface 
water could be allocated to consumption uses without a 
negative impact on the quantity or assimilative capacity 
of the instream water. Similarly, groundwater rights were 
often tied to land ownership on the assumption that water 
withdrawals would remain below recharge rates so use by 
one landowner would not negatively impact a neighbour.

Though not universally true even in the nineteenth cen-
tury, for many places the assumption of unlimited water 
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resources was reasonable. More recently, the tide has 
turned. Driven largely by population growth, water use 
has increased and water stress – defined as withdrawal in 
excess of available renewable supply – has increased glob-
ally, not only in arid and semi-arid regions.1 Groundwater 
aquifers are being depleted in many locations – from Mex-
ico, where groundwater pumping has resulted in a clearly 
observable sinking of Mexico City, to India, the world’s 
largest groundwater user.2 Shortages of surface water are 
causing more frequent conflict in the western and south-
ern US and more frequent water use bans in the UK. We 
now have to face the reality that one person’s use of water 
often has a negative impact on others, either today or in 
the future, and, increasingly, the impact is being felt today.

Flush toilets capture this change in our understanding of 
water. We have moved from the competition between toilet 
brands on the basis of how much they could flush – with 
names such as ‘Niagara Falls’, ‘The Deluge’ or ‘The Dread-
nought’ – to today’s low-flush toilets competing on how effi-
ciently they can flush using the least amount water. Flushing 
accounts for nearly one third of domestic water use. House-
holds with water meters who pay a volumetric fee have an 
incentive to reduce water use; low-flush toilets can deliver 
long-term savings at relatively low cost. Water meters help us 
move closer to full-cost pricing for domestic water.

1	 For a map of global water stress, see http://www.wri.org/our-work/project/
aqueduct/aqueduct-atlas (accessed 3 July 2015).

2	 World Bank (2010). For example, according to the Water Governance Facil-
ity (2013: 5) ‘governing the groundwater has become a growing challenge in 
large parts of the country where the water table is steadily sinking’.

http://www.wri.org/our-work/project/aqueduct/aqueduct-atlas
http://www.wri.org/our-work/project/aqueduct/aqueduct-atlas
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It takes time to change indoor plumbing. It takes 
even longer to change long-established institutions. The 
problem presented in Ronald Coase’s ‘The problem of so-
cial cost’ (1960) is one where the actions of one user have 
harmful effects on others but where the relevant costs to 
be considered are the joint costs of preventing the harmful 
effects.3 This is exactly the situation we face with water 
resource management today. In improving water resource 
management policies, we need to determine 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 produces the harm’ (ibid.: 27). Full-cost 
pricing and clearly defined rights for all water resources 
can help make this determination.

Clearly defined property rights

One challenge facing the water sector globally is the weak 
or now inappropriate definition of property rights. Coase 
explained that, as long as property rights are clearly de-
fined and transactions costs are low, market transactions 
will result in the most efficient outcome. He also argued 
that clearly defining property rights and reducing uncer-
tainty will itself reduce transactions costs.

For surface water, property rights tend to be use rather 
than ownership rights, often connected to land-ownership 
(riparian), first use (prior appropriation) or state licence. 

3	 For further discussion of this tenet of Coase’s argument, see Veljanovski’s 
introduction to this book.
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Even in the western United States, where property rights 
are seemingly well-defined under a prior appropriation 
system, there is significant uncertainty because rights 
were over-allocated in ways that make it uncertain who 
has the right to use water from a particular source, and 
there was a failure historically to recognize the value of 
instream flows. The problem is exacerbated in locations 
where surface water rights are not tradable, which pre-
vents them being transferred to the highest value user.

Groundwater is more frequently connected to land 
ownership, in some places as use rights, in others as full 
ownership rights to the water. Because the difference did 
not matter too much when withdrawals were below aqui-
fer recharge rates, there is often uncertainty regarding 
water rights. Robert Glennon highlights this uncertainty 
within the western US (Glennon 2009: 128):

Property-rights advocates often argue that property 
owners have an inherent right to drill wells on their 
property. Restrictions on this right, it is claimed, would 
violate the takings clause of the U.S. Constitution and 
require government compensation. But groundwater is 
not a private resource owned by the overlying landowner. 
It’s a public resource owned by the state. Citizens can use 
it, but use rights differ profoundly from ownership rights.

Even use rights can call for compensation if restricted 
in ways not allowed for in advance. A bigger barrier to the 
creation of water markets and compensation through the 
purchase of water rights results from the requirement, 
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in many locations, that landowners use their water 
themselves.

Water is essential for life. This fact underlies the resist-
ance to water pricing and water trading that has resulted 
in numerous books, documentaries and public protests at-
tacking ‘water commodification’ in recent years. Making 
sure that everyone has access to sufficient clean water for 
survival and general well-being is a crucial policy goal. It 
is also a goal that some countries have failed to achieve 
under any institutional structure for water provision. Pri-
vate participation in domestic water provision has been 
introduced to improve quality, extend access and improve 
the efficiency of failing utilities. While poorly implemented 
policies have made access to water more difficult for some 
people and communities, private participation elsewhere 
has improved access for many. In all cases the problem, as 
explained by Coase, ‘is to devise practical arrangements 
which will correct defects in one part of the system with-
out causing more serious harm in other parts’ (Coase 1960: 
34). To do this we need to ‘compare the total social product 
yielded by these different arrangements’ rather than focus 
on a less-than-ideal outcome in one part.

Some instances of conflict surrounding the introduction 
of private participation in water treatment and distribution 
have resulted from either ill-defined rights to water or water 
rights defined in such a way that prior users of water are 
excluded without compensation. This was a major issue in 
the notorious case of water privatisation in Cochabamba, 
Bolivia. Textbook explanations of the Coase Theorem often 
focus on Coase’s examples of low transactions costs where 
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the initial allocation of property rights does not influence 
the efficiency of the outcome. For water resources, however, 
transactions costs can often be high. Where transactions 
costs are high, Coase argues that ‘the initial delimitation of 
legal rights does have an effect on the efficiency with which 
the economic system operates’ (ibid.:16). A human right to 
a limited quantity of water for essential domestic uses is 
not incompatible with pricing water in the majority of uses. 
Indeed, pricing water to prevent it being wasted in low-val-
ue uses today may be essential to ensure its availability for 
higher-value uses in the future.

One consequence of the perceived abundance of water 
is that water is often treated as a free good, with charges 
being made only for the infrastructure, energy and other 
operational costs of treating and transporting it, often 
with energy costs also subsidised. Clearly defining prop-
erty rights will raise the price of water in ways that reflect 
its value as a scarce resource. Pricing water serves to 
generate information on the value of water in alternative 
uses, providing information on the cost of replacing one 
use of water with another. It also gives current holders of 
rights to use water an incentive to conserve and transfer 
their rights, increasing transparency while potentially 
reducing resistance and conflict. Recognizing the role of 
transactions costs means that it is not only important to 
determine property rights but also to think about how 
these rights are assigned. This makes the problem ‘one of 
choosing the appropriate social arrangements for deal-
ing with the harmful effects’ that will likely differ across 
countries or watersheds (ibid.: 18). The appropriate social 
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arrangement should be the one that operates at lowest 
cost when all costs are taken into account. What works as 
an appropriate social arrangement at one period of time 
with a given population and technology may not be appro-
priate at a later date with a larger population, living more 
densely in urban areas, higher standards of living and new 
technologies.

Integrated water resources management

Water resource institutions are facing a time of change. 
Internationally, there has been a move towards integrated 
water resources management (IWRM) as recommended 
by the Dublin Statement of the 1992 International Con-
ference on Water and the Environment. IWRM focuses on 
managing water resources in ways that are economically, 
socially and environmentally sustainable. Importantly for 
water markets, the Dublin Statement explicitly recognised 
water as an economic good in all its uses. This approach 
fits with Coase’s emphasis on total social benefits: where 
overlapping legal jurisdictions draw water from the same 
basin, IWRM focuses on water basin benefits rather than 
individual user, community or even country benefits (Sad-
off et al.: 26–27).

The Dublin Statement recognising water as an econom-
ic good noted that ‘access to clean water is a basic right of 
all human beings’, highlighting the positive connection be-
tween treating water as an economic good and improving 
access to clean water for the poor. Whatever their income 
level, people are willing to pay relatively high prices for the 
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first litres of water they consume. In most places today, 
marginal user values for water are much higher for munic-
ipal and industrial uses than for agriculture. While many 
water trades take place between those with similar uses, 
for instance between two farmers, the fact that water is 
currently used for low-value agriculture while high-value 
domestic uses are not satisfied means that more extensive 
water markets are likely to see water move away from agri-
culture to domestic, industrial and instream uses.

A number of countries have already adopted IWRM, 
including developing markets for water trading to various 
degrees. A recent study (Grafton et al. 2011) compares the 
performance of water markets in five countries: Australia, 
Chile, South Africa, the US and China. These are all places 
sharing the following characteristics to varying degrees: 
(1) they are semi-arid regions either experiencing or facing 
the threat of water shortages; (2) water has different val-
ues across uses; and (3) there is sufficiently strong institu-
tional governance and legal capacity allowing for broadly 
accepted reform. As the authors argue, none of these coun-
tries score equally well on measures of efficiency, equity 
and environmental sustainability and all have room for 
improvement. However, they each do some things well 
and can provide guides, if not models, for policy makers 
elsewhere.

Australia

Australia provides a model of a country that has embraced 
full-cost water pricing comprehensively, while recognising 
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that institutional details will need to adjust over time. In 
June 2004, the Council of Australian Governments (COAG) 
signed the Intergovernmental Agreement on a National 
Water Initiative (NWI) and established a National Water 
Commission. With a goal to ‘improve the management of 
the nation’s water resources and provide greater certainty 
for future investment’, the NWI built on the prior experi-
ence of water rights trading within the Murray-Darling 
Basin and explicitly embraced water rights, water trading 
and improved water pricing. Under the NWI, each state or 
territory is required to clarify and improve the certainty 
of water rights and to maintain a registry of water titles 
recording access entitlements, ownership and transfers. 
On the 10th anniversary of the NWI, Australia’s National 
Water Commission stated that ‘although the full extent of 
the National Water Initiative’s aspirations is yet to be real-
ised, we have a framework that 10 years on, is proven and 
robust.’ 4 This assessment is reflected in the relatively high 
scores that Australia receives in Grafton et al.’s integrated 
assessment (Grafton et al. 2011: 222, 229, 232).

The need for institutional reform in the management 
of water resources was first acknowledged within the 
Murray-Darling Basin in the 1980s through an embargo on 
new licences and projects to replace open channels with 
pipelines for the delivery of irrigation water. As a result of 
this early start, water markets are well-established within 
the Murray-Darling Basin. Entitlements to water from the 

4	 http://www.nwc.gov.au/nwi/nwi-10-year-anniversary (accessed 3 July 
2015).

http://www.nwc.gov.au/nwi/nwi-10-year-anniversary
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basin may be either high reliability, where rights holders 
can expect to receive their full allocation each year, or low 
reliability with the possibility of no allocation in dry years. 
Trades may take one of two forms: permanent transfer of 
the water right or transfer of a single year’s water allocation. 
The Murray-Darling Basin has experienced substantial 
trading, with about 20% of water rights traded at a value 
of $1.8 billion in 2009 (ibid.: 229–30). A number of brokers 
operate in the market to reduce transactions costs.5 New 
trading rules introduced on 1 July 2014 aimed to reduce 
uncertainty by requiring the reporting of all trade prices 
and limiting restrictions on trade to four clearly stated cir-
cumstances, including impacts on third parties.6

Australia’s NWI has struck an appropriate balance be-
tween security of water rights and adaptability to chang-
ing circumstances. As statutory rights, water rights can 
be modified by state governments without compensation. 
In practice, governments have purchased water rights 
to increase environmental flows. Such commitments to 
compensate rights holders are clearly stated in the recent 
Intergovernmental Agreement and National Partnership 
Agreement for the Murray-Darling Basin agreed between 
Commonwealth and New South Wales in February 2014. 
These agreements state the need for an additional 2,750 

5	 The government of New South Wales provides a list of brokers on its web-
site, explicitly noting that use of a broker may reduce transaction costs.

6	 Murray-Darling Basin Authority Fact Sheet: New Basin Plan water trading 
rules start 1 July 2014. Available at http://www.mdba.gov.au/media-pubs/
publications/new-bp-water-trading-rules-start-1st-july-2014 (accessed 3 
July 2015).

http://www.mdba.gov.au/media-pubs/publications/new-bp-water-trading-rules-start-1st-july-2014
http://www.mdba.gov.au/media-pubs/publications/new-bp-water-trading-rules-start-1st-july-2014
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gigalitres of water to remain in the Basin annually for eco-
system protection; they agree that the additional instream 
flow will be achieved through a combination of infrastruc-
ture and environmental works aimed at water recovery 
plus the purchase of water rights up to a maximum of 
1,500 gigalitres.7 The state’s strategy has been to purchase 
permanent water rights to protect instream flows when 
necessary but to sell temporary use rights when water is 
surplus to environmental needs.

United States

California’s three-year drought, ongoing in 2015, renewed 
criticism of the system of rights based on seniority rather 
than highest value. While failure of the existing system of 
water rights is recognised and water trading is well estab-
lished in some places (resulting in market transactions 
with a value of over $3 billion between 1987 and 2007), in 
other parts of the state there is strong resistance to mov-
ing to full-cost water pricing and transferable water rights 
(Anderson et al. 2012: 24). Rather than seeing this as an 
opportunity to transfer water to its highest-valued uses, 
those who currently hold senior water rights fear that 
institutional change will result in a loss of rights to water 
without compensation. Clarifying water rights requires 
information on how much water is actually used by rights 
holders. In California’s Central Valley, where over half the 

7	 http://www.water.nsw.gov.au/Water-management/Law-and-policy/
National-reforms/Basin-Plan/murray-darling-basin-plan (accessed 
9 July 2014).

http://www.water.nsw.gov.au/Water-management/Law-and-policy/National-reforms/Basin-Plan/murray-darling-basin-plan
http://www.water.nsw.gov.au/Water-management/Law-and-policy/National-reforms/Basin-Plan/murray-darling-basin-plan
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irrigation water comes from wells, some farmers explicitly 
resist water metering from a fear that this will allow the 
state to restrict the amount of water they pump, again 
without compensation.

