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"The Nature of the Firm" after sixty years
by B.D. Elzas'

[ nt roducti on

It is a well-known fact that the overwhelmng ngjority of the
new publications in any scientific discipline are no nore than
contributions within an already existing approach in the
discipline concerned. Only a tiny fraction of all scientific
books and articles nmay be considered - at |east in retrospect
- as attenpts to examne an existing problem from another
viewpoint than the traditional ones within the discipline. One
or two of these cone as a bonbshell, al most i rmedi ately
| eading to heated debates in the leading scientific journals
and growing into sonething like a new 'orthodoxy' wthin a few
years. An exanple of this course of events in economcs is
Keynes's "General Theory".

However, this is a very exceptional course of events. Even if
a new approach is eventually adopted in the discipline, the
normal course of events is that its success fails to materia-
lize for many years or even decades on end. For instance, Gos-
sen's book of 1854 had no appreciable effect on the economc
insights of his contenparies. Only when the "Marginal Revolu-
tion" of the 1870's had already taken place, was Gossen's work
redi scovered. Wien at last Jevons was made acquainted with it,
he honestly declared that, as far as principles were concer-
ned, he had only reinvented Gossen's wheel (Jevons (1879),
1970, Preface, p. 61).

The adventures of the new approach in Coase's article "The
Nature of the Firm" (1937) were even nore spectacul ar than
those of Gossen and they were nuch nore gratifying for its
author in at least two respects. Notwithstanding the fact that
this approach began to arouse attention only twenty-five years
after its publication, Coase hinself was able to enjoy it for
more than three decades already. Thus, he was enabled to take
an active part in the belated debates around it. CGossen was
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years after his pioneering publication. Secondly, although in
Coase's case (just as in Gossen's) his 'wheel' was nore or
less reinvented by others, it has become known in the
profession at large under his nane. As a consequence of his
taking an active part in the later discussions Coase now is
regarded not nerely as a precursor, but as the father of a
subsequent devel opnent in economc theory.

In this essay a nunber of questions concerning this
pat hbreaki ng publication by Coase are tentatively answered

Hi stori cal enquiries seldomy lead to definitive answers,

because in principle there is always roomleft for different
interpretations of ‘'the facts' and their conbinations. In
other words: history is no 'hard' science. So, for clarity's
sake, let us state the nobst anbitious questions in the nost
straightforward and sinple form

—_—

How did Coase discover this new approach and what made him
decide to take it?

Wiy did it last so |long before this approach, which even-
tually was acknow edged by a majority in the profession
to be very useful, was noticed at all?

3. \Wat caused its ultimte breakthrough into the profession's
i nterest?

N

1. The discovery

1.1 The message

In case of a lucky strike (be it in a theoretical or an ap-
plied field of work) after the discovery has becone part of
the generally accepted insights of the profession, it often is
not so easy to understand why the discovery was not nade
earlier. The insight has then becone so famliar to the
profession that its menbers have difficulty in feeling the
originality of the discovery any nore. This also is the case
wth the discovery reported by Coase in "The Nature of the

Firm" (Coase 1937). In order to let the reader undergo this
sensation of naturalness, Coase's nmessage wll be reproduced
briefly here:

According to Neoclassical price theory a nmarket econony
provides, automatically and without any control from
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outside, for a perfect match between size and conposition
of demand on the one hand and the allocation of the
factors of production on the other. In this theory it is
assumed that the direction of resources IS dependent
directly on the price mechanism that is: wthout delibe-
rate central control. If this is a correct representati-
on, why is it then, that firms, particles of centrally
gui ded econony, exist, as "islands of conscious power in
this ocean of unconscious co-operation |ike |unps of
butter coagulating in a pail of buttermlk." (Robertson,

1928, p. 85; cited by Coase, 1937, 1988, p. 35)2

Coase's answer to this question is that this is caused by
the fact that economic agents cannot use the market
costlessly: to use the nmarket nmeans incurring transaction

costs. Consequently it is always a question of weighing

up at the margin whether it will be cheaper to buy an
extra unit of a resource on the market, or produce it
"in-house'. If there were no organization costs wthin

the firm whatsoever, to be balanced against the costs of
using the market, the cheapest way of allocating in the
econony would be to have one big firmonly between the
markets for production factors on the one hand, and the
mar kets for final products on the other. This big and
only firm would then act as the buying party and the
selling party respectively, of all transactions occurring
in the econony. However, allocation cannot occur free of
cost within the firm either, it always involves some
organi zation costs. It follows that there will be nore
than one firm in any long-run equilibrium of the econony.
Moreover, nornmally there will be markets for at | east
some intermediate products too.

