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The Coase theorem: coherent, logical,
and not disproved
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Abstract: There exists a long line of challengers to the ‘Coase Theorem’. All of
these rest on fundamental misconceptions of property rights, transaction costs,
and their interaction. Here I examine two attacks that have gone unchallenged:
one by Halpin, the other by Usher. I argue that both, in failing to either use or
understand an adequate definition of transaction costs, fail to deliver a fatal blow
to Coase’s famous idea.

The central argument is not only a tautology, it is false. (Stigler, 1977: 442).

Technically speaking, there is no ‘Coase Theorem’ . . . there are many of them.1

I have claimed that the ‘Coase Theorem’ can be simply stated: if transaction
costs are zero, then the allocation of resources is independent of the distribution
of property rights.2 Yet, despite its simplicity, the ‘Coase Theorem’ has been
attacked and mocked from all sides. Although I would claim that all of these
challenges result from a misunderstanding of the terms ‘transaction costs’ and
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∗Thanks to Yoram Barzel and three referees for their coherent and logical comments.

1 Although the key ideas of the ‘Coase Theorem’ are fully present in Coase’s (1959) paper on the
Federal Communication Commission, the famous moniker was coined seven years later by Stigler (1966:
113). Stigler and many others articulated various forms of the ‘theorem’, and some of them are even
correct. Here two definitions are dealt with, but it is not my intention to trace or defend the different
forms of the ‘theorem’ that have been used by others over the years.

2 Allen (1991: 12). One referee calls this ‘Allen’s Coase Theorem’, and although I have promoted it a
long time, I base this definition on Coase’s own (later) statements regarding the effect of liability between
the farmer and rancher:

. . . if transaction costs were assumed to be zero and the rights of the various parties well defined,
the allocation of resources would be the same in both these situations. (1988: 13)

Because this definition of the ‘Coase Theorem’ comes directly from the pen of Coase, it is not ‘just another
definition’. Hence the defense of this ‘Coase Theorem’ has broad implications for the general Coasean
view of institutions.
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‘property right’, my purpose here is to merely demonstrate that the two most
recent attacks have this feature, and therefore, lack merit.3

Andrew Halpin (2007) argued that the fundamental reasoning of Coase is
flawed, and therefore the ‘theorem is disproved’. The problem is, in his analysis of
Coase’s reasoning, Halpin misreasons himself and slips some positive transaction
costs in through a back door. Hidden or not, once positive transaction costs
are introduced, it is no surprise that the Coasean logic does not go through.
Halpin’s error – a classic one – results from a failure to define and understand
the implications of zero transaction costs.

Dan Usher (1998), on the other hand, has argued that the ‘Coase Theorem’
is inherently ambiguous, and that clarifying the ambiguity leads to two
possible versions of the theorem. Remarkably, his dramatic conclusion is
that one version is false and the other a useless tautology. Unlike Halpin
who has an implicit notion of transaction costs, Usher’s has an explicit, and
inadequate, definition of transaction costs. When this narrow definition is
combined with an equally inappropriate and narrow definition of property
rights, the mysterious ‘tautological/error’ conclusion is understandable. Usher’s
definitional inadequacies stem from a failure to understand the relationship
between economic property rights, legal property rights, and transaction costs –
again, a rather common blunder. Ironically, this failure leads to many statements
that are either wrong or incoherent – the very criticism he directs at the ‘Coase
Theorem’.

Both examples highlight a lesson I articulated over 20 years ago: there can be
no understanding of the ‘Coase Theorem’ or the meaning of Coase’s two great
papers unless there is a proper understanding of the terms and conditions of the
concepts that form their foundation.4

1. Transaction costs . . . yet again

Any definition of transaction costs that excludes efforts to create property rights
or includes costs that arise only out of scarcity cannot be consistent with the
Coase theorem. (Allen, 1991: 13).

3 Coase was never entirely comfortable with having his name aligned with the ‘theorem’ (Coase,
1988: 174). For this reason, I will follow the convention of using quotation marks around the term
‘Coase Theorem’.