New housing estates increase water demand. Recognis-
ing that Utah’s water was over-appropriated, possibly by 
as much as 45%, Jerry Olds, the state’s engineer from 2002 
to 2008, stopped issuing new permits for some basins in 
the state. He also defined property rights more precisely, 
to allow transfer and sale of water rights, and to tie devel-
opment approval to water rights (Glennon 2009: 234). New 
users, particularly developers, are now required to obtain 
water rights from those with existing claims. These con-
straints have not caused Utah to stop development but 
have required developers to ‘purchase and retire some 
other water user’s right’ showing that the development is 
a higher-valued use (ibid.: 237). Although rights transfers 
can involve significant transaction costs when individual 
developers are required to seek bilateral deals, because 
of search costs and uncertainties in the approval process, 
brokers and an exchange have arisen to lower these costs. 
This would not have surprised Coase, who encouraged 
economists to ‘study the work of the broker in bringing the 
parties together’ (Coase 1960: 18).

The New Mexico city of Santa Fe followed a similar 
policy requiring developers to acquire water rights from 
a willing seller before requesting a building permit. In 
response to developers’ concerns that they would pay for 
water rights but then might not receive the permit to build 
for other reasons, the city of Santa Fe established a water 
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bank that allows developers to deposit water rights for fu-
ture projects (Glennon 2009: 240).

While the western US is making some progress towards 
integrated water markets the assessment by Grafton and 
colleagues shows that much remains to be done. In the 
fast-growing southeast, the need for institutional change 
has, for the most part, been ignored. Residents of coastal 
Georgia and South Carolina draw groundwater from the 
Upper Floridan Aquifer. Heavy pumping in Savannah, 
Georgia, has reversed the flow of groundwater resulting 
in salt water contamination of domestic water supply. The 
state’s Environmental Protection Agency responded with 
regulations in 2006, 2008 and 2013 to reduce withdrawals 
by existing permit holders and place a moratorium on ad-
ditional permits, but did not move towards tradable water 
rights.

Further south, Florida, Alabama and Georgia have 
been fighting over water from Lake Lanier since 1990 in 
what has become known as the tristate water war. Prop-
erty rights to water from Lake Lanier are ill-defined, giving 
the city of Atlanta no economic incentive to limit extrac-
tions. Even though the water is crucial for ‘sustaining 
Florida’s $134 million commercial oyster industry’, Florida 
fishermen have no way to compensate Atlanta for allowing 
water to continue into the Cattahoochee River from Lake 
Lanier (ibid.: 29).

Critics of water trading argue that the environment 
will be the loser as the rich will pay to take water for 
wasteful purposes. Terry Anderson of Montana’s Polit-
ical Economy Research Center (PERC) shows that this is 
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not the case even when instream flows are not explicitly 
protected as they are for the Murray-Darling Basin. Water 
rights trading allows environmental groups to purchase 
water rights to protect or enhance instream flows.8 For 
example, in 2006 the Oregon Water Trust kept water in the 
John Day River to protect Chinook and steelhead salmon 
by purchasing water rights from a local ranching family 
(Anderson et al. 2012: 11). By contrast, the regulatory ap-
proach creates uncertainty for both rights holders and 
those wishing to protect fish habitats. In 2014 California’s 
Water Resources Control Board implemented regulations 
limiting water use during the summer months to ensure 
sufficient instream flows for fish in the Sacramento River, 
curtailing farmers’ rights to water and generating threats 
of lawsuits against the Board.

PERC’s research highlights the role of ‘enviropre-
neurs’ – Coase’s brokers – in identifying environmentally 
beneficial gains from trade and bringing together buyers 
and sellers. As the value of maintaining instream flows 
increases, farmers who hold transferable water rights will 
be encouraged to conserve water to sell some of their allo-
cation and, in some cases, may no longer farm their land 
(Coase 1960: 4). In Arizona, the Yuma Desalting Plant was 
completed in 1992 to treat agricultural return flows and 
reduce the salinity of water in the Colorado River flowing 
into Mexico. Rather than operate the plant, however, it 
was cheaper to divert the saline water and obtain flows 

8	 See ‘Thank you, Ronald Coase’ at http://www.perc.org/articles/thank-you 
-ronald-coase (accessed 3 July 2015).

http://www.perc.org/articles/thank-you-ronald-coase
http://www.perc.org/articles/thank-you-ronald-coase
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for the Colorado by paying farmers to fallow unproductive 
fields (Glennon 2009: 149). Water banking offers another 
way to realise these gains from trade: senior rights holders 
can ‘bank’ water that would have been applied to low-val-
ue uses, allowing it to be purchased by environmental or-
ganizations for higher-valued instream use (Anderson et 
al. 2012: 8).

South Africa

Before 1998, water rights in South Africa were not clearly 
defined but were generally connected to land as riparian 
rights or rights to drill wells. The National Water Act 1998 
(NWA) introduced a system of public trusteeship combined 
with private use rights allocated through licences. South 
Africa’s water policy is best known for its formal recogni-
tion of a right to sufficient water for domestic purposes, a 
right included in sections 2 and 4 of the NWA.9 While this 
right to clean water for basic needs has not been achieved 
for all citizens, there has been significant improvement fol-
lowing the reform of water institutions. According to the 
World Bank’s World Development Indicators, the percent-
age of the rural population with access to improved water 
sources increased from 65% in 1995 to 88% in 2012.

In introducing a radical redefinition of water rights, 
South Africa recognised that the transition to new insti-
tutions can impose losses on some individuals despite an 

9	 Water supply sufficient for domestic purposes is defined as ‘25 litres per 
person per day accessible within 200 metres’ (Pienaar and van der Schyff 
2007: 185).
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overall social gain. With the state now formally custodian 
of the country’s water resources it has the power to award 
water use rights, but built into the NWA is the requirement 
that the state cannot take away water rights without due 
process and cause. To ease the institutional transition, the 
NWA included a right to compensation for prior owners of 
water rights who were negatively affected by the change 
(Pienaar and van der Schyff 2017: 187).

Based on an integrated water resources management 
approach, South Africa’s NWA requires that water leases 
take into account environmental protection. While the 
NWA was understood to allow for the trading of water 
leases there is significant uncertainty about the legality 
of individuals selling or otherwise transferring rights to 
water. For example, a North Gauteng high court ruling in 
August 2011 approved the transfer of water rights between 
farmers but the transfer had been denied by the Minister of 
Water and Environmental Affairs with subsequent appeal 
to the Water Tribunal delayed due to the tribunal’s sus-
pension. Such uncertainty over the legality of transferring 
water rights means that trades have been few, particularly 
those transferring water between uses (Grafton et al. 2011: 
229).

Chile, China and India

Institutional reform of water markets is being under-
taken to various degrees elsewhere. Chile has the longest 
experience of water rights and is often used as a model 
for water market reform. Strong private property rights 
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in water were established with Chile’s 1981 Water Code 
and updated with the 2005 Water Code Reforms. Chile’s 
reform was undertaken before and outside of an IWRM 
approach. This has resulted in property rights to water 
that have fewer restrictions on use and transfer than in 
other countries, generating a fairly substantial market for 
water rights but less consideration of third-party effects 
(ibid.: 229, 232). Water rights in Chile have allowed water 
to move to some higher-valued uses, particularly mining, 
but concerns remain that water is not going to its most 
valued uses now that Chile’s five-year drought has reduced 
overall water availability. Recent calls for reform within 
the country remind us that in making changes ‘the total 
effect of these arrangements in all spheres of life should be 
taken into account’ (Coase 1960: 43).

China has made moves towards allowing trade in 
water rights in its Water Law of 2002, focusing on trades 
between municipalities.10 Trades have taken place at dir-
ectly negotiated prices rather than prices set by market 
transactions. The Yellow River Conservancy Commission 
has had the most success in implementing reforms to limit 
water withdrawals, largely due to an improved monitoring 
system. Even here, municipalities often violate their lim-
its or withdraw water from tributaries before it reaches 
the Yellow River rather than purchase rights from other 
municipalities.

10	 ‘Issue brief: water resource issues, policy and politics in China’, The Brook-
ings Institution, February 2013. Available at http://www.brookings.edu/
research/papers/2013/02/water-politics-china-moore (accessed 27 June 
2014).

http://www.brookings.edu/research/papers/2013/02/water-politics-china-moore
http://www.brookings.edu/research/papers/2013/02/water-politics-china-moore
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India’s increasingly severe water shortages, considered 
a crisis by the national government, is driving a review 
of water institutions (Water Governance Facility 2013: 
11). The Supreme Court’s recent interpretation of the 
public trust doctrine identifies the state as responsible 
for water as a natural resource, despite the common law 
tradition that landowners have unlimited rights to extract 
groundwater from beneath their property. In India, water 
regulation is the responsibility of states, so the central gov-
ernment issues Model Bills as guidelines. The latest 2011 
Model Bill includes a right to water of acceptable quality, 
specifying 70 litres per capita per day as a minimum, and 
recommends a separation of land and groundwater rights. 
The federal government’s 2012 National Water Policy and 
2013 draft Framework Law on Water provided further 
nudges to reform. Despite central government encourage-
ment, however, few states have taken steps towards water 
markets and IWRM. The state of Karnataka introduced 
a Ground Water Act in 2011 requiring the registration of 
existing wells and prior permission for all new wells but 
a perceived lack of legitimacy has resulted in low levels 
of compliance. The act was modelled on prior Model Bills 
so did not include aspects of IWRM included in the 2011 
Model Bill. This may partly be due to uncertainty created 
by the Model Bill itself: the bill has existing water rights 
expiring after one year but without compensation for lost 
rights, creating uncertainty that will generate resistance 
within states considering adopting such regulation. It also 
fails to make clear whether the trading of water rights is 
allowable.
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Conclusion

The move to IWRM and an acceptance of more clearly de-
fined property rights, water pricing and water markets is 
happening slowly but the idea has gained a foothold. The 
countries discussed above are not the only examples; with-
in Europe, Spain’s 1999 Water Law Reform opened the door 
to water rights trading. The institutional details neces-
sarily differ across countries. This is beneficial because 
countries differ in terms of water resources, existing insti-
tutions and in many other ways that will require different 
social arrangements to achieve the largest social product. 
It is also beneficial because competition between, or at 
least a comparison of, different institutional details pro-
vide the information that makes innovation and learning 
possible.

 In the introduction to this book, Veljanovski notes that 
it took 67 years from Coase’s work for the United States FCC 
to adopt a spectrum market. Spectrum markets now have 
broad acceptance although, as expected, the institutional 
details differ across countries. Applying Coase’s insights 
and using markets for water resource management faces 
even stiffer political challenges, but it has the potential to 
deliver crucial social and environmental benefits.
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7	 THE COASE RESEARCH AGENDA: 
PUBLIC GOODS, TRANSACTION COSTS 
AND THE ROLE OF COLLECTIVE ACTION

Stephen Davies

Introduction

Throughout his long career Ronald Coase was an inde-
pendently minded and questioning economist who was 
never prepared to accept an orthodoxy simply because it 
was the consensus position of his colleagues. Instead he 
constantly put difficult questions to that consensus and 
challenged it. In part this took the form of empirical re-
search, of looking at the ways in which things worked out 
in the real, historical world rather than in pure models. The 
other side to this was applying his distinctive insights to 
questions of theory so as to redefine definitions and chal-
lenge commonly accepted arguments. The most important 
of these was the concept of transaction costs and the way 
in which these determined and limited the possibilities of 
collective action on a voluntary basis.

THE COASE 
RESEARCH 
AGENDA
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Was the lighthouse a public good?

One famous example Coase’s approach was his work on the 
subject of public goods. The main publication here was his 
‘The lighthouse in economics’ (Coase 1974b) although his 
even more famous paper ‘The problem of social cost’ (Coase 
1960) is also relevant. The intellectual context for Coase’s 
work was the definitive modern formulation of the notion 
of public goods by Paul Samuelson (1954, 1955). Samuelson 
gave what is now the classic theoretical definition of a pub-
lic good as one that has the two qualities of non-rivalrous 
consumption and non-excludability. In other words they 
are collective goods that cannot according to the model be 
provided optimally by private action because of the ‘free 
rider’ problem created by the quality of non-excludability. 
This effectively replaced the older, and in many ways more 
subtle, definition that we can trace back to Adam Smith in 
1776, according to which public goods are ones where the 
bulk of the benefit created accrues to society as a whole (it 
takes the form of positive externalities) so that individual 
providers do not have enough of an incentive to provide 
the good at a level that will maximize the social benefit.

There had already been significant reaction to Samuel-
son’s model before Coase’s 1974 paper, most notably the clas-
sic paper by Buchanan (1965) that formulated the category 
of club goods (collective goods that are, however, exclud-
able). What Coase did was to take the argument further and 
look at an example of the successful supply of a good that 
qualified as a pure public good in the Samuelson model, by 
an agency other than the government and using a funding 
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model based around the use of fees rather than taxes or 
compulsory charges. Lighthouses had been thought of as 
a quintessential public good precisely because they fitted 
Samuelson’s two criteria so exactly – one ship’s use of the 
light did not reduce the value of it to any other user and 
there was no practical way of excluding non-paying ship 
owners from the benefit. Coase showed that in the British 
case lighthouses were provided by a quasi-private body 
(the Brethren of Trinity House) and more importantly that 
they were funded by fees collected from ship owners, i.e. the 
users of the lights. The key factor here is not so much that 
the government did not provide the good directly, given the 
mixed private and public nature of the lighthouse authori-
ties but rather the funding method.1

What this showed was that the public goods problem 
identified by Samuelson was real but not necessarily in-
surmountable by private action, particularly voluntary 
collective action. The key factor in this case was the way in 
which pure Samuelsonian public goods could be bundled 
up with or linked to private goods that were both rivalrous 
and excludable so that in order to get the private good you 
had to contribute towards the public one. In this specific 
case ports charged a lighthouse fee to shippers who used 
their facilities and so the good of lighthouses was bundled 
up with the purely private good of port facilities. In other 
cases the good is transformed into a club good and pro-
vided via a club mechanism of one kind or another.

1	 For critical and supportive comment on Coase’s piece, see Barnett and 
Block (2007), Bertrand (2006) and Van Zandt (1993).
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Conditions for private provision

This did not mean of course that public goods could al-
ways be provided in these ways, and Coase did not claim 
this. There are in the real and historical world a number of 
factors that will determine whether or not a public good 
is privately provided and if so for how long. One factor is 
the basic one of whether there is in practice a private good 
that can be successfully bundled up with the public one at 
all. If this is not the case then Samuelson’s analysis does 
apply. Even if there is, however, this is not the end of the 
story. There is then the vital question of whether this bund-
ling can be done at a cost level that makes it worth doing. 
In other words there is an incentive issue – do private 
actors have enough of an incentive to do what is needed 
or do they have a stronger incentive to pass this over to the 
agency of government, even if this is less efficient from the 
standpoint of general social welfare? As always with Coase, 
there is also the problem of transaction costs. If these are 
sufficiently high then the kind of voluntary collective ac-
tion that will be needed to supply many goods on a club 
basis or others on a bundled basis may not be possible.