Presumabl y no contenporary econom st, upon reading the above
sunmary of this general theory on the existence and the denar-
cation of firnms, would be inpressed by the originality of the
nessage. It has taken root by now At the time of publication
it .also did not make any inpression, but for a different
reason. At that time the profession was just falling under the
spell of the Lausanne variant of the neoclassical approach. In
that approach the firm is sinply assumed to exist as a
decision making unit. Therefore Coase's theory was by far too
exotic and too original to be noticed.
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In the beginning of the 'thirties Coase (born on 29 Decenber
1910) was introduced to the neoclassical appr oach, but
studying for a degree in conmerce instead of economcs, he was
not inmmersed in it. It my be presuned that this helped himto
persevere in regarding this approach as only an 'outsider’
could have done, i.e. in a detached and critical way. But
certainly this was not the only inportant factor, for nmany a
person with a less inquisitive, critical and bright mnd would
have acconplished little wth this independence. |In observing
this we neet with one of the |east assessable causes of

Coase's discovery: his exceptional intelligence. This, in
conbination wth a strong urge to investigate real-world
phenonena, at | east twce led to highly origi nal

investigations and results. O course, the conbination of
qualities, ascribed above to the young Coase cannot be
established directly now, nmore than sixty years later. But it
IS possible to reconstruct it from his early publications and
from his later career.

1.2 On coase's personal background

In 1987, fifty years after "The Nature of the Firm" was first
publ i shed (Econom ca, New Series, Vol. 4, pp. 386-405), a
conference was organized to celebrate this anniversary. The
organi zers found thenmselves in the |ucky circunstances that
the author, at that time 76 years old, was able not only to be
present at the conference, but also to give three |ectures,
and thus to contribute substantially to the proceedings. In
his lectures he successively discussed the "origin®,
"meaning", and "influence" of his article (Coase 1993 [1988]).
Especially for discussing its origin he was qualified as no
one else could have been. In this section we shall use his
expositions under these three headings.

In order to answer our first question in the Introduction
("(h)ow did Coase invent this new approach...?") it is neces-
sary to know sonet hing about Coase's personal background and
the state of economcs at that tinme. Firstly, in terms of his
higher education Coase proves to be no typical general
econonist at all. H's higher education could be typified as
that of a business economst with a remarkably broad range of
subjects, a little bit of general economcs being one of them
Moreover, this bit he learnt already at secondary school where
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he followed a course of two years ...preparing for the
external intermediate degree examnations of the University of
London (the equivalent of the first year of wuniversity work) .
(Origin, p.36). After naking a false start for a science
degree he soon switched to studying for a commerce degree.

"This nove was undoubtedly nmde easier by the fact that |
was at that tine a socialist and the interest in social
problens that this inplies made the prospect of studying
economcs (a requirement for a commerce degree) attracti-
ve. During the next two years | studied econom cs, geo-
graphy . French, English economc history and accoun-
ting..." (p. 36).

Havi ng passed the exam nations at eighteen, he went to the
London School of Economics (LSE) to continue his studies for a
commerce degree. In order to get an idea of his educational
background it seems proper to quote extensively from Oigin:

nIn 1929-1930, | worked for Part | of the final exam na-
tion, taking courses in British foreign trade, the prin-
ciples of currency, the theory of production, industrial
relations, the econonic development of the overseas
dominions, India and the tropical dependencies, commerci-
al law, statistical method, the organization of transport
and psychol ogy. In 1930-1931, | decided to take group D

(industry) in Part 2 of the Bachelor of Conmerce, a group
which was recommended for those wishing to enter the

engi neering and netal trades, distributing trades (in
certain instances), and generally for those engaged in

works and factory managenent. It was a choice of occupa-
tion for which I was singularly ill-suited (...) In
studying for Part 2 in 1930-1931, | took courses in

French, accounting, business administration, works and
factory accounting and cost accounts, the raw materials
of industry and trade, problens of nodern industry, the
financing of industry, industrial law, and industrial
psychol ogy." (p. 36)

Coase adds that the variety of subjects studied was very great
and therefore little time (let alone systematic reading) could
be devoted to each separately. Mreover, it shows that his
studies during these two years did not contain a course in
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economics at all. H's education was in a great neasure that of
a practical business economst. Thus it seens that for his
| ater excellence in price theory other factors nust be held
responsible. There was a little bit nore of econom cs, and
especially of price-theoretical insights in his education,
however, than can be gleaned from the account given above. In
1930-1931, the lectures in business admnistration at the LSE
for the first time were given by Arnold Plant. In Oigin Coase
explicitly states that it was Plant who provided him with his
basi ¢ approach to econom cs (p. 37). Basically, this was that
the price system when combined with conmpetition, has big
advantages over alternative coordination devices.