4 Allen (1991). As Coase scholars know, Coase’s analysis of a zero transaction cost world is intended
as a reductio ad absurdum. That is, the implications of zero transaction costs, at least for Coase, were
practically absurd. In such a world any conflict can be handled equally well by any distribution of rights.
Therefore, no distribution of rights – no norms, laws, organizations, or institutions – have any purpose.
Since institutions clearly matter, transaction costs must be positive and they must provide an essential
ingredient in any explanation of institutions. This fundamental conclusion, which is the essence of Coase’s
work, is missed when there is an improper understanding of transaction costs and property rights.
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Transaction costs are often misunderstood. One source of misunderstanding
ironically comes from efforts to find definitional meaning in the words of Coase.

Looking for a transaction cost definition in Coase’s writings is futile on several
grounds. First, and unfortunately, Coase did not fully understand the concept
himself, and is often led astray in many of his arguments defending his work.5

Second, Coase simply never defined the term, and even years later only resorted to
the use of examples.6 Third, he interchangeably used the term ‘costly transacting’,
but this term seems clearly limited to an exchange of some type. Finally, even
in his 1960 paper he contrasts ‘costly market transacting’ with ‘administrative
costs’ and ‘governmental costs’, which he referred to as organizing costs within
a firm or government, which implies that transaction costs are just one type of a
more general cost of coordination.

However, the most common source of misunderstanding stems from the
presumption that transaction costs are simple, obvious, ordinary costs that do
not depend on, or result from, an information problem. This, usually unstated,
neoclassical notion of transaction costs actually pre-dates Coase with Hicks’
(1935) work on frictions in money demand. Throughout the 1950s this treatment
became commonplace within discussions of the ‘transaction demand for money’,
and it became fully entrenched in the broader profession with Demsetz’s (1968)
classic work.7 Unfortunately, defining a transaction cost as a simple friction
that happens within an exchange is inadequate for the types of issues that
Coase was concerned about, and simply leads to an analysis not unlike a simple
treatment of taxation. When applied to the matters of liability or general matters
of organization, it is an easy exercise to show that when these types of costs are
zero, the ‘Coase Theorem’ does not always hold.8

Rather than seeking a definition at the literature source or through an analogy
with taxation, the key to defining transaction costs is to ask the following
question: what type of cost would violate the ‘Coase Theorem’? Such a cost,
if zero, would lead to the ‘Coase Theorem’ holding. Such a cost, if positive,

5 This is a strong claim, and I make it not based on his major papers, but on his ‘Notes’ chapter (1988),
in which he tries, unsuccessfully, to defend the ‘theorem’. See Allen (1998: 109–112) for a discussion.

6 The closest he comes to a definition is his nod to Dahlman (1979) who only described transaction
costs as:

. . . search and information costs, bargaining and decision costs, policing and enforcement costs.
(Coase, 1988: 6)

Of course, this is just a list and not a definition. Unsatisfactorily, it confounds information costs with
transaction costs (Allen, 1991).

7 See Allen (2000), where this type of cost is called the ‘neoclassical definition’ of transaction costs,
or Klaes (2000), who provides a detailed textual history of the term ‘transaction costs’. This literature
generally models transaction costs analytically identical to transportation charges or taxes, and as a result
they involve no ‘fundamental conceptual revisions’ (Klaes, 2000: 211). See also Niehans (1987) for a
discussion of this type of transaction cost.

8 See, for example, Cooter (1982).
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Figure 1. The Marginal Costs and Benefits of Property Right Perfection.
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would cause the theorem not to hold. That is what ultimately matters in terms
of a proper definition.9

The definition of transaction costs that works is fundamentally related
to ‘economic property rights’. Namely, transaction costs are the costs of
establishing and maintaining economic property rights.10 Following others,
economic property rights are defined as the ability to freely exercise a choice.
Property rights can be complete, meaning all attributes of the thing are owned and
not in the public domain; and they can be perfect, meaning that the actual choice
is fully manifested. Transaction costs are defined with respect to perfection.

Consider Figure 1, which has perfection on the horizontal axis. The domain
for perfection is (0,1), and one might consider this value as the degree of property
right perfection. Hence, when the degree of property rights is zero, then no choice
can be made, and under such an unimaginable circumstance no wealth is possible.
On the other hand, when property rights are perfect – meaning all choices made
are carried out freely – then, as everyone from Edgeworth to Coase have pointed

9 Such an approach may come close to being tautological. But as long as such costs can be empirically
identified, they make Coase’s wider argument operational.