What this means is that the problem of public goods 
as reformulated by Coase (and also Buchanan) should 
not be seen as a static one with fixed incentives facing 
individual actors. Instead it is a dynamic and above all a 
historical one, in which things that are possible in some 
times and places are not feasible in others. This reflects 
factors such as population density, technology, and social 
and political institutions, all of which can affect the levels 
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of transactions costs, the incentives facing actors and the 
degree to which private and voluntary collective action to 
resolve the public goods problem is feasible or cost effec-
tive. The same considerations also apply to government 
action of course – it may well be that some public goods 
problems are simply not capable of resolution by any feas-
ible method.

Coase’s research agenda

What Coase did then in his essay was to generate an exten-
sive research agenda for empirical economic and economic 
history research. The central element of this is investigations 
into the ways in which both public goods and club goods 
have been provided by private action in the past. This kind 
of empirical study can help us to answer the question of how 
and why public goods problems have been resolved without 
recourse to government action or funding through taxation. 
We can then also look at the more demanding question of 
why this has not proved possible in other cases and how the 
boundaries of what is possible in this regard have shifted 
or changed over time. There is also the matter of looking at 
how in theory certain classic public goods might by supplied 
by private action even if this has not actually happened (al-
though in some of the best known cases you will realise that 
they have been if you dig deep enough into the historical re-
cord, and this is again a case where historical research can 
inform and amend theory).

On examination, the examples that we can discover 
from historical research (and indeed research in the 
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contemporary world) can be put into several categories. In 
the first place are a range of goods that have the quality of 
excludability and are therefore better thought of as club 
goods. The crucial thing here is action that transforms a 
good from one funded by the general taxpayer and pro-
vided largely or totally free of charge at the point of use to 
one that is provided by some kind of club mechanism and 
is funded primarily by charges for the service. One obvious 
example of this is education, where before the Forster Act 
of 1870 most education was provided by organisations such 
as the Society for the Promotion of Christian Knowledge, 
or Mechanics Institutes and Lyceums. There was also the 
enormous and barely studied world of voluntary learned 
societies and working-class autodidacticism (Rose 2006). 
All of this saw the delivery of education as a club good – 
although it is worth pointing out that there were none of 
the supposed monopolistic features of club supply, quite 
the contrary in fact.

Turnpike roads

However, perhaps the most striking example of this kind of 
private supply of good commonly thought to be in the cate-
gory of public goods was highways, and the transformation 
of the UK’s road system between 1740 and 1850 by turnpike 
trusts. Before the early eighteenth century, English and 
Scottish highways were the responsibility of the parishes 
through which they ran, with an obligation to maintain 
them by labour enforced by the County Committee of JPs 
(there were similar systems elsewhere in Europe, notably 
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in France with the system of corvée, a kind of forced labour 
‘tax’ used to maintain the road system). The results were, to 
put it mildly, underwhelming, with roads that were poorly 
maintained and often impassable between late October 
and March. This obviously imposed serious costs on trade 
and made the development of a national market almost 
impossible.

The solution was to turn the public good of roads, funded 
out of local taxation and provided free of charge, into an 
excludable good supplied by a club mechanism. The means 
in this case was the turnpike trust. These were statutory 
bodies, created by a Private Act of parliament and given 
responsibility for a designated stretch of existing highway 
or, in some cases, a brand new road. The procedure was that 
people in a locality would announce a public meeting and 
get together to form a trust. They would then apply to par-
liament by petition for the necessary Private Act. This was 
needed because the trust, having taken over responsibility 
for a stretch of road, would then charge tolls for the use of 
the road and use the income from the tolls to maintain it. 
This meant that a public right of way was converted into 
a private toll road, something that required the sovereign 
power of parliament. It was very important to buy off poten-
tial objectors before the petition was lodged as an objection 
or even worse a counter-petition would make what was al-
ready a costly procedure prohibitively expensive.

Once it was formed, the trust would typically issue debt 
to fund the initial improvements to the road and to pay for 
the erection of toll gates and lodges. The debt was serviced 
out of the tolls and turnpike paper was a solid investment 
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yielding a return slightly better than that of government 
debt. Some of the toll income, however, was used for con-
tinuous maintenance rather than capital improvement. 
The first trust was set up in 1707 but thereafter they were 
set up steadily with surges in formation after 1750 and 
1770. There were 150 trusts by 1750, rising to 550 by 1772. 
By 1800 there were over 700 of them. By 1825 just over 1,000 
trusts administered about 18,000 miles of road and by the 
1830s they ran over 30,000 miles of highway (Albert 1972; 
Wright 1992). The effects were dramatic with significant 
improvement in the quality of roads. Pawson’s study meas-
ures this by looking at reductions in the cost of travel and 
the time taken to travel certain routes. In the first instance 
the cost of moving goods was more than halved while the 
time taken to travel long distances – such as London to 
Bath or Holyhead – was also reduced by a similar margin 
(Pawson 1977).

All of this meant a large increase in trade and also in-
novations in transport, most notably the rise of the stage-
coach as a means of long-distance travel with all of the as-
sociated infrastructure such as coaching inns. Even more 
important was the way in which as time went on the trusts 
invested in important developments in road building tech-
nology, most notably macadamisation, invented by John 
Loudon Macadam, who worked for a number of trusts in 
the north of England and Scotland. One of the reasons for 
this spate of innovation was the sheer number of trusts 
which meant that there was more scope for experimen-
tation but even more importantly meant that these were 
not in any meaningful sense monopolies, even at the local 
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level. The density of turnpiked routes meant that in most 
parts of the UK there were alternatives to any particular 
route and this both held down prices and encouraged the 
search for improvements. (The major exception was rural 
Wales, where a combination of a low density of population 
and mountainous terrain meant that there were only a few 
routes. Not surprisingly this was the area that saw signif-
icant popular resistance to turnpikes with the ‘Rebecca 
Riots’ of the early 1840s.)

If we look at the chronological maps in Albert and 
Pawson, what we can see is the emergence over the cen-
tury between 1750 and 1850 of a dense network of turn-
pikes that came to form a national road system. However, 
because the trusts were small and formed in response to 
local needs, the system emerged in a bottom-up fashion 
with major trunk roads being turnpiked but with also a 
great deal of infilling through local initiative. In their his-
tory of local government the Webbs bemoaned the lack of 
a national plan but what the turnpike system in fact led to 
was a dense national system that reflected local needs and 
knowledge far more than a hypothetical one created by a 
national authority that would have faced insurmountable 
knowledge problems in trying to work out where to im-
prove highways and which sections to prioritise (Copeland 
1968; Broderick 2002). The example of France (where major 
trunk mail roads were built by the French state at the same 
time that the turnpike system was unfolding in Britain) 
shows what the likely outcome would have been, a system 
built to address the needs of a national government rather 
than local communities.



Forever     Contemp    orary  : T he  E conomics   of Ronald    Coase

146

The turnpike system, although an example of provid-
ing a service (highways) as a club good rather than a pure 
public good, also shows several of the things the Coasian 
research agenda should lead us to look for. There were pro-
posals for moving to a system of this kind from the early 
seventeenth century but it was a hundred years before 
these came to anything. One reason for this was the very 
high transaction costs faced by potential local groups in 
the earlier period – simply making contact with people 
over a sufficiently wide area was very difficult. By contrast, 
the rise of local newspapers and advertising throughout 
the eighteenth century made these costs much less. There 
was also a shift in the balance of costs and benefits that 
brought about a change in the incentives faced by local 
actors as the steady growth of internal trade (i.e. by land 
rather than water) made the costs of the inadequate road 
system ever more pressing and the potential gains from 
improvement all the greater. Interestingly, the trustees of 
the turnpike trusts were unpaid (as opposed to their sala-
ried staff) and this was indeed a case where the bulk of the 
gain accrued to the local community in general through 
increased trade and economic activity.

However, while Adam Smith may have been correct 
to say in 1776 that no single person would gain enough 
from road improvement to be motivated to engage in it, 
the social and technological changes of the period meant 
that collective action by local groups who collectively 
did have enough to gain to make it worthwhile became 
possible – without having to resort to coercive collective 
action through the tax system. Finally, the institution of 
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the Private Act of parliament, an undoubted act of state 
power but one that was made in response to requests and 
petitions from local voluntary associations, provided a 
means of dealing with what would otherwise have been 
very difficult holdout problems and cumulative transac-
tions costs. Imagine how difficult the process of creating 
a turnpike would have been if every person affected had 
to be negotiated with individually rather than through the 
collective processes of a public meeting and canvassing 
followed by the circulation of a petition and its submission 
to parliament after objections were addressed.

Bundling private with public goods
Urban planning and infrastructure
When we look beyond clear uses of the club mechanism we 
can also discover several cases that exemplify the Coasian 
lighthouse model of bundling together public and private 
goods. One of the most significant but least studied was the 
way that urban development and planning was handled in 
the UK up until just before World War I. The outstanding 
work of Christopher Chalklin is the only real exception to 
what is otherwise a profoundly ‘presentist’ historiography 
in which the history of urban development is seen as being 
a dark age of random and chaotic private development 
finally replaced by rational public planning, culminating 
in the Promised Land of the Town and Country Planning 
Act of 1947 – arguably one of the most damaging pieces of 
legislation ever passed by a British parliament (Chalklin 
1974, 2001).
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What we can see if we look at the way urban develop-
ment took place in Britain before 1914 is a classic case of 
the bundling of public and private goods. The public goods 
in question were things such as urban infrastructure 
(streets and pavements), services such as sanitation and 
street lighting, and the general urban environment. The 
private goods were building for profit and property devel-
opment. What tied these together was two things. The first 
was the way in which large landowners and (less frequent-
ly) urban developers put together or inherited large parcels 
of land that were then developed as entire neighbourhoods 
or even complete towns. Major examples of the latter in-
cluded Bath, Ashton-under-Lyne, Eastbourne and South-
port. Every major city in the UK has examples of the former 
from the many London estates such as Russell, Cadogan, 
Grosvenor and Portland, to the entire West End of Glasgow 
or most of south Manchester, via other provincial develop-
ments such as the Calthorpe estate in Birmingham (Edg-
baston) and the historic centre of Newcastle developed by 
Richard Grainger. In these cases the original owner would 
lay out streets and other infrastructure and then let or sell 
plots to developers and speculative builders who would 
then put up the actual buildings. Sometimes the original 
developer would do the entire job themselves but this 
was less common. The original landowner or developer 
would profit in two ways, through selling off the land or 
by capturing the increased land value if it was only leased 
rather than being sold. The developers not only provided 
basic infrastructure such as streets and lighting, however. 
They also typically stipulated the construction not just of 
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housing but an entire range of other kinds of facilities such 
as shops, workshops and public buildings.

The detailed building was usually done piecemeal but 
typically in a harmonious and planned style, as we can 
still see in places like Belgravia, Bath or Bloomsbury. This 
was brought about by the second mechanism that bundled 
together private and public goods in a Coasian fashion. 
This was the extensive use of covenants, binding and per-
petual clauses in the original leases or sales that stipulated 
often precise details of matters such as height, external ap-
pearance, the number and size of rooms, and the kinds of 
activity that could be carried on in the completed building 
(Chalklin 2001; Beito et al. 2006). Generally, the more exact 
and elaborate the covenants the higher the cost of the fin-
ished building; and so covenants were market institutions 
that responded to the demand for which the developer was 
catering. If it was for low-cost housing for the less well off, 
they would be limited and basic, if for the better off more 
elaborate.

This all meant that, through these two mechanisms, 
public goods such as urban planning and infrastructure 
were delivered very successfully by private actors, by tying 
these public goods to private profit. Again we can see the 
institutions and social realities that made this possible. 
One was the concentration of land in the hands of land-
owners who could develop a large area without needing 
to go through the often slow process of acquiring a whole 
number of discrete parcels. Having said that, cases such as 
Newcastle and Bath show that simple and straightforward 
ways of transferring clear title to land meant that it was 
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not impossible for private entrepreneurs to put together 
blocks of land through a series of purchases. The detailed 
planning of much of the development was made possible by 
the legal institution of the covenant and the way in which 
it was upheld and understood by the British legal systems. 
Finally, but not least, the growth of population and wealth 
created strong incentives for landowners and developers 
and gave them a very powerful incentive to find ways of 
resolving public goods problems because that made their 
developments more attractive and hence more profitable.

These conditions, however, did not apply during the 
interwar years. Social changes such as the decline of the 
aristocracy after World War  I and the shifts in the land 
planning regime in 1910 meant that the eighteenth- and 
nineteenth-century pattern of integrated development 
combining public and private goods no longer happened. 
Instead there was a purely private goods model of devel-
opment, with purely residential housing developments 
built alongside radial railway and road links, leading to 
the infamous pattern of ‘ribbon development’. It was this 
that led to the movement that culminated in the Town and 
Country Planning Act in 1947.

Policing

Another important example of the historical provision of a 
public good via the bundling mechanism that Coase iden-
tified was in the area of policing. The service of policing 
has always had two foundational aspects, which are recog-
nised through their separation into distinct forces in most 
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of Europe though not in the UK. The first is the service of 
investigating reported crimes and if necessary prosecut-
ing them in the courts, while the second is the general 
maintenance of public order, particularly in public places. 
The first is an excludable good while the second is not and 
approaches much more closely to the classic model of a 
public good.

These two kinds of policing were combined through the 
institution of prosecution associations or Associations for 
the Prosecution of Felons to give them their full title (King 
2003; Beito et al. 2006). These were simply club organisa-
tions that formed by free association to defray the costs 
of criminal prosecutions, which were considerable under 
the system that existed before the mid-nineteenth century, 
whereby the great majority of criminal prosecutions were 
brought privately. As well as covering the costs of prosecu-
tions, the associations would also cover out of their funds 
such costs as the placing of newspaper advertisements to 
help apprehend malefactors, the payment of private detec-
tives to investigate crimes, and compensation for losses 
from crimes such as theft and burglary. All of these are 
excludable goods but these essentially private goods came 
to be rolled up with the public good of maintaining order 
in public places and punishing or preventing disorderly 
conduct. What happened was that the larger prosecution 
associations that had emerged by the 1820s, such as the 
famous Barnet association, would run regular watches 
and foot patrols as well as providing the risk pooling and 
insurance services described earlier. These were clearly a 
public good since they provided protection against theft 
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and criminal damage to all of the inhabitants of an area 
regardless of whether they were paid-up members of an 
association. Thomas Dimsdale, the secretary of the Barnet 
Association, explicitly acknowledged this fact in testimony 
to a parliamentary select committee in 1828.