After passing for his final exam nation, Coase could not yet
be awarded the B. Corn. because three vyears' residence was
required for a degree. So in principle he had to study a year
| onger at the LSE. However, he had been awarded a Cassel
travelling scholarship for the academ c year 1931-1932 and his
study proposal, to be realized in the United States, was
accepted as a sufficient substitute for a year's further
resi dence. The accepted subject of study was the vertical and
|ateral integration in industry. Fifty-six years later he
explains his choice for this subject as foll ows:

"My choi ce of subject (and it was ny choi ce) undoubtedly
resulted from the fact that Plant had referred to the
different ways in which industries were organi zed. Wat
stimulated ny interest was that we seened to |ack any
theory which would explain why those industries were
organized in the way they were." (Origin, p. 38).

Plant's influence shows not only in the choice of subject, but
also in the fact that Coase was puzzled by two of Plant's
publ i cations of 1931, in which he opposed governnent
coordination of industries, arguing that conpetition would
provide all the coordination needed. Coase did not disagree
with this, but had the feeling that sonmething was mssing in
his. argument. Wth regard to the economc planning discussion,
ki ndl ed by the new planni ng experinent in the Soviet Union,
Coase had a simlar, and indeed related, feeling. Sone
mai ntained ",,.that to run the econony as one big factory was

an impossibility." (p. 39; M ses and Hayek bel onged to these
'some'). "And yet there were factories in England and America.
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How di d one reconcile the inpossibility of running Russia as

one big factory with the existence of factories in the western
world?" (ibid.).

Thus we see that Coase, only twenty years of age at the tine,
was a real outsider in economics fromthe start. He really
believed what he had learned from Plant about coordination by
conpetition, yet he did not believe it conpletely. Qur
proposition is, that the strong business econom c accent in
his education was one of the causal factors for this 'heresy'.
Of course there were other factors, like intellect and
character, contributing to his dissent. But the study of
busi ness econom c subjects neans that one has to put the
management of the firm in the central place. Wether the
subject is ‘'finance', 'cost accounting', ‘'profit assesment’,
or 'managenent of personnel', they all require a view of the
firmfromwithin. So, the firm cannot be dealt with as an
indivisible unit (or 'black box'), as it is in neoclassical
price theory.

A second renarkable fact appears from the story of his inves-

tigations in the United States. Wiat he read there, were not
only

n,..reports of the Federal Trade Conmi ssion and books
describing the organization of different industries (...)
| also read trade periodicals and used nore unusual
sources (for an economst), such as the yellow pages of
the telephone directory, Where | was fascinated to find
so many specialist firms operating within what we thought
of as a single industry as well as such interesting
conbi nations of activities as those represented by coal
and ice companies." (p. 39)

The remarkable thing is that he studied these Kkinds of
practical sources. Again, this was a rather unusual thing to
do for an econonmist, but not so for a business economst. In
the course of his studies, noreover, he did not only visit
uni versities, but many firm establishnments as well. As he
remarks in 1987 ( Meaning, p. 52):

#. .1 tried to find the reason for the existence of the
firmin factories and offices rather than in the witings
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of economists (...) (My aimwas to discover a "realistic
assumption.™""

Perhaps this ambition should also be ascribed to his education
as a business econonmist, or it could be nore related to his
character. Anyway, it shows a great neasure of open-m ndedness
on Coase's part beside an intense interest in 'pedestrian'
facts. He has maintained this interest, as is evident from
many of his publications from the mid- 'thirties till the early
'nineties.

One nore fact nerits signalling here. He relates in Oigin (p.
34/35) that he had conpleted the franework of the theory that
was published in "The Nature of the Firm" already by the
autum of 1932, when he was only twenty-one. By that tine he
al ready gave lectures on it at the University of Dundee, where
he had just been appointed assistant lecturer. This neans that
he had produced a novelty in economc theory as a nere
youngster. From the |ater adventures of his novelty it wll
beconme clear that it was far ahead of its tine.

Possibly I ess remarkable is the fact, that no |l ess than five
years went by before the publication of his discovery. A draft

of the article was conpleted by the early sumer of 1934. (p.
48) . As far as Coase remenbers, only "very few changes were in
fact made before the article was published in Economca in
1937. 0 (ibid.) Even nore strongly: "The article published in
1937 was essentially the same as the draft of 1934." (ibid.)

Wiy then the three years delay? H's reply to this question
lists a conbination of factors (Meaning, p. 49-50), anpng them
a reluctancy "...to rush into print...", but also pressure of
work in preparing his lectures in different courses at the

universities of Dundee, Liverpool and the LSE successively.

