COASE THEOREM TRANSACTION COSTS

THE CoASE THEOREM AND TRANSACTION CosTs: UNDERSTANDING ECONOMIC EFFICIENCY

COASE THEOREM TRANSACTION COSTS ARE FUNDAMENTAL TO UNDERSTANDING HOW MARKETS CAN ACHIEVE EFFICIENT
OUTCOMES EVEN IN THE PRESENCE OF EXTERNALITIES. THE GROUNDBREAKING WORK OF RONALD COASE, PARTICULARLY HIS
1960 PAPER “THe ProBLEM OF SociaL CosT,” REVOLUTIONIZED ECONOMIC THOUGHT BY DEMONSTRATING THAT PRIVATE
PARTIES CAN BARGAIN TO AN EFFICIENT SOLUTION WITHOUT GOVERNMENT INTERVENTION, PROVIDED THAT TRANSACTION COSTS
ARE LOW. THIS ARTICLE WILL DELVE DEEPLY INTO THE INTRICACIES OF THE COASE THEOREM, EXPLORING ITS CORE PRINCIPLES,
THE CRITICAL ROLE OF TRANSACTION COSTS, ITS IMPLICATIONS FOR VARIOUS ECONOMIC SCENARIOS, AND ITS LIMITATIONS. WE
WILL EXAMINE HOW THE THEOREM SUGGESTS THAT PROPERTY RIGHTS, ONCE CLEARLY DEFINED, ALLOW FOR THE
INTERNALIZATION OF EXTERNAL COSTS AND BENEFITS THROUGH VOLUNTARY EXCHANGE, LEADING TO AN OPTIMAL ALLOCATION
OF RESOURCES.
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UNDERSTANDING THE CORE OF THE COASE THEOREM

THe COASE THEOREM POSITS THAT IN THE ABSENCE OF TRANSACTION COSTS, AN EFFICIENT ALLOCATION OF RESOURCES WILL
RESULT REGARDLESS OF THE INITIAL ASSIGNMENT OF PROPERTY RIGHTS. THIS MEANS THAT IF EXTERNALITIES EXIST, SUCH AS
POLLUTION FROM A FACTORY AFFECTING A NEARBY RESIDENTIAL AREA, THE PARTIES INVOLVED CAN NEGOTIATE A MUTUALLY
BENEFICIAL AGREEMENT THAT CORRECTS THE EXTERNALITY. THE CRUCIAL INSIGHT IS THAT THE EFFICIENT OUTCOME IS ACHIEVED
BECAUSE THE POTENTIAL GAINS FROM TRADE WILL INCENTIVIZE THE PARTIES TO REACH AN AGREEMENT. WHETHER THE POLLUTER
HAS THE RIGHT TO POLLUTE OR THE RESIDENTS HAVE THE RIGHT TO CLEAN AIR, THE OPTIMAL LEVEL OF POLLUTION WILL BE THE
SAME, DETERMINED BY THE POINT WHERE THE MARGINAL COST OF REDUCING POLLUTION EQUALS THE MARGINAL BENEFIT TO
THOSE AFFECTED.

THE THEOREM CHALLENGES THE CONVENTIONAL VIEW THAT GOVERNMENT INTERVENTION, SUCH AS PIGOUVIAN TAXES OR
REGULATIONS, IS ALWAYS NECESSARY TO ADDRESS EXTERNALITIES. |NSTEAD, COASE ARGUED THAT IF BARGAINING IS
COSTLESS, PRIVATE INDIVIDUALS OR FIRMS CAN RESOLVE THESE ISSUES THEMSEL VES. THE KEY IS THAT THE VALUE OF ANY
EXTERNALITY IS SUBJECTIVE AND DEPENDS ON THE PREFERENCES AND BARGAINING POWER OF THE AFFECTED PARTIES. BY
ALLOWING THEM TO NEGOTIATE, THE MARKET PRICE OF THE EXTERNALITY IS EFFECTIVELY DETERMINED, LEADING TO AN OUTCOME
WHERE THE RESOURCE IS USED IN ITS MOST VALUED WAY.

THe PivoTAL RoLe ofF TRANSACTION CosTs

THE EFFICIENCY CONDITION OF THE COASE THEOREM IS STRICTLY DEPENDENT ON THE ABSENCE OF TRANSACTION COSTS.
TRANSACTION COSTS ARE THE COSTS INCURRED IN MAKING AN EXCHANGE OR REACHING AN AGREEMENT. W/HEN THESE COSTS ARE
HIGH, THE THEOREM'S PREDICTION OF EFFICIENT BARGAINING OUTCOMES BREAKS DOWN, AND GOVERNMENT INTERVENTION OR
OTHER MECHANISMS MAY BECOME NECESSARY TO ACHIEVE EFFICIENCY. W/ITHOUT THE ABILITY TO NEGOTIATE FREELY AND
WITHOUT INCURRING SIGNIFICANT EXPENSES, THE POTENTIAL FOR EFFICIENT RESOURCE ALLOCATION IS SEVERELY HAMPERED.



THESE COSTS CAN ENCOMPASS A WIDE RANGE OF EXPENDITURES, FROM THE TIME SPENT NEGOTIATING TO THE LEGAL FEES
ASSOCIATED WITH FORMALIZING AGREEMENTS. THEY ALSO INCLUDE THE COSTS OF SEARCHING FOR INFORMATION ABOUT THE
OTHER PARTY'S PREFERENCES AND WILLINGNESS TO PAY OR ACCEPT, AS WELL AS THE COSTS OF MONITORING AND ENFORCING
THE AGREEMENT ONCE IT IS MADE. THE MAGNITUDE OF THESE COSTS IS THEREFORE THE PRIMARY DETERMINANT OF WHETHER THE
CoASE THEOREM CAN EFFECTIVELY GUIDE RESOURCE ALLOCATION.

DErINING AND MEASURING TRANSACTION CosTsS

TRANSACTION COSTS ARE NOT ALWAYS EASY TO QUANTIFY BUT REPRESENT THE FRICTION IN ECONOMIC EXCHANGES. THEY ARE
THE COSTS THAT ARISE FROM THE EXISTENCE OF MARKETS THEMSELVES, DISTINCT FROM THE DIRECT COSTS OF PRODUCING OR
CONSUMING A GOOD OR SERVICE. IN ESSENCE, THEY ARE THE “PRICE OF USING THE MARKET.” MEASURING THEM CAN INVOLVE
LOOKING AT TIME SPENT IN NEGOTIATIONS, COSTS OF LEGAL COUNSEL, THE EFFORT REQUIRED TO GATHER INFORMATION, AND
THE POTENTIAL FOR OPPORTUNISTIC BEHAVIOR THAT NECESSITATES MONITORING OR SAFEGUARDING MEASURES.

(UNDERSTANDING THE NATURE OF THESE COSTS IS CRUCIAL FOR APPLYING THE COASE THEOREM. FOR INSTANCE, IF A FACTORY IS
POLLUTING A RIVER, AND THE COST OF LEGAL ACTION OR PROLONGED NEGOTIATION TO REDUCE POLLUTION EXCEEDS THE
ECONOMIC BENEFIT OF CLEANER WATER, THEN THE TRANSACTION COSTS ARE TOO HIGH FOR PRIVATE BARGAINING TO SOLVE THE
PROBLEM EFFICIENTLY. THIS SCENARIO HIGHLIGHTS THE PRACTICAL CHALLENGES OF APPLYING THE THEOREM IN REAL-WORLD
SITUATIONS WHERE PERFECT INFORMATION AND COSTLESS BARGAINING ARE RARELY OBSERVED.

Types oF TRANSACTION COSTS

TRANSACTION COSTS CAN BE BROADLY CATEGORIZED INTO SEVERAL TYPES, EACH PLAYING A ROLE IN THE EFFICACY OF
BARGAINING. THESE CATEGORIES HELP IN UNDERSTANDING THE MULTIFACETED NATURE OF BARRIERS TO EFFICIENT EXCHANGE.

® SEARCH AND INFORMATION COSTS: THESE ARE THE COSTS ASSOCIATED WITH FINDING OUT WHO IS WILLING TO BUY OR
SELL A GOOD OR SERVICE, AT WHAT PRICE, AND WHAT ARE THE TERMS OF THE TRANSACTION.

¢ BARGAINING AND DEecISION CoSTS: THESE COSTS INCLUDE THE TIME, EFFORT, AND RESOURCES EXPENDED IN NEGOTIATING
THE TERMS OF AN AGREEMENT. THIS CAN INVOLVE MULTIPLE MEETINGS, EXPERT CONSULTATIONS, AND THE
PSYCHOLOGICAL EFFORT OF REACHING CONSENSUS.

¢ PoLICING AND ENFORCEMENT CosTs: ONCE AN AGREEMENT IS REACHED, THERE ARE COSTS ASSOCIATED WITH ENSURING
THAT THE TERMS ARE ADHERED TO AND IN TAKING ACTION IF ONE PARTY BREACHES THE CONTRACT. THIS CAN INVOLVE
MONITORING BEHAVIOR AND LEGAL RECOURSE.

o OPPORTUNITY CoSTS: THE TIME AND RESOURCES SPENT ON BARGAINING COULD HAVE BEEN USED FOR PRODUCTIVE
ACTIVITIES ELSEWHERE. THIS FOREGONE OPPORTUNITY REPRESENTS A SIGNIFICANT TRANSACTION COST.

o CosTs oF BOUNDED RATIONALITY: HUMAN BEINGS HAVE LIMITED COGNITIVE ABILITIES, WHICH CAN LEAD TO IMPERFECT
DECISION-MAKING DURING NEGOTIATIONS AND IN THE FORMATION OF CONTRACTS, LEADING TO SUBOPTIMAL OUTCOMES.

CoASE THEOREM IN ACTION: REAL-\W ORLD APPLICATIONS

WHILE THE COASE THEOREM IS AN IDEALIZED MODEL, ITS PRINCIPLES OFFER VALUABLE INSIGHTS INTO HOW PRIVATE
ARRANGEMENTS CAN RESOLVE EXTERNALITIES. THE THEOREM SUGGESTS THAT WHEN TRANSACTION COSTS ARE LOW, PROPERTY
RIGHTS CAN BE USED AS A TOOL TO ACHIEVE EFFICIENT OUTCOMES. FOR EXAMPLE, CONSIDER THE RIGHTS TO USE A SHARED
RESOURCE, LIKE A FISHERY. IF PROPERTY RIGHTS ARE CLEARLY DEFINED, ALLOWING FISHERMEN TO NEGOTIATE WITH EACH OTHER



OVER CATCH LIMITS CAN LEAD TO A SUSTAINABLE HARVEST THAT MAXIMIZES OVERALL ECONOMIC WELFARE, IRRESPECTIVE OF
WHO INITIALLY HELD THE FISHING RIGHTS.

THE THEOREM'S POWER LIES IN ITS ABILITY TO HIGHLIGHT THE IMPORTANCE OF WELL-DEFINED PROPERTY RIGHTS AND THE
POTENTIAL FOR PRIVATE SOLUTIONS. EVEN WHEN THE THEOREM'S STRICT CONDITIONS ARE NOT MET, UNDERSTANDING THE
CONCEPT OF TRANSACTION COSTS HELPS ECONOMISTS AND POLICYMAKERS IDENTIFY SITUATIONS WHERE INTERVENTION MIGHT BE
NECESSARY AND WHAT FORM THAT INTERVENTION SHOULD TAKE. THE THEOREM PROVIDES A BENCHMARK AGAINST WHICH THE
EFFICIENCY OF VARIOUS INSTITUTIONAL ARRANGEMENTS CAN BE ASSESSED.

ILLUSTRATING THE CoASE THEOREM WITH EXAMPLES

A CLASSIC EXAMPLE USED TO ILLUSTRATE THE COASE THEOREM INVOLVES A FARMER WHOSE CROPS ARE BEING DAMAGED BY
SMOKE FROM A NEARBY FACTORY. LET'S ASSUME THE FACTORY'S OWNER VALUES THE ABILITY TO PRODUCE SMOKE FOR THEIR
OPERATIONS, AND THE FARMER VALUES UNDAMAGED CROPS. IF THE MARGINAL BENEFIT TO THE FACTORY OF PRODUCING SMOKE IS
GREATER THAN THE MARGINAL DAMAGE TO THE FARMER, THEN SOME SMOKE PRODUCTION IS EFFICIENT.

UNDER THE COASE THEOREM, IF TRANSACTION COSTS ARE ZERO:

® |F THE FARMER HAS THE RIGHT TO CLEAN AIR, THE FACTORY WILL HAVE TO PAY THE FARMER FOR THE RIGHT TO EMIT
SMOKE. THE FACTORY WILL PAY UP TO THE POINT WHERE THE COST TO THEM OF PAYING THE FARMER EQUALS THE
BENEFIT THEY DERIVE FROM EMITTING SMOKE. THE FARMER WILL ACCEPT PAYMENT AS LONG AS IT EXCEEDS THEIR DAMAGE.

® |F THE FACTORY HAS THE RIGHT TO EMIT SMOKE, THE FARMER CAN PAY THE FACTORY TO REDUCE OR STOP EMISSIONS.
THE FARMER WILL PAY UP TO THE POINT WHERE THE COST TO THEM OF PAYING THE FACTORY EQUALS THE DAMAGE
THEY SUFFER FROM THE SMOKE. THE FACTORY WILL ACCEPT PAYMENT AS LONG AS IT EXCEEDS THEIR PROFIT FROM
EMITTING SMOKE.

IN BOTH SCENARIOS, THE EFFICIENT LEVEL OF SMOKE (\X/HERE THE MARGINAL BENEFIT OF SMOKE EQUALS THE MARGINAL DAMAGE)
IS REACHED THROUGH NEGOTIATION, REGARDLESS OF THE INITIAL ASSIGNMENT OF RIGHTS.

LiMITATIONS AND CRrITICISMS OF THE COASE THEOREM

DESPITE ITS ELEGANCE, THE CoASE THEOREM FACES SIGNIFICANT LIMITATIONS AND CRITICISMS WHEN APPLIED TO REAL-WORLD
SITUATIONS. THE MOST PROMINENT CHALLENGE IS THE ASSUMPTION OF ZERO TRANSACTION COSTS. IN REALITY, NEGOTIATING
COMPLEX AGREEMENTS, ESPECIALLY INVOLVING MULTIPLE PARTIES OR DIFFUSE EXTERNALITIES, CAN BE PROHIBITIVELY EXPENSIVE
AND TIME-CONSUMING.

FURTHERMOREI THE THEOREM ASSUMES PERFECT INFORMATION, WHICH IS RARELY THE CASE. PARTIES MAY NOT FULLY
UNDERSTAND THE COSTS OR BENEFITS ASSOCIATED WITH AN EXTERNALITY, LEADING TO SUBOPTIMAL BARGAINING OUTCOMES.
THE THEOREM ALSO STRUGGLES WITH THE ISSUE OF PUBLIC GOODS AND COMMON RESOURCES, WHERE IT CAN BE DIFFICULT TO
EXCLUDE NON-PAYERS (FREE‘RIDER PROBLEM) OR TO ASSIGN CLEAR PROPERTY RIGHTS TO ALL POTENTIAL USERS. THE
BARGAINING POWER OF DIFFERENT PARTIES CAN ALSO LEAD TO OUTCOMES THAT ARE NOT NECESSARILY EFFICIENT BUT RATHER
REFLECT A POWER IMBALANCE.

THE IMPORTANCE OF BARGAINING AND NEGOTIATION

THE VERY ESSENCE OF THE COASE THEOREM HINGES ON THE ABILITY OF PARTIES TO ENGAGE IN EFFECTIVE BARGAINING AND
NEGOTIATION. THIS PROCESS ALLOWS FOR THE INTERNALIZATION OF EXTERNALITIES, TRANSFORMING THEM INTO EXPLICIT COSTS
OR BENEFITS THAT INFORM ECONOMIC DECISIONS. SUCCESSFUL NEGOTIATION REQUIRES PARTIES TO COMMUNICATE THEIR



PREFERENCES, ASSESS THE VALUE OF THE EXTERNALITY, AND AGREE ON A MUTUALLY ACCEPTABLE RESOLUTION. THE THEOREM
SUGGESTS THAT WHEN BARGAINING IS UNIMPEDED, INDIVIDUALS ARE MOTIVATED TO REACH EFFICIENT AGREEMENTS THAT
MAXIMIZE THEIR COLLECTIVE WELFARE.

HO\WEVER, THE EFFECTIVENESS OF BARGAINING IS HEAVILY INFLUENCED BY FACTORS SUCH AS THE NUMBER OF PARTIES INVOLVED,
THEIR RESPECTIVE BARGAINING SKILLS, AND THE LEGAL AND INSTITUTIONAL FRAMEWORK WITHIN WHICH NEGOTIATIONS TAKE
PLACE. FoRr INSTANCE, IN SITUATIONS WITH MANY AFFECTED PARTIES, SUCH AS WIDESPREAD AIR POLLUTION, COORDINATING
NEGOTIATIONS CAN BECOME INCREDIBLY COMPLEX, INCREASING TRANSACTION COSTS AND DIMINISHING THE LIKELIHOOD OF A
SUCCESSFUL PRIVATE RESOLUTION. THE POTENTIAL FOR HOLDOUT BEHAVIOR, WHERE ONE PARTY DEMANDS AN EXORBITANT
PRICE TO AGREE, ALSO COMPLICATES NEGOTIATIONS.

PoLicy IMPLICATIONS AND THE COASEAN APPROACH

THE POLICY IMPLICATIONS OF THE COASE THEOREM ARE PROFOUND, SUGGESTING THAT RATHER THAN IMMEDIATELY RESORTING
TO DIRECT GOVERNMENT REGULATION, POLICYMAKERS SHOULD FIRST CONSIDER HOW TO FACILITATE PRIVATE BARGAINING. THis
CAN INVOLVE ESTABLISHING CLEAR AND ENFORCEABLE PROPERTY RIGHTS, REDUCING INFORMATION ASYMMETRIES, AND MINIMIZING
LEGAL BARRIERS TO CONTRACT FORMATION. A COASEAN APPROACH TO POLICY EMPHASIZES CREATING AN ENVIRONMENT \WHERE
PRIVATE SOLUTIONS CAN FLOURISH.

THIS PERSPECTIVE IS PARTICULARLY RELEVANT IN AREAS LIKE ENVIRONMENTAL ECONOMICS AND PUBLIC UTILITY REGULATION.
INSTEAD OF IMPOSING SPECIFIC EMISSION STANDARDS, A GOVERNMENT MIGHT INSTEAD DEFINE CLEAR RIGHTS TO CLEAN AIR OR
WATER AND ALLOW THE AFFECTED PARTIES TO NEGOTIATE. THIS CAN LEAD TO MORE INNOVATIVE AND COST-EFFECTIVE
SOLUTIONS, AS THE PARTIES DIRECTLY INVOLVED HAVE THE BEST INFORMATION ABOUT THE COSTS AND BENEFITS OF VARIOUS
ACTIONS. THE FOCUS SHIFTS FROM COMMAND-AND-CONTROL TO ENABLING MARKET-BASED SOLUTIONS.

BeYoND THE BASIC THEOREM: EXTENSIONS AND NUANCES

WHILE THE BASIC COASE THEOREM PROVIDES A POWERFUL THEORETICAL FRAMEWORK, ECONOMISTS HAVE DEVELOPED
NUMEROUS EXTENSIONS AND REFINEMENTS TO ADDRESS ITS LIMITATIONS AND APPLY IT TO MORE COMPLEX SCENARIOS. THESE
EXTENSIONS ACKNOWLEDGE THAT REAL-WORLD TRANSACTION COSTS ARE RARELY ZERO AND THAT BARGAINING POWER CAN BE
UNEQUAL. FOR EXAMPLE, RESEARCH HAS EXPLORED THE IMPACT OF INCOMPLETE INFORMATION, ASYMMETRIC BARGAINING POWER,
AND THE PRESENCE OF MANY PARTIES ON THE EFFICIENCY OF COASEAN BARGAINING.

FURTHER DEVELOPMENTS HAVE ALSO CONSIDERED THE ROLE OF INSTITUTIONS AND LEGAL FRAMEWORKS IN SHAPING
TRANSACTION COSTS. THE THEOREM'S APPLICABILITY IS THUS NOT A STATIC CONCEPT BUT EVOLVES WITH OUR
UNDERSTANDING OF ECONOMIC BEHAVIOR AND INSTITUTIONAL DESIGN. THE FOCUS OFTEN SHIFTS FROM PROVING THE THEOREM'S
ABSTRACT CONDITIONS TO UNDERSTANDING HOW POLICIES CAN REDUCE TRANSACTION COSTS AND THEREBY BRING OUTCOMES
CLOSER TO THE EFFICIENT IDEAL PREDICTED BY COASE.

FAQ

Q: WHAT IS THE CENTRAL IDEA OF THE COASE THEOREM REGARDING TRANSACTION
COSTS?

A: THE CENTRAL IDEA OF THE COASE THEOREM IS THAT IN THE ABSENCE OF TRANSACTION COSTS, PRIVATE PARTIES CAN
BARGAIN AMONG THEMSELVES TO REACH AN EFFICIENT OUTCOME, REGARDLESS OF THE INITIAL ASSIGNMENT OF PROPERTY RIGHTS.
THIS MEANS EXTERNALITIES CAN BE RESOLVED THROUGH VOLUNTARY EXCHANGE.



Q: CAN YOU EXPLAIN WHAT TRANSACTION COSTS ARE IN THE CONTEXT OF THE COASE
THEOREM?

A: TRANSACTION COSTS ARE THE COSTS INCURRED BY INDIVIDUALS OR FIRMS WHEN MAKING AN EXCHANGE OR REACHING AN
AGREEMENT. THESE INCLUDE COSTS ASSOCIATED WITH SEARCHING FOR INFORMATION, BARGAINING, NEGOTIATING, AND ENFORCING
CONTRACTS. THE THEOREM'S CORE PREDICTION HOLDS TRUE ONLY WHEN THESE COSTS ARE NEGLIGIBLE OR ZERO.

Q: How DO WELL-DEFINED PROPERTY RIGHTS RELATE TO THE COASE THEOREM AND
TRANSACTION COSTS?

A: WELL-DEFINED PROPERTY RIGHTS ARE CRUCIAL FOR THE COASE THEOREM BECAUSE THEY ESTABLISH A CLEAR BASIS FOR
NEGOTIATION. W/HEN PROPERTY RIGHTS ARE CLEAR, PARTIES KNOW WHAT THEY OWN AND WHAT THEY CAN TRADE, WHICH
FACILITATES BARGAINING AND HELPS IN INTERNALIZING EXTERNALITIES. WITHOUT CLEAR RIGHTS, IT'S DIFFICULT TO EVEN INITIATE
A NEGOTIATION.

QZ \WHAT ARE SOME PRACTICAL EXAMPLES WHERE THE COASE THEOREM'S PRINCIPLES
ARE APPLIED, DESPITE THE PRESENCE OF TRANSACTION COSTS?

A: WHILE PERFECT ZERO TRANSACTION COSTS ARE RARE, PRINCIPLES ARE APPLIED IN AREAS LIKE POLLUTION CONTROL, WHERE
CAP~-AND-TRADE SYSTEMS ALLOW FIRMS TO TRADE EMISSION PERMITS. ALSO, DISPUTES OVER LAND USE OR WATER RIGHTS CAN
SOMETIMES BE RESOLVED THROUGH PRIVATE NEGOTIATION AND AGREEMENTS, ESPECIALLY IN COMMUNITIES WITH STRONG SOCIAL
CAPITAL.

Q: WHAT HAPPENS IF TRANSACTION COSTS ARE HIGH ACCORDING TO THE COASE
THEOREM?

A: IF TRANSACTION COSTS ARE HIGH, THE CoASE THEOREM SUGGESTS THAT PRIVATE BARGAINING MAY FAIL TO ACHIEVE AN
EFFICIENT OUTCOME. IN SUCH CASES, GOVERNMENT INTERVENTION, SUCH AS REGULATIONS OR TAXES, MIGHT BE NECESSARY TO
CORRECT EXTERNALITIES AND MOVE TOWARDS A MORE EFFICIENT ALLOCATION OF RESOURCES.

Q: Does THE COASE THEOREM SUGGEST THAT GOVERNMENT INTERVENTION IS NEVER
NEEDED?

A: NO/ THE COASE THEOREM DOES NOT IMPLY THAT GOVERNMENT INTERVENTION IS NEVER NEEDED. |T SUGGESTS THAT
GOVERNMENT INTERVENTION SHOULD BE CONSIDERED AS A LAST RESORT, PRIMARILY WHEN TRANSACTION COSTS ARE
PROHIBITIVELY HIGH, MAKING PRIVATE BARGAINING INFEASIBLE FOR ACHIEVING EFFICIENCY.

Q: How DOES THE PRESENCE OF MULTIPLE PARTIES AFFECT THE APPLICABILITY OF THE
CoAsE THEOREM?

A: THE PRESENCE OF MULTIPLE PARTIES, ESPECIALLY WHEN DEALING WITH \WIDESPREAD EXTERNALITIES LIKE AIR POLLUTION
AFFECTING A LARGE POPULATION, SIGNIFICANTLY INCREASES TRANSACTION COSTS. COORDINATING NEGOTIATIONS AMONG
NUMEROUS INDIVIDUALS OR ENTITIES BECOMES COMPLEX AND OFTEN LEADS TO THE FAILURE OF PRIVATE BARGAINING, MAKING
GOVERNMENT INTERVENTION MORE LIKELY.

Q: WHAT IS THE “FREE-RIDER PROBLEM" AND HOW DOES IT RELATE TO THE COASE
THEOREM?

A: THE FREE-RIDER PROBLEM ARISES WHEN INDIVIDUALS CAN BENEFIT FROM A GOOD OR SERVICE WITHOUT CONTRIBUTING TO ITS
COST. THIS IS PARTICULARLY RELEVANT FOR PUBLIC GOODS. IN THE CONTEXT OF THE COASE THEOREM, IF A GROUP WANTS TO



ABATE A COMMON NEGATIVE EXTERNALITY, SOME INDIVIDUALS MIGHT OPT OUT OF NEGOTIATIONS, HOPING OTHERS WILL BEAR
THE COSTS, THEREBY HINDERING EFFICIENT PRIVATE SOLUTIONS.
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