10 Allen (1991, 2000). I have called this the Property Rights definition of transaction costs. The
property rights definition, conceptually, began with Coase (1937), and has consistently focused on the
role transaction costs play in determining the distribution of property rights, broadly defined as all laws,
rules, social customs, and organizations that generate incentives for behavior. The definition is similar in
spirit to what both Alchian (1965) and Barzel (1985) articulated. It is fundamentally different from the
neoclassical notion of transaction costs in that it depends on the presence of information costs (Allen,
2000: 907).
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out, wealth is maximized.11 Figure 1 is drawn under two stylized assumptions.
First, there is some rising marginal cost of perfection, and therefore, given the
definition above, the transaction costs in this case would be the area under the
MC curve up to PR∗. Second, the initial MB function is assumed to be zero when
the degree of property right is one. Under such a circumstance, the net wealth,
that is, the level of wealth net of the transaction costs, would be maximized at
PR∗.

In other words, when transaction costs are positive, the optimal degree of
rights is not perfect, and as has been shown many times, the level of wealth
depends on the distribution of these property rights. What is also clear from
this graph is that had the MC function been zero, that is, had the transaction
costs been zero, then property rights would be perfect, wealth would have been
maximized, and the distribution of rights irrelevant. Finally, what the graph also
shows is that the value of property rights might be so great (e.g., MB′) that perfect
rights might attain even in a world where transaction costs are positive.12 In other
words, the ‘Coase Theorem’ only works one way: if transaction costs are zero,
then property rights are perfect; but if property rights are perfect, transaction
costs may be positive.13

2. Must wealth be constant for the Coase theorem?

Most objections to the Coase Theorem seem to underestimate what costless
transacting could accomplish. (Coase, 1988: 163).

A common qualifier, and a source of many of the misdirected critiques of the
‘Coase Theorem’, is the claim that in order for the invariance result to hold, the
wealth of the participants must remain constant.14 Since any change in property
rights leads to a change in wealth, the ‘Coase Theorem’ never holds. This claim

11 Coase (1988: 160) reflected on Edgeworth’s possible contribution: ‘ . . . I have often thought that a
subconscious memory of the argument in Mathematical Psychics, . . . may have played a part in leading
me to formulate the proposition which has come to be termed the Coase Theorem’.

12 One could also have a case where there is some fixed transaction cost, but the marginal transaction
costs are zero. Hence, property rights are perfect, even though transaction costs are positive.

13 This is what lies behind many of the empirical tests of the ‘Coase Theorem’. For example, Cymrot
et al. (2001) find an ‘irrelevance’ of property right in the context of baseball, not because transaction costs
are zero in that sport, but because they are low and the value of defining rights over valuable players is so
high. As a result, these types of exercises are technically not tests of the ‘Coase Theorem’. Indeed, given
that the conclusion of the ‘Coase Theorem’ logically follows from the assumption of zero transaction
costs, any failure of a ‘test’ only informs us that the underlying assumption has been violated.

14 Mishan (1967) is the first to make this criticism, and it has been repeated over and over, even in
the Palgrave’s (De Meza, 1998) discussion. Such a statement assumes that there is ‘a change in property
rights’, but one could quibble that Coase never referred to such a change. Indeed, in his discussion of
the rancher and the farmer Coase says, ‘I now turn to the case . . . ’, when making reference to a different
liability regime. Coase may have meant by this that he was assuming multiple worlds, that rights had not
yet been assigned and now were being assigned, or that everything else was being held constant. It seems
only reasonable to reject the first possibility, given Coase’s methodological realism. The second possibility
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results from a misunderstanding of transaction costs and their relationship with
property rights, because if transaction costs are zero, then property rights are
defined perfectly and wealth must be constant when there is a transfer of rights.

Consider the famous rancher and farmer example, and suppose the rancher
is not liable for the damage caused by his trespassing cattle. Now suppose
the liability rule is reversed. How did this reversal come about? Ubiquitously,
economists just assume that the switch happened without compensation. Indeed,
this is the source of the claim that wealth must be held constant.

But does this make any sense? If a rancher has a legal liability right, this
influences his economic property right over his cattle choices. Since transaction
costs are assumed to be zero, the economic property right is perfect. But this
means that the legal right must also be perfect. If the state (or anyone else)
exogenously takes the legal right away and gives it to the farmer without
compensation, then a theft has been committed. The legal right clearly was
not perfect, the economic property right was not perfect, and the assumption of
zero transaction costs was violated. An uncompensated transfer of rights is prima
facie evidence that transaction costs are positive! They have sneaked through a
back door unnoticed.15

There is an alternative way for the switch in liability rule to occur: the farmer
could agree to accept liability because the rancher fully compensates him for it.
Hence, the distribution of wealth obviously remains constant.16

We cannot have it both ways: either the rancher perfectly owns the right
and must be compensated when it is removed, or he does not completely
own it, and loses when it is taken away. Wealth only changes in this latter
case where transaction costs are positive and the ‘Coase Theorem’ does not
apply.

3. Disproving Halpin

Halpin (2007) considers the case where parties A and B have a conflict over the
use of a piece of land, as in the standard rancher/farmer example. Denoting the

must also be ruled out because an absence of property rights would imply positive transaction costs and
therefore no ‘Coase Theorem’. Thus, we are left with the last option, but it begs the question: how is
all else, including wealth, remaining constant? However, such quibbling misses the larger point. Both
theoretical and empirical papers on the ‘Coase Theorem’ consider cases where property rights change,
and therefore, seem to require the ‘wealth constant’ assumption.

15 Virtually every empirical test of the ‘Coase Theorem’ is conducted under these circumstances.
There is some switch in some legal entitlement, and the researcher estimates if there is some change in
resource allocation. If there is none, this is considered a confirmation of the theorem. If not, it is considered
a rejection. What is never considered is that due to the lack of compensation the test condition of ‘zero
transaction costs’ is never met.

16 The idea for this alternative mechanism arose through discussions with Yoram Barzel over the
years. Although he is the likely source, neither of us can recall the idea’s origin exactly.
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value of the land use to A as va in activity a, the value of the land use to B as vb

in activity b, he then articulates Coase’s ‘counterintuitive insight’ as:

(1) If va > vb, A will continue with a
EITHER (i) with entitlement and retain va

OR (ii) where va − vb = s
by paying (vb + (s − n)) to B and retaining n;

(2) If vb > va, B will continue with b
EITHER (i) with entitlement and retain vb

OR (ii) where vb − va = s
by paying (va + (s − n)) to A and retaining n.17

In other words, it doesn’t matter if scenario (1) or (2) holds, the outcome
is invariant. However, Halpin goes on to note the obvious: wealth is lower
when either A or B has to purchase the right compared to when they have the
entitlement. In his words,

In the case where A has the more valuable activity but lacks legal entitlement,
he sees the value of a diminish by a sum of (va − n) due to the imposition of
legal liability. (2007: 328).

Because the wealth of continuing in activity a is lower without the entitlement,
Halpin notes that A may consider

. . . whether instead of buying out B he would be better off changing to a
non-conflicting activity on the land, or moving his activity to other land where
the conflict would not arise. (2007: 328).

If p represents a third alternative activity for A, with vp the value of this activity,
then ‘ . . . the challenge to the counterintuitive insight’ is:

(3) If va > vb, A will continue with a
EITHER (i) with entitlement and retain va

OR (ii) where va − vb = s
by paying (vb + (s − n)) to B and retaining n > vp

OR (iii) will not continue with a where vp > n.

There is a similar condition if vb > va, with the alternative being activity q.
Clearly, whether activity a, b, p, or q take place depend on the rule of liability.
Hence, according to Halpin, the ‘Coase Theorem’ is wrong.

Although dressed up in notation, it is an old objection. Different legal
entitlements lead to different levels of wealth. Since there are other lower valued
activities for the land, a case of no entitlement may lead the landowner to switch
the occupation of the land. Hence, the allocation of resources depends on the
legal rule.

17 Halpin, 2007: 326.
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Given what was said above, however, regarding the relationship of zero
transaction costs and the constancy of wealth, the mistake Halpin makes is
rather obvious. If the wealth level in case 1(i) is different from 1(ii), then that
means transaction costs are not zero, and of course the allocation will depend
on the endowment of liability.18 Had the rights of A been perfect, then the lost
entitlement would have been fully compensated for and the ‘challenge’ would
not have arisen. Halpin is disproved. His challenge, like so many before his, is
the result of a failure to appreciate what a zero transaction cost world would
look like. In such a world – like in a perfectly competitive neoclassical model –
all transfers of rights happen voluntarily through an exchange.

4. The logic of Usher

Usher’s (1998) attack on the ‘Coase Theorem’ stands out because it is so brazen.
Unlike Halpin who misunderstands the implication of zero transaction costs,
Usher’s error results from an inappropriate understanding of the meaning of
‘property rights’. Namely, although he uses a proper type of transaction costs
in his examples, he only considers ‘property rights’ as ‘legal property rights’.
Not surprisingly, with an inappropriately narrow definition, he finds the ‘Coase
Theorem’ incoherent.

The distinction in definitions is critical because the ‘Coase Theorem’ is a
statement about the property rights definition of transaction costs, and economic
property rights. Many get derailed on the concept of transaction costs because
they ignore the concept of property rights.19 However, the two concepts –
economic property rights and transaction costs – are fundamentally inter-linked
through the ‘Coase Theorem’, and are really two sides of the same coin. Using
a narrow legal notion of property is inappropriate for considerations of how
economic property rights are distributed, and this explains why Usher draws the
conclusion that the ‘Coase Theorem’ is nonsense. He’s trying to fit a square peg
into a round hole.

Usher claims that the ‘Coase Theorem’ as normally stated is ambiguous, and
therefore, in an attempt to nail it down he claims it can mean one of two things:

B1. If transaction costs are zero any assignment of property right gives rise to
an efficient allocation of resources. Efficiency requires some assignment of
property rights.

B2. If transaction costs are zero, resources will be allocated efficiently regardless
of whether or not there is an assignment of property rights.

Although Usher correctly points out that Posner and others (like Alchian, Barzel,
Becker, Cheung, Coase, Stigler, etc.) in the law and economics literature use the

18 One of the best discussions of the alternative p supplanting option a when transaction costs are
positive, is found in Chapter 5 of Friedman (2000).

19 This confusion goes back at least to Mumey (1971).
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B1 definition, he claims that B1 is false. This leaves B2 as the only alternative,
but he then argues that B2 is tautological and misleading; hence the title of
his paper: the ‘Coase Theorem’ is either tautological, incoherent, or wrong.
Unfortunately for Usher, when the proper definitions are used, it is B1 that
is logical and coherent and B2 that is incoherent and irrelevant. Usher got it
completely backwards.

Usher’s argument for why B1 is false rests on his conclusion that ‘the premise
of costless bargaining’ means that ‘an efficient output can be attained not just for
any initial allocation of property rights, but without property rights at all’!”20

The claim is that B1 is false because it is too strong. According to Usher, property
rights are simply not necessary when bargaining (transaction costs are zero).

Usher takes two shots at making this case. First he provides the following no
property rights scenario:

. . . imagine what would happen if the cowboy and farmer find themselves side
by side with no property rights assigned. Do they fight? Perhaps. Regardless,
something must happen . . . (1998: 7).

Usher implies that since something happens, and since ‘bargaining costs are zero’,
we end up at the efficient outcome. But such a conclusion implicitly assumes that
an economic property right exists, since clearly if ‘something must happen’ then
efforts are being made to establish property rights. For example, if ‘the two
might fight’ then they must be endowed with strength and means to increase
what they already have. That is, Usher starts from a position of positive and
imperfect economic property rights not zero property rights. The only charitable
way to make sense of what Usher is saying is to read between the lines. When he
claims that property rights are zero, he must simply mean that the legal rights
are undefined. But the ‘Coase Theorem’ rests on economic property rights: the
ability to freely exercise choices, not just under the law, but in reality. As such,
Usher’s argument has nothing to do with the ‘Coase Theorem’ because imperfect
economic property rights means that transaction costs are positive.21

Usher goes on to make his case more formal by arguing that there is some
(perhaps low) certainty equivalent to (now) ‘insecure’ property rights. As a
result, ‘no property rights’ simply means a different starting point for bargaining.
Given any starting point, the rancher and the cowboy still end up at the optimal
allocation because, by assumption, it costs nothing to bargain. If Usher literally
means there are no economic property rights, then his claim is a non-sequitur.
Zero economic property rights leads to zero trade. How can there be an exchange
of economic property rights when there are no economic property rights? If Usher

20 Usher (1998: 7) treats ‘bargaining’ as equivalent to ‘transaction costs’. Bargaining, in fact, is just
one example of transaction costs. Perhaps his failure to see it as an example explains why he failed to see
the relation between property rights and transaction costs.

21 This statement is necessarily true if the marginal value of perfection is never negative, which is
hard to imagine otherwise.
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simply means there are no legal property rights, but the economic property rights
are perfect, then calling this a case of ‘insecure’ rights is a misnomer, and the
whole exercise a mere sleight of hand.

Usher’s argument becomes incoherent because he misses the point that zero
transaction costs necessarily means that economic property rights are perfectly
defined over all goods, including the gains from trade. For example, Usher states
that the gains from trade are ‘somehow’ divided between the farmer and the
rancher. Presumably, if any effort is devoted to splitting the pie (and why
wouldn’t there be if the surplus is in the public domain?), then once again
we have a world of positive transaction costs and the ‘Coase Theorem’ does not
apply. He also states that ‘The initial allocation of rights sets bounds on the final
allocation of income, but does not determine it uniquely’. But why not? Either all
property rights are defined perfectly or they are not – Usher cannot have his cake
and eat it too. The gains from trade must also be allocated exogenously. Clearly,
Usher’s analysis contains some hidden constraints if some property rights are
perfectly defined, while others are prohibitively costly to define.22

Having shown that B1 is false, and noting that it is mutually exclusive with
B2, Usher concludes that B2 is true. But he also claims it is practically a tautology
and misleading. The reason being that for him, to say there is zero transaction
costs (no costs of bargaining) is to say the parties reach an efficient outcome. The
caveat of property rights is irrelevant. Again, this claim only makes sense if by
property rights he means ‘legal property rights’. Otherwise, if transaction costs
are zero, then economic property rights must be perfect. If property rights are
perfect, they certainly exist and Usher’s definition of the theorem is contradictory.
Hence, Usher’s finding that his second version of the theorem is ‘grossly, almost
ludicrously, misleading’ is not too surprising, and results from his confusion over
economic and legal property rights.23

5. Conclusion

The irony over so many of the discussions of the first five sections of ‘The Problem
of Social Cost’ – those that articulate the ideas behind the ‘Coase Theorem’ –
is that the matters discussed are ones that Coase never bothered about. Coase
was the first critic of the ‘Coase Theorem’ and he was merely pointing out how
problems of social cost disappeared when transaction costs are zero. On the
contrary, many responses to the ‘Coase Theorem’ are reactions to the reality of
invariance and the fact that the outcome is ‘efficient’. Indeed, in the case of Usher
he notes that the theorem may be useful ‘as a lesson about how property rights

22 Usher is in good company here, since even Paul Samuelson makes the same error (see Coase, 1988:
159–163 for a discussion). Indeed, there was an entire debate about this ‘extortion’ problem in the 1970s.

23 1998: 4.
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promote efficiency in the economy’.24 But a focus on efficiency is completely off
target. Efficiency comes from assuming maximization not zero transaction costs.
If transaction costs are zero the outcome is first-best efficient, if they are positive
it is second-best efficient.25 Those who utilize Coase’s key idea to understand
the real world recognize that the entire point of the ‘Coase Theorem’ is to draw
attention to the fact that if one is interested in the allocation of property rights
– the rules, laws, customs, and methods of exchange and production – then one
must consider a model in which transaction costs are positive.

Of course, this begs the question: what are these transaction costs? The only
concept that works is the property rights definition: transaction costs are the costs
of defining and maintaining economic property rights. Any attempt to understand
the ‘Coase Theorem’ that (1) uses an improper definition of either transaction
costs or property rights, (2) fails to understand the relationship between these
two ideas, or (3) fails to understand the subtle implications of zero transaction
costs, can only lead to a logical dead end. All critiques of Coase stem from one
of these three issues. Here I have examined two of the most recent attacks, and
shown where they have gone off the rails. Sooner or later, the profession is bound
to figure it out.
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