1.3 Mre on Coase's characteristics as a scientist

Answering our first question from the Introduction could
possi bly be hel ped by searching for common traits in Coase's
early publications. Wat kind or kinds of publications were
they? By giving us a picture of Coase as a scientist in his
early period, they could help us to understand better why he
was able to nake his discovery.
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We restrict our inquiry to the period before the four-years
gap in Coase's publication sequence caused by the Second Wrld
War. His first professional publication dates back to 1935 and
the last one before the war gap appeared in 1940. Seven of the
el even publications he authored or co-authored in these six
years seven wll be typified here'.

Hs first publication was a purely theoretical one: "The
Problem of Duopoly Reconsidered" (1935). The object was "...
to exam ne the problem of duopoly wth the aid of the cost
curve apparatus devel oped by Professor Pigou, M. Harrod, Ms.
Robi nson, and others." (p. 137). This article denonstrates
t hat Coase, though originally not educated as a general
econom st, by 1935 already was able to take part in a
contenporary discussion on price theory. Only two years before
the books on inperfect conpetition by Ms. Robinson and
Chanberlin had given new inspiration to the discussion of
inperfect conpetition nodels. Its subject mtter also confirms
something we learnt already from his own story in Oigin, nore
than fifty years later: he was deeply interested in the

relations bet ween entrepreneuri al deci si ons and  market
i nfluence.
In the sane year, 1935, the first of a series of three

articles by Coase and RH Fower on price expectations held
by producers appeared in print: "Bacon Production and the Pig
Cycle in Geat Britain". It was inspired by the current
popul arity of the idea that the 'cobweb theoreml provided a
good explanation of the so-called 'pig cycle'. Wth the latter
term a certain regularity of price fluctuations on pig markets
or on pork product narkets was meant. The cobweb theorem then
only recently devel oped (e.g. by Tinbergen, 1930), explained
regularities in price fluctuations by assuming the conbination
of price-takership and ‘'static' price expectations on the
supply side of the market. The stated object of the paper by
Coase and Fowler is: "... to discover by an exam nation of the
post -war experience of the British pig industry whether this
argunent is one which is really valid." (p. 144). Here they

*0f the other four one is his now fanmous 1937 article, one
is only a rejoinder, and two, both co-authored by R S. Edwards
and RF. Fower, | didn't succeed to get hold of.
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did a thorough debunking job*. They showed, fjrstly, that
static price expectations are not in accordance with the facts
on the British bacon market. Secondly, they argued that these
facts could very well be in accordance with much nore sensible
behaviour on the part of the pig breeders than was attributed
to them by the assunption of static price expectations.

The other two articles of this igeriest (Coase and Fow er
1937, 1940) were provoked by comments on the first one. Their
first paper had been restricted to denonstrating that static
price expectations did not nake sense of the statistical
facts. In the second they attenpted an explanation of these
facts, and in the third they even nmde an attenpt at
di scovering what the producers’ expectations on this market
really could be. In the last paper there are two warnings (p.
286, p. 288), that it would be wise not to copy blindly the
assunptions made by the authors. |f one should try to discover
producer's expectations on other markets, it would be better
to study the particulars of the production structure in the

i ndustry concerned first.

These warnings point to two lasting traits in Coase's oeuvre:
firstly, he time and again pleads with his fellow economists
to study the details of individual cases before generalizing,

and not to indulge in rtarmchair' theorizing. Secondly, he
practises what he preaches".

In "Some Notes on Monopoly Price" (1937a) his skill in
handl i ng price-theoretical shows up again. Now the objective
is not a purely technical one anynore: “This paper ains at
maki ng nonopoly analysis nore useful by introducing certain of
the nmore inportant nodifications which have to be nmade if Ms.
Robinson's  theory is to be of wuse in increasing our
under standi ng of the working of the actual econom c system."
(p. 17). This paper may be typified as an attenpt to translate
statical rmonopoly theory into a nmore realistic theory, pat

, "Later Coase did more of such debunking jobs. See for
instance his gaper n"g['g Li ght house i n Economics" (1974), and
his famous 1937 and 1 8 papers.

*To name only a few instances: he did so in his 1950 book
on British broadcasting, in "The Fedierg| (%omﬂscations

Commi ssion” (1959), and i N his 'Lighthouse' paper
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hopefully would throw light on the narket behaviour of a
monopolistic firm 'of flesh and blood' . One of the essenti al
di fferences between such a firmand the one of static price
theory is that the real firm normally does not know the denmand
curve for its product and, so, has to guess in its attenpts to
maxi mze profits. Here we encounter Coase's interest in
inperfect information again, as in his nore fanous paper
published in that year. Here this notion is not used to
explain why firms exist, but to transform static nonopoly
theory into a tool for describing real-life firm behaviour on
its product market.

