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On What is Valuable in Law and Economics
David Campbell*

Introduction

In the course of my previous work on law and economics I have repeatedly
criticised what I regard as Ronald Coase’s inflated claims for the range of
applicability of economic analysis.! However, in the light of personal
correspondence from Dr Simon Deakin of Peterhouse College Cambridge and
Professor John Donohue III of the Northwestern University School of Law, I am
now aware that as previously stated this criticism is unsatisfactory,? and I should
like here’ to restate it in a way which leads to a more sophisticated evaluation of
Coase’s work and, through this, of what is valuable in law and economics.

Neo-classical economics and the problem of realism

The first or basic claim of welfare economics* is that a market which conforms
to the assumptions established by neo-classical micro-economics for general
competitive equilibrium is a perfectly efficient mechanism for the allocation of
goods.® Under general competition, goods will be exchanged up to the point
where the increase in one person’s utilities achieved by further exchange would
be more than offset by the diminution in the sum of another person’s. At this
point of “Pareto optimality,”® the market is in equilibrium because there are no
further mutually beneficial exchange opportunities and, vitally importantly, it
has been brought there by the uncoordinated working out of voluntary exchanges
which automatically identify the point of Pareto optimality by reaching
equilibrium. The beautiful symmetry of the model lies in its being driven by
voluntary exchange and working only because it is so driven. This is the source
of the power of the rejection of “patterned principles” of distribution” in favour
of the “pure procedure” of the market® in liberal political philosophy, for any
state imposition of a “fair” distribution of goods must prevent the perfectly
efficient distribution which would be voluntarily reached at general competitive
equilibrium.’ It would appear that in its modern form this model is non-defective,
so that we must say that general competitive equilibrium is the optimal
mechanism for the allocation of goods.

Accepting this property of the market of course obliges one to allow the
plausibility of the claim that the price system should be the basis for conducting
economic affairs, that is to say, to accept the “spontaneous order”' of the
“invisible hand”" as the basis of social solidarity. However, before taking this
plausible claim to be convincing, one is also rather quickly obliged to address
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the question (amongst other questions) of why there is a decided lack of perfect
efficiency in any empirical market one has come across. If one accepts the Pareto
optimality of general competitive equilibrium, this must be because empirical
markets do not satisfy the assumptions necessary for that equilibrium." One
can state these assumptions at various levels of generality and brevity, and in
the simplest statement of which I am aware they are reduced to two: convexity
and the existence of all relevant markets.!* Let me deal with each in turn.

Convexity is the graphical property displayed by mapped sets of consumption
and production vectors under what would presently seem to be the weakest
possible assumptions about the action of households and firms that will bring
that action within general equilibrium theory at all.'* These assumptions are
that action must display the internal rationality of complete commitment to the
maximisation of individual utilities. For example, the non-transitive set of
preferences that arises when an agent prefers good A to good B and good B to
good C but also prefers good C to good A is not analysable within neo-classical
economics. (Graphs plotted of these consumption functions would be absurdly
badly behaved.) Such a clear lack of rationality is by no means a problem for
neo-classical economics, for the lack tells us precisely that we are not dealing
with economically rational action but with, say, a pathology or the whim of a
despotic planner. (I drafted this shortly after reading that a recently privatised
UK rail company, attempting to reduce the volume of use of one of the stations
it took over as a prelude to closing it, attempted to charge more for a shorter
journey to that station than for a longer one to the next station, and has thus
been pushed into trying oppressively to fine customers who bought tickets to
the further station and got off at the nearer.) Much more problematically, however,
the rationality which can be neo-classically analysed is a very simple individual
utility maximisation,' and this simplicity poses severe restrictions on the type
of action that can readily be brought under neo-classical analysis.'®

The existence of all relevant markets refers to the necessity that markets exist
to deal with all aspects of the allocation of a good. Perfectly rational exchange of
a good, say a consignment of steel, requires not merely a physical market in
steel (or, rather, markets for all the physical components of steel and for all
alienable stages of the production process) but also a market for the risk of non-
delivery, for the risk that the steel may not have a productive use after delivery,
for the risk of fluctuations in the value of the currency in which payment is
made, efc. It can be demonstrated that equilibrium of all the necessary “contingent
markets” may be established,'” but, of course, as fully contingent markets can
be established only with complete information about the state of the world as it
affects all relevant exchanges and complete transparency in communication of
that information, it is the purest fiction to imagine that such equilibrium will
ever actually occur.

That its assumptions do not hold for plausible empirical situations' poses an
obvious problem for neo-classical economics' and, other than ignoring or
belittling that problem, which neo-classical economics has an undistinguished
history of doing,? the responses which have been made to it really boil down to
the proposal of three remedies.”! Law and economics, which is one of the bodies
of work which have arisen (in part) in response to this lack of realism, embraces
two of these three remedies. The first remedy is to commit economics to forms
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of explanation which are immediately realistic, but this typically entails foregoing
the use of the simplifying assumptions which permit formal rigour of analysis.
Modern law and economics eschews this remedy and embraces a second which
is of a quite opposite nature. It attempts to bring all action, particularly such
action as prima facie is not economic at all, under rigorous economic analysis.
This is in many ways a very uncompelling remedy indeed, and that the relevance
of what results is highly questionable is what first strikes anyone other than an
economist reading those results. Nevertheless, there can be no doubt that Coase
subscribed to it and he made this perfectly explicit in some remarks on economic
philosophy. However, it is crucial to grasp that Coase’s substantive work displays
little sign of this and, indeed, what characterises that work is its immense
carefulness about the institutional context of economic action. Itis, [ will suggest,
Coase’s partlcu]ar contribution to have developed in his substantive work a
third remedy, which is appreciation of the institutional context of economic action
in such a way as still allows us to use neo-classical analysis. Coase evidently
thought these latter two remedies complementary. I will argue, however, that
the latter contradicts the former and though the former is more widely known,
particularly in legal scholarship, it is the latter that constitutes what is valuable
in law and economics.

The pursuit of the first of the three remedies for lack of realism is presently
generating an extensive research programme in (or, leaving aside work on
rational expectations after Lucas,? perhaps it should be said at the edges of*)
economics which seeks to describe the “embeddedness” of economic action in
social structure.?* However, though now backed up by a realist epistemology®
which itself is substantially novel, the emerging “behavioural economics,”?
“economic sociology,”” “evolutionary economics,”? “moral economics”? or even
“political economy”* are merely the latest in a long line of works stressing the
economic significance of “institutions,” principally the law, which has always
run parallel to neo-classical economics in response to its obvious lack of realism.
Because Coase himself focused on the institutional context of economic action,
work by economists following his line is known as the “new institutional
economics,”? the adjective “new” being used to distinguish it from the “old”
institutional economics which gained prominence during the Progressive Era
(circa 1890-1920).%2 In these economics, formal rigour was eschewed in favour of
detailed appreciation of the institutional structure of the economic system,* and
particularly the legal constitution of that system.> This work is of great interest,
is rightly undergoing something of a revival at present,® and cannot be too highly
recommended.®

Coase himself, however, had no time whatsoever for the “dreary subject” of
old institutional economics, and one of the reasons he gave for this was that “it
had no positive doctrines” but only “a stance of hostility to the standard economic
theory.” Now, this is wrong, for while one may struggle to detect any sort of
general economic theory in some quite minor figures or in some major. but very
confusing figures of institutionalism, one has such a theory thrust at one by
Veblen,* the proximate source of institutionalism, and Veblen's theory of instincts
was given a most interesting restatement by one of the leading institutionalists,
Clarence Ayres.* What is more, this is a puzzling mistake for Coase to have
made. Not only can one find aspects of institutionalism to which Coase should
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have been very sympathetic, such as Commons’ thorough knowledge of the
law, but, as we shall see, Coase’s own work is intrinsically critical of “mainstream
economic theory”# and he has bitterly complained of hostility from “standard”
economists.* Last but not least, Coase has made repeated reference to the positive
effects of the study of the empirical detail of industrial organisation, both
hortatively* and in respect of what he himself learned from its study under
Arnold Plant at the LSE between 1929-31.% Work such as Plant’s was obviously
in the spirit of Alfred Marshall,* but not the Marshall who wrote The Principles
of Economics,* arguably the most influential microeconomics textbook ever
written; rather the Marshall who wrote Industry and Trade, a historical account
of industrial development in which empirical richness is substituted for
mathematical austerity in order to come to terms with “the various uncertainties
of demand on the one side and supply on the other.”# It should be said that one
can find in the works of the institutionalists theoretical tomes to compare with
The Principles of Economics?” as well as empirical studies like Industry and Trade,*®
but it is in any case to the influence of the latter on his own work that Coase has
attested.”

It seems that the real issue for Coase must have been not that old
institutionalism lacked a theory but that its theory rejected neo-classical
economics as a general social scientific methodology and, behind this, the price
system as the basis of social solidarity. For Coase, both of these positions were
anathema. Coase’s fundamental political views in his later life turned on his
“conviction...that the principles under which the American economic system
generally operates are fundamentally sqund.”® He accordingly always sought
to ensure that his work was “operational” in the sense of being amenable to
expression and use in neo-classical terms.”! Coase obviously believed that
achieving this entailed being sympathetic to the second remedy for the lack of
realism of neo-classical economics identified above, of attempting to preserve
formal rigour when extending economic reasoning to what prima facie is non-
economic action, pursuit of which has been, after Becker and Posner, the major
strain of law and economics.

Individual Utility Maximisation Assumptions and their Application in the
Law and Economics of Everything

The second of the remedies I have distinguished for neo-classical economics’
lack of realism is the, as it were, “economic imperialist”*? stance of bringing all
action, especially prima facie non-economic action, under economics. Gary Becker
has shown himself to be the paradigmatic such economic imperialist.>® Becker
sees little or no limit to the scope of the applicability of the economic approach:

I have come to the position that the economic approach is a comprehensive one
that is applicable to all human behaviour...The heart of my argument is that human
behaviour is not compartmentalised, sometimes based on maximising, sometimes
not, sometimes motivated by stable preferences, sometimes by volatile ones,
sometimes resulting in an optimal accumulation of information, sometimes not.
Rather, all human behaviour can be viewed as involving participants who
maximise their utility from a stable set of preferences and accumulate an optimal
amount of information and other inputs in a variety of markets.*
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It unarguably is Becker’s achievement to have developed mathematical
techniques which seem decidedly to stretch the requirement of convexity whilst
still displaying rigour of analysis, and in 1993 he received the Nobel Prize for
work in which he applied these techniques to areas of human action, particularly
crime® and familial relationships,® which it seems far-fetched to regard as
essentially economic. Becker has made what seem to be quite amazing strides
towards integrating much of this into general theories of expenditure of time*”
and of investment in human capital.®® However, his work is characterised by a
mixture of crude simplicity of motivational analysis and extreme complexity of
the mathematics necessary to get that analysis to begin to work. One example of
the former should suffice (I leave it to the masochistic to look into the latter):

For most parents, children are a source of psychic income or satisfaction, and, in
the economist’s terminology, children would be considered a consumption good.
Children may sometimes provide money income and are then a production good
as well. Moreover, neither the outlays on children nor the income yielded by them
are fixed but vary in amount with the child’s age, making children a durable
consumption and production good.*

Becker is by no means an idiot and on this occasion he goes on to say: “[i]t
may seem strained, artificial, and perhaps even immoral to classify children
with cars, houses, and machinery.” To this one has to answer “yes.” However,
all of Becker’s other than outright technical work somewhere enters some such
caveat about its basic thrust - even his Nobel Lecture begins with a hedge to this
effect that surely was quite bizarre in the circumstances® - and then proceeds
regardless. But it is not enough to recognise that one is being “strained, artificial
and perhaps even immoral” to absolve oneself from being so. I do not know
whether Becker has a religion or what it may be, but his evident belief in the
power of repeated confession to absolve repeated sin leads one to formulate a
hypothesis.

Now, Becker is obviously driving at something, for in his work on the family,
for example, he is building on:

the assumption that when men and women decide to marry, or have children, or
divorce, they attempt to raise their welfare by comparing benefits and costs. So
they marry when they expect to be better off than if they remained single, and
they divorce if that is expected to increase their welfare.!

Up to a point this assumption is, as Becker claims,®? obviously correct, and to
deepen our knowledge of what we think is obvious here, may be of great value.
But there is a very big difference between people acting because “they expect to
be better off” and acting “to increase their welfare,” and as Becker does not see
this, he cannot make the difference clear and so make what may be valuable in
his work clear. Even if one allows that almost all action displays “economic”
aspects, this hardly entails allowing the claim that all action is in some way
basically economic.
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The principal attempt to elaborate essentially Becker’s position within
sociology is the “rational choice theory” of James Coleman. Coleman’s recent
Foundations of Social Theory % magisterially sums up 40 years of distinguished
work, but I cannot call to mind a less convincing brilliant book. It is a paradigmatic
expression of the broad methodology lying behind much law and economics in
that its specific character resides in merely overstating an otherwise interesting
claim about the usefulness of appreciating the exchange dimensions of action
set out in a balanced way in a group of works traceable to Homans® of which
Blau’s Exchange and Power in Social Life ® is now the most well known. In fact,
whilst it derives much of its methodology from the Geisteswissenchaften of late
nineteenth century German social sciences which is the principal source of
interpretative social theory, neo-classical economics has never particularly
bothered with assessing the adequacy of its understanding of the meaning of
what it claims to be economic action,® and Becker’s work carries to an almost
self-parodying excess a hermeneutic mistake which Weber identified at least 50
years ago:

The construction of a purely rational course of action...serves the sociologist as a
type (ideal type) which has the merit of clear understandability and lack of
ambiguity [This is] only a methodological device. It certainly does not involve a
belief in the actual predominance of rational elements in human life, for on the
question of how far this predominance does or does not exist, nothing whatever
has been said. That there is, however, a danger of rationalistic interpretations when
they are out of place cannot be denied. All experience unfortunately confirms the
existence of this danger.”

If, like I do, one feels that the main thrust of Becker’s work is quite trivial and
so far has produced specific results that (though often politically significant) are
flatly implausible and without interest when put in the one-dimensional way
he insists upon putting them, then one is not really rejecting the detail of that
work in particular but is stating a fundamental disagreement with the economic
imperialism he represents as such, and the direction he has given to law and
economics.*

By far and away the most effective proponent of Chicagoan law and economics
to lawyers has been Richard Posner, who clearly has been the most influential
writer on law in the common law world over the last quarter century.®® Unlike
Becker, Coase and Coleman, Posner is by no means a first rank intellectual,” but
it was precisely his rather simplistic view of matters that allowed him early to
formulate, to his own satisfaction, the basic ideology of law and economics when
amore subtle mind would have had doubts. He therefore was able, in his earlier
work, to produce particularly clear statements of the basic implications of that
ideology for a vast range of issues both legal and merely tangential to law -
including adoption,” aids” and aging,” and this is just to stay within topics
beginning with the letter “a” - when no one who felt obliged fully to understand
those issues before writing about them would have put pen to paper.” With
tremendous energy,” Posner has taken his line from Becker” and built it up into
an ideology of law and economics which, by dispensing with the rather hard
math and ignoring or disparaging, with various degrees of disingenuousness,
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all objections, he has pushed everywhere it possibly could go. In a sense, one
has to take one’s hat off to work in which, for example, the notion we have
encountered that children are consumer durables is pushed through to advocacy
of running adoption as a market, but, of course, taking one’s hat off is often
merely a preliminary to scratching one’s head.

Posner’s major product has been a deservedly successful textbook (and a series
of expository essays covering the same ground in greater depth) on The Economic
Analysis of Law ™ which displays an extraordinary gift for advocacy.” But writing
of this quality obviously loses its impact when set out at a higher level of
scholarship, and almost all of Posner’s later work is an attempt doggedly to
defend himself, against criticism to which he has always been ready to reply but
loathe to take onboard, from various positions it would have been wise not to
have staked out so brazenly in the first place.

Posner’s work on adoption, for example, is galvanised by his concern that
“The baby shortage would be considered an intolerable example of market failure
if the commodities were telephones rather than babies,” and turns on the belief
that:

The facts that many people who are capable of bearing children do not want to
raise them, many other people who cannot produce their own children want to
raise them, and the costs of production to natural parents are much lower than the
value that many childless parents attach to children, suggest the possibility of a
market in babies for adoption.”

Given the distribution of wealth in the US, if this proposal is at all effective it
must move desirable (healthy, good looking and presumably white) babies into
wealthy (presumably white) families,*® and Posner acknowledges the criticism
that “the rich would end up with all the babies, or at least all the good babies.”*!
His response has been to dilute his proposal from “a market” to the “limited
experimental step”® of regulating baby selling “less stringently.”® Of course,
less stringent regulation of an administrative procedure leaves it as an
administrative procedure rather than a market, and so Posner is giving up
everything that was characteristic about his proposal. In essence, he is denying
ever “advocating a free market in babies.”® But Posner’s treatment of this issue
in the second edition of his textbook did appear under the heading “The Legal
Protection of Children and the Case for Legalising Baby Sales”.** That the words
after “Children” are omitted in a later edition, whilst it tells us nothing about
theissue, tells us everything about the way Posner thinks it fit to conduct debate.
For one can hold on to one’s original positions by this sort of unscrupulous
weakening of them, but such a defence is tantamount to surrender of the belief,
except that one is weaselling about the defeat which makes rational discussion
impossible. This, unfortunately, is an almost defining characteristic of Posner’s
later work.? And as even the revised modest proposal must tend to give the rich
“all the good babies,” Posner even goes on to deny the logic of his own original
claim in defence of that claim. “Such a result,” we are told, “is unlikely to
materialise. Because people with high incomes tend to have high opportunity
costs as to time, the wealthy usually have smaller families than the poor.”*
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Posner’s defences of his proposal are, then, that he did not propose it or, if he
did, that it will not work.

I do not want to dwell on this sort of stuff here but, having hopefully indicated
the nature and consequences of the economic imperialism Becker represents in
theory® and Posner in policy,® I want to show that there is something very
different in Coase.”

Coase’s philosophy of economics

Coase did not write a book setting out his views in general, but in 1988 the
University of Chicago Press published The Firm, the Market and the Law in which
was collected his principal papers and Coase prefaced this collection with a
new chapter, also entitled ‘The Firm, the Market and the Law,” which purports
to give an overview of his work. This chapter makes a claim for the applicability
of economic analysis of “choice” to the analysis of all human action which clearly
is wholly sympathetic to Becker. In a number of methodological statements,
Coase indeed took Beckeris line to an extreme one had not thought one would
encounter in high level social science since positivism became something of a
dirty word. Coase looked forward not only to the unification of economics with
what he believed to be the natural sciences, so that economics will embrace all
sentient creatures (including the “rat, the cat and the octopus”),” but to the
complete mathematisation of the unified science.”? L have said enough in criticism
of this elsewhere and will not repeat it here. But though I do not mean to
withdraw this earlier criticism, I would now like to focus it much more narrowly
by identifying it as a criticism only of Coase’s statements of methodological
sympathy with Beckeris imperialism.”® For what is wrong with this criticism is
that it does not point up the way in which, though as the unusually active editor
of The Journal of Law and Economics®* Coase himself helped fashion many
expositions of Beckeris line, the bulk of his own substantive work displays little
sign of the effects of this baneful methodology. Rather what characterises that
work is, as [ have said at the outset, its immense carefulness about the institutional
context of rational economic action. Let us now turn to this substantive work.

Transaction Costs and the New Institutional Economics

In his 1937 paper ‘The Nature of the Firm,” Coase asked what now seems a
very obvious question indeed: if markets are efficient, why are there firms at
all? If this question is analysable as a problem of seeking allocative efficiency,
the answer must be that, in certain circumstances which would seem to be of
very wide application in the capitalist economy, the firm is a cheaper way of
organising production than the market. If one assumes the existence of a fully
contingent market, this cannot be the case, but, of course, we have seen that this
assumption has no empirical plausibility. It has been Coase’s basic insight to
clarify why “market failure” occurs by drawing attention to the existence of
what have come to be known as “transaction costs,” the costs of producing an
allocative outcome:
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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 a contract, to
undertake the inspection needed to make sure that the terms of the contract are
being observed, and so on.”

Fully contingent markets are markets at zero transaction costs, that is to say
with information gathering and communication costless. But information
gathering and communication costs will always be positive, so that the existence
of such markets is a “very unrealistic assumption.”® The thrust of Coase’s work
is to reject the view of “the economic system as it is normally treated by the
economist”?”” and demonstrate that “there is a cost of using the price
mechanism,”*® in order to draw attention to the existence of transaction costs in
empirical markets and therefore to call for the explanation of particular markets
as specific social institutions. After Coase, we can say that neo-classical economic
analysis, which typically assumes a market at zero transaction costs, should be
used as a guide to economic policy formulation only when balanced by an
appreciation of the importance of the institutional structure of transactions,
including those made in a market. As empirical markets have positive transaction
costs, these must be weighed against alternatives - which boil down to the firm
or the state (though a large literature is growing on “hybrid” forms®) - with the
firm itself being explained as a structure which minimises transaction costs under
certain conditions.

This is the foundation of law and economics because, of course, the principal
such institution to which one turns to explain the form of markets, firms and
regulation is the law:

If we move from a regime of zero transaction costs to one of positive transaction
costs, what becomes immediately clear is the importance of the legal system in
the new world...what are traded on the market are not, as is often supposed by
economists, physical entities but the rights to perform certain actions, and the
rights which individuals possess are established by the legal system...the legal
system will have a profound effect on the working of the economic system and
may in certain respects be said to control it.'®

This insight should be applied to all structures for the governance of
transactions, including particular markets, even that modern talisman, the
securities market:

commodity exchanges and stock exchanges...are normally organised by a group
of traders (the members of the exchange) which owns (or rents) the physical facility
within which transactions take place. All exchanges regulate in great detail the
activities of those who trade in these markets (the times at which transactions can
be made, what can be traded, the responsibilities of the parties, the terms of
settlement, etc), and they all provide machinery for the settlement of disputes and
impose sanctions against those who infringe the rules of the exchange. It is not
without significance that these exchanges, often used by economists as examples
of a perfect market and perfect competition, are markets in which transactions are
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highly regulated (and this quite apart from any government regulation that there
may be). It suggests, I think correctly, that for anything approaching perfect
competition to exist, an intricate system of rules and regulations would normally
be needed.!”

This is simply exemplary in the way its insistence upon the institutional
structure of markets acts as a necessary corrective to the typical assumption of
fully contingent markets in neo-classical economics. It is Coase’s achievement
to have shown, as a third remedy to neo-classical economics’ lack of realism,
how instead of implausibly assuming the existence of necessary relevant markets,
the application of those economics may be sought within a realistic institutional
context:

many propositions of modern welfare economics [are more] concerned with
diagrams on a blackboard than with the real effects of such policies on the working
of the economic system. I have referred to this type of economics as “blackboard
economics” because...the whole process takes place on a blackboard. This is not
the way one operates with a social system. All that can be done is set up a new
agency, or change the rules under which an old agency operates, or take some
other similar action. All that is possible is to operate on social institutions and to
discuss social policy in a.sensible way; it is necessary to consider the effect of
changing the social institutions with which we work.!®

Crucially, this institutional context may be established only by eschewing pursuit
of the fully contingent market as a realistic goal of economic policy:'®

Contemplation of an optimal system may suggest ways of improving the system,
it may provide techniques of analysis that would otherwise have been missed,
and, in certain special cases, it may go far to providing a solution. But in general
its influence has been pernicious. It has directed economists’ attention away from
the main question, which is how alternative arrangements will actually work in
practice. It has led economists to derive conclusions for economic policy from a
study of an abstract model of a market situation...Until we realise that we are
choosing between social arrangements which are all more or less failures, we are
not likely to make much headway.!™

With this, law and economics has produced a conclusion as important as any
in modern social theory, but the appreciation of this, the core of what is valuable
in law and economics, has been hindered because it is at complete variance to
the principal way in which Coase’s work has been taken up in law and economics
dominated by Chicago, most notably in the development of the baneful “Coase
Theorem”.

The Coase Theorem

That work of Coase which marks the creation of modern law and economics
was not “The Nature of the Firm’ but a much later, 1960, paper, ‘The Problem of
Social Cost.” In this paper, Coase assesses what contribution the law of tort may
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make to dealing with the problem of pollution and the first thing he says is that
itis wrong to regard the aim of tort as the prevention of pollution but rather it is
the establishment of the socially acceptable level of risk. One can (let us allow
for the sake of argument) have zero pollution, but only at the cost of ceasing
industrial production, and whilst there is support for taking this step, it is
overwhelmingly widely accepted that (with foreseeable technology) the costs
of obtaining zero pollution outweigh the benefits of so doing.!® Once Coase had
- rightly and brilliantly - set up “The Reciprocal Nature of the Problem”'® in this
way, then it became immediately arguable that this usefully may be analysed as
an economic problem, for the sum of welfare produced by a certain level of
pollution may be weighed against the sum of welfare produced by other
(including zero) levels.!?”

Why, before Coase, this was not typically analysed in this way was that the
costs of pollution were regarded as “social costs” or “externalities” because they
were taken to be examples of market failure in that it was hard to make them
bear a price. On this basis, dealing with pollution typically has been regarded as
requiring public investment in the “public goods” of pollution control, that is to
say, an “economic” decision is taken about pollution control, but through the
state decision-making process rather than through the market. This process must
produce an allocation that is sub-optimal by comparison to the Pareto optimal
one that would be reached were the costs of pollution to have a fully specified
price, and the empirical evidence of the history of pollution regulation both in
the capitalist and more particularly in the state communist countries shows that
the degree of sub-optimality is non-negligible. Coase shows that it is not enough
to show that the market does not work optimally. We must also show that the
proposed alternative would work better.

These notions of “externalities” and “public goods” were, however, the central
ones of the dominant line of welfare economics during Coase’s professional
lifetime, a line identified with the work of AC Pigou'® which tended to produce
regulatory solutions, including public ownership, to perceived market failures.'®
The key to the interpretation of Coase’s work after “The Nature of the Firm’ is to
see it as an attempt to undermine Pigou’s dominance. Coase seems to have
conceived a personal dislike of Pigou,"? and one might speculate that this may
have been the motivation of Coase’s writing a damaging paper on part of Pigou'’s
career which, though fair to Pigou, seems of merely antiquarian interest, although
Coase thought it important enough to reprint in the second collection of his
papers.'! However this is, as the suggestion has been recently raised that Coase’s
treatment of Pigou is unfair,'? it is as well for me to state that it is my opinion
that Coase’s dislike of Pigou does not seem to undercut his (Coase’s) treatment
of him (Pigou) at all, for where he draws attention to weaknesses in Pigou’s
“manner of working,”' he always makes out a good case for so doing.

After “The Nature of the Firm’, Coase largely worked on a number of empirical
studies of governance structures, particularly the state regulation of industry.
Whereas the power of his account of the firm lies in the way it shows that the
market has positive transaction costs, the power of these studies shows that
regulation had such costs too, and that simply to advocate regulation because
one was dissatisfied with the market was absurd. What one needed to do was
compare the costs of firm, market and state governance under the empirical
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circumstances and choose the cheapest. Coase was able to make terrific fun of
many regulatory initiatives, showing that broadly Pigovian solutions simply
were not well enough thought out because Pigou typically failed to inquire into
the working of the regulation he advocated but rather worked by “assuming
the existence of (almost) perfectly functioning public bodies.”"* “The Problem
of Social Cost” worked up the general implications of one of these studies, a
1959 article on the regulation of broadcasting,' into a devastating critique of
Pigou,® the final nail in Pigou’s coffin being hammered home in 1974 in ‘The
Lighthouse in Economics.”'”

When searching for an obvious example of a social good, a great many
important textbooks, including Pigou’s own,""® have hit on lighthouse services
as an example of a good which must be publicly provided because it is hard to
create a private market in that good. In a truly brilliant way, Coase not only
showed that the Pigovian argument is very woolly indeed but, and this is the
Coase touch, that there was a perfectly thriving private market in British
lighthouse services prior to 1842, which was ended only by the state buying the
private lighthouses at enormous expense!'® Of course, lighthouse services now
typically are publicly provided, and Coase concluded the paper by responding
to this fact in this way: “How such governmental systems actually operate, [ do
not know. Bierce’s definition of an American lighthouse - ‘A tall building on the
seashore in which the government maintains a lamp and the friend of a politician’
- presumably does not tell the whole story.”!?

There can be little doubt that Coase, who left Britain for the USA in 1947 in
part because of “a lack of faith in the future of socialist Britain,”*? was highly
anxious to stress the costs of regulation. However, “The Problem of Social Cost’
contains a condensed version of ‘The Nature of the Firm’s’ statement that the
market has its costs,'” and there is nothing in the transaction cost argument
derived from these papers that authorises a bias against state governance, unless
asking that it be adopted only when it is the best form of governance is such a
bias. What transaction cost analysis authorises is an informed choice between
alternatives, none of which will work perfectly.’®> What, however, it has been
taken as authority for is a predilection towards market solutions based on an
interpretation of ‘The Problem of Social Cost’ which has set up what has come
to be known as the “Coase Theorem.” In its very many uses,'?* with all of which
I cannot begin to deal here,'® the Coase Theorem has become a complicated and
silly way of saying something initially quite simple and it should, in my opinion,
now be abandoned because it is too vexed an idea for productive use.'*

Though by no means denying that the ideas summed up in the phrase the
Coase Theorem are to be found in his work, Coase has always been anxious to
disavow authorship of that phrase, which he attributes to his friend George
Stigler,'”” an economist whom Coase greatly admired.'” Amongst Stigler’s
achievements is a standard textbook on microeconomics now called The Theory
of Price,” in the 1966 edition of which appeared a claim dubbed the “Coase
Theorem” that “under perfect competition private and social costs will be
equal.”™ On the assumptions necessary for general equilibrium, this claim is a
truism, for in a general competitive market there are no “external” (“social”), as
opposed to “internal” (“private”), costs as all relevant contingent markets exist
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and therefore all costs are internal.’® Thus it can be said that there are no social
costs in a general competitive market.

Now, this is a striking thing to say, but it is important to be clear why it is
striking. It obviously does not mean that the harmful effects of, say, pollution
formerly understood as social costs would no longer exist (rather it asserts that
an allocation at which the optimal level of pollution is established such that
welfare is optimised would be reached at general equilibrium). On the other
hand, it certainly does mean that state regulation would be unnecessary, indeed
harmful, in a general competitive market, and this is a useful corrective to
assuming that phenomena such as pollution inevitably are “social” costs. It is
essentially this that Coase establishes in the early part of “The Problem of Social
Cost’ which assumes that “there were no costs involved in carrying out market
transactions.”’3?

This theoretical argument leads to the policy conclusion that rather than
immediately moving from perceived market failure to government intervention,
itis wise to consider reducing the transaction costs which presently prevent the
contingent markets from being available. These would be necessary to
approximate to general competition, which typically would be a matter of
creating effective “property rights” such that those markets are established. The
alternatives could then be compared. In respect of pollution, before concluding
regulation is necessary, we should much more carefully consider the costs of
alternative governance structures such as the private law of nuisance which
could operate were individuals to have private property rights which adequately
created an interest in, say, having drinkable water. Coase illustrated his argument
with learned references to the common law of nuisance which show the
plausibility of negotiation or litigation between private property rights holders
to solve problems such as obtaining clean air in specific cases.'” This seems to
me to be wholly right,'* and it has served a most useful role as one of the
correctives to the statist bias of the Pigovian tradition of welfare economics (and
other systems of economic planning).

Butit must also be remembered that this can be taken only so far for, of course,
there is no empirical possibility of there being a world of zero transaction costs,
as Stigler was at pains to emphasise when saying of the “Coase Theorem” that:
“If this proposition strikes you as incredible on first hearing, join the club. The
world of zero transaction costs turns out to be as strange as the physical world
would be without friction,”'3 and that this world of zero transaction costs had a
very limited indeed empirical domain.'* It seems absurd to have to point out,
but the evidence of the quality of the majority of interpretations of Coase’s work
confirms that it is necessary,'” that in ‘“The Problem of Social Cost’ the early
assumption of zero transaction costs is dropped and alternative governance
structures considered when “The Cost of Market Transactions [is] Taken Into
Account.”' Once this cost is taken into account, then Coase emphasises that
the “operations [necessary to carry out a market transaction] are often extremely
costly, sufficiently costly at any rate to prevent many transactions that would be
carried out in a world in which the pricing system worked without cost.”’* It is
on this basis that Coase compares the market, the firm and the state and, to the
extent that “The Problem of Social Cost’ advances any concrete policy proposals,
it is that the state is best fitted to handle certain forms of pollution:
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It is clear that an alternative form of economic organisation which could achieve
the same result at less cost than would be incurred by using the market would
enable the value of production to be raised...the firm represents such an alternative
to organising production through market transactions. Within the firm, individual
bargains between various co-operating factors of production are eliminated and
for a market transaction is substituted an administrative decision...This solution
would be adopted whenever the costs of the firm were less than the costs of the
market transaction that it supersedes...But the firm is not the only answer to this
problem. The administrative costs of organising transactions within the firm may
also be high, and particularly so when many diverse activities are brought within
the control of a single organisation. In the standard case of a smoke nuisance,
which may affect a vast number of people engaged in a wide variety of activities,
the administrative costs might well be so high as to make any attempt to deal
with the problem within the confines of a single firm impossible. An alternative
solution is direct governmental regulation..It is clear that the government has
powers which might enable it to get some things done at a lower cost than could
a private organisation...But the governmental administrative machine is not itself
costless. It can, in fact, on occasion be extremely costly...From [this consideration]
it follows that direct governmental regulations will not necessarily give better
results than leaving the problem to be solved by the market or the firm. But equally
there is no reason why, on occasion, such governmental regulation should not
lead to an improvement in economic efficiency. This would seem particularly likely
when, as is normally the case with the smoke nuisance, a large number of people
is involved and when therefore the costs of handling the problem through the
market or the firm may be high.!#

Rather than this disinterested weighing of alternatives, however, what has
typically happened, however, is that Coase’s (and Stigler’s) position has been
vulgarised out of sight for the “Coase Theorem” has been used to sanction a
more or less general claim that a market allocation is better than a state allocation.
If, taking the “zero transaction costs postulate” to be a solution to governance
problems when it is merely a stage in the analysis of such problems, one assumes
that empirical markets will tend to be markets at zero transaction costs, then the
superiority of the market just emerges from the very unfair comparison between
amarket assumed to be perfectly efficient and a state known not to be so. This is
to assume the existence of all relevant markets and, as a guide to economic policy,
it is precisely Coase’s contribution to have shown us that there is no more
ridiculous assumption one could make. Or rather, there is only one as ridiculous,
for this bias towards the market is just the opposite error to Pigou’s “assuming
the existence of (almost) perfectly functioning public bodies” which Coase has
shown to be so silly as to be “laughable today.”'¥!

The power of works on property rights and the principal reason for their
success is that they have identified what, because of them, are now recognised as
widespread regulatory failures. In doing this they have revived the plausibility
of some market based solutions when that plausibility wrongly had been thought
generally extinguished. The shortcoming of these works is that many of them
tend to substitute for the careful evaluation of alternative governance structures
recommended by Coase a blithe recitation of formulaic solutions to hugely
complicated problems. Driven by the baneful bias in favour of markets that lies
behind “the Coase Theorem,” a huge, pointless literature has been developed
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elaborating such solutions, and the good point that we should be very careful to
appreciate the costs of regulation has been turned into many claims that a market
would be the optimal governance structure which, when appraised with any
sort of awareness of empirical circumstances, manifestly are absurdly reckless.
As Williamson rightly has said of the unrestrained or selective invocation of the
assumption of zero transaction costs, “However powerful and useful it is for
classroom purposes and as a check against loose public policy descriptions, it
easily leads to extreme and untenable ‘solutions.””'#

The fantastic quality of some of these solutions really has to be seen to be
believed. Those familiar with this literature will have their own particularly
daft examples. During some time I spent in Hong Kong, my then colleague Bryan
Bachner drew my attention to Kwong’s extraordinarily naive and insensitive
Market Environmentalism,"*® which advocated property rights solutions to more
or less all of Hong Kong’s environmental problems. I do not want to say
overmuch about Kwong’s argument as such, for as she does not even consider
the general problem that the shamefully slow and expensive civil legal system
in Hong Kong plays almost no role in resolving the existing civil legal grievances
of the overwhelming majority of the Chinese population, that argument would
barely be worthy of notice were it not for the political support it receives.'*
However, Kwong is foolish enough to invite direct comparison with Coase by
discussing lighthouses, and perhaps a word about this is instructive. Coase did
not advocate a market in lighthouse services in “The Lighthouse in Economics’;
he merely showed the implausibility of the Pigovian understanding of the
problem and then had the good sense to leave for “more detailed studies”'® the
possible form of provision of lighthouse services. Kwong’'s own treatment of
the lighthouse problem'* is in marked contrast. In one paragraph, and what is
more a paragraph which is entirely devoted to a quotation from an author who
has no knowledge at all of the situation in Hong Kong, she thinks she has sufficiently
dealt with the issue by advocating such a market. This is simply rubbish, and
the general acceptance of the plausibility of law and economics depends on it
being recognised to be such. To the very limited extent that Kwong’s book actually
makes any concrete environmental proposals, they are all hopelessly general
and entirely subject to Coase’s strictures against economists who have not “made
a detailed study...or read a detailed study by some other economist.”'¥

Coase on the Coase Theorem

As I hope I have made clear, it seems manifest to me that Coase would have
disapproved of most of what is claimed for the Coase Theorem, for the very
good reason that it cuts wholly against what he is trying to say. Summing up the
reception of “The Problem of Social Cost’ in 1986 he said: “The world of zero
transaction costs has often been described as a Coasean world. Nothing could
be further from the truth. It is the world of zero transaction costs, one which I
was hoping to persuade economists to leave”'*® for, “It would not seem
worthwhile to spend much time investigating the properties of such a world.”'#
More generally, he observed:
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The extensive discussion [of my article] in the journals has concentrated almost
entirely on the ‘Coase Theorem,” a proposition about the world of zero transaction
costs. This response, though disappointing, is understandable. The world of zero
transaction costs is the world of modern economic analysis, to which the Coase
Theorem applies, and economists therefore feel quite comfortable handling the
intellectual problems it poses, remote from the real world though they may be.'®

And on the proper use of transaction cost analysis, in 1991 Coase wrote:

I regard the Coase Theorem as a stepping stone on the way to an analysis of an
economy with positive transaction costs. The significance to me of the Coase
Theorem is that it undermines the Pigovian system. Since standard economic theory
assumes transaction costs to be zero, the Coase Theorem demonstrates that the
Pigovian solutions are unnecessary in these circumstances. Of course, it does not
imply, when transaction costs are positive, that government actions...could not
produce a better result than relying on negotiations between individuals in the
market. Whether this would be so could be discovered not by studying imaginary
governments but what real governments actually do. My conclusion: Let us study
the world of positive transaction costs.!!

The forms of idiotic ideological argument associated with the Coase Theorem
should not be allowed to obscure this conclusion, which is wholly opposed to
their thrust.

The cast of Coase’s mind that [ am trying to drive at was made most clear in
some comments on Posner made in 1992. Coase’s response to a conference paper
in which Posner had thought to eulogise his (Coase’s) name by sticking it on to
a lot of his (Posner’s) own ideas was as follows:

My first reaction on reading Posner’s paper was one of amusement. It recalled to
my mind Miss Elliott’s description of Alfred Marshall’s lectures on Henry George.
She said that Marshall reminded here of a boa-constrictor that slobbered over its
victim before swallowing it. In saying this, I had no intention of equating Posner
with Marshall, still less with any kind of snake, although I did confess that the
wicked thought did flicker through my mind as I studied his paper with more
care and ceased to be amused. Posner says that the first part of his paper describes
“the conception of the field [the new institutional economics] held by Ronald
Coase.” Reading this part of his paper recalled to my mind Horace Walpole’s
opening remarks in his book on King Richard the Third: “So incompetent has the
generality of historians been for the province they have undertaken, that it is almost
a question, whether, if the dead of past ages could revive, they would be able to
reconnoitre the events of their own times, as transmitted to us by ignorance and
misrepresentation.” I have only one foot through the door, but should the final
yank come before this piece is published, Horace Walpole’s words would apply
exactly to Posner’s highly inaccurate account of my views.!*?

I cite this at length to emphasise that the law and economics represented by
Posner is not only not exhaustive of law and economics outwith Chicago'”® but
also does not help us to come to terms with what Chicago has produced that is
productive. If I have at all managed to convey the quality of Posner’s mind
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accurately, it may now be supererogatory to add that his response to this was to
maintain that he knew what Coase meant better than Coase himself'**and to let
a paper he had written purporting to set out Coase’s methodological views go
through to publication.'®

Conclusion: the explanation of transaction costs

Although, then, it is clear that there is a very considerable distance between
what is valuable in Coase and the dominant thrust of Chicagoan law and
economics, it is evidently the case that Coase did not make his taking of that
distance sufficiently clear. Amongst the reasons one might advance for this, one
is his commitment to Becker’s methodology. Though, as we have seen, Coase is
highly critical of “mainstream economic theory,” his fundamental aim is not to
challenge that theory but to defend it against criticism of its manifest lack of
realism by providing, in transaction costs, a way of bringing realism into the
analysis as a set of boundary conditions. Coase uses transaction costs to describe
the institutions necessary for allocations to take place, and in particular the
specific market institutions within which exchange can take place. Economic
action is therefore provided with a realistic context which deflects criticism of
the non-existent empirical domain of such action and thus creates the possibility
of neo-classical analysis, and does so without changing the core concepts of the
analysis which produced the problem of lack of realism in the first place:

What differentiates [my writings] is not that they reject existing economic theory,
which...is of wide applicability, but that they employ this theory to examine the
role which the firm, the market and the law play in the working of the economic
system.!'%®

The fundamental claims of mainstream economic theory are accepted, with the
refinement that the institutional context of their application is not, as in that
theory, ignored, but analysed as transaction costs.

The aim of the analysis is, of course, to drive these costs down, for that is what
one should do with costs, but this makes sense only if a residual transacting
mechanism is assumed. This is precisely what neo-classical economics does
assume in the concept of individual utility maximisation, and Coase himself
makes a similar assumption. Coase follows Becker in believing that there is some
essential quality about human beings as such that makes them exchange on a
rational utility maximising basis'¥ or, as he has it, choose, in the ways analysable
by neo-classical economics:

I believe that human preferences came to be what they are in those millions of
years in which our ancestors (whether or not they can be classified as human)
lived in hunting bands and were those preferences which, in such conditions,
were conducive to survival.!®

Coase readily concedes - in fact it is more fair to say that he centrally urges the
recognition - that transactions at zero cost will never empirically obtain, but the
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point is to approximate towards the zero cost ideal. However, this is a paradoxical
and confusing goal because he does not understand why it is unobtainable. The
negotiating, information gathering, organising, efc. within which transactions
take place are not only costs, they are also the social relations which are essentially
facilitative of the transaction. Negotiation is a cost, but what contract could be
made without language? Information gathering is a cost, but what contract could
be made in complete ignorance? All actions, including all transactions, can take
place only within constitutive social relations. The stress on the reduction of
transaction costs has a technical function of the first importance but inevitably
is carried too far if that technical function is confused, as it typically is in law
and economics, with a basic analysis of the ontological character of economic
action. If one really took away all the costs of exchanging, the exchange would
not take place cost free, it would not take place. This should tell us that, regardless
of its technical usefulness, the transaction cost approach cannot begin to stand
as an understanding of economic actions.

Coase has made an immense contribution by establishing the institutional
prerequisites of rational economic action but he does not think it necessary to
explain rational economic action itself as an institution or, better, as a specific
form of action constituted within specific social relations.” This, however, is
precisely what is needed. Further development of the employment of neo-
classical technique requires that it be put to work within a sound, sociological
framework. In essence, it is necessary to accomplish exactly what Coase has
attempted - the provision of an appropriate framework in which neo-classical
economic analysis can have a use - though in a rival fashion.'®

The principal attempt to do this within economics'®! is, however, precisely the
“old” institutionalism which Coase rejects.'®> Whilst I do not wish to claim that
an adequate social theory may be found within that body of thought, what I
would claim is to be found is an acknowledgement of the necessity of the
development of such a theory as a condition for the further development of
economics. By attempting to associate his work with that of Becker, Coase
undercuts what is best in his work. Coase’s work requires a full account of the
institutions of capitalist exchange and yet Becker places the principal such
institution, the technical-rational orientation of economic action, beyond the
range of economic (or social) analysis by locating it within the assumptions of
rational utility maximisation that are identified with human action as such. What
is at issue has been clearly enough identified by Ayres:

What was most basically wrong with the conception of the economy in terms of
‘enlightened self-interest’ and the ‘self-regulating market’ was the whole
conception of the nature of man and society of which that conception of the
economy was a particular expression. The error, fundamental as it is, can be stated
very simply and briefly...the nature of man was presumed to be antecedent to
organised society. Thus society in general and the economy in particular were
conceived to derive their character from the pre-existent character of man. The
whole conception of the nature of man and society is now known to be quite false.
Human nature as we know it is not antecedent to society. On the contrary, it is a
function of society.!*
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Old institutionalism accordingly contains a number of accounts of the historical
development of the capitalist economy and of the orientation of action on which
that economy turns that are of real interest. When, by comparison, we turn to
what Coase tells us of capitalist development, we find things like the following:

Like galaxies forming out of primordial matter, we can imagine the institutional
structure of production coming into being under the influence of forces determining
the interrelationships between the costs of transacting and the costs of organising.
These relationships are extremely complex, involving...pricing practices,
contractual arrangements, and organisational forms.'*

And this is where we are left.!® It is, I think, sufficient compliment to Coase
that one is simply jarred by the contrast between this Readers’ Digest sort of talk
of galaxies and primordial matter and the carefulness about institutional detail
that one identifies with his substantive work. If we are to take Coase’s institutional
method, and with it law and economics, through to a real grasp of the economic
institutions of capitalism, then it can only be by rejection of this type of ludicrous
generality which follows from economic imperialism of Becker’s sort. It is a
baneful mistake, though unfortunately a common one, to identify, through
Posner, law and economics with this sort of economic imperialism. The
specification of the institutional framework of transacting which the realisation
of what is most valuable in law and economic requires must be carried out on
an entirely different basis.
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