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tHE LEGaL MEaNING of CoaSEaN ECoNoMICS

Tze-Shiou Chien

Coase’s zero transaction cost assumption is not the most basic meaning of Coasean 
economics. For Coase, the law is essential to understanding the economic system and 
thus society’s wealth.  Coase claimed that legal delimitation of property rights leads 
to the maximization of social value, either through market transactions or through 
direct conferral of rights. To sustain such market transactions, the stability of the 
law is needed. A cost-benefit case-by-case approach would not suffice. The law’s 
system of norms, including such concepts as binding precedent, is indispensable. 
These legal norms are not arbitrary when and just because they take economic 
consequences into account. For example, Coase’s theory of the firm teaches that 
property rights should be assigned to the highest value user because institutional 
competition constrains the courts, the government, and the legislature. 

INTrOduCTION

r. H. Coase unintentionally instituted a new approach to legal studies when he 
explained his idea of meaningful economic analysis.  in “the Problem of social 

Cost”1, Coase expressed the following idea: When there is a conflict regarding the use 
of resources, if the law clearly defines property rights, it is irrelevant whom the initial 
property rights are assigned to because market transactions will direct resources to those 
uses that produce the highest value.  this process maximizes social value; there is a 
connection between law and economics.  Coase also explained that because transaction 
costs are  greater than zero in the real world, some transactions are hindered and, in 
order for social value to be maximized, the law must directly assign the property right to 
that party with the highest value use.  with this observation, Coase made the connection 
between law and economics even clearer.

Coase’s ideas regarding the reciprocal nature of damage had a significant impact 
on the discipline of economics.  traditionally, economists believed that when 
damages were uncompensated and the government did not intervene, there was a 
market failure and social value was not maximized.  Coase argued that when property 
rights are clearly defined, even if damages are uncompensated, social value can still 
be maximized.  Specifically, Coase understood that the delimitation of property 
rights facilitates market transactions, which cause market participants to internalize 
externalities.  thus, from the perspective of maximizing social value, the key is the 
delimitation of rights and not the government’s providing compensation for damages.

Although many scholars have questioned the validity of the “Coase theorem”2, this 
is probably because the common formulation of the theorem—as an assumption of 

* associate research Fellow, institutum iurisprudentiae, academia sinica. Hsing-Pei Chen, a graduate 
student at national taiwan University College of Law, has helped translate this paper  into english. 

1 R. H. Coase, The Problem of Social Cost, 3 J. L. & Econ. 1 (1960), in The Firm, the Market, and the 
Law, 95-156 (1988).

2 See e.g., Robert Cooter, The Cost of Coase, 11 J. Legal Stud. 1-33 (1982).
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zero transaction costs—was neither an invention of Coase nor the core of his economic 
thought.  yet Coase attracted the opprobrium of legal scholars for another reason as 
well: in Coase’s formulation, maximizing economic value depends on whether, and 
how, legal rights are defined.  But from the legal perspective, if the economic impact 
of a given assignment of property rights is taken into consideration when designing 
a statute or adjudicating a claim, then the law is no longer the sole determinant of the 
law and the question arises whether the legal system is engaging in  the arbitrary and 
capricious application of the law.

For example, one manifestation of the legal academy’s condemnation of Coase 
questions whether Coase’s idea of the reciprocal nature of damage is a legitimate view 
of the law. Those complaints confuse legal concepts with legal values (or purposes).  
Damages, causation, and property rights are legal concepts (or doctrines), which 
are derived from, and give effect to, legal values.  Maximizing social value—the 
foundation of Coase’s ideas regarding the reciprocal nature of damage—is perhaps 
not the law’s sole value, but it is definitely one of its values.  The reciprocity of 
damages is likewise a legitimate legal value.

The answer to the question of whether the law is arbitrary and capricious when it 
considers the economic impact of legal rights is this: not in the long term.  How?  in 
“the nature of the Firm,”3 Coase argued that when transacting on the market is costly, 
firms, which are able to economize on or reduce such marketing costs, will form and 
replace market-based transactions.  The size of a firm, however, will not increase 
without limit, but rather will be bounded by the costs of transacting on the market and 
by the management costs of other firms.  The law, like a firm, is also constrained in 
this way.

Coase’s main point was that if economic analysis does not consider the laws actually 
in force, the result is meaningless to the real world and the exercise amounts to nothing 
more than blackboard economics.  yet although the study of law and economics has 
progressed vigorously since Coase, traditional Pigovian economic analysis—built 
upon inconsistent assumptions and fictional rather than actual examples—is not 
extinct.  the one way of economics imperialism is too strong. Perhaps when legal 
scholars cease to be confused by the technicalities of economic analysis and begin to 
address the nature of the law—just as Coase addressed the nature of the firm—they 
will see that the nature of the law is related to Coasean economics, which has a place 
in the legal academy.

This article is divided into five sections.  The first explains why the familiar 
formulation of the Coase theorem is not an accurate representation of Coase’s ideas 
and demonstrates this by considering actual laws. the second section explores the 
questions that legal scholars have concerning reciprocity of damage and resolves 
these questions by referring to the distinction between legal concepts and legal values.  
the third section argues that by understanding the law as a substitute for the market, 
as in Coase’s theory of the firm, considering the economic impact of a given allocation 
of property rights does not amount to an arbitrary and capricious application of the 
law.  the fourth section describes, from the perspective of Coase’s comparative 

3 R. H. Coase, The Nature of the Firm, Economica (1937), in supra note 1, at 33-55.
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institutional analysis, the missing pieces in the development of the economic analysis 
of law. The fifth section concludes.