In a series of twelve shorter pieces in The Accountant in
1938, Coase tried to explain to business nen how they coul d
profit from knowng as nuch as possible about their
opportunity cost function before naking their decisions (Coase
1973 [1938])¢. This argunent was wholly in line with the
Austrian view of ‘'costs' as subjective opportunity costs. It
was shared by a small group of econom sts at the LSE, under
Arnold Plant (Coase, 1973, "Introductory Note", pp. 97-8).
Together with RS Edwards and RF. Fower (the other menbers
of this group) Coase published two papers in this period
(Coase, Edwards, Fow er 1938, 1939).

In the 1939 vol une of Economica Coase published a case study
in economc history "Rowand H Il and the Penny Post", about
the postal reformin Britain in 1840. This reformled to an
early exanple of a 'uniform pricing systemi, a subject on
whi ch Coase published nore after the war (1947).

To conlude this survey, two general traits in Coase's oeuvre
can already be shown in his early work. Firstly, abstract
"theory of the firm' he only accepts as a first step towards
expl aining real -firm behavi our on markets. |t neans that he
strives for greater realism in the description of the relevant
circunmstances for decision naking by the entrepreneur. (See
Coase and Fow er 1935, 1937 and 1940, plus Coase 1937 and
1937a).

~*As | am only acgainted Wi th the shortened one-piece 1973
version of this series, | count it as only one publication,
out of a total of eleven publications by Coase up to 1940.
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A second and related trait is Coase's sceptical attitude
towards  general statenments W thout sufficient enpirica
evi dence. "Arnchair theorizing' is rejected if it is not
followed by practical investigations inspired by the theory
(see also Coase 1972, 1982, and 1991). Repeatedly both traits
led him to investigations wth debunking results: his work
(with Fowmer) on the pig cycle and his 1937 article on the
nature of the firm are pre-war exanples.*

2. Profound silence

During the first twenty years after its publication Coase's

1937 article was little noticed. In this period it did not
met with any reaction Wwhatsoever in the professional
journals. For many vyears there were no assenting or

repudi ating references to it." The article is included in the
ant hol ogy Readings in Price Theory (1952), edited by Stigler
and Boul ding on behalf of the American Econom c Associ ation,

and in the course of tinme nore and nmore footnotes refer to it.

However, the analysis supplied by it is not really applied or
devel oped further. In 1972 Coase articulates this tersely:
m... much cited and little used." (Coase (1972), 1988, p. 62;
quoted in Meaning, p. 51).

By the time he makes this observation, however, a change in
attitude by the profession had at last gotten into stride
This change was presumably partially caused by a |ater
pat hbr eaki ng publication by Coase (1960), in which he applies
the notion of transaction costs to another sphere. (See
section 3).

Here we shall give a tentative explanation of the long period
of silence about Coase's article of 1937, in accordance with
the second question in our Introduction. For a start, we shall

sunmmari ze sone obvious factors contributing to the |ack of
attention by the profession. To begin with, 1937 belongs to

" ' Post - war exanples are his 1960 paper on externalities,
and his 'Lighthouse" paper (1974).

“The first reference to it _that | found in the journals
dates from 1955, in the QJE. Coase hinself remarks that some
rﬁferences to the article were made in the 1940's, and nore in
the 1950's.
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the years of the Geat Depression and .obviously nuch attention
was paid to that problem This factor nust have been very
strong indeed in 1937, for Keynes' "General Theory" had j ust
appeared. It immediately attracted enornous attention and
caused intense debates, as is evidenced by the contents of
British and Anerican professional journals at the time. (See
the Appendix, table 1).

However true this may be, it certainly does not nmean that no
attenti on whatsoever was |left for other questions, such as
those in price theory and what was |ater called "industrial
organization". The "Ceneral Theory" did not prevent that in
the next few years many articles on these mcro-economc
subj ects were published too. It was only from 1941 onwards
that the nunber of articles per volune of the |eading perio-
dicals began to dimnish greatly in Geat Britain (but nuch
less so in the United States). (See the Appendix, table 2). By
then also a shift towards subjects connected with the war ef-
fort occurred. Cbviously, the war years cannot explain the
pre-war part of the period of silence on Coase's article.

As far as these pre-war years are concerned, a devel opnent
within price theory itself seens to be of sone inportance as
an explaining factor. In the course of the '"thirties price
theory underwent a rigourous formalization, under the
I nfl uence of the approach of the Lausanne School. Until then
price theory in Geat Britain had been under the spell of
Marshall. This meant that theoretical questions concerning the
functioning of markets and the role of firns were approached
by the Mrshallian partial-equilibrium nethod. By this nethod

it was still possible to get glinpses of entrepreneurs of
flesh and blood, be it in a stylized way (as is necessarily
the case in all theoretical approaches).' In the course of the

"thirties the Wlrasian nmethod strongly gained in influence,
as is wtnessed by, e.g., the following publications: Hcks &

Al len (1934), Lerner (1934), Lange (1936/1937), Hicks (1939),

on the Continent price theor)é had been nore under the
influence of the Austrian School, but in this rival approach
the entrepreneur was sketched nore or less as an active actor
too, albeit in a different way from Marshall's.
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and, from a nethodol ogi cal point of view, Robbins (1938).% The
nore formalized and tautol ogized price theory becane, the
further the notion of a 'firm' it enployed noved away from the
real-life entity whose managenent has to meke conplicated
policy decisions.

Wth the help of a nunber of sinplifying assunptions the tasks
of managenment were stylized into the well-known marginal cost
rule. Thus, the behaviour of the neoclassical 'entrepreneur’

(if we can still use that expression) was reduced to that of
an automaton. The decision naking process was conpletely

stylized away and the firm was reduced to a 'black box'

This reduction was no drawback in view of the aim on behalf
of which the neocl assical theory was reformed in this way.
After all, the Walrasian aim was the analysis of the coordina-
ting abilities of the nmarket system as a whole, in the case of
perfectly decentralized decisionmaking by 'economc agents'.'
Seen in the light of this aimonly, all unnecessary conpli-
cations could be left out for sinplicity's sake. By assum ng
‘perfect information' for all agents and 'profit naxinization'
in a tineless setting as the only objective of all firns, the
entrepreneur is reduced to a pure calculator, a truly "one-
di mensi onal man"°. The other agents (consunmers and suppliers
of production factors) are assunmed to have the same one-dinmen-
sional objective as the real and final one of the entrepre-
neur: ‘'utilitymaximization'.

*\\her eas the first edition of  Robbins's fanous
met hodol ogi cal Essay (1932) still had a strong Austrian
flavour, the 'classical' second edition (1935 had nuch Iess.

Apparently his insights had changed in the direction of
formalized theory.

°See for instance Densetz 1982

"Profit maxim zation in fact is a derived objective. It
would inply utility maximzation for the, entrepreneur, in tphs
theory, because profit is all the firm ‘can -offer the
entrépreneur in terms of his utility, On-the-job  consunption
being assunmed away by the reduction of the firm to a black box
(an indivisible particle). See Denmsetz 1995, p. 11.

'tn the case of the supplier of a production factor this
means, that he nmaximzes the difference between the utility he
can 'buy’ with his total noney renuneration on the one hand,
and the total disutility of losing his command over the sold
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The argunent of Coase (1937) goes in a conpletely different
direction. Instead of reducing Marshall's firm to a Wlrasian
bl ack box, the notion of transaction costs asks us to taking a
closer look at the internal organization of the firm Thus it
is no wonder that the article did not attract the attention it
nerited, at | east from 'neoclassical circles'. To be
tractable, the analysis of the market system as a coordination
device required 'bloodless’ firms. As far as the realism of
this approach is concerned, a great part of the profession
continued to believe that, notwithstanding this increasing
formalization, its inmplications captured some essential
characteristics of the market systemin the real world. The
|atter did not satisfy all the assunptions made, but, as
Robbins argued in both editions of his influential Essay
(1932, 1935), this did not matter as long as the fundanental
assunptions accorded wth reality. He argued that this was
indeed the case. Thus belief that market-directed allocation
had a tendency to conme into accordance wth consunption
preferences in the econony (the latter weighted by each
consuner's purchasing power), remained strong in the 'thirties
and 'forties. In this respect there was no fundanental change
from the four preceding decades*.

As a stonesober outsider in the mdst of this formalization
nmovenent, Coase asked to what purpose firms were still
presumed to exist in this neoclassical world? If "(t)he nornal
econom ¢ systemworks itself" (Sir Arthur Salter; quoted in
Coase (1937), 1988, p. 34), these particles of centrally
commanded econony have no function whatsoever. The conti nued
exi stence of the firmas a species in a market system wth
conpetition suggests that it does perform a function, that
sonehow this function is conplenentary to that performed by
the market system itself. Wthin neoclassical economcs this
function remains in the dark. Though the firm seen as an
organi zation controlled by the entrepreneur, is assuned to
exist, coordination in the econony is assumed to be perforned

units of the production factor on the other.

2por instance, the nuch less formalized Austrian approach
to the market system had al so been accepted by its adherents
on the basis of this heroic assunption, though normally the
assunption itself was kept inplicit. An exception to this
lighthearted attitude will be mentioned shortly.
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entirely without it. From this point of view the firm seens to
be superfl uous.

It is along this line of thinking that Coase makes his disco-
very : firms can have a reason for being only if they cause a

decrease in costs, as conpared to narket coordination of

actions by individuals only. In neoclassical theory such a
decrease is inpossible, because all nmarket exchange is
performed costlessly,in consequence of the assunption of
perfect information. In reality this clearly is not true.

Coase goes on to describe some types of transaction cost:

mThe MOSt obvi ous cost of "organizing™ production throu%h
the price mechanism is that of discovering what the
rel evant prices are. This cost may be reduced but it wll
not be elimnated by the energence of specialists who
will sell this information. The costs of negotiating and
concluding a separate contract for each exchange transac-
tion which takes place on a market nust also be taken
into account. Again, in certain narkets, e.g., produce
exchanges, a technique is devised for mnimzing these
contract costs; but they are not elimnated. It is true
that contracts are not elimnated when there is a firm
but they are greatly reduced. A factor of production (or
the owner thereof) does not have to nake a series of
contracts with the factors wth whom he is co-operating
within the firm as would be necessary, of course, if
this co-operation were a direct result of the working of
the price mechanism For this series ofcontracts is
substituted one." (Coase (1937), pp. 38-9).

Contract costs may also be reduced by the substitution of one
long-term contract for a series of short-term contracts (p.

39). Or, people may prefer a long-term contract on risk
grounds (ibid.).

nwhen the direction of resources (W thin the limts of
the contract) becomes dependent on the buyer in this way,
that relationship which I terma »firm" may be obt ai ned.

A firmis likely, therefore, to energe in those cases
wher e a very short-term contract woul d be

unsatisfactory." (p. 40).
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In order to be able to incorporate all these types of
transaction costs one nust drop the assunption of perfect
i nformati on.

Evidently it was asking too nmuch fromthe refiners of neo-
classical theory to appreciate this coment on their work.
Thi s becones even nore understandable if two nore things are
taken into account. Firstly, dropping the assunption of
per f ect information at that time would hopelessly have
conplicated the fornmalization work-in-progress of neoclassical
theory. Secondly (and in our view nore inportantly) Coase's
aim differed from the neoclassical endeavour of analysing the
principles of market coordination. At the tine his ultimate
objective at the time was an explanation of vertical and
lateral integration. For this reason his interest lay in the
firm as an organization. There is no reason why this matter
woul d have interested the neoclassical formalizers, as theirs
was a radically different objective.

Related to this formalization trend, another factor of inpor-
tance for the neglect of Coase's 1937 article is to be detec-
ted by returning to Marshall's price theory which was
constructed froma partial-equilibrium approach**. This neans
that not the econony, but the industry is scrutinized. This
type of analysis demands that the industry is to a certain
degree isolated fromthe rest of the econony, which Mrshall
did by applying the ceteris paribus assunption. As often
happens with a well thought-out theory by a genius, Mrshall's
followers ran away with his subtle system In sonme respects
they stylized the construction further, thereby sinplifying
it. One of the sinplifications was to restrict their attention
to the case of perfect conpetition. (Andriessen, 1965, p. 41).
It is well-known that in this market nodel an industry can
only reach a long-run equilibrium situation if the average
total cost curve of all the firmse has a Uform In a general-
equi librium approach this shape of the curve nmay be assuned
wi t hout runni ng into difficulties. However , Marshal | ' s
partial -equilibrium approach runs into the difficulty that
rising long-run average cost nust be caused by rising prices
of production factors. The inpact of the latter is not re-

_ *The fol |l owing exposition is based on Andriessen, third
I mpression, 1965.
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stricted to the industry concerned, but is also felt by all
other industries. But then the ceteris paribus assunption

becones inplausible and the partial-equilibrium approach runs
aground.

There are two conceivable alternatives to the U-form of the
average cost curve: it could be continuously descending or
horizontal. The first of these alternatives cannot be
reconciled with the notion of an industry equilibrium under
perfect competition. Thus only the other alternative remains:
constant average total cost as a function of firm output. This
alternative is not very attractive either, because a priori
there are no reasons why average total cost should as a rule
be constant. From this Sraffa (1926) concluded that there were
only two ways out of this difficulty: either it has to be
accepted that nonopoly is a nore usual outcome than perfect
conpetition (in case average total cost is a decreasing
function of output), or the partial-equilibrium approach nust
be given up.

After this conclusion was nmade two canps arose anongst the
adherents of the partial-equilibrium approach . The first

conprised those who wanted to maintain Mrshall's nodel.

Following him they advanced the |limtation of the |ife span
of the individual firmas an argunment against monopolization
of the industry as the inevitable static outcome of the
dynam ¢ conpetition process. The other canp tried to keep the
nmonopol i zation of the industry out of their theory with the
aid of assuming special conditions on the demand side of the
firm This attenpt to evade sraffa's conclusion culmnated in
1933 in the publication of two influential books on
"monopolistic competition" by Chanberlin and Joan Robinson.

Under their influence the further devel opnment of theoretical

Industry analysis was directed towards oligopoly. Both authors
mai ntained the assunption of perfect information, but dropped
the assunption of honmogenous products. As was to be expected,

the admssibility of the assunption of heterogenity took a
central place in the debate brought about by this new
theoretical nodel, whereas 'perfect information' stayed out of

the discussion conpletely. W conclude that here is another
reason for the absol ute neglect of Coase's approach. Not only
was it not in the mainstream but it went directly against its
current.
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In view of all the factors nentioned it seems quite
under st andabl e t hat in view of gener al t heoreti cal

devel opments, tine really was not ripe yet for a warm wel come
or a sharp repudi ation of Coase's innovation. Mre telling in
particular is the attitude of two rising stars in economcs at

the time, because they were nenbers of the sane LSE staff as
Coase: Robbins and Hayek. Coase relates that neither of them
ever commented positively or negatively on his publication
... although ny relations wth both of them were quite
cordial . .." (Meaning, p. 51). Wth respect to Robbins, Coase
concludes, that attention from him for an article entitled
"The Nature of the Firm was not to be expected, because

Robbins "...was devoted to high theory...", i.e. the
formalization of general equilibrium theory. In this regard it
Is remarkable that several decades |ater Robbins still did not

pay any attention to Coase's innovation (Robbins 1971),
al though he normally had an open mnd towards innovations.

Hayek's silence, not only at the time, but for many decades on
end, seens even nore renarkable. Coase does not go into that
in his retrospective, but it certainly is remarkable in view
of the fact that Hayek himself had touched upon the assunption
of ‘'perfect know edge' only the year before. In a speech of
1936 he pointed out a nunber of difficulties one has to face
If one wants to apply the very stylized general equilibrium
theory to the nmarket system of the real world. The speech was
published in 1937 in the sanme vol une of Econom ca as Coase's
article - under the title "Economics and Knowledge" . Hayek's
argunent focused on the differences between the rol es pl ayed
by 'know edge' in 'high theory' on the one hand, and in the
real world on the other. He tried to establish the m nimal
content of ‘'perfect know edge' needed for enabling a nodel of
the market system to reach general equilibrium

On the face of it this subject seens to be very strongly
related to the notion of inperfect information, on which Coase
constructed his transaction cost explanation of the firm
Moreover, Hayek certainly nmust have taken notice of the
contents of Economca on a regular basis, because his own
speech was published in this 'natural' outlet for LSE authors,
as many nore of his articles in the "thirties and the first

hal f of the 'fourties were. So it seens strange that he did
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not di scuss Coase's contribution wth his young col | eague at

all. However, when both publications are contenplated a little
| onger, inportant differences may be discerned between the two
Vi ewpoi nt s. Hayek's problemis the robustness of the

connection between the know edge possessed by the agents in
the market econony and a tendency to general equilibrium
Coase tries to reconcile the notions of coordination by the
mar ket econony and the firm Besides, the two approaches are
differently directed as regards the notion of a general
equilibrium In Hayek's approach it is viewed to be the
situation only theoretically and ultimately to be reached by
way of the market process. That starts froma disequilibrium
situation and functions in rreal* time: it is a dynamc
process, possibly a 'converging' one. In Coase's approach,
however, the notion of general equilibrium including the
usual assunption of perfect know edge, is accepted as a
starting point, be it only in order to denonstrate that this
| eaves no room for the firm as a viable organization,

Possibly an explanation for Hayek's conplete neglect of
Coase's 1937 article must be searched for in this direction:

he may not have recognized it as a discussion related to his
own inquiry. This notwithstanding the fact that expressions of
the idea of inperfect know edge are to be found at least five
times in the text plus notes of the article. Besides, an
argunent adopting the idea that the narket system does not
work costlessly could hardly have been experienced by Hayek as
hel pful to his cause in his current debate on socialist
calculation with Lange et al.

In no later part of Hayek's oeuvre js anything done with
Coase's insight, and only one reference to Coase 1937 was
found*. This fact is remarkable, because Hayek in many of his
publications since 1937 devoted his nental powers repeatedly
to speculating on the consequences of the absence of the
‘perfection’ of information for the market system **. As far
as could be verified, Coase on his part did not do anything
W th Hayek's approach either. This mutual i gnoring can

“Hayek, 1988, p. 36.

*See:. Hayek 1940; 1944, Ch. 4; 1945; 1946; 1962; 1968;
1976, notably Ch. 9 and 10; 1979, notably Ch. 15
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possibly be explained by the following conbination of
ci rcumst ances:

Firstly, Coase enphasises the cost of using the narket necha-
nism Hayek, conversely, draws attention to its 'yield : by
using the market system the participants of the economc
process are enabled to make use of specific know edge which is
present in the econony, but dispersed, and part of which is
even untransferable to people not on the same spot. Agents are
enabl ed to take advantage of it w thout having this specific
know edge themselves. Thