TheFirm, the Market, and the Law

Ronald H. Coase

Download now

Read Online ©



http://bookspot.club/book/34998.the-firm-the-market-and-the-law
http://bookspot.club/book/34998.the-firm-the-market-and-the-law

The Firm, the Market, and the Law

Ronald H. Coase

TheFirm, the Market, and the Law Ronald H. Coase

Few other economists have been read and cited as often as R.H. Coase has been, even though, as he admits,
"most economists have a different way of looking at economic problems and do not share my conception of
the nature of our subject." Coase's particular interest has been that part of economic theory that deals with
firms, industries, and markets—what is known as price theory or microeconomics. He has always urged his
fellow economists to examine the foundations on which their theory exists, and this volume collects some of
his classic articles probing those very foundations. " The Nature of the Firm" (1937) introduced the then-
revolutionary concept of transaction costs into economic theory. "The Problem of Social Cost" (1960) further
developed this concept, emphasizing the effect of the law on the working of the economic system. The
remaining papers and new introductory essay clarify and extend Coarse's arguments and address his critics.

"These essays bear rereading. Coase's careful attention to actual institutions not only offers deep insight into
economics but also provides the best argument for Coase's methodological position. The clarity of the
exposition and the elegance of the style also make them a pleasure to read and a model worthy of
emulation."—Lewis A. Kornhauser, Journal of Economic Literature

Ronald H. Coase was awarded the Nobel Prize in Economic Sciencein 1991.
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Hadrian says

Dr. Ronald Coase was one of the most influential economists of the past century. One of the seven essays
collected here, "The Problem of Social Cost" isthe most cited law review article ever, and afew of the other
essays are almost that renowned.

It isfar beyond the scope of my ability to bound the limits of Dr. Coase's influence, but | can give a brief
summary of the contents of this volume. The two of the most important essays are the af orementioned
"Problem of Socia Cost", which considers legal rules only justified on the basis of a cost-benefit analysis
and the most efficient distribution of resources. The other big essay, "The Theory of the Firm", providesthe
first theoretical explanation as to why firms exist, and how they are related to the rest of the market.

Much of Coase's work revolves around the idea of 'transaction costs' - that is, the cost incurred in making any
economic exchange. These include the cost of searching for information, of reaching agreements with other
parties, and of enforcing legal and business contracts. Understanding the concept of transaction costsis, in
hisview, avital part of understanding any economic system, and the institutions which arise from the
arrangement of these contracts are amagjor subject of his analysis, and any strain of analysis which dismisses
these (e.g. afocus on mathematical models or adismissal of institutional histories) will necessarily provide
an incompl ete economic picture.

Now one concept which is derived from Coase's work is the 'Coase theorem'’, which says that in the absence
of any transaction costs, the distribution of property becomesirrelevant as any disagreements could be
resolved by bargaining and contract law. But when | read "The Problem of Social Costs", this theorem was
only taken from an example provided, and was not part of hisargument at al! Coase insists that attempting
to extract transaction costs from economic analysisisimpossible. It islike trying to understand the laws of
motion but then ignoring the idea of friction. And now there are serious policy analysts who think that the
removal of al transaction costsis afeasible policy goal. Coase has written an extended reply to his original
paper explaining the importance of this analysis, but it has been unfortunately missed. | quote:

The reason why economists went wrong was that their theoretical system did not take into
account afactor which is essential if one wishesto anayze the effect of a change in the law on
the alocation of resources. The missing factor is the existence of transaction costs.

So after getting over the shock that Coase is famous reasons which he would not have wanted, it became
very pleasant to read the rest of his essays. Coase has a dense, yet approachable style. He refuses to adhere to
economic dogma and is not afraid to criticize any of the old mastersif their theories become too divorced
from reality, and forcefully asks others to reconsider examplesin defense of their theories if the historical
evidence is contradictory (see the lighthouse essay). Coase, far from being a system builder, is an economist
who asked tough questions.




David says

crucia

Purple Wimple says

thisis aset of articles that made transactions costs an axiom in microeconomics.

Scott says

Really heavy grit...amost want to call it atextbook but can't bring myself to do so out of fear that someone
might choose not to read on that basis. Oops...I think the cat just got out of the bag.

Pedro says

If you're into economics, this book is a must read at some point. It includes Ronald Coase's two most famous
papers: "The Nature of the Firm" and "The Problem of Social Cost". It also includes additional commentary
about what he saysin them, and some other papers, such as " The Lighthouse in Economics’.

M ar ksb4 says

Thisisthe classic collection of Coase's critical papers. He was one of the first to talk about "transaction
costs" in economics and this volume has his key papers, which won him the Nobel Prize in the 1990s. They
are dense, but accessible with little or no math/calculus. There are some cool ideas, but it took the Econ
profession 50+ years to appreciate him fully so be prepared to think a bit. A short collection, but aslog! Not
for the timid.

B says

Another book where | understood enough to know that it was interesting and meaningful but probably did
not get al of it. It seems like alot of Coase's analysis could go both ways on the question that really interests
him: when should the government "intervene" in "market" transactions. Coase generally thinks that the
answer is never or alot less than what he perceives as the dominant economic thinking stemming from Pigou
would have you believe.

More important than his prior/conclusion, though, are the ways that he shows that models of business and the
economy do not consider certain obvious information. Everyone interested in econ who hasn't already
absorbed this materia should giveit alook.



Ross Emmett says

Every essay isagem. | usethis asthe coretext in MC 241: Politics and Markets, which is an introduction to
political economy or what | might prefer to call economic governance.

Nicholas says

The beginning was really good and then it just became real technical and | totally lost interest.

The most important thing was the idea of transaction costs their relation to the existence of the firm.
Interestingly, Coase thought that this was one of the least important parts.

On thing that | think even Coase's tcosts miss in the organization of the firm is human psychology. Fear,
uncertainty, lack of leadership ability, these could all lead to the seeding of firms.

Quotes:

"A man who has nothing to worry about immediately busies himself in creating something, gets into some
absorbing game, fallsin love, prepares to conquer some enemy, or hunt lions or the North Pole or what not."

"Transaction costs. 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. Dahlman crystallized the concept of transaction costs by
describing them as "search and information costs, bargaining and decision costs, policing and enforcement
costs.""

"In my article on "The Nature of the Firm" | argued that, although production could be carried out in a
completely decentralized way by means of contracts between individuals, the fact that it costs something to
enter into these transactions means that firms will emerge to organize what would otherwise be market
transactions whenever their costs were less than the costs of carrying out the transactions through the market.
The limit to the size of the firm is set where its costs of organizing a transaction become equal to the cost of
carrying it out through the market. This determines what the firm buys, produces, and sells."

"If rights to perform certain actions can be bought and sold, they tend to be acquired by those for whom they
are most valuable either for production or enjoyment. In this process, rights will be acquired, subdivided, and
combined, so asto allow those actions to be carried out which bring about that outcome which has the
greatest value on the market."

Jared Tobin says

As| continue to re-evaluate my take on the economics of the 20th century, Coase's work stands out as well



as or better than it ever did. Ronald Coase is probably my favourite economist of all time; hiswork is
arguably as foundational as e.g. Smith's or Ricardo's and was developed over just a handful of influential and
easily-digestible papers. The Firm, the Market, and the Law is more or less a summary of Coase's most
important work, containing his famous The Nature of the Firm and The Problem of Social Cost, but also
several other papers, plus ample commentary from Coase himself circal guess ~1990. Coase died in 2013 at
the ripe old age of 102.

Coase was an excellent writer. All the text contained in this book is lucid and succinct. The language is plain
and digestible; the sentences written asif Coase is having alively conversation with the reader. At several
places in the book Coase will quote Samuelson, or Mill, or Marshall, or maybe Pigou, or some other eminent
historical economist -- their language inevitably feels wordy and jargon-laden in comparison to Coase's
simple and direct prose. This makes hiswork extremely readable; one needs only a passing familiarity with
the most basic concepts in economicsin order to understand it.

Classifying Coase into a particular school of economic thought is nontrivial. Hiswork isunusual in the light
of 20th century economics (thisisin almost all cases a boon); it proceeds in a more classical fashion, more
similar to Mises than Samuelson. Like the Austrians, Coase drives his arguments using plain, logical

English, occasionally backed up with a basic arithmetical example that succinctly illustrates the problem.
And like the Austrians, Coase will bluntly question the merits of the modern style of economic analysis. The
Austrians characterized their economics as the study of human action, whereas Coase characterized modern
economics as a study of human choice. He remarks in the opening chapter: "The preoccupation of
economists with the logic of choice, while it may ultimately rejuvenate the study of law, political science,
and sociology, has nonetheless had, in my view, serious adverse effects on economicsitself.” And he adds an
irresistible quip at end of Notes on the Problem of Social Cost: "In my youth it was said that what was too
silly to be said may be sung. In modern economicsit may be put into mathematics." It would be wildly
incorrect to classify Coase as an Austrian, of course -- cladistically he had nothing to do with that school of
thought -- but like the Austrians, his methodology is more similar to that of the past than the present. Itis
interesting, if inconsequential, that he disliked the term 'microeconomics, preferring instead 'price theory', as
| think issensible.

Unusual in modern economics is Coase's manner of proceeding with an argument in alegal manner,
referring to historic cases and precedent or what have you while making what is an ultimately economic
argument. Coase's herculean attention to real-world facts and details also greatly distinguishes his work; his
last essay in this book, The Lighthouse in Economics, is a meticulously-researched discussion on the history
and economics of lighthousesin Britain. While this might also make an excellent conversation leader for
Buzz Killington, it is atestament to Coase's ahility that it remains readable, entertaining, and insightful (the
level of detail here is probably even more extreme than in something like Michels' Political Parties, which
felt comparatively unpleasant).

Much of Coase's work is perhaps best-summarized by the following question: what happens when there
exists a cost to using the market? The answers are more profound than one likely expects at the outset -- such
transaction costs are not merely an annoyance or some kind of tax, but they are responsible for the vast
majority of the economic structure we actually observe in the world. Coase summarizes his argument from
The Nature of the Firm: ".. although production could be carried out in a completely decentralized way by
means of contracts between individuals, the fact that it costs something to enter into these transactions means
that firms will emerge to organize what would otherwise be market transactions whenever their costs were
less than the costs of carrying out the transactions through the market." In short: sufficient transaction costs
can make politics cheaper than exchange, and so we observe the formation of organizations, firms, and even
states. Coase only hints slightly at the latter ("the government is, in a sense, a super-firm"), but the deduction



isimmediate.

This observation by Coase -- that transaction costs are a kind of agglomerative phenomenon; a gravity or
manifold hypothesis of economics -- does wonders to snap together various schools of thought. As soon as
we assume some sort of effective legal substrate (such that violence between agentsis safely ruled out of any
analysis) we have that transaction costs produce economic structure -- "islands of conscious power", as
Coase putsit -- in the form of firms and other organizations. And within those structures we can invoke
Michels' 'Law of Oligarchy' to predict their own organization -- an inevitable movement towards hierarchy.
And then we can consider dynamics and strategies of agents within those organizations -- entryism, politics
(alade Jouvenel), and so on. But the overarching concept that drives the formation of organizationsin an
economic (i.e. price) system is transaction costs, which is not immediately obvious, and which for pointing
out Coase largely won the Nobel prize.

In Industrial Organization, Coase points out the more obvious fact that the 'cost of politics increases rapidly
as an organization scales; ".. an increase in the activities organized within the firm tends to produce strains
within the administrative structure which raise the costs of organizing additional operations (even if similar
to those already undertaken): the rise in cost occurs both because the administrative costs themselves rise,
and because those making decisions make more mistakes and fail to allocate resources wisely." This sets
some sort of natural pressure on the size of afirm: .. afirm will tend to expand until the costs of organizing
an extra transaction within the firm become equal to the costs of carrying out the same transaction by means
of an exchange on the open market or the costs of organizing in another firm."

Aside from the study of transaction costs as an agglomerative phenomenon, Coase's most famous other work
ison the problem of externalities. Here one is concerned that some market transaction produces an external
cost (or benefit) that is not priced into the transaction itself, and is instead borne (or enjoyed) by some third
party. The 'Pigouvian' interventionist approach, advocated initially by Pigou and then supported by
seemingly most mainstream economists throughout the 20th century and to this date, is certainly viewed as
the 'traditional’ response to the problem of externalities. The idea of a Pigouvian mechanismis that when
market transactions produce so-called 'negative’ externalities -- in the form of pollution, noise, etc. -- the cost
of the externality ought be offset by atax (a carbon tax is probably the most popular example). Similarly one
can imagine a Pigouvian subsidy, in which, say, a government determines that some good like education
with (supposedly) positive externalities ought be subsidized so as to produce more of it (here | would be
remiss to point out Caplan's recent work in The Case Against Education, which | have not yet read, but
surely agree with).

Coase's treatment of externalities and the Pigouvian mechanism in The Problem of Social Cost is semina
and, to me, convincing. Coase summarizes: "It is my contention that the suggested courses of action are
inappropriate in that they lead to results which are not necessarily, or even usualy, desirable." Coase's
fundamental observation -- which seemsto this day to be ignored by far too many mainstream economists --
isthat implementing a Pigouvian mechanism itself has costs, which indeed may be enormous, and which -- if
they could even be known accurately, which they typically can't -- may often dwarf the costs of the
externality itself. Coase quotes Baumol at one point, who summarizes the problem concisely: "We do not
know how to calculate the required taxes and subsidies and we do not know how to approximate them by
trial and error.” Coase follows this himself: ".. the problem isto devise practical arrangements which will
correct defectsin one part of the system without causing more serious harm in other parts.”

Coase comments on Pigou's theoretical analysis of externalities as valid: "the Pigouvian analysis shows us
that it is possible to conceive of better worlds than the one in which welive." But the problem with a
Pigouvian mechanismisthat it istypically illustrated on a blackboard in the context of perfect competition as



if by an omniscient entity who observes the world perfectly and can modify it at will. Thisistypicaly an
inadmissible detachment from the world asit is, and, as a normative prescription (which it seemsto be
frequently advocated as) ignores transaction costs, property rights, legal frameworks, the calculation
problem, and so on. As such, the Pigouvian mechanism israrely implementablein areal-world legal and
economic framework. Coase criticizesit rightly: "It ismy belief that the failure of economiststo reach
correct conclusions about the treatment of harmful effects cannot be ascribed simply to afew dipsin
analysis. It stems from basic defectsin the current approach to problems of welfare economics. [..] This
approach inevitably leads to alooseness of thought since the nature of the alternatives being compared is
never clear."

The analysisin The Problem of Social Cost is responsible for what became known as the Coase Theorem:
that in the presence of property rights and the absence of transaction costs, bargaining will eliminate
externalities and lead to (Pareto-) efficient outcomes.

(N.b. in his Notes on the Problem of Social Cost Coase himself seemed ambivalent about this theorem as was
stated -- he did not state it himself (I can't remember who did so0), and he felt it was to some degree used to
circumvent his actual position re: the importance of the presence of transaction costs, legal systems, etc.)

Coase summarizes what became known as the Coase theorem as follows; in the absence of transaction costs,
".. when dealing with the problem of the rearrangement of legal rights through the market [..] such a
rearrangement would be made through the market whenever this would lead to an increase in the value of
production.” But, importantly, Coase did not omit an analysis of the case under transaction costs. "Once the
costs of carrying out market transactions are taken into account, it is clear that such a rearrangement of rights
will only be undertaken when the increase in the value of production consequent upon the rearrangement is
greater than the costs which would be involved in bringing it about."

Asabit of atangential comment here -- aside from its contributions to the subject, The Problem of Social
Cost is awonderful paper in terms of its methodology alone -- in it Coase proceeds like alegal scholar,
moving in detail through a number of cases in the common law that illustrate the economic phenomenon of
externality in the presence of a system of legal rights and transaction costs (and with some humour as well --
on one case regarding pollution emitted from afish & chips stand, Coase notes "England without fish-and-
chipsisacontradiction in terms and the case was clearly one of high importance."). Coase peppers these case
analyses with raw economic analysis in very satisfying fashion, and one that | have not seen any other writer
do to the same degree (although Misesin The Theory of Money and Credit comes somewhat close). He
achieves an excellent balance and is careful to bring the (presumed-economist) reader along with him, e.g.
"The reasoning employed by the courts in determining legal rights will often seem strange to an economist,
because many of the factors on which the decision turns are, to an economist, irrelevant.”

Anyway. Thislega analysisis material in Coase's summary of his argument. Resuming from the previous:
"When [the cost of bringing about a rearrangement of rights] is less [than the consequent increase in the
value of production], the granting of an injunction (or the knowledge that it would be granted) or the liability
to pay damages may result in an activity being discontinued (or may prevent its being started) which would
be undertaken if market transactions were costless. In these conditions, the initial delimitation of legal rights
does have an effect on the efficiency with which the economic system operates.” Since the law is not about
"what shall be done", but "who has the legal right to do what", the Pigouvian mechanism often borders on a
being alegal non-sequitur.

As one of his aternate solutions to the problem of externalities, Coase invokes his previous work on
transaction costs. ".. where contracts are peculiarly difficult to draw up [..] it would be hardly surprising if



the emergence of afirm or the extension of the activities of an existing firm was not the solution adopted on
many occasions to deal with the problem of harmful effects."” He goes on to discuss the matter of government
intervention via non-Pigouvian mechanisms: "It is clear that the government has powers which might enable
it to get some things done at alower cost [..] But the government administrative machine is not itself
costless. It can, in fact, on occasion be extremely costly. Furthermore, there is no reason to suppose that the
restrictive and zoning regulations, made by afallible administration subject to political pressures and
operating without any competitive check, will necessarily always be those which increase the efficiency with
which the economic system operates.” Contra those who would peg him as a zeal ot or some such, though,
Coase does suggest situations in which regulation may be desirable -- when for example "alarge number of
peopleisinvolved and when therefore the costs of handling the problem through the market or the firm may
be high". Coase aso suggests a further important alternative, which is to do nothing about a problem at al:
".. there is no reason to suppose that governmental regulation is called for simply because the problem is not
well-handled by the market or firm." Indeed.

It isuseful to re-iterate that, proper to thetitle of this book, Coase's analyses tend to proceed along both
economic and legal lines. Asaresult | find them to be far more convincing than the typical argument based
on deriving properties of absurdly mathematical abstractions (an approach which, outside of game theory,
has along way to go to once again convince me of its merits). The final essay in The Firm, the Market, and
the Law is on the aforementioned subject of lighthouses, which Coase demonstrates that a series of
distinguished economists before him had characterized incorrectly from an economic perspective. His
question: "How isit that these great men have, in their economic writings, been led to make statements about
lighthouses which are misleading as to the facts, whose meaning, if thought about in a concrete fashion, is
quite unclear, and which, to the extent that they imply a policy conclusion, are very likely wrong?'. His
answer, quoted from Gilbert: "The purpose of the lighthouse example is to provide ‘corroborative detail,
intended to give artistic verisimilitude to an otherwise bald and unconvincing narrative." I'm afraid the
narrative -- or what can be said of one -- has become far less convincing. Coase's work, as summarized in
this book, is as convincing as ever, though.

Greg says

review #1: makes me think of mental transaction costs with respect to... jesus... interest, functionality,
fluidity, livability... might want to, have to newton's method this review, but it's good to be reasonably
easygoing not too ocd, right? ... not such a hard-bargaining guy, nickels and dimes, significant figures,
efficiency (optimization, purity, freedom and grace) ... hmm, pixels/notes, making something good and
pretty and true is good and pretty and fun/delightful - approaching perfection and 80/20 rules (whatever the
appropriate blend might be (substantialism of spirit (on the nose))), how complex? ... eek, wassup ... tension
of anintellectual argument sometimes drops away toward a kind of sweet assuring affectionate love
(bottom-line, that's partly a money joke, thisis abusiness book after all) thing that's more important,
substance-wise. kind of alaugh, no but seriously...

review #2: useful pragmatic points, interesting

lan Anderson says

Thisisastand-in for Coase's "The Nature of the Firm" which is not on Goodreads at present.



Max Lybbert says

Classic economic papers. "The Nature of the Firm" attempts to explain why people form companies. Thisis
interesting to me because the benefits of afirm largely come from reducing certain costs, and technology has
reduced some (but not al) of those costs. It's possible to make predictions about the size of firms as those
costs continue to drop, and it's interesting to see those predictions come true.

Andrew Gillette says

Thisisaclassic of economic theory. Coase won the Nobel prize for it. To distill it down, its walmart
economics--firms will choose to acquire facets of their business process (for example aretailer may buy a
shipper), or they will compete with the shipper on either price or anti-trust.

Thisis afree-market economics classic.

I'Taembu?u says
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