I. MarkET TraNSaCTIONS aNd daMagES aS gOOdS

Coase’s economic theories are often presented as the “Coase theorem,” which is 
premised on a zero transaction costs assumption, but he did not intend such an extreme 
reduction of his ideas.  the origin of the Coase theorem as a zero transaction cost 
assumption can be traced to George Stigler, who said, “under perfect competition[,] 
private and social costs will be equal.”4  in other words, in a world of zero transaction 
cost, the allocation of resources is optimal and social value is maximized.  of course, 
stigler also explained that a “world of zero transaction costs turns out to be as strange 
as the physical world would be without friction.  Monopolies would be compensated 
to act like competitors, and insurance companies would not exist”5. and steven 
Cheung has argued that if there are no transaction costs, “the assumption of private 
property rights can be dropped without in the least negating the Coase theorem”6.  
Indeed, even Coase himself said, “[W]hen there are no costs of making transactions, it 
costs nothing to speed them up, so that eternity can be experienced in a split second”7.  
since his papers were originally published, Coase has repeatedly stated that the zero 
transaction cost “Coasean world” is not his (Coase’s) world and that all of the effort 
that scholars put into this area is useless.  Coase was concerned with the real world!

in “the Problem of social Cost”, Coase discussed why the proposition that the 
occurrence of legally uncompensated damages causes a divergence between private 
and social outcomes and suggests that the government should intervene is false.  
Divergence between privately and socially optimal outcomes does not occur in market-
based regimes or when property rights are clearly allocated by the law. in a market-
based regime (assuming that rights have been defined by the law), the damages caused 
by conflicting uses of a resource are costly to both parties—one faces a direct cost and 
the other an opportunity cost—and the “problem” of the divergence between private 
and social outcomes is irrelevant.8  Coase illustrated this point with the well-known 
farmer/rancher example: if the rancher is liable to the famer for damages caused by 
the rancher’s activity, the rancher will view the amount he must pay to the farmer as 
a direct cost.  if the rancher is not liable to the farmer for damages, the rancher can 
extract a payment from the farmer in exchange for abstaining from the damaging 
activity.  the loss of the farmer’s payment is part of the rancher’s opportunity cost 
of continuing the damage-causing activity.  (In Coase’s example, the farmer pays the 
rancher not to raise additional cattle.)  Thus, regardless of whether the rancher is liable 
for damages, the rancher’s cost of continuing the activity is the same and the socially 

4 r. H. Coase, supra note 1, at 14.
5 r. H. Coase, supra note 1, at 14.
6 r. H. Coase, supra note 1, at 14-15.
7 r. H. Coase, supra note 1, at 15.
8 r. H. Coase, supra note 1, at 112.  Stating that, “It is one of the beauties of a smoothly operating pricing 

system that, as has already been explained, the fall in the value of production due to the harmful effect 
would be a cost for both parties.”
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optimal outcome will result; any discussion of the divergence between private and 
social outcomes is meaningless.  Coase also explained that when market transactions 
are prohibitively difficult or costly, the law can directly assign the property right (i.e. 
to the farmer the right to receive damages or to the rancher the right not pay damages) 
to the party whose activity is of the greatest social value.  in such a case, although 
damages are uncompensated, private and social outcomes do not diverge. 

Paul samuelson doubted whether Coase’s purported market transactions actually 
occur because he said the distribution of profits between bilateral monopolists cannot 
mathematically be difined.9 in response, Coase argued that as an empirical matter, the 
proportion of potential market transactions that do not occur is low:

of course, the competition of substitutes normally very much narrows the range within 
which the agreed price must fall, but it must be very rare indeed for both the buyer and the 
seller to be indifferent as to whether a transaction goes through. and yet we observe that raw 
materials, machinery, land, and buildings are bought and sold and even professors manage 
to have secretaries. . . . Those who find it impossible to conclude agreements will find that 
they neither buy nor sell and consequently will usually have no income. Traits which lead to 
such an outcome have little survival value, and we may assume (certainly I do) that normally 
humans beings do not possess them and are willing to “split the difference.”10

Before Coase wrote “the Problem of social Cost”, he stated in “the Federal 
Communications Commission” that “the delimitation of rights is an essential prelude 
to market transactions”11.  the delimitation of rights decreases transaction costs and 
thereby promotes market transactions.  a number of theorists have explained the 
Coase theorem in the following way: if there are zero transaction costs, ownership 
of the property right is irrelevant because the end result will be the same and social 
value will be maximized.  But by considering only the transaction, without also 
considering its starting point, these theorists have neglected the importance of the 
legal delimitation of rights.  ke Hua Qing has argued that the delimitation of rights 
is an ideology and has criticized steven Cheung for misunderstanding the foundation 
of Coase in a way that deceives laypersons with results that are neither objective, 
nor scientific, nor fundamentally correct.12  ke Hua Qing must not have read “the 
Federal Communications Commission,” because it was Coase himself who put forth 
this idea.13    if one believes that the initial ownership of a property right is irrelevant, 
then determining the law seems to be as easy as tossing a coin; because the market 
self regulates, the transaction that occurs will correct a suboptimal assignment of the 
property right.  In reality, of course, because the delimitation of rights is a prerequisite 
of market transactions, the law’s determination and stability is the core of the analysis 
and legal reasoning becomes not only relevant, but useful as well!

the legal historian a.w. Brian simpson has used Coase’s example of Sturges v. 
Bridgman to demonstrate that market transactions (i.e. settlements) do not occur in the 

9 r. H. Coase, supra note 1, at 161.
10 r. H. Coase, supra note 1, at 162.
11 R. H. Coase, The Federal Communications Commission, 2 J. L. & Econ. 1, 27 (1959).
12 柯华庆, “科斯命题的博弈特征与法律实效主义”, 载黃少安、史晋州主編：《中国法经济

学研究（2003-2007）》，经济科学出版社2011年版，页631。
13 张五常：《经济解释（卷三）：制度的选择》，香港花千树出版有限公司2005年版，页45。
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litigation context.14  Coase, however, emphasized that there must be legal delimitation 
of rights in order for market transactions—including litigation settlements—to 
occur.  thus, without a delimitation of rights among litigating parties, it would not be 
surprising for settlement not to occur.15  once the court makes its ruling and assigns 
the rights among the parties, the parties still may not transact because of emotional 
considerations.  This second possibility is ultimately insignificant for two reasons. 
First, such emotional issues will be limited to only the first litigation of a kind; in 
subsequent litigation, precedent will control and, because there will no longer be a 
need to litigate over rights, emotional issues will dissipate.16  second, Coase’s ideas 
involve firms, which minimize emotive issues.17 

The fact that market transactions are often limited to physical objects, Coase 
opined, is the reason why economists do not perceive the reciprocal nature of 
damage.18  In contrast, lawyers view transactions not as concerning physical objects, 
but as concerning bundles of rights.19  these bundles of rights are amenable to market 
transacting.  For example, Taiwan’s Civil Code Article 851 states the following: “A 
servitude of real property is the right to use the property of another person for accessing, 
drawing water, lighting, surveying, telecommunication, or other specific convenience 
of one’s own property”.  these easements are limitations on the property rights of 
dominant tenement owners because they permit the exercise of servient tenement 
rights. the ability to create an easement increases the value of dominant tenement 
ownership rights.  therefore, when buying and selling land, the parties to the sale will 
consider not only the physical aspects of the property (such as the location and size), 
but will also whether there are limitations or expansions of the dominant tenement 
property right itself, including real estate easements.  the right of another party to 
access, to draw water or light, to survey, to install telecommunications equipment, or 
to engage in other convenient usages is indeed a limitation on the property right of the 
dominant tenement owner, but it has already been transacted for in, and presumably 
compensated by, the market.  thus, when there are real estate easements on a parcel 
of real property that permit another party to impair that real property in some way, 
private and social costs will not diverge when damages occur.20 such external harms 
do not cause externalities, but rather are the result of market transactions. 

some people argue that the delimitation of rights has effects on wealth, meaning that 
social value is different depending on who has the initial rights.  Coase addressed this 
challenge on two levels.  In the conflict between the rancher and the farmer, when the type 
of damage can be identified in advance, the two parties can use the rent they pay to the 
landlord to address the question of who should bear the damages and the landlord can use 

14 A. W. Brian Simpson, Coase v. Pigou Reexamined, 25 J. Legal Stud. 53, 85-87 (1996).
15 In reality, though, even when rights are not fully defined, many suits are still settled, sometimes even 

without litigation being initiated.  see yoram Barzel, Economic Analysis of Property Rights, 96-98 (2nd ed., 
1997).

16 if rights are instead determined by legislation rather than litigation, there will be no emotional issues. 
See note 18.

17 R. H. Coase, Law and Economics and A. W. Brian Simpson, 25 J. Legal Stud. 103, 109 (1996).
18 r. H. Coase, supra note 1, at 163.
19 r. H. Coase, supra note 1, at 11.
20 For example, when trains damage nearby crops, when cattle trample a neighbor’s crops, or when 

neighbors build an additional story that blocks sunlight.
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the value of the land to determine whether the land should be damaged in the first place.  
thus, the legal delimitation of rights will not lead to a difference in social values.  this 
is true even if the law changes because the farmer, the rancher, and the landlord can use 
contract provisions that address changes in circumstances to adjust the rent amount.  The 
allocation of resources will not change.21  when the type of damages cannot be known in 
advance, the rent amount and the value of the land cannot be adjusted by contract, so the 
question becomes whether the possibility of a change in the allocation of resources will 
affect the demand for “damage”.  Coase’s answer was that in economics, with the excep-
tion of cataclysmic resource reallocations, the effect will not be significant.22  will the 
total demand for beef or other agricultural products be affected by whether the farmer or 
the rancher bears the cost of the damage?  will the total demand for medical care or cakes 
be affected by whether the doctor or the confectioner bears the damage?  the answer is 
no.  Coase has been misunderstood as arguing that changes in the law and economic or 
social progress are unrelated.23  But Coase said that the legal delimitation of rights is a 
prelude to market transactions.  Coase also emphasized that individual laws, not the law 
as a whole, define rights and do not affect the demand for related resources.

II. ThE rECIPrOCal NaTurE Of daMagE aNd lEgal CONCEPTS

theories based on Pigou’s economic model advance the prima facie assumption that 
a damage-causing party ought to be liable.24  on the other hand, Coase reasoned that 
firms that cause harm to others in the course of business must not necessarily be liable 
for damages, incur a tax on the damage caused, or be forced to cease the activity. this 
is true because this situation actually represents a conflict between two activities and 
if the damaging activity produces more value than the damaged activity, there is no 
reason why it should be liable for the damages.25  

Coase illustrated this concept—the reciprocity of damage—and the concept 
of proximate cause using court cases, but these ideas have attracted doubt from 
legal scholars. simpson reported that parties to litigation often argue that based on 
considerations of property rights and on existing proximate cause laws, rights should 
be fully vested in their owners and the economic impact of the ownership of such 
rights should not be considered. simpson then argued that because courts have taken 
just this approach, Coase’s approach is groundless.26  However, as Coase stated, 
“Judges have to decide on legal liability, but this should not confuse economists about 
the nature of the economic problem involved”.27  simpson’s complaint confuses the 
structure of the legal system with the application of the law to each case.28  

21 r. H. Coase, supra note 1, at 171 – 173.
22 r. H. Coase, supra note 1, at 173 – 174. 
23 凌斌：“界权成本问题：柯斯定理及其推论的澄清与反思”，《中外法学》2010年第1期，页

104、119.
24 r. H. Coase, supra note 1, at 95.
25 r. H. Coase, supra note 1, at 96.
26 A. W. Brian Simpson, Coase v. Pigou Reexamined, 25 J. Legal Stud. 53, 60, 88 (1996).
27 r. H. Coase, supra note 1, at 112.
28 In the discussion of Anglo-American common law, “efficiency” is the primary legal value and is no 

longer a problem.  See e.g. Ian Ayres, Valuing Modern Contract Scholarship, 112 Yale L. J. 881 (2003); 
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to reduce the costs of apply the law, legal concepts are employed. But legal 
concepts are temporally isolated from the values inherent in the law.29  in usual 
cases, legal concepts do not have to consider explicitly the law’s inherent values.  to  
apply legal concepts in concrete cases, which was simpson’s concern, is different 
from understanding the reciprocal nature of damage in the tort law regime, in which 
Coase made his contribution. Huang Mao-Zong said: “in considering the external 
system ([of] legal concepts) which is not established on the internal coherence of 
values of law, the external system thus does not fulfill the requirements of the science 
of law.”30  He continued, “when the legal methods lead to various interpretations of 
law, the courts should choose the one that incurs the least cost to achieve the goals 
of law.”31  For example, in the taiwanese Civil Code, the concepts of causation in 
Article 184 (concerning tort law) and Article 756 (concerning property rights) can be 
applied relatively straightforwardly.  the reciprocal nature of damage provides one 
connection between individual provisions of the Civil Code. This is why Article 148-
1 requires that the exercise of rights not be premised on the intent to bring harm to 
others. this implies that if the exercise of rights incidentally causes harm to others, it 
will be tolerated.  The negligence rule for liability provided in Article 184 also reflects 
this principle.  Article 793 relates to the discharge of gases or other emissions but 
excludes insignificant violations and violations justified by the shape of the land or by 
custom.32 these provisions obviously demonstrate that parties who cause damage are 
not necessarily liable.  the delimitation of the right to cause damage can be effected 
in the market as well (e.g., real estate easements)33 and this can also be characterized 
as the reciprocity of damages.  

The protection of property rights is definitely an important function of the legal 
system.  this can be seen in the Civil Code, and in administrative Law, Criminal 
Law, and Constitutional Law.  the law’s protection of property rights begins with the 
delimitation of rights.  if the infringement of rights results in an award of damages, the 
question is why damages are reciprocal in nature.  The crux of the matter is that legal 
boundaries may not be clear.  Without clear boundaries, damages can be objectively 
measured, but they cannot be assessed in the normative sense.  thus, although in the 
pure logic of the law, the people meant to be protected by the law must be assigned 
the property right—that is, the law must choose between the damage-causing party 
and the damage-suffering party—the question of how the rights should be allocated 
cannot be answered only by considering the law.  without considering the law or gaps 
in the law, the proper attribution of harm is relatively uncertain.  Coase’s concept of 
the reciprocity of damages was first proposed in relation to allocating rights to use the 

richard Crasswell, in that Case, what is the Question? economics and the Demands of Contract theory, 
112 Yale L. J. 903 (2003).

29 see黄茂荣：《法律方法与现代民法》，台北植根法学出版2002年版，页91-99. 
30 Id. at 607.
31 Id. at 637.
32 Article 793 states, “The landowner is entitled to prohibit the discharge of gases, steam, odours, smoke, 

heat, soot, noises, vibrations and other similar nuisances from another person’s land, building or other 
works, except such nuisance is insignificant or is justified by the shape of the land or by local custom.”

33 see section i.
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analog spectrum,34 which was not owned by anyone at the time.  The equality principle 
might require the assignment of property rights based on the maximization of social 
value. and once property rights are certain, damage is not reciprocal in nature and the 
perpetrator can be held responsible for wrongful acts of intentional infringement!35  
But because changes occur in the world, the law cannot possibly be a closed system.  
rather, emergency situations may negate liability for a wrongful infringement and the 
reciprocity of damage will continue to exist on many levels.  

The reciprocal nature of damage is a natural consequence arising from the competing 
use of resources and the norm it creates implies the neutrality of the assignment of 
rights.  Pareto efficiency and potential Pareto efficiency or Kaldor-Hicks efficiency 
are not issues of superiority or inferiority because the conditions under which they 
occur are unclear.  When damage arises in the face of previously defined rights, 
Pareto efficiency must be employed.  On the other hand, when damage arises when 
rights have not previously been defined, Kaldor-Hicks efficiency can be considered.  
These two measures of efficiency cannot guide the law because the choice between 
them depends on whether there has been a legal delimitation of rights.  in contrast, 
Coase’s legal recommendations are independently operational and can be verified: 
when the costs of transacting in the market are low, the market’s delimitation of rights 
facilitates market transactions. when those costs are high, the law should directly 
assign rights to those parties who value them the most.  although there are certainly 
costs—sometimes large ones—to measuring transactions costs, it is still possible to 
verify them and determined whether the delimitation of rights has been done properly.  

III. ThE COMPETITION CONSTraINT ON ThE laW aS a SubSTITuTE fOr ThE 
MarkET

in addition to Coase’s statement that “[t]he delimitation of rights is an essential 
prelude to market transactions,” Coase also stated: “in [where the transaction costs are 
high] such cases, the courts directly influence economic activity.  It would therefore 
seem desirable that the courts should understand the economic consequence of their 
decisions and should, insofar as this is possible without creating too much uncertainty 
about the legal position itself, take these consequences into account when making 
their decisions.  even when it is possible to change the legal delimitation of rights 
through market transactions, it is obviously desirable to reduce the need for such 
transactions and thus reduce the employment of resources in carrying them out.”36  
Coase argued that the law should overtake the market in initially assigning property 
rights to the parties who produce more value from them.

Ling Bin has criticized Coase for neglecting the so-called “legal delimitation cost” 
and encouraging courts to over-intervene in the market.37  this criticism distorts both 
Coase’s original meaning and his entire discussion of the legal delimitation of rights.  

34 R. H. Coase, Federal Communications Commission, 2 J. L. & Econ. (1959).
35 See 简资修：“故意侵权法的经济分析 --兼评Landes and Posner模型”，《 中研院法学期

刊》2007年第1期，页191 – 212.
36 R. H. Coase, supra note 1, at 119.
37凌斌, supra note 22, at 104 – 121. 
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First, Coase’s consideration of the stability provided by the law addresses the risk 
of arbitrary and capricious acts by the court.  Furthermore, Coase’s approach was 
aimed at economists who believed that the damage-causing party should necessarily 
be responsible for damages.  In Anglo-American courts, judges consider the economic 
consequences of their rulings and may assign rights to those parties who cause the 
harm (and not to those who suffer the harm).  However, most importantly, from the 
viewpoint of Coase’s theory of the firm, the assignment of property rights by courts 
is constrained by the market and by other legal instruments, including statutes and 
regulations.  

When some other law has already clearly defined a property right, Coase’s theories 
do not suggest that a court should consider the economic consequences of a different 
assignment; this is the basis of the law’s stability. of course, the law is not always 
clearly defined and when legal gaps do arise, Coase would assert that courts have the 
authority and the duty to fill these gaps. In such cases, it is desirable for courts to take 
into account the economic consequences of their potential rulings. Coase repeatedly 
emphasized that he was an economist who was concerned with the economic 
consequences of taking the law as a given. Questions of the law’s stability and of 
where to draw the line beyond which the court cannot make law are beyond the scope 
of his research.

Although he was an economist, Coase quoted court opinions and legal commentators 
in “the Problem of social Cost.”  His intent was to prove that the economists’ view 
of “externalities” was merely an ideation, unsupported by reality.  of course, not 
every court considers the economic consequences of its rulings, but some certainly 
do.  For example, Coase pointed to Prosser on torts: “it is only when his conduct is 
unreasonable, in the light of its utility and the harm which results, that it becomes a 
nuisance”.38  Coase also quoted a British court that stated “I know no general rule 
of common law, which . . . says, that building so as to stop another’s prospect is a 
nuisance.  Was that the case, there could be no great towns; and I must grant injunctions 
to all the new buildings in the town”.39  Coase pointed out that when courts concretely 
apply, for example, “reasonable”, “common”, or “ordinary” standards, they implicitly 
consider economic consequences.40  Coase even mentioned one case in which the 
judge ruled that it was not the defendant who caused the damage, but the plaintiff 
who caused his own damage!  In Bryant v. Lefever, the judge stated, “It is the plaintiff 
who causes the nuisance by lighting a coal fire in a place the chimney of which is 
placed so near the defendants’ wall, that the smoke does not escape, but comes into the 
house”.41  Coase made these references in order to demonstrate that courts do consider 
the economic consequences of their rulings, at least in some circumstances.

it is a misunderstanding to conclude that Coase replaced the “government/market” 
analytical structure with a “law/market” one.  in “the nature of the Firm,” he argued 
that because of transactions costs in the market, firms exist in order to use top-down 
management to avoid those marketing costs.  Coase also stated that the size of a 

38 r. H. Coase, supra note 1, at 120.
39 r. H. Coase, supra note 1, at 121.
40 r. H. Coase, supra note 1, at 123-124.
41 r. H. Coase, supra note 1, at 109.
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firm is limited by the fact that marginal management costs must not be higher than 
the market’s transactions costs or another company’s management cost.  Moreover, 
Coase viewed the government as a super firm because the government’s command 
structure (including regulations and taxes) is similar to that of a private company 
and, by using a more powerful version of top-down management, its purpose is to 
overcome market transaction costs and directly replace the market.  Coase did point 
out that the government’s control is often abused (i.e. exceeds its appropriate scope),42 
and economists encouraged this trend with their “externality” theories.  However, 
Coase never rejected the idea that government command can be a replacement for 
the market.  He also pointed out that legislation replaces the market and the courts.  
But similarly to his evaluation of government command, Coase identified potential 
problems with legislation, including for example, excessive protection of the party 
responsible for causing harm.43

Clearly, Coase criticized both the government and legislation, but did he leave out 
the courts?  Definitely not.  From the perspective of Coase’s theory of the firm, because 
the courts replace the market, they must be constrained by institutional competition.  
in other words, the court’s marginal “cost of the legal delimitation of rights” must not 
be higher than the transaction costs of the market that the court is replacing.  Coase did 
not extensively explore why this is true, but there are several reasons for this omission.  
First, the purpose of Coase’s research was to criticize Pigou’s traditional economic 
model—namely, the concept of the Pigovian tax.  Coase’s references to court rulings 
were not intended as approval of such decisions, but rather as demonstrations of 
economists’ lack of knowledge.44  second, relative to the government or to legislation, 
the courts have a much more limited ability not to intervene in the market. (That is 
to say, courts cannot refuse to hear cases files by litigants.)  From the perspective of 
economic analysis, if no rights are defined and there are no transactions in the market, 
then even if a court’s ruling is incorrect, it is still better than no decision, which forces 
the parties to battle it out privately.  third, Coase argued that the courts may rule 
incorrectly if they adopt Pigou’s method of economic analysis.  From the viewpoint of 
maximizing social value, Coase introduced the example of the railroad operator who 
only runs one train.45  if the operator is not responsible for the damages caused by the 
operation of the train, he would run two trains; if he is responsible, he would not run 
any trains.  Even if neither option (two trains or no trains) maximizes social value, the 
former still has a higher value than the latter and it would be wrong for a court to rule 
that the railroad operator should pay for damages.  However, because Coase did not 
believe that courts could successfully enforce a “contributory negligence” mechanism 
a system that does not compensate damages is necessary in order to force the damage-
sufferer to adopt a less costly method of preventing harm.46

In accordance with his theory of the firm, Coase would certainly acknowledge the 
legal cost of the legal delimitation of rights, but because he positioned himself as a 

42 r. H. Coase, supra note 1, at 114 – 119. 
43 r. H. Coase, supra note 1, at 126–133.
44 R. H. Coase, Law and Economics in Chicago, 36 J. L. & Econ. 239, 251 (1993).
45 r. H. Coase, supra note 1, at 138 – 141. 
46 r. H. Coase, supra note 1, at 177 – 178. 
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pure economist and not as a legal scholar, he did not explore other costs associated 
with the legal delimitation of rights.  this does not mean, however, that Coase 
had no knowledge of the law and in the name of economic efficiency supported 
the arbitrary operation of it.  For example, as previously stated in this section, he 
mentioned the stability of the law as a precondition of courts directly replacing the 
market.  the example of the train conductor is another.  the law’s choice between 
one train, two trains, or no trains is dependent on whether a court (or a legislature) 
can accurately determine that one train raises social value and that a second train 
decreases social value.  Coase determined that courts are unable to do this and thus 
can only choose between all or nothing.  since the damage to society resulting from 
the termination of all railroad operations is clearly higher than the damage caused 
by running two trains, courts will choose the lesser of the two evils and rule that 
the railway is not liable.47  Coase acknowledged that law is a highly interconnected 
system and he emphasized this fact with the following statement: “when an 
economist is comparing alternative social arrangements, the proper procedure is to 
compare the total social product yielded by these different arrangements . . . But the 
problem is to devise practical arrangements which will correct defects in one part of 
the system without causing more serious harm in other parts”.48  For example, when 
a driver stops at a red light at an empty intersection at midnight, it is clear that social 
value is reduced; but it is a mistake to argue that getting rid of the red light penalty 
increases social value.

James M. Buchanan questioned this law-replaces-market argument from the 
perspective of constitutional economics by arguing that the pursuit of maximum social 
value is not a goal of the law (or of economics) because the law is established in a form 
agreed upon by the people.  Once the law has defined rights, whether transactions fail 
because of excessive transaction costs is not a matter that should be addressed by 
the law (or by economics).49  Like Coase, Buchanan believed that the role of law in 
economic analysis cannot be neglected and in fact should be elevated.  Buchanan even 
developed a formulation that made economics the equivalent of law.  But although 
Buchanan used legality to determine efficiency and had a strict view of the law, he 
was not realistic enough, especially in relation to his criticism of Coase.  the stability 
of the law—the premise of Coase’s argument—includes both courts and legislation 
and is also constrained by constitutional principles (e.g., the separation of powers 
and basic human rights).  Yet these constitutional principles should not completely 
prohibit courts from “law-making” or the legislature from exercising its discretion.  
Consideration by courts or legislatures of transactions costs when deciding to directly 
assign a right is not inconsistent with the rule of law.  when Coase compared the 
english and american legal systems, he pointed out that the latter has constitutional 

47 george Priest believes that many economists at the University of Chicago could not accept the idea 
of damages without compensation because it is a comparison between many incomplete systems, instead 
of a correction of one complete system.  george Priest, the rise of Law and economics: a Memoir of the 
early years, in Charles k. rowley and Francesco Parisi ed., The Origins of Law and Economics: Essays by 
the Founding Fathers 350, 356–357 (2005).

48 r. H. Coase, supra note 1, at 142.
49 James M. Buchanan, Rights, Efficiency, and Exchange: The Irrelevance of Transaction Cost (1984), in 

steven g. Medema ed., The Legacy of R. H. Coase in Economic Analysis II 175 – 190 (1950).
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restrictions on eminent domain50 which do not hinder the consideration of economic 
consequences by American courts.  Considering objective factors, including social 
value and market transaction costs, while formulating or applying the law replaces 
processes with results.  some legal systems may excessively restrict the function of the 
law as a replacement for the market and some legal systems may excessively promote 
this function, but these extremes do not weaken Coase’s argument regarding the law 
as a replacement for the market. Some firms may have to regroup to avoid failure, but 
this does not weaken the ability of firms generally to lower market transaction costs.

Qiang shi-gong discussed shan Bei Petroleum as an example of a state using 
constitutional law and natural resources law to monopolize petroleum and other 
minerals, destroy the environment, and render people destitute by destroying their 
livelihoods.  given this instance of the law replacing the market, Qiang shi-gong 
concluded that “Coase is full of illusion with regard to the order of a free society”.51  
this criticism stems from the fact that Qiang shi-gong did not see that the later 
parts of Coase’s theories recognize that the delimitation of rights is constrained by 
competition.  Certainly when the central government’s monopoly on natural resources 
leads to such horrendous results, then social value is not being maximized.  But from 
the perspective of Coase’s market/firm competitive structure, the central government 
has exceeded its most appropriate scope and the rights to natural resources should be 
returned to private entities or other firms (local governments)!  Coase’s research, after 
all, relative to Buchanan, is more oriented towards empirically objective results.52 

Guido Calabresi, another influential figure in the world of economic analysis of 
the law, advanced the following proposition: the law should consider not only the 
maximization of social value, but should also consider the problem of distribution.  
Calabresi argued that any legal change involves the distribution of gains because 
positive transaction costs (which exist in the real world) render any existing law 
efficient. Any change in the status quo represents an expansion of the Pareto frontier, 
not the reaching of that frontier as is usually assumed.53  Coase likely recognized 
this when, in concluding “The Problem of Social Cost,” he quoted Frank Knight as 
follows: “[P]roblems of welfare economics must ultimately dissolve into a study of 
aesthetics and morals.”54  Coase is clearly not opposed to the idea that the law can 
consider factors other than the maximization of social value.   But in order to take 
advantage of specialization, some laws must have at heart the purpose of maximizing 
social value.  So-called private (or self-governing) laws that are premised on the equal 
footing of transacting parties are one example of such.  

50 r. H. Coase, supra note 1, at 128.
51 强世功：“柯斯定理与挟北故事”，收于许章润编：《法律的中国经济与西方样本》，广西师

范大学出版社2004年版,页43 – 58.
52 For a description on the distinction between objective and subjective results, see James M. Buchanan, 

The Collected Works of James M. Buchanan v. 6: Cost and Choice: An Inquiry in Economic Theory (1999).
53 Guido Calabresi, The Pointlessness of Pareto: Carrying Coase Further, 100 Yale L. J. 1211 – 1237 

(1991).
54 r. H. Coase, supra note 1, at 154.
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Iv. ThE SySTEM Of lEgal NOrMS aNd ECONOMIC aNalySIS

although he is recognized as the founder of modern economic analysis of the law, 
Coase expressed doubt as to, and even a lack of interest in, applying economics to 
legal problems.  He believed that the target of research, instead of the method of 
research, is the element that separates different disciplines. even today, Coase argues 
that research in economics focuses too much on mathematics and econometric analysis 
and too little on the target of research, thereby producing only blackboard economics 
that do not facilitate greater comprehension of the real world.55  richard a. Posner, a 
strong proponent of law and economic analysis, has criticized Coase’s methodology,56 
stating that a lack of formal analysis limits Coase’s influence, an outcome that is 
only suitable for lonely geniuses like adam smith and Coase himself.57  However, 
this criticism trivializes the universality of Coase’s ideas.  Coase demonstrated that 
without considering transaction costs, one cannot understand the firm or the law.  on 
the other hand, Posner views law and economics as solely economics and believes 
that legal theories and the normativity of the legal system are irrelevant.58  Coase 
would equate this with studying blood flow without studying the body, which is not 
meaningful.59  More bluntly, James Buchanan said “good economics, bad law” about 
Posner’s economic analysis of law.60  

The recent years have seen much discussion of the externality problems afflicting 
property rights, but the normativity of the law has been overlooked.  Law and 
economics scholars often view the law as an implicit cost and emphasize its ability 
to alter incentives, which can be arbitrarily manipulated by lawmakers.61  But these 
scholars overlook the fact that the law is the product of transactions, not other way 
around, which gives the law its normative nature. Property rights are created to 
facilitate transactions and internalize externalities.  this idea differs from the Pigovian 
argument that property rights create externalities, which need to be corrected by the 
law.  

thomas w. Merrill and Henry e. smith in “optimal standard in the Law of Property: 
the numerus Clausus Principle”62, for example, made just such an internal and 

55 see Zerbe Jr., richard o. and steven g. Medema, r. H. Coase, the British tradition, and the Future 
of economic Method, in steven g. Medema ed., Coasean Economics: Law and Economics and the New 
Institutional Economics 209 – 238 (1998). 

56 Coase views Posner’s opposition to mathematical models and statistical analysis as close to fabrication, 
see Ronald H. Coase, Coase on Posner on Coase, 149 J. Institutional & Theoretical Econ. 96 – 98 (1993).

57 richard a. Posner, ronald Coase and Methodology, in Overcoming Law 406 – 425 (1995).  Posner 
has recently changed his position on his criticisms of Coase, see Keynes and Coase, 54 J. L. & Economics 
S31 (2011).

58 see richard a. Posner, the new institutional economics Meets Law and economics, in Overcoming 
Law 426 – 443 (1995).

59 Ronald H. Coase, The New Institutional Economics, 140 J. Institutional and Theoretical Economics 
229, 230 (1984).

60 James M. Buchanan, Good Economics – Bad Law, in The Collected Works of James M. Buchanan v. 
18: Federalism, Liberty, and the Law 327 – 337 (2001). 

61 See Robert Cooter & Thomas Ulen, Law and Economics 3 (4th ed., 2004).
62 thomas w. Merrill and Henry e. smith, optimal standardization in the Law of Property: the 

Numerus Clausus Principle, 110 Yale L. J. 1 – 70 (2000), in Robert Cooter and Francesco Parisi ed., Recent 
Developments in Law and Economics (I) 214 – 283 (2009).
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external reversal error.63  Merrill and smith argued that because property rights affect 
the world, informational externalities are imposed on third persons and on persons 
who wish to transact but do not wish to bear the burden of a property right (hereinafter 
referred to as “type-two persons”).  Their argument is that third persons must incur 
costs to obtain information necessary to avoid infringing on the property right and 
type-two persons incur costs to obtain information necessary to avoid transacting on 
properties encumbered by such property rights.  their solution was a Pigovian tax, 
imposed by legislation, that limits the number of different types of property rights.  
Merrill and smith were wrong, however. with the exception of the initial allocation 
of ownership rights, subsequent transfers of rights or creations of limitations on rights 
will not increase the information costs of third persons or type-two persons.  For the 
third person, as long as he knows that the property does not belong to him, he does 
not need to figure out how it is owned.  Even if many limitations on ownership exist, 
third persons are unaffected and there is no informational externality to them.  For the 
type-two person, as long as he knows the rights of the things he intends to trade, it 
does not matter if novel types of property rights have been created on things he does 
not intend to trade and no informational externalities exist.  as for the initial allocation 
of ownership rights, a public notification system is necessary to avoid infringing on 
the rights of others and to promote transactions.  The costs of a public notification 
system will limit the number of the types of property rights that are created, but this 
process will be internalized in market transactions. Legislation that limits the number 
of different types of property rights is unnecessary.  to argue otherwise is a cause and 
effect reversal.  

From an ex post perspective, the parties who created novel property rights, type-two 
persons, and third persons can be distinguished.  these three types of people have the 
same interests and cannot be distinguished ex ante.  But unless all things are owned 
by a single person, the person who created the property right and the third person are 
interchangeable and there is no informational externality between them.  without a 
public notification system, the person creating the property right and type-two persons 
cannot be distinguished and there is no informational externality in that respect.  
Although distinguishing between people becomes possible once a public notification 
system is introduced, informational externalities simultaneously disappear because 
this is exactly the function of the public notification system.

The public notification system can either be provided by the market or by the 
government.  some have argued for including the costs of the government’s provision 
of the public notification system in the cost of creating the right, implying that 
government expenditure is always waste or corruption.  However, in a country with a 
strong rule of law, government expenditure occurs under the control of the law and is 
internalized, meaning that it should not be included in the costs of the externality. the 
creation of property rights necessarily impacts other laws (e.g. tax laws), and some 
have argued that these external effects should be counted as part of the externality cost. 
this implies that any change in the law is bad, but no viable legal system can operate 
in this way.  

63 For a criticism of the above article, see 简资修：“物权外部性问题”，《中研院法学期刊》2011
年第8期，页227 – 257.
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Pragmatism also cannot be used indiscriminately to support discarding the 
normativity of the legal system.  Indeed, “[p]ragmaticism’s foothold is that all of 
its ideas and system are to serve the people.  it does not care about the origin, but 
only regards the result.  the focus on the past and the present is for the future.”64 in 
reality, the normativity of the legal system, which does not ignore the past, has real 
beneficial effects for the future. Coase stated that if there is no danger of undermining 
the law’s certainty, when a court is deciding upon an assignment of rights, the judges 
can consider the economic consequences of their decision.  Coase did not argue that 
courts should care about efficiency alone and make their decisions without being 
constrained by the normativity of the legal system.  on the contrary, Coase would 
be adamantly opposed to this view; he is the strongest advocate of comparative 
institutional analysis.  the logic is simple: when the normativity of the legal system is 
disregarded, each case is an isolated one and efficiency must be analyzed anew each 
time.  this is not only costly but it is also devoid of the rule of law.

Posner is the most powerful advocate for pragmatism. Consider his very detailed 
analysis in the Indiana Harbor Belt65 case, in which he sought to explain why strict 
liability was not appropriate.  His rhetoric, however, was a complete waste.66  Posner 
argued that a negligence rule is appropriate for tort law, while strict liability is only 
appropriate if a negligence rule would be unable to prevent excessively dangerous 
activities.  in the case, a chemical leak was caused by a damaged valve at the bottom 
of a gas tank. Because the damaged valve would have been repaired absent someone’s 
negligence, the accident could have been prevented by a negligence rule.  strict liability 
was unnecessary. Posner also argued that imposing strict liability on the defendant 
would not have caused him to change his activity level because the american railroad 
network is a “hub and spoke” system; reroutes would only lengthen the trip and 
thus increase the risk that an accident would occur.  Posner also argued that because 
transporting chemicals via highway is more dangerous than via railroad, eliminating 
the activity was not a solution.  He even considered whether a safer chemical, which 
achieved the same purpose, could be produced, but found that the answer was no.  
Posner also dared to suggest that residents should not live in such close proximity 
to railroads and that railroads should not cease transporting dangerous chemicals 
because (due to the reciprocal nature of damage) the accident was not caused by a 
single party.  relying on his extraordinary knowledge of non-legal matters, Posner 
held that because strict liability would not change the defendant’s activity level, the 
defendant should not be strictly liable for the damage caused.  

if Posner’s reasoning is followed, then strict liability cannot exist as a legal 
doctrine.  each case addressing the infringement of rights would have to be analyzed 
for efficiency on a case-by-case basis.  Yet case-by-case analysis harms the overall 
efficiency of tort law.  In response to this criticism, Posner argued that strict liability 
is only appropriate in situations when a negligence rule cannot prevent activities that 
cause excessive damage.  this, however, is a legislative reason, which should not 

64 柯华庆, supra note 12, at 634.
65 Indiana Harbor Belt Railroad Co. v. American Cyanamid Co., 916 F.2d 1174 (7th Cir. 1990).
66 see David rosenberg, the Judicial Posner on negligence versus strict Liability: indiana Harbor Belt 

Railroad Co. v. American Cyanamid Co., 120 Harv. L. Rev. 1210 (2007).
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be followed in concrete cases.  in Indiana Harbor Belt, Posner maintained that the 
chemical itself was not evil but that the leakage from the bottom of the gas tank 
necessarily involved a negligent person.  He also maintained that strict liability was 
not necessary to change the level of the defendant’s activities.  to Posner, the analysis 
must begin with the facts of each case and whether the defendant should be liable 
for negligence should depend in part on how liability would change his activity 
level.  Using this reasoning, negligence and strict liability as legal doctrines become 
irrelevant and what matters is a detailed, case-by-case cost-benefit analysis.

Although it is sometimes difficult to say what kind of activity is ultra-hazardous such 
that the person engaging in such activity should be held strictly liable for damages, it 
would be an overreaction to complete a full cost-benefit analysis every time.  Putting 
aside the question of whether the issue involved in the Indiana Harbor Belt case is 
one of contract law or tort law, once the illinois environmental Protection agency 
(the “Illinois EPA”) ordered the plaintiff to incur the clean-up cost on the basis of 
strict liability, which the court should not reexamine.  if the chemical had been less 
toxic, the illinois ePa would not have forced the plaintiff to incur the clean-up costs 
even if the leak was not due to negligence. a court faced with the Indiana Harbor 
Belt case would not have to analyze whether residents near the railroad willingly 
accepted the risk, whether transportation routes could or should be modified, whether 
a public highway transportation system would be superior, or whether the chemical 
should have been replaced by a less toxic product.  in fact, residents living near the 
railroad did not willingly accept the risk; otherwise the illinois ePa’s forceful order 
would have been unjustified.  And regarding the questions of whether to change the 
transportation route, whether to switch to a system of highway transportation, and 
whether a replacement product should be used, courts need not concern themselves 
with such questions.  Once a damage-causing party if responsible for paying damages 
or assuming cleanup costs, it will resolve these questions in its own self-interest.

Coase stated that if transaction costs are too high, the law can be used to replace 
the market and directly assign property rights to those who value them the most. 
Coase made this recommendation under the specter of comparative institutional 
analysis.  such a comparison of institutions must be a comparison of real systems 
and not of ideal systems.  Furthermore, this comparison must be made in total and not 
on the margin.67 it is unfortunate that many law and economic analyses repeat these 
Pigouvian mistakes.68

v. CONCluSION

Coase was an accidental visitor to the world of legal studies: He repeatedly emphasized 
that his focus was on economics and that his research was limited to economics.  He 
even quoted Stigler: “[I]t takes an economist to read an economist.”69  and he very 

67 r. H. Coase, supra note 1, at 153 – 154. 
68 see e.g., robert Cooter and thomas Ulen, Law and Economics 44 – 46 (4th ed. 2004); to see criticisms, 

Pierre Schlag, The Problem of Transaction Costs, 62 S. Cal. L. Rev. 1661 – 1700 (1989); to see analysis, 
neil k. komesar, Imperfect Alternatives: Choosing Institutions in Law, Economics, and Public Policy 
(1994).

69 r. H. Coase, supra note 17, at 103.
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rarely criticized the law, except in the case of economists putting forth ideas on how to 
improve social welfare. such economic imperialism has had perverse effects on legal 
scholarship, whereas Coase’s detachment from the law has advanced the law.  

the relationship between Coasean economics and legal studies did not develop 
in accordance with neil Duxbury’s statement. this gave legal scholars an excuse to 
avoid meticulous mathematical analysis. the other reason why Coasean economics 
enhanced legal scholarship is that, in the presence of the vicious competition that 
brings out the individuality of scholars, Coase’s unwillingness to change with popular 
opinion was actually a source of redemption.70  according to stewart schwab, the fact 
that Coase took the law, and not political correctness, seriously is another reason why 
Coasean economics has become so important to legal studies.71  Coase argued that the 
separation between academic disciplines lies in the difference between the targets of 
research, not in the method of research or the theories employed.  rather, the ultimate 
target of research determines the method and theories.  

the essence of the law is the delimitation of rights. this delimitation is the 
foundation of market transactions. But on the other hand, the delimitation of rights can 
also represent the direct allocation of resources without market transactions.  Based 
on Coase’s comparative institutional analysis, the stability of the law is the foundation 
of market transactions. when the law itself directly allocates resources, a monitoring 
mechanism is necessary to prevent arbitrary or capricious applications. .    

70 neil Duxbury, ronald’s way, in steven g. Medema ed., Coasean Economics: Law and Economics 
and the New Institutional Economics 186 – 192 (1998). 

71 Stewart Schwab, Coase Defends Coase: Why Lawyers Listen and Economists Do Not, 87 Mich. L. 
Rev. 1171 (1989).