Fire protection

Another example of the tying together of public and pri-
vate goods was that of general fire protection. Insurance 
against damage to goods and buildings by fire was pro-
vided by insurance companies from the later seventeenth 
century onwards. The insurance companies were soon 
issuing policies in enormous quantities – the Sun Fire 
Office, formed in 1710, had issued over a million policies 
by the 1730s. The insurance companies had a clear inter-
est in minimising their losses from fires by putting out 
fires in buildings they insured and helping to recover 
property from them. A system grew up whereby in large 
towns, above all in London, the insurance companies 
would each have their own fire brigade with an engine and 
other equipment for extinguishing and controlling fires. 
Policy holders were given a plaque or ‘fire mark’ to fix to 
the front of their property so that it could be identified. 
Initially, company fire brigades would only put out fires in 
properties insured by their company, but in a short time a 
system was set up whereby the fire brigade of one company 
would put out fires in buildings insured by any other with 
a fee being collected after the event from the other insur-
ance company according to an agreed standard scale. In 
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London the cooperation between the companies led to the 
formation of a unified service, the London Fire Engine Es-
tablishment, in 1833. This was a substantial establishment 
with 80 firefighters and 13 stations, which combined all of 
the previously distinct company fire brigades.

By this time the fire insurance companies had clearly 
taken on the function of supplying a classic public good, 
that of general protection against fire in urban areas. Ini-
tially, both the insurance and the fire brigade were simple 
excludable private goods, as the use of the identifying fire 
mark indicated. However, the insurance companies clearly 
had an interest in putting out fires in uninsured buildings 
because of the danger that these would spread to insured 
buildings and premises. Consequently, the London Fire 
Engine Establishment, funded entirely by the companies, 
would intervene and put out fires in uninsured buildings. 
Here the public good of general fire protection was bundled 
up with the private good of insurance against loss from fire 
damage. People who were uninsured would indeed be able 
to free ride on the supply of the public good of fire protection 
but would not be able to get recompense for any losses they 
suffered from fire, in the same way that people who did not 
join a large prosecution association would benefit from the 
foot patrols while not getting the insurance benefits or pay-
ment of prosecution costs that members enjoyed.

Historical lessons

Here the balance of incentives was enough that private 
actors would cooperate to provide the public good that was 



Forever     Contemp    orary  : T he  E conomics   of Ronald    Coase

154

bundled up with the private one. However, two other points 
become clear when we look at the history of these two ap-
parently successful attempts privately to supply a public 
good. The first is that in the case of the fire insurance com-
panies, while they had an incentive to provide collectively 
what was both a public service and a private benefit, they 
had an even stronger incentive to try to pass off this cost (as 
it was for them) on to the public authority. After lobbying 
by the companies the private service was taken over by the 
state in 1865 through the Metropolitan Fire Brigade Act. 
Here we can see how the pattern of incentives changed over 
time so that what had been a case of private supply ceased 
to be so but without there being any technological change or 
shift in the nature of the actual service or good.

In the case of the prosecution associations, what is 
clear from the testimony of Dimsdale and others is that the 
members of the associations resented being (as they saw it) 
taken advantage of by non-contributors. Antony De Jasay 
identifies this as the sucker problem in the private supply 
of public goods in which people so resent being ‘suckers’ 
that they support the state taking over functions that they 
are providing even though they themselves are made no 
better off by this or even in some ways worse off. Only if the 
loss from the state taking over is sufficiently large will they 
swallow their resentment and put up with it, De Jasay ar-
gues (De Jasay 2012). What all of this means is that the re-
search agenda created by Coase’s pioneering work also has 
to look at things such as the attitudes and ideology of so-
cial actors, given that these formed subjective perceptions 
of costs and benefits on their part that in turn influenced 
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the way they responded to what might seem to be a simple 
objective matter of costs and benefits. So there is a social 
and cultural aspect to this research agenda as well.

What empirical historical research can do, then, is to 
uncover many real-life examples of the supply of both club 
goods and pure public goods by private means, whether 
through voluntary cooperation or by profit-seeking enter-
prises. The studies can cast light on the mechanisms by 
which the undoubtedly real public goods problem was ad-
dressed in certain cases, but also suggest why this did not 
happen in others or went from being successfully handled 
by private action to being taken over by government or 
even reverting to a clear market failure and undersupply. 
Coase’s work suggests that the key questions to explore 
are those of the transaction costs faced by people trying 
to cooperate and the patterns of incentives that they faced 
as well as the institutions, social and legal, that were 
available to them and the mental and cultural world that 
they inhabited. So, for example, in the case of the private 
fire brigades, having a simple and cost-effective means 
of recovering costs from uninsured people who had fires 
put out in their property would have radically shifted the 
incentives facing the companies. There was such a mecha-
nism but it was neither simple nor cost effective.

The research agenda that Coase’s work generates also 
leads in other directions. One is to look at contemporary 
phenomena to see how far the public goods problem can be 
or is being addressed in today’s world. One example of this 
is the private supply of security by firms such as ADT, Secu-
ricor and many others. There are now 2 million workers in 
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this sector in the US alone and the industry there is worth 
over $200 billion. This is such a widespread phenomenon 
that it does not attract much attention but when looked 
at from the standpoint of Coase’s article it becomes very 
interesting. What examination reveals is that many of the 
services provided by such firms are clearly private goods, 
so their supply by profit-seeking firms is not surprising. 
However, increasingly they also supply the public good of 
maintaining order in public spaces. This is done by bund-
ling that good up with private goods such as the provision 
of retail facilities and infrastructure (such as shopping 
malls) or suburban and urban development. This is much 
more prevalent in some parts of the world than in others 
simply because the way that the built environment is con-
structed varies from one place to another. Where self-con-
tained ‘gated communities’ and shopping complexes are 
common, the private supply of the public good of order in 
common space becomes much easier than in places where 
the physical structure is more open. Arguably what has 
happened here is that the concept of ‘public space’ has 
been radically redefined and this again is an interesting 
question for the research agenda. In some places such as 
South Africa we can also see how the balance of incentives 
affects actions – in this case you have a serious failure by 
government to provide a core public good (public safety 
and property protection), leading to strong incentives to 
supply the good privately, as is happening.

All of this is part of a related phenomenon that has 
been looked at by a number of scholars, most notably 
Robert Nelson. This is the way in which most of the urban 
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development taking place in the US since the early 1980s 
has taken the form of Home Owner Association property. 
In this model a self-contained ‘gated’ community is owned 
and administered once completed by a corporate body 
made up of all of the residential owners, a Home Own-
ers Association or HOA (Nelson 2005). These bodies have 
elaborate constitutions and bylaws and have, according to 
Nelson and other scholars, increasingly taken on the func-
tions traditionally performed by local government at the 
city or even county level. These include the management 
of collective space and regulation of all kinds. Indeed the 
regulation is often more extensive and explicit than would 
ever be found in traditional local government because it is 
based on explicit consent, since the buyer has to sign up to 
the HOA constitution and all of the rules when purchasing 
a property. Charges are levied to pay for collective goods, 
which again are being provided in this case by a club 
mechanism. In this case there is a monopoly, but one that 
is highly localised and easy to exit. According to the in-
dustry’s own body, HOAs governed 24.8 million American 
homes and 62 million residents in 2010.2 Similar develop-
ments are increasingly common in the UK.

National defence

Policing and security may seem to most a core function of 
government, but virtually everyone agrees that the central 

2	 http://www.caionline.org/info/research/Pages/default.aspx (accessed 
3 July 2015).

http://www.caionline.org/info/research/Pages/default.aspx
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state function and the classic public good of the Samuelso-
nian type is national defence. Indeed having a monopoly 
of this kind of activity (large-scale organised deadly force, 
to be blunt) is seen by most political scientists as being the 
defining feature of the state. However, alongside private 
security firms, which provide policing functions, is an 
entire industry of private contractors who increasingly 
supply military services (Avant 2005; Mandel 2002; Singer 
2003). For medieval and early modern historians this is 
not as surprising as it might be to other people. The feudal 
system was essentially a social order where this function 
of government was privatised or subcontracted by tying 
the public good of defence of a territory to the private good 
of land ownership via the institution of the knights’ fee. 
The later Middle Ages and Renaissance saw the appear-
ance of professional military contractors, usually known 
by their Italian name of Condottieri (literally meaning 
‘contractors’).

What we now see is a revival of this kind of industry with 
military professional companies such as Academi provid-
ing the kinds of service that actual states are increasingly 
unable to supply. There is an international convention that 
outlaws such services but it is fair to say that this is very 
much more honoured in the breach than the observance. 
This should lead us, when looking at these questions from 
a Coasian standpoint, to doubt that there is anything auto-
matic or natural about military force being supplied on a 
monopoly basis by territorial states. Instead we should be 
looking at the kinds of factors that make it easy to pro-
vide this kind of service privately at some times but not 
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at others. These would include technology and the nature 
of military organisation, but also once again the level of 
transaction costs and the ability to tie a public good to pri-
vate ones through institutional arrangements.

Coase’s way

When he published his article on public goods and the ex-
ample of the lighthouse all those years ago, Ronald Coase 
did what all good social scientists should do. He refused 
to take for granted and assume without question some-
thing that seemed self-evidently correct to most of his 
colleagues. Instead he looked at the empirical evidence 
of history and asked pointed and important theoretical 
questions – in this case granting that there was a public 
goods problem, why assume that the only way to address 
it was through government? This generates a very rich and 
fruitful research agenda, and investigating these matters 
reveals things such as the contemporary growth of private 
governance and the plethora of historical private means of 
solving public goods challenges. We may actually come to 
very radical conclusions such as that most so-called pub-
lic goods are actually club goods and that the very need 
for government is contingent and historically specific 
rather than essential. All this comes from simply asking 
questions.
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8	 STOCK EXCHANGES AS LIGHTHOUSES1

Philip Booth

Before 1986, securities and investment markets in Britain 
were regulated by a combination of private structures and 
some ad hoc bodies established for tightly defined pur-
poses.2 There was no overarching system of state financial 
regulation that sought to control and regulate the mar-
kets. These informal organisations and non-state bodies 
had characteristics that Ronald Coase might well have 
admired. They were then replaced by statutory bodies that 
use the theoretical economics of the textbook – in Coase’s 
words, ‘blackboard economics’ – to determine rules and 
regulations.

This chapter will begin by describing the story of the 
lighthouse and how Coase discovered that lighthouses 
were adequately provided in England despite relatively 
minimal government intervention. The regulatory struc-
tures in relevant parts of the financial markets before 1986 
will then be discussed and related to the lighthouse story. 

1	 This chapter was previously published in Journal of Man and the Economy 
1(2), 171–87, reproduced by permission.

2	 For example, the Takeover Panel, which was a quasi-statutory body.

STOCK 
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This will be followed by a discussion of the changes in reg-
ulation that took place from 1986. Finally, there will be a 
brief discussion of how a central bank can be organised 
pragmatically as a broadly private institution in a way that 
could restrain the development of arbitrary and intrusive 
bureaucratic regulation of the banking sector.

There are four insights in this chapter. The first is 
that, just as in the case of lighthouses, regulation can 
develop in financial markets without state bodies being 
established. Secondly, there may be some circumstances 
in which private forms of financial regulation are facili-
tated by legal privileges or exemptions from laws which 
are applied to other sectors of the economy. Thirdly, in 
the case of both lighthouses and financial regulation, in-
centives are more appropriately aligned if the functions 
are undertaken privately. Finally, there may be problems 
with centres of market power developing when private 
bodies provide regulation just as may also be the case 
with lighthouses.

In the spirit of Coase, we conclude that economists 
should make judgements about whether private or state 
institutions better perform the desired functions; in other 
words, they should ask ‘what are the best institutional ar-
rangements?’3 This is preferable to simply assuming away 
the possibility of private bodies operating in these fields 
and developing state regulatory bureaus that try to per-
fect the market using blackboard economics. Indeed, the 

3	 Dowd and Hutchinson (2014) ask exactly this question in relation to the 
supervision and provision of support to the US banking system before the 
development of the Federal Reserve.
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historical evidence suggests that we have gone far too far 
with the development of detailed statutory financial reg-
ulation that attempts to deal with alleged ‘market failure’, 
and that we should allow market institutions once more 
to arise to regulate financial markets. In fact, such insti-
tutions still do exist in some areas of financial market ac-
tivity (for example, the London Stock Exchange does still 
have a rule book) but they are surrounded by, and stifled 
by, overarching statutory regulatory bodies.

Lighthouses – what does not work ‘in theory’ 
works in practice

At the beginning of his paper ‘The lighthouse in economics’ 
Coase (1974b) mentions a number of leading economists 
who had proposed that the state should provide light-
houses. Mill, for example, held this view on the basis that, 
without state help, navigation aids would not be provided 
because enforcing payment and excluding those who did 
not pay would be impossible. Pigou made a similar point. 
Samuelson took the argument further. He argued that, 
even if payment for lighthouse services could be enforced, 
it should not be required. The light from the lighthouse had 
zero marginal cost and, as such, excluding a ship from the 
services of lighthouses would be inefficient if the benefit to 
that ship were greater than zero. In effect, Samuelson was 
arguing that lighthouses were a pure public good.

As Stephen Davies pointed out in the previous chapter, 
Coase investigated the historical provision of lighthouses 
in England and demonstrated that they were, in fact, 
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provided and that lighthouse fees were actually charged. 
Furthermore, Coase found that, in practice, the charges 
were levied in such a way that few ships would have been 
deterred by the charges at the margin, quite contrary to 
Samuelson’s prior view. In addition, few ships would have 
benefited from the services of the lighthouse from which 
a charge was not collected, but from which it would have 
been feasible to collect a charge, even if the government 
had been directly responsible for doing so.

Thus, the institutional mechanism that existed in 
practice for the construction and funding of lighthouses 
solved the problems identified by economists in a rea-
sonable and practical way. Those economists who said 
that lighthouses should be provided by the government 
according to blackboard economics should first have 
investigated the historical facts. There was no evidence 
that the provision of lighthouses was more effective in 
those countries where the government was responsible. 
In short, lighthouses in England seem to have had the 
characteristics of club goods rather than of public goods. 
Lighthouses were not obviously under-provided and 
mechanisms that economists believed could not work in 
theory did work in practice.

Financial regulation – what does not work 
‘in theory’ works in practice

Economists have argued in favour of state regulation of 
financial markets just as they have argued in favour of state 
provision of lighthouses, though with some differences 
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between the reasoning in the two cases. For example, it 
is often argued that financial markets need government 
regulation because of pervasive information asymmetries; 
because ‘market confidence’ has externality effects; be-
cause of the problem of ‘moral hazard’; and because of 
systemic risk that can lead the financial system to fail if 
an individual financial institution fails (see, for example, 
Llewellyn 1999).

Akerlof (1970), in particular, highlighted the problem of 
information asymmetries in markets. However, it is worth 
noting that Akerlof ’s normative conclusions were rather 
tentative. He concluded that information asymmetries 
may lead to a situation where government intervention 
could improve matters, but he also pointed out that pri-
vate institutions could arise to deal with the problems he 
identified, while mentioning that such institutions may 
themselves give rise to problems such as concentrations of 
power. This view is reasoned and rational and, as we shall 
see, leads in a Coasian direction that requires economists 
to evaluate which is the best of alternative institutional ar-
rangements. This view can be contrasted with the ration-
ale put forward by financial regulators for state regulation 
of financial markets. In one publication (FSA 2003) by the 
UK financial regulator, the Financial Services Authority, it 
was stated that:

In meeting our objectives in a manner consistent with 
the principles of good regulation, we have adopted a 
regulatory approach based on correcting market failure 

… There are, however, numerous cases where unregulated 
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financial markets will not achieve the best outcome due 
to some form of market failure, making action on our 
part necessary.

Starting from this perspective, there is no effective 
limit on the amount of financial regulation that can be 
justified, because a market can never be perfected and is 
always subject to what some economists describe as ‘mar-
ket failure’.

It would be instructive for ‘blackboard economists’ in 
this field to examine the forms of regulation that actually 
developed historically within financial markets. Insti-
tutions important in creating a stable order in financial 
markets included independent professions (see, for ex-
ample, Booth 2007; Bellis 2000)4; the development of in-
termediaries and trustee bodies to deal with information 
asymmetries; special corporate governance arrangements 
(such as customer-owned firms and banks with double or 
unlimited liability for shareholders) to address conflicts of 
interest; and the use of ‘reputation’ to distinguish between 
good and bad firms (Macey 2013).

In addition to the above institutions that regulate 
behaviour in finance, markets can develop their own 
comprehensive regulatory institutions. Though it is the 

4	 With regard to professions, some of these were effectively products of the 
market and entirely independent of government, others had government 
protection. It is because of the prominence of the latter in so many areas 
that professions have tended not to get praise from supporters of a market 
economy (see, for example, Friedman 1962). As we shall see, this issue of 
government protection and market power is important in the debate about 
the lighthouse.
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intention of this chapter to examine what happened in 
practice rather than tie the issues in to a body of theory, 
it is worth noting that these regulatory institutions oper-
ated on a club-like basis.5 They developed rules to which 
their members had to adhere. Adherence to the rules came 
with a cost because the rules involved the prohibition of 
certain practices that may have been remunerative to 
individual members of the club. However, the rules also 
had a benefit because, if they were obeyed by all members 
of the club, adherence would enhance the reputation of 
all the members. In other words, market confidence and 
trustworthiness can be thought of as a club good and the 
price of obtaining that good is adherence to the rules (in 
addition to any membership fees). It is important that free 
riders cannot operate under the protection of the private 
regulatory body without obeying the rules: that is, it must 
be possible to exclude rule breakers.

Below we will examine two such mechanisms in finan-
cial markets: stock exchanges and central banks.

Private regulation and stock exchanges

In Britain, modern stock exchanges first developed in 
coffee shops, such as Jonathan’s Coffee House in Change 
Alley, where a group of 150 brokers and jobbers formed a 
club in 1761 superseding more informal arrangements 
that had existed since 1698. This club developed into the 
first formally (though privately) regulated exchange in 

5	 See Buchanan (1965) for the theory of the club good.
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1801 and, the following year, the exchange moved to Capel 
Court. The characteristics of the stock exchange included 
restrictions on membership, the publication of prices and 
lists of stocks that were traded, and the potential for the 
development of a rule book.

In the early years, the exchange was regulated by con-
vention, reputation and informal rules. For example, when 
delayed settlement was introduced to increase liquidity, 
those who did not settle their accounts would be labelled 
‘lame duck’ on a board and could be prevented from acting 
as brokers. It is also worth noting that, in common with 
other exchanges at various times, the London exchange 
succeeded in the 1730s in enforcing orderly transactions 
that were unenforceable in a court of law (Kynaston 
2012: 14). This was also the case in Amsterdam, where 
the exchange facilitated the trading of forward contracts 
and short sales that were prohibited by government and 
therefore unenforceable in law (Stringham 2003). There 
were unlicensed brokers in Amsterdam, as elsewhere, that 
provided competition, but reputation was important in 
governing business on the market (Stringham and Boettke 
2004).

As Stringham writes in criticising the belief that regu-
lation has to come from the government (Stringham 2015: 
48, 50):

But the Amsterdam traders were cleverer than the black-
board theorists … who assert that financial markets 
emerged because of government. We can see how markets 
actually worked by analyzing some firsthand accounts, 



Forever     Contemp    orary  : T he  E conomics   of Ronald    Coase

168

the best of which was published in 1688 by stockbroker, 
Joseph Penso de la Vega. Written in his native Spanish in 
the form of a dialogue, Confusion de Confusiones is a sort 
of seventeenth century frequently asked questions, most 
likely for people looking to get into the stock market. In 
the book de la Vega describes numerous transactions in-
cluding short sales, forward contracts, option contracts, 
and other transactions that occurred even though they 
were unenforceable in courts of law.

Regulation by reputation is commonplace in markets. 
What was different about stock exchanges, however, was 
their ability to develop codified rules. This happened in 
two ways. Firstly, there were rules governing behaviour 
of members and the quotation of stock prices. Secondly, 
there were rules for companies listed on the exchange. The 
latter type of regulation developed rather later. These are 
precisely the forms of financial market regulation that is 
commonly thought necessary for the state to provide and 
which the state now does provide.

The first codified rule book covering topics such as 
default and settlement was developed by the London ex-
change in 1812. This rule book included provisions for set-
tlement, arbitration and dealing with bad debts. There were 
also rules about general behaviour designed to increase 
transparency (for example, partnerships among members 
had to be listed publicly) and about the quotation of prices. 
Davis et al. (2004: 12) report how the exchange collectively 
absorbed losses from an event of market manipulation 
and the inappropriate use of insider information in 1814, 
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while ensuring that those who attempted to profit did not 
gain.6 These are now matters that are entirely handled by 
government regulation.

In 1844 it became a requirement for securities to be 
sanctioned by the stock exchange committee before 
being listed on the exchange (ibid.). In effect, this was the 
introduction of the other important aspect of regulation 
provided by exchanges – rules for the quotation of a com-
pany’s shares. Indeed, rules for the quotation of a com-
pany’s shares complement rules in relation to the behav-
iour of members. Without an orderly market, companies 
will not seek a listing, and, without reasonable listing rules, 
investors will be discouraged from trading on the market. 
At the turn of the twentieth century, these listing require-
ments then became more onerous.

Until all-encompassing regulation was developed by 
bodies reporting to the UK government under the 1986 
Financial Services Act, regulation remained entirely a pri-
vate matter. After World War  I, various Companies Acts 
were passed which mandated information provision by 
companies, but, even then, the stock exchange imposed 
additional requirements on companies quoted on the ex-
change such as the requirement for interim reports (see 
Goff 1982).

The ability of the exchange to determine its own mem-
bership and to set the rules by which members work was 
crucial. The members incurred the costs and reaped the 

6	 Those gaining from the activity were fined their profits, which had to be 
paid to charity.
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benefits of a well-functioning rule book because it helped 
to create an orderly market and enhanced the reputation 
of the exchange. The companies quoted on the exchange 
also reaped the benefit of an orderly market through, 
for example, a lower cost of capital and, in later years, 
companies had to pay for the benefit of being listed. The 
benefits of those rules were excludable in that the bene-
fits would not be obtained by companies not quoted on 
the exchange or by those involved in exchanging stocks 
and shares who were not members of an exchange with 
a good reputation. Similarly, the costs of the rules would 
be borne by those trading in the form of membership 
fees and in the form of the non-pecuniary costs of self-re-
straint. The costs of self-restraint could be considerable. 
For example, from 1909, members were prohibited from 
performing broking functions if they also traded on their 
own book7 – something which reduced the likelihood of 
conflicts of interest.

A Royal Commission enquiry in 1877–78 illustrates 
two features that seem to be important in the regulation 
of securities business. The first is the influence of a small 
number of important players on the rules that were devel-
oped (Kynaston 2012: 91). The second is confirmation of the 
club-like nature of the exchange. In reporting the outcome 
of the Commission, Kynaston comments (ibid.: 92):

7	 The rules surrounding this issue evolved but were clarified and made ex-
plicit in 1909 (see Burn (1909), and the article reproduced therein from The 
Times, pages 134–36). This rule involved considerable restraint on behalf of 
some members, as was made clear in The Times’s article, but it was consid-
ered that it benefited the reputation of the exchange.



Stock  e xchanges     as  lighth   ouses  ﻿ ﻿

171

Pre-allotment dealings remained the norm; settlement 
and quotation remained wholly within the Committee’s 
jurisdiction; the Stock Exchange remained a self-regulat-
ing decidedly unincorporated body; and would-be public 
spectators remained excluded for another three-quar-
ters of a century. The club, in short, preferred to stay just 
that[…]

The Royal Commission noted that the exchange’s rules 
‘had been salutary to the interests of the public’ and that 
the exchange had acted ‘uprightly, honestly, and with a 
desire to do justice’.8 It further commented that the ex-
change’s rules were ‘capable of affording relief and exercis-
ing restraint far more prompt and often satisfactory than 
any within the read of the courts of law.’

Not only were the benefits of the club rules exclud-
able, it was possible for non-members to form a compet-
ing exchange with different rules. In practice, however, 
competition was limited. Developments in technology 
from the beginning of the 1980s, however, changed this 
and there is now considerable competition between 
exchanges on an international level. Competition also 
came from other markets that were effective in pro-
viding capital to companies. For example, before the 
stock exchange ‘club’ was broken up in 1986, the euro 
bond markets had developed without any centralised 
exchange or regulatory body, whether private or state, 

8	 Royal Commission on the London Stock Exchange (1878: 5), quoted in 
Stringham (2015).
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and the euro bond markets were an important alterna-
tive source of capital to local equity markets for large 
companies (see Kynaston 2012).

The state regulation of UK securities markets began 
in 1986. The state regulation of the US stock exchange oc-
curred well before that of the UK. However, Paul Mahoney, 
mainly describing the development of the New York Stock 
exchange but referring also to others, has said (Mahoney 
1997: 1462):

[I]n summary, many stock exchange rules in the era be-
fore governmental regulation were premised on the idea 
that to attract investors, the exchange had to provide 
elementary protection against defaults, forgeries, fraud, 
manipulation and other avoidable risks. Thus stock 
exchange rules dealt with most of the broad categories 
of issues with which modern securities regulations are 
concerned.

Indeed, the reputation for trustworthiness on the Lon-
don exchange was such that, in 1923, when it received its 
coat of arms, its motto was: ‘my word is my bond’.

‘Big bang’ and ‘deregulation’

In 1986, the stock exchange system of private rule-mak-
ing was broken open and the London exchange opened to 
foreign banks. At the same time, the separation of broking 
and dealing functions was ended. This was known as ‘big 
bang’.
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The motivation for reform was a belief that the restric-
tive practices on the stock exchange were causing it to lag 
behind other international exchanges (Creaven 1992). The 
sweeping away of the various restrictive practices (limita-
tions on entry to the market, fixed commissions and the 
separation of trading and broking) followed an agreement 
with the government that led to the suspension of a six-
year-long enquiry by the Office of Fair Trading, which 
had previously had its powers extended to include service 
industries.

Big bang is widely regarded as a process of ‘deregula-
tion’. That the so-called deregulation of the City of London 
arose as a result of challenges to the existing structures 
from the competition authorities is significant. Whether 
this action was right or wrong, Akerlof can be thought 
of as being rather perceptive in identifying the issue of 
market power as a potential problem in privately provided 
systems designed to deal with information asymmetries 
in markets. Essentially, in 1986, the competition authori-
ties removed from the private institutions that regulated 
the market their ability to exclude members and their abil-
ity to set rules (such as commission levels, separation of 
trading and broking, etc.). This breaking up of private reg-
ulation was followed by the development of government 
regulatory agencies which had arbitrary and more-or-less 
unlimited powers to regulate to correct what many per-
ceived to be market failures.

There are many similarities between the regulatory 
situation in securities markets in 1986 and Coase’s 
observations regarding lighthouses. Two are perhaps 
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especially noteworthy. Firstly, it is widely thought among 
economists that state regulation of securities markets 
is necessary – in other words that the market cannot 
provide regulation through institutions that arise from 
within the market. The assertion that state regulation is 
necessary tends to be justified through the application of 
blackboard economics in exactly the same way as it was 
argued that lighthouses were a public good according to 
economic theory. Secondly, there seems to be a lack of 
curiosity among mainstream economists about the his-
tory and economic nature of regulation in financial mar-
kets. In the same way that Coase’s paper on lighthouses 
described the situation that actually existed in practice 
after other authors had said that lighthouses could not 
be financed privately in theory, there seems to be general 
denial of the most basic facts regarding financial regu-
lation in the UK up to 1986. What is often described as a 
process of ‘deregulation’ to promote free markets in 1986 
was, in fact, a process of prohibition of private regulation 
and its replacement by state regulation.

Even though the state has taken over regulatory over-
sight in all developed countries, exchanges still do exist to 
provide different and competing regulatory environments 
for listing and trading though all have to enforce state 
regulation. Especially in the field of listing requirements 
for companies, there is still some discretion for exchanges 
to develop their own requirements. For example, the Al-
ternative Investment Market (AIM) is a relatively lightly 
regulated market in the UK, and there are markets that 
perform similar functions in the US such as NASDAQ. 
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Indeed, a number of companies that are quoted on AIM 
are small enough for statutory regulatory requirements 
not to apply to them. And yet, as Stringham (2012) demon-
strates, AIM is successful as a regulatory environment. At 
the same time, there are markets which have much more 
detailed and onerous rulebooks for quoted companies (in 
addition to the requirements of statutory regulators) such 
as the main market of the London Stock Exchange.

The further development of statutory 
regulation

Soon after big bang in 1986, there was a huge extension 
of the regulation of securities markets as a result of the 
Financial Services Act 1986, which came into operation 
in 1988. Goodhart (1988) suggested that just one rule 
book, developed as a result of the 1986 Act on one aspect of 
regulation, weighed around two kilograms. The Act itself 
is reproduced in 230 pages (not including the associated 
regulations) in the standard textbook by Wedgwood et al. 
(1986).

The Financial Services Act 1986 established that the 
Securities and Investment Board (SIB) would be respon-
sible to the Secretary of State. The act followed the Gower 
Report, Review of Investor Protection, published in 1984. 
The SIB’s powers were very wide-ranging. It authorised 
businesses, intermediaries and individuals and gave rec-
ognised status to professional bodies whose members 
could carry on limited de minimis regulated activities 
under the supervision of their professional body. Matters 
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which were previously governed by common sense, ethical 
codes, private stock exchanges or professional bodies be-
came regulated activities under the Financial Services Act.

In describing the transition Sir Kenneth Berrill, first 
chairman of the SIB said that the City was no longer a 
place ‘where you look after yourself according to a code of 
honour of conduct. It is a tough regulatory system’ (Hilton 
1987: 48). Lomax (1987) stated: ‘There is a substantial risk, in 
fact, that we now have massive overkill of the supervisory 
structure in the financial industry’ (Chapter 3, Section 9).

The market moved from polycentric and largely pri-
vate systems of regulation, to a system of regulation that 
allowed rules to be spurned with little accountability. 
Goodhart (ibid.), commenting soon after the Financial Ser-
vices Act, felt that standards could have continued to have 
been maintained in most areas through the use of ‘clubs’ 
with perhaps some small role for the state in regulating 
entry standards where this was not effectively done.

Since 1986, financial regulation has become even 
more centralised and, arguably, the powers of the regu-
lator have become more arbitrary. In 2001, the Financial 
Services Authority was given power to regulate the whole 
UK financial sector and it is impossible to perform any 
function in securities markets without being regulated 
by that body.9 There are probably millions of paragraphs10 

9	 Regulatory functions were reorganised in 2013.

10	 It has been calculated that there are 4,000,000 words from one of the bod-
ies alone that succeeded the FSA. See http://www.conservativehome.com/
thecolumnists/2014/10/lord-f light-regulation-the-collectivist-wolf-in-
sheeps-clothing.html (accessed 3 July 2015).

http://www.conservativehome.com/thecolumnists/2014/10/lord-flight-regulation-the-collectivist-wolf-in-sheeps-clothing.html
http://www.conservativehome.com/thecolumnists/2014/10/lord-flight-regulation-the-collectivist-wolf-in-sheeps-clothing.html
http://www.conservativehome.com/thecolumnists/2014/10/lord-flight-regulation-the-collectivist-wolf-in-sheeps-clothing.html
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of financial regulation and in the last year of its operation 
(before the regulatory functions were divided between dif-
ferent statutory bodies) the FSA had a budget of £547m.11 
By 2013, the body had accrued powers to regulate areas 
of financial activity, such as mortgages and non-life insur-
ance, that had been entirely free of regulation in the past 
and in relation to which there had been no clear problem 
that required statutory regulation. Bank of England Chief 
Economist Andrew Haldane noted: ‘In 1980, there was one 
UK regulator for roughly every 11,000 people employed 
in the UK financial sector. By 2011, there was one regu-
lator for every 300 people employed in finance’ (Haldane 
2012). There has been a similar trend in the US, where it 
is commonly suggested that the regulations arising from 
the Dodd–Frank Act enacted following the financial crash 
will run to around 30,000 pages (see, for example, Dowd 
and Hutchinson 2014).

As noted above, the FSA justified its approach according 
to the blackboard economics concept of ‘market failure’. 
However, statutory regulation effectively displaced the 
evolution of institutions within the market that could have 
improved the workings of markets, perhaps in a more sat-
isfactory way. We know from the historical evidence that 
institutions of regulation can evolve within securities mar-
kets. One interesting issue, in the wake of the financial crisis, 
is whether the same could happen with regard to the regula-
tion of banks. In the next section we look briefly at this.

11	 See Annual Report and Accounts: http://www.fca.org.uk/static/ 
documents/annual-report/fsa-annual-report-12-13.pdf 
(accessed 9 July 2015).

http://www.fca.org.uk/static/documents/annual-report/fsa-annual-report-12-13.pdf
http://www.fca.org.uk/static/documents/annual-report/fsa-annual-report-12-13.pdf
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Could bank regulation be provided by market 
institutions?

As Coase taught us in ‘The economics of lighthouse’, it is 
important to look at the past in order to discover what ac-
tually happened, rather than rely on our textbooks to tell 
us about what can only happen in theory. It is also impor-
tant to consider conceptually how we might apply our eco-
nomic knowledge to solve new problems. In this section we 
consider briefly the possibility of understanding central 
banking and banking regulation as a club good.

Different schools of thought attribute the development 
of central banking to different origins. On the one hand, it 
is often suggested that central banks arose from the de-
sire of the state to monopolise the money supply. On the 
other hand, it has been suggested that they were a natural 
evolution of a monetary system that needed a ‘banks’ bank’ 
(Congdon 2009). This chapter does not make a judgement 
on this debate, though it should be noted that central 
banks are certainly not a purely private phenomenon, 
even when they are privately owned and governed – they 
are given certain statutory powers and monopolies by 
government. However, in making a comparison with the 
case of lighthouses in Britain, it should also be noted that 
lighthouses were also not provided only by a purely private 
club: Trinity House had certain privileges granted to it by 
the state.

Central banks have, at some points in history in some 
countries, had club-like characteristics in their relation-
ship with clearing banks. This was certainly so in Britain 
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in the nineteenth century.12 Congdon argues that such 
club-like characteristics could be enhanced by simple 
reforms which could make both the regulatory system 
for banks more independent of government, make it more 
responsive to the needs of participants and also make it 
more effective. The Bank of England will be used as the ex-
ample in this section – other central banks have different 
origins, history and modus operandi.

In 1844, the Bank Charter Act gave the Bank of England 
a quasi-monopoly of the note issue even though, impor-
tantly for our argument, it was privately owned. The Act 
also restricted the note issue to a fixed amount plus an ad-
ditional sum that had to be backed by gold. This gave the 
Bank of England a privileged position (in the literal sense 
of the word ‘privileged’) and enabled it to lend against 
collateral to other banks when they could obtain no other 
source of finance. The ability to lend in this way was en-
hanced because, in a crisis, the Bank Charter Act was often 
suspended (for example in 1847, 1857 and 1866) allowing 
the Bank of England to extend its note issue.

In effect, the Bank of England became the head of a 
club of financial institutions. If a member of that club was 
illiquid but solvent, the Bank of England could come to its 
rescue by lending against collateral. If the Bank of England 

12	 Dowd and Hutchinson (2014) describe a purely private system of support 
for banks in the US before the development of the Federal Reserve, which 
was not dependent on a central bank at all. Given that the story of the light-
house did not involve purely private provision with no state involvement, 
the analogy with the Bank of England in nineteenth-century Britain and 
how it could be reformed today is adequate for our purposes.
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considered the behaviour of the club member seeking help 
to be inappropriate or if it thought that the solvency of the 
member was in danger then help could be refused. Indeed, 
that is precisely what happened in the case of Overend 
Gurney in 1866. Describing this incident, Kynaston (2012: 
83) writes:

Should the Bank have stepped in? Once it became clear 
that Overend Gurney required assistance to survive, it 
appointed a committee … to scrutinise the books. The 
three wise men determined that the business was rotten 
beyond redemption and no helping hand was held out.

Then, relating the refusal of the Bank of England to as-
sist with Overend Gurney’s earlier decisions not to play by 
the implicit rules of the club, Kynaston continues: ‘Over-
end Gurney had once very much been members of the club 

… but it was a club that would never condone such bare-
faced tactics directed against its ex officio chairman13’.

This emphasises what we have noted already in the case 
of exchanges. There were significant concentrations of 
market power in this system. In effect, the Bank of England 
could determine whether a given firm should survive or fail.

The Bank of England was nationalised in 1946 and its 
role has changed. Indeed, in 1997 it was stripped of its 
power in relation to the regulation of banks and the issue of 
government debt, though it has since regained the former. 
Congdon (2009) proposes not just a return to the principles 

13	 The governor of the Bank of England.
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by which the Bank of England operated before 1946 but an 
extension and formalisation of that role.

He suggests that the Bank of England should have its 
capital provided by the clearing banks it regulates.14 There 
is thus a formal club of banks with the Bank of England 
regulating its members for their mutual benefit.15 In re-
turn for the banks following the regulation set by the 
central bank, the central bank would provide lender of last 
resort facilities on an explicit contractual basis to those 
banks which became illiquid but were solvent. This would 
operate entirely privately.16 The members of the club would 
own the central bank that sets the rules; the banks would 
have to follow the rules for the benefit of the whole club to 
ensure the safety of the banking system; but the members 
of the club that were short of liquidity would receive sup-
port through lender of last resort facilities if they kept to 
the rules. It should also be noted that Congdon argues that 
those banks that do not wish to submit themselves to the 
regulation of the Bank of England could choose not to do 
so and would not receive lender of last resort support. Any 
counterparty dealing with such banks would be aware of 
this.

Essentially, Congdon proposes a system that would 
take a ‘market failure’ problem identified by blackboard 

14	 What follows is my interpretation of Congdon expressed in the language 
used elsewhere in this chapter.

15	 To protect the payments system – classically, the most important reason 
for regulating banks.

16	 Though it should be noted that the ability of the central bank to play this 
role depends on its legal privilege as a central bank that can print money.
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economics (externalities arising from the risk to the 
whole banking system of an individual bank failure) and 
proposes a solution that involves all parties agreeing to 
an institutional arrangement that would internalise the 
externality (to use the jargon of modern economics). This 
is not, itself, a blackboard economics solution dreamed up 
by Congdon, but a proposed evolution of arrangements 
that arose in the market in the nineteenth century, albeit 
encouraged by the legal privilege given to the Bank of Eng-
land. It would, it should be noted, give substantial market 
power to the Bank of England, though in principle it would 
be constrained by the club members who provided the cap-
ital and determined the governance of the organisation as 
well as by the competitive threat from banks who chose 
not to join the club. As we shall see in the conclusion, there 
are several analogies with the lighthouse here.

Conclusion

In the story of the lighthouse, Coase showed that a system 
that blackboard economists believed not to be possible in 
theory actually developed in practice. There is a similar, 
though not identical, situation in financial markets. It is 
widely believed by economists who use a blackboard, mar-
ket-failure-type approach that financial markets require 
state regulation. However, if we look at the historical prac-
tice, we find that financial markets regulated themselves. 
Furthermore, it is possible that banking regulation could 
be provided by an independent, privately owned central 
bank without direction from the state. It is worth noting 



Stock  e xchanges     as  lighth   ouses  ﻿ ﻿

183

that there are still several examples of club-based finan-
cial regulation operating internationally (for example, the 
International Swaps and Derivatives Association) and also 
examples of private regulation – though very much under 
state supervision – such as the UK’s Alternative Invest-
ment Market.

There are several further interesting parallels between 
the examples found from financial markets and the study 
of lighthouses.

In the case of both lighthouses and the central bank in 
Britain, legal privileges were given to key players and this 
might have been necessary for the system to work effec-
tively. 17

In the case of lighthouses, Coase notes that, if light-
houses were financed by direct taxation, their building, 
administration and operation would not necessarily be 
carried out in the interests of lighthouse users. Congdon 
makes an exactly analogous point in justifying the provi-
sion of capital to the central bank by the banking sector 
that the central bank regulates.

In all three cases – lighthouses, central banks and ex-
changes – issues of market power arise. It is interesting 
to note that, as early as 1801, those brokers who were ex-
cluded from the stock exchange petitioned parliament to 
ask the government to force the exchange to be opened to 
all members of the public (Stringham 2002). However, the 
opponents of a bill that was drafted to that effect argued 

17	 Bertrand (2006) argues that the system Coase identifies as being successful 
relied on special privileges granted by the state. It should be noted there 
were no privileges granted by the state in relation to stock exchanges.
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that private rules had to be enforced if the institution was 
to thrive. In this context, it is also important to note, as 
is discussed in Burn (1909), that it was possible to deal in 
stocks through non-members of an exchange – there was 
no monopoly, though only member brokers and dealers 
(jobbers) were considered as being beyond reproach. In-
deed, it was a competition enquiry which ended the stock 
exchange’s role in financial regulation in 1986. Also, when 
the Bank of England acted as a banker to the club of banks 
it was in a position where it could use its power to decide 
whether to allow a bank to fail (or otherwise). It is also the 
case that the provision of lighthouses became gradually 
more centralised under the jurisdiction of Trinity House. 
In this context, it is worth highlighting again the concern 
of Akerlof (1970) that institutions that develop within the 
market to deal with problems such as information asym-
metry might accrue significant market power to which 
there might be objections.

Indeed, this point is perhaps the key issue for discus-
sion. The debates surrounding financial regulation have 
tended to assume that markets cannot develop their own 
regulatory institutions. We should not be debating this 
question because history demonstrates that they can. It is, 
however, worth debating two different questions. Firstly, 
the empirical matter as to whether private financial reg-
ulation is better than state regulation. Secondly, there is 
the question of whether private regulation, in certain cir-
cumstances, gives rise to an undesirable concentration of 
power in private markets. This is precisely the point that 
Akerlof makes.
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As it happens, in financial markets the concentrations 
of power were in the process of being dispersed at the 
very moment the state stepped in after nearly 300 years of 
private regulation (Kynaston 2012: 567–68). Furthermore, 
since the power to regulate financial markets moved from 
the clubs to the state, the regulator has accrued power 
with few checks, grown its budget and grown the number 
of employees at a rate that few would have anticipated in 
1986. At best, concentrations of power within the private 
sector have been replaced by concentrations of power in 
state bureaucracies.

Nevertheless, there is a debate about which of the al-
ternative institutional mechanisms is desirable. This is a 
debate which Coase would have believed it important to 
conduct. What economists should not do is assume that 
what clearly has happened cannot happen – whether this 
be in the City or the sea.

Coda18

As far as the future is concerned, a start could be made by 
removing statutory regulation of financial markets from 
those areas on which it has most recently been imposed 
without any clear cause (mortgages, non-life insurance 
and so on). Secondly, in some areas, businesses should be 
able to opt out of the statutory regulatory system as long 
as it is very clear that they are doing so. This would at 

18	 This coda has been added to the article to bring out its relevance to the 
theme of the book.
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least create competition between firms that were clearly 
regulated and those that were clearly not. Furthermore, 
the new forms of finance that are developing (for example, 
peer-to-peer lending, crowd funding and crypto curren-
cies) should be left entirely unregulated. It would be clear 
to all who used them that they would be so. And, of course, 
the point of these innovations is that they grow up along-
side existing forms of financial services, so that nobody is 
obliged to use them. The markets would then be allowed to 
develop their own regulatory mechanisms. In general, they 
should be subject to basic laws of fraud and so on, but not 
to prescriptive regulation.



187

9	 COASE AND THE ‘SHARING ECONOMY’

Michael Munger1

Introduction

In an interview conducted by Richard Epstein in 2002, 
Ronald Coase recounted his original puzzlement with 
what seemed to him an obvious question. In the interview, 
he put it this way (Coase 2002b):

We were discussing the way that businesses were con-
trolled, and their plans were made, and all that sort of 
thing. On the other hand, [Professor Arnold] Plant told 
us all about the ‘invisible hand’, and how the pricing sys-
tem worked itself, and you didn’t need any plans and so 
forth. It seems quite natural to me now, though it doesn’t 
seem to have bothered many other people: here you had 
these two systems operating simultaneously. One, within 
the firm, a little planned society, and on the other hand 

1	 The author thanks participants at the ‘Think’ Conference, 11–12 July 2015, 
at the Royal Geographic Society in London, England, sponsored by the In-
stitute for Economic Affairs. In addition, very useful comments and correc-
tions were offered on earlier versions of this paper by Philip Booth, Michael 
Gillespie, Len Shackleton and Cento Veljanovski. The shortcomings that 
remain are surely the fault of the author alone.

COASE AND 
THE ‘SHARING 
ECONOMY’
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relations between firms conducted through the market. 
And yet, according to the way people looked at it, the 
whole thing could have been done through the market.

 If markets and prices are so great, why are there firms? 
On other hand, any theory that answered that question 
would also have to address the implied corollary: if firms 
are so great, why isn’t there just one big firm?

My own introduction to Coase’s answer was memor-
able, though rather painful. When I was in graduate school 
at Washington University, Douglass North was on my dis-
sertation committee. At my defence, he asked a question. 
It seemed like a complicated question, and I went to the 
board and wrote some equations. Finally (and mercifully), 
Doug interrupted me. Waving his hand slowly, addressing 
a not-very-bright child, he said, ‘Michael, the answer is just 
two words … transactions costs!’

And I should have known. For North, it didn’t really 
matter what the question was, the answer, or at least the 
start of the answer, had to do with transactions costs. He 
had fully appreciated the Coasian insight that economic 
(and many political and social) institutions had as their 
primary function the optimisation of transactions costs. 
In some cases (e.g. both the price mechanism and organ-
isation by firms), the objective was to reduce transactions 
costs. In other cases, the objective was to increase transac-
tions costs. A celebrated example was the so-called Aus-
tralian or ‘secret’ ballot, which makes it impossible to tell 
if the voter complied with an agreement to vote as bribed, 
thereby making effective vote buying much harder.
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In the case of markets, and firms in particular, Coase’s 
answer is now standard in economics: firms will expand, 
or shrink, at the margin, until the cost of the last trans-
action organised internally equals what that transaction 
would have cost using the price system. In business 
schools this is presented as the ‘make or buy’ decision: 
the firm can acquire or build the capacity to make an 
additional input or service, or it can buy input or service 
in the open market. Changes in transactions costs will 
change where that margin is located, and the size of firms 
will change, sometimes quite quickly as innovations in 
informing, transacting and enforcing agreements come 
on the scene.

In this essay, I take up a question that Coase would 
likely have thought quite similar to ‘make or buy’, and the 
answer would have been equally obvious to him. The ques-
tion is: should we rent or own? The answer, not surprising-
ly, depends on transactions costs.

Tomorrow 3.0: rent or own?

We have the good (or bad?) luck to be alive at the beginning 
of the third great human entrepreneurial revolution, the 
Transactions Costs revolution. The result will be an econ-
omy where the key value proposition won’t be selling prod-
ucts, but selling reductions in transactions costs. The first 
revolution, the Neolithic, enabled fixed agriculture and 
population densities that sustained complex interdepend-
ence and the realisation of economies of scale in defence. 
In other words, cities.
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The second revolution, the Industrial, enabled the fac-
tory production line and fostered improvements in trans-
portation and other infrastructure, as division of labour 
pressed markets to become more territorially extensive 
and to provide more and better goods at lower cost.

The Transactions Costs revolution will be different, 
because for the first time the disruption will be caused, 
not by a flood of new goods or services, but by much more 
intensive use of existing goods and skills of service pro-
viders. Many have called this the ‘sharing economy’ but, 
while catchy, this is misleading. Sharing would appear 
to imply communal use, and even communal ownership. 
The Transactions Costs economy will still involve private 
ownership, but each of us will probably need to own 
much less.

Still, the implications and practical effects, like the 
results of the first two revolutions, will be profoundly 
disruptive. And as with the first two revolutions, some 
of the institutions we have come to depend on will be 
swept away, and attempts to preserve artificially the 
approaches we have long depended on will cause un-
necessary and very costly delays. This third revolution 

– whose leading edges we have now crossed – will make 
it possible to rent almost all the durable commodities 
we now own. Entrepreneurs will create, and capture, 
value almost exclusively by reducing the transactions 
costs of sharing existing commodities. Eventually, the 
remaining shared durable goods that are produced will 
be made expressly to be shared by the new platforms 
and new market processes.
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The power drill trope: it’s about time

It is estimated that there are 80 million power drills in 
closets, garages and sheds around the US. Many of these 
have been used for only a few minutes, and people claim 
(e.g. Friedman 2013) that the median lifetime use of a 
power drill is less than 20 minutes, total. It seems wasteful 
to have such replication and excess capacity, since few of 
these tools are being used at any particular point in time. 
Others2 have raised some valid objections, focusing on the 
transactions cost of avoiding the ‘waste’ and pointing out 
(rightly) that if it were really possible, and desirable, to 
rent rather than own, people would be doing it. So, with 
existing ways of doing business, the business opportunity 
apparently presented by the fact that everyone owns a drill 
but rarely uses it is not real. Fair enough.

But to answer ‘rent vs own’ with existing ways of doing 
business misses a key distinction. What we seek from a 
transaction involving a tool is not (necessarily) ownership 
of the tool but access to the services that the tool can pro-
vide. More simply, Jones doesn’t need a drill. What Jones 
needs is a hole in this wall, right here, right now.

The question is how Jones can achieve his object – a hole 
in this wall, right here – at the lowest total cost, including 
(crucially) transaction costs. Let’s define ‘transaction costs’ 
as all the costs of achieving my object in addition to the mar-
ginal opportunity cost of the resources required actually to 

2	 See, for example, ‘Why a drill is a bad example for the sharing economy’: 
http://www.credport.org/blog/12-Why-a-Drill-is-a-Bad-Example-for-the-
Sharing-Economy (accessed 6 August 2015).

http://www.credport.org/blog/12-Why-a-Drill-is-a-Bad-Example-for-the-Sharing-Economy
http://www.credport.org/blog/12-Why-a-Drill-is-a-Bad-Example-for-the-Sharing-Economy
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accomplish this object. That’s a vague definition, of course, 
but it’s useful analytically. What is required to achieve the 
‘hole drilled in wall at exact point desired, right now’ is the 
services, in effect the time, of a drill and the effort required 
to press the drill for a few seconds into the wallboard. 
Everything else is transactions costs, costs paid so that the 
required time can be used productively.

It would seem, given the centrality of Coase’s transac-
tion costs concept to his work, and to my claims here, that 
a clear definition of the concept would be useful, perhaps 
even necessary. But the quest for clear definition is bound 
to be frustrated, for two reasons. First, Coase himself was 
reluctant to define transaction costs in any restrictive way. 
Second, the very nature of transactions make precise defi-
nitions difficult, and perhaps misleading.

Goldberg (1989: 21) put it this way:

Since firms do exist, and do thrive, we must ask how such 
organizations could be superior to the impersonal mar-
kets. The answer – or really the first part of the answer 

– was that impersonal markets weren’t so darn perfect 
anyway; their imperfection [Coase] called ‘transactions 
costs’ … Coase never bothered to give a precise definition 
of transactions costs because he didn’t take the concept 
very seriously. It was only the name of whatever it was the 
economists had been ignoring.

I think it’s inaccurate, or at least infelicitous, to say 
that Coase ‘didn’t take the concept very seriously’. Instead, 
it would be more accurate to say that transactions costs 
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cannot be defined precisely, because they are dependent 
on the particular circumstances of time and place for that 
commodity and that transaction. It is tempting to define 
transactions costs as all the costs of completing a transac-
tion other than the costs of producing the good or service 
being sold, but that would be a mistake. The notion of sep-
arating the good itself from the way that it is produced or 
sold requires ownership. If the nature of entrepreneurship 
is now focused on providing the services of the good but not 
the good itself, the notion of ‘cost’ is confused. In a way, all 
costs in the new rentership economy are transactions costs.

Consequently, the key to solving the problem is to have 
a clearer conception of the transaction, and what is being 
transacted. And that is the heart of the Coasian analysis, 
in any case. What the consumer wants is access to the 
ability to make ‘a hole in this wall, right here’ at future 
times at the (arbitrary, possibly currently unknown) dis-
cretion of the potential consumer. When any commodity, 
particularly a durable commodity such as a power drill, 
is purchased, what is really being bought is the ability to 
make a hole in the wall anytime that one desires at very 
low cost, transactions cost or otherwise. The consumer is 
looking to acquire access to a stream of services – services 
that can be cheaply and conveniently employed at the con-
sumer’s option – but the ‘transaction’ has until now been 
is a purchase for ownership because little is known about 
the future timing, duration or exact location for the con-
sumer’s desire to make holes in walls, or boards, or use the 
Philips screwdriver head to assemble a table from Ikea or 
Homebase.
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What is missing from the discussion of the power drill, 
and the rent vs own choice, then, is the idea of time. The 
power drill is a durable good, but most consumers actually 
want only relatively small slices, and those intermittently, 
of the effective life of the drill. Still, if it is cheaper to ‘rent’ 
from myself (paying the opportunity rate on the capital 
costs of the funds tied up in the drill, and storing the drill 
in a space where it does not get wet, or damaged) by own-
ing, then I will buy the drill rather than rent it.

But what if it isn’t cheaper? What if an entrepreneur 
could sell reductions in the transactions costs of renting, 
using a combination of delivery services and software plat-
form, such as Uber? The third entrepreneurial revolution 
will be based on innovations that reduce transactions costs, 
rather than reducing the costs of the products themselves. 
An unimaginable number and variety of transactions will 
be made possible by software innovations that solve three 
problems: (a) information, (b) transaction-clearing, and 
(c) trust. The result will be that the quality and durability 
of the items being used (in effect, rented) will increase, but 
the quantity of items actually in circulation will plummet.

It is important to distinguish this revolution as qualita-
tively different from what has gone before. Some observers 
(see, for example, Cairncross 1999) have focused on the 
importance of improved communications technologies, 
and network economies in communications devices. But 
computers and smart phones are just the platforms on 
which the actual cost reductions, and the rapid expansion 
of transaction density, depend. Being able to consummate 
complex transaction without fear of fraud or robbery is 
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more than a change in ‘communications’; it is a reduc-
tion in the cost and risk of engaging in a wide variety of 
economic activities that have never before been possible. 
Likewise with the out-sourcing of trust: it is not true that 
information is now being more cheaply transmitted. The 
software platforms of the future will generate trust-en-
forcing mechanisms where now no reliable metric exists. 
Crediting the transactions cost revolution to ‘communica-
tion’ is as misleading as basing credit for innovations in 
personal computing on ‘advances in electricity’.

Entrepreneurs can sell reductions in 
transactions costs

Entrepreneurs imagine alternative futures, and then try 
to build them, even if the result is fiercely corrosive to the 
existing order of things. As Joseph Schumpeter (1934: 132) 
put it:

The introduction [of new products] is achieved by found-
ing new businesses, whether for production or for em-
ployment or for both. What have the individuals under 
consideration contributed to this? Only the will and the 
action; not the concrete goods, for they bought these – 
either from others or from themselves; not the purchas-
ing power with which they bought, for they borrowed 
this – from others or, if we also take account of acquisi-
tion in earlier periods, from themselves. And what have 
they done? They have not accumulated any kind of good, 
they have created no original means of production, but 
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have employed existing means of production differently, 
and more appropriately, more advantageously. They have 
‘carried out new combinations’. They are entrepreneurs. 
And their profit, the surplus, to which no liability corre-
sponds, is an entrepreneurial profit.

Elsewhere, Schumpeter famously described entrepre-
neurs as even more destructive: ‘Entrepreneurs are inno-
vators who use a process of shattering the status quo of 
the existing products and services, to set up new products, 
new services’. This is something more than arbitrage, or 
making money by trading – buying low and selling high. 
Rather than simply ‘correcting’ errors in the price system, 
and causing the convergence of prices of a single existing 
commodity, entrepreneurs imagine alternative futures, 
new products and possible ways of organising production.

It is difficult to overstate the importance of this distinc-
tion. An entrepreneur does not (just) take advantage of 
errors (i.e. differences) in prices. An entrepreneur is alert 
to entirely new possibilities, to products and innovations 
that consumers may well not even be aware that they 
could have, much less want. Steve Jobs, of Apple, famously 
observed that entrepreneurs could not rely on static con-
ceptions of ‘demand’: ‘You can’t just ask customers what 
they want and then try to give that to them. By the time 
you get it built, they’ll want something new’.3

A decade later, Jobs went further: ‘But in the end, for 
something this complicated, it’s really hard to design 

3	 http://www.inc.com/magazine/19890401/5602.html
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products by focus groups. A lot of times, people don’t know 
what they want until you show it to them’ (Business Week 
1998). This echoes Henry Ford’s famous, though perhaps 
apocryphal, claim that: ‘If I had asked [consumers] what 
they wanted, they would have said, “Faster horses!” ’ The 
point, for present purposes, is that the implications of 
selling reductions in transactions cost are impossible to 
foresee. Many things that are now owned can be rented, 
and this can be done in a way that benefits both owner and 
renter.

Middlemen as brokers and sellers of 
connections

We tend not to like middlemen.4 They seem parasitic, buy-
ing products and then reselling them without improve-
ment. If middlemen make profits, surely they don’t earn 
them? ‘Eliminate the middleman’ is the maxim of many 
simplistic schemes for increasing profit or reducing costs. 
Why do middlemen exist?

The answer is, unsurprisingly, transaction costs. 
Middlemen buy something, transport or store it, and then 
resell it at a higher price. But what the middleman is ac-
tually selling is a reduction in transaction costs. A trans-
action can only take place if the amount that a potential 
buyer can offer exceeds the marginal production costs of 
the seller plus transactions costs. This condition is not suf-
ficient, of course, as the seller may hold out for more, the 

4	 There is no obvious gender-neutral term.
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buyer for less, or something else can block the transaction. 
But the surplus of reservation offer to pay minus reserva-
tion offer to sell must exceed transactions costs before the 
transaction is even possible.

And what that means is that the middleman makes 
possible transactions that otherwise could not take place. 
Transportation, information, assurance of quality through 
brand name, financial clearing services – all of these are 
means of making possible transactions that otherwise 
would be blocked by transactions costs.

An example makes this clear. Suppose that A is willing 
to rent widget W for any price over $40 per day. B wants to 
use a widget for a day, and will pay any price less than $75. 
In principle, there is a bargaining space where any rental 
offer greater than $40 and less than $75 makes both par-
ties better off. And in a welfare economics sense W ‘should’ 
be used by B, because he values it more than A.

But A may not know where or even who B is, and it’s 
expensive to go looking. They may be physically distant, 
meaning that there are transport costs. The medium of 
exchange may be cumbersome, requiring costs to clear 
the transaction if it takes place. And they don’t trust each 
other: say the widget is valuable and A is not sure B won’t 
break it. These costs could easily be $50 or more. Assume 
the transactions costs are split evenly, $25 each. That 
means that A will require a payment of at least $65 to sell 
W, and B will pay at most $50. There is now no price where 
the transaction can take place. And because of this A and 
B may not even imagine the idea of renting widgets. No one 
has ever made an effort to set up a widget rental company, 
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and no effort has been devoted to developing institutions 
for reducing the transactions cost. In standard economics 
we might call this a ‘deadweight loss’, but only if some en-
trepreneur has recognised the opportunity.

We are missing the particular kind of entrepreneur 
called a ‘middleman’, someone who sells reductions in 
transactions costs. Companies that specialise in renting 
complicated commodities, such as cars, have figured out 
ways to reduce the transactions costs dramatically, both 
those faced by consumers and those faced by the company. 
It happens that the author is a ‘member’ of the Hertz Gold #1 
programme, meaning that he can exit an airplane and 
immediately walk directly to his rental car, which has the 
keys waiting inside. He was directed to precisely the correct 
parking spot by a text message, sent by a Hertz computer. 
All the information about eligibility to drive, background 
car preferences, and payment are stored in that same com-
puter. The only employee the author sees is a human being 
who checks for identification at the exit gate. All of the other 
aspects of the transaction are handled behind the scenes, 
and essentially instantaneously, by a software platform.

Different car rental companies offer essentially the 
same prices, and the same cars. Hertz actually charges 
slightly more for each car per day, but the transactions 
costs of renting from Hertz are much lower. Consequently, 
the total costs of renting from Hertz are lower (at least in 
the US), and Hertz makes greater profits and the author 
derives more consumer surplus from the rental. Hertz is 
successful because it sells a bigger reduction in transac-
tions costs than its competitors.
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Why sell products when you can sell reductions 
in transactions costs?

Walk through a neighbourhood in New York City on a 
weekend in August. Or December. Lots of dark windows, 
sometimes for a week or more, people paying $1,500 per 
week or more to store their belongings. At the same time, all 
the hotels are full, and in any case outrageously expensive. 
Many visitors stay far out of the city, in New Jersey or Con-
necticut, spending an hour or more on a crowded train in 
the morning and evening just to visit the city. If the people 
who want a place to stay could just find someone who has 
a place, or a room, a mutually beneficial exchange could be 
effected. But the transactions costs are prohibitive.

Drive around the Financial District in Boston. If you 
stop at the corner of Devonshire and Milk Streets, you’ll 
notice that there are at least six enormous parking garages 
within two blocks. They’re full, too, most days, with thou-
sands of cars … sitting there doing nothing. People pay for 
the car, and they pay for land to park the car … to … do … 
nothing. At the end of the day, they drive home with hun-
dreds of thousands of other people doing the same thing. 
When they arrive home, they park their car on a street that 
could be used instead for traffic, or in a driveway or garage 
on land that costs hundreds of thousands of dollars per 
acre.

I picked these two transactions because they are the 
most salient successes to date in the sharing economy. The 
reader will recognize the ‘sharing housing’ example as the 
value proposition for AirBnB, and the ‘sharing transport’ 
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example as the value proposition for Uber or Lyft. These 
companies claim that they are not in the (respectively) 
hotel or taxi business, but instead just operate software 
platforms that reduce the transactions costs of facilitating 
exchanges that were always possible, and always mutual-
ly beneficial, if the transactions costs problems could be 
solved.

This harkens back to the earlier point, of course, about 
the power drill. I don’t really want a drill, I want a hole in 
this wall, right here at this point. I don’t really want to own 
a car, I want convenient, safe and reliable transportation 
services. I don’t really want to own a house, I want a com-
fortable, anodyne and attractive space to spend the night, 
or maybe a week.

To succeed, a middleman has to reduce three key trans-
actions costs:

•	 Provide information about options and prices in a way 
that is searchable, sortable and immediate.

•	 Outsource trust to assure safety and quality in a way 
that requires no investigation or effort by the users.

•	 Consummate the transaction in a way that is reliable, 
immediate and does not require negotiation or 
enforcement on the part of the users.

It is tempting to think that the reason that Uber has 
succeeded is that it avoids the costs of complying with the 
regulations, taxes and restrictions that affect taxis. And 
that may be part of the story. But if you call an Uber driver 
she appears almost immediately; you don’t have to wait, 
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or wave at taxis that don’t stop. That driver comes looking 
for you, and because of the software knows where you are. 
Further, you can see the name and licence information 
of the driver, and you know the company has the driver’s 
personal and financial information. You don’t need to give 
the driver directions, because you have already provided 
your destination to the software, which the driver can then 
use to navigate while you think about something else. And 
the driver is paid, and tipped, without you having to touch 
your wallet. Finally, you get to rate the driver and the ride, 
and Uber pays for background checks. Drivers with less 
than 4.5/5 score on ratings are dropped.5

Most importantly, the reduction in transactions costs 
may enable transactions that could not even be imagined 
by consumers. Once a platform is able to sell reductions 
in transactions costs, the original business model may be 
adapted to a variety of other activities that were not part 
of the set of things anyone thought might be rented or 
sold. An obvious example is Amazon.com. Few remember 
now that Amazon was originally a bookstore, the bane of 
bricks-and-mortar bookstores like Barnes and Noble or 
Borders, which had themselves been decried as causing the 
death of small, inefficient ‘Mom and Pop’ bookstores. Am-
azon provided a way to find almost any book, to pay for it 
using an existing account, often with ‘one-click’ selection, 

5	 Some people argue that Uber’s (and Lyft’s) safety and background checks 
are insufficient, and that this cheating is how they make money. But Feeney 
(2015) gives a detailed assessment of ride-sharing safety and driver reliabil-
ity, and while there are some problems they are likely if anything to be less 
severe than the problems taxi drivers are likely to cause.
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sending it to an address established in advance on that 
same account. Then the book was transported quickly and 
cheaply, arriving in just a few days. And then, with Am-
azon Prime, the item arrived in just two days … for zero 
transport costs. A more direct reduction in transactions 
costs is hard to imagine.

But the software is disruptive, and in fact voracious. 
Once Amazon was able to sell reductions in transactions 
costs, it turned out that there was nothing special about 
books. Amazon quickly expanded to a few, and then many, 
other products. The advantages of the reduction in trans-
actions costs was so enormous that many sellers flocked to 
use Amazon’s software. That software became so valuable 
as a means of reducing transactions costs, in fact, that Am-
azon began selling it directly, under Amazon Web Services 
(AWS). There is even a dedicated ‘Amazon Web Services for 
Dummies’ book (Golden 2013) so that Amazon can reduce 
the transactions cost of learning how to purchase their soft-
ware and hosting platform that reduces transactions costs.

To understand the role of middlemen in selling reduc-
tions in transactions costs, one needs to recognize that 
the kind of disruption caused by Amazon is just the begin-
ning. There is nothing special about the transportation of 
human bodies; the Uber software is a new and extremely 
dangerous (to other middlemen) way to sell reduced trans-
actions costs. Uber is not a threat to taxi companies. Uber 
is a threat to Amazon. Instead of having to wait two days for 
the power drill you bought, or the espresso maker, or the 
bread-maker that you would happily rent but would never 
buy, you can use Uber. You start the app, scroll through 
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categories, and then select on the touchscreen the item 
you want to rent. The software already has your rental 
information, your financial information, and your address.

An Uber driver whom you don’t even know will pick up 
the item at a store you don’t know, and then deliver it to a 
lockable dedicated pod at your apartment. Your phone noti-
fies you the item has been delivered. When you are finished, 
you return the item to the pod, and the pod itself contacts 
another Uber driver to pick up the item and return it.

Thus it is important to recognise that the changes we 
are observing are not simply driven by passive, exogenous 
changes in transactions costs. Coase (2000) was himself 
rather scornful of the notion that transactions costs were 
a definable, measurable variable that should be seen as 
driving economic change. The key factor is the innovation 
in software platforms that reduce the costs of the entire 
transaction to the point where that activity is now profit-
able for the entrepreneur and beneficial for the consumer. 
The transaction is paid for within the software itself, and 
both you and the renter (who may just be a private citizen 
who happened to have a drill) will rate each other. Ser-
vices like this already exist in many cities for high-quality 
bicycles, luggage, clothing and appliances. As transactions 
costs are reduced by software platforms, enormous value 
is created for consumers and entrepreneurs grow rich.

Coase’s insight

There is one more implication to be discussed, perhaps the 
most radical implication of all, and it comes directly out of 
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Coase’s core insight about the existence of firms and trans-
actions costs. Coase made an observation about the size of 
the firm, and the dynamics of how optimal firm size would 
change, in his original ‘Nature of the firm’ paper (Coase 
1937b: 393):

The approach which has just been sketched would appear 
to offer an advantage in that it is possible to give a scien-
tific meaning to what is meant by saying that a firm gets 
larger or smaller … The question which arises is whether 
it is possible to give a scientific meaning to what is meant 
by saying that a firm gets larger or smaller. Why does the 
entrepreneur not organize one less transaction or one 
more?

If the reason that firms exist is transactions costs, and 
if entrepreneurs are finding ever more creative and effec-
tive ways to sell reductions in transactions costs, what will 
happen to firms? It is tempting to think that the answer is 
obvious based on the theory alone, a conclusion that Coase 
usually derided. The hallmark of the Coasian approach, as 
other chapters have noted, was to get out and poke around, 
and try to figure out what was actually happening, in real 
markets. Five years from now, when the transactions costs 
revolution in software and rentership has developed more 
fully, we might be able to answer the question empirically.

Still, there are two considerations that appear salient 
even at this early stage. The first is the potentially dra-
matic reduction in the amount of new stuff that we need 
to manufacture. If I’m right that we will need 10 million, 
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not 100 million, power drills in the US, then the number 
of power drills being manufactured will fall by 90%. Some 
of the difference will be made up by higher quality, more 
durable drills, and faster wearing out of the drills we have. 
But it is reasonable to expect a 50% reduction in drill out-
put as a result of the transactions cost revolution. And 
of course this reduction in manufacturing capacity, and 
therefore manufacturing jobs, will be multiplied across 
the economy. If transactions costs fall far enough, we will 
be able to share almost everything.

The second consideration relates directly to the size of 
firms, as a variable. As was noted at the outset, the firm 
can ‘make or buy’ the things it needs to sell its products. 
In principle a car maker could purchase all of the compo-
nents that make up a car from other sellers, and simply as-
semble the car. Alternatively, a consumer could purchase 
all the parts and then hire someone to assemble the car, 
inside the owner’s garage. These suggestions seems silly, of 
course, but only because of transactions costs. The compo-
nents of the car are already a ‘car’ in a sense, except for the 
detail of assembly.

We see the influence of the ‘rent vs buy’ decision in la-
bour markets. It is much more common for firms to ‘rent’ 
workers, hiring temporary workers or teams of workers for 
‘gigs’ forming what some people are calling the ‘gig econ-
omy’. If this movement continues, the very notion of a ‘firm’ 
may start to be eroded. A group of people, each of whom 
has developed a set of specialized skills and a reputation 
based on ratings on software such as LinkedIn, would be 
hired for a project. At the project’s completion, the group 
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would break up, only to reform anew in kaleidoscopically 
different combinations of workers and projects. Holly-
wood films, for example, were once made by the major 
studios (corporations) such as Metro-Goldwyn-Mayer or 
20th Century Fox. These ‘studios’ now are distributors, and 
movies are made by ‘gig’ workers, hired for the duration of 
the shooting of the film. After the film is completed, the 
gig is over.

Obviously, no one ‘buys’ workers outside of a system 
of slavery. But a long-term contract of the sort we asso-
ciate with firms may well become quite rare. Firms may 
rent capital equipment and labour for very short periods, 
increasing the productivity of the workers for the period 
that they are employed and dramatically reducing the 
fixed costs of the firm. In the limit, firms themselves might 
simply become individuals or small teams that hire out for 
specific projects. Workers in this system would be private 
contractors, not ‘employees’ in the traditional sense. Un-
surprisingly, the counter-revolutionary fervour of those 
who wish to protect existing power structures of both 
firms and unions6 will call for attempts to control the sale 
of transaction cost reductions.

But that is the wrong way to think about it. There is 
nothing intentional or planned about the changes that are 
coming. Neither, however, can they be stopped. And that’s 
the real power of the Coasian insight about transactions 

6	 See, for example, ‘Defining “employee” in the gig economy’, Editorial, New 
York Times, 18 July 2015: http://www.nytimes.com/2015/07/19/opinion/
sunday/defining-employee-in-the-gig-economy.html (accessed 6 August 
2015).

http://www.nytimes.com/2015/07/19/opinion/sunday/defining-employee-in-the-gig-economy.html
http://www.nytimes.com/2015/07/19/opinion/sunday/defining-employee-in-the-gig-economy.html
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costs. The margin at which it becomes profitable to organ-
ise more, or fewer, transactions within a firm is entirely de-
pendent on the mechanisms that entrepreneurs can devise 
for controlling and reducing transactions costs. The firm 
of the future may operate primarily as a software platform 
rather than as a physical location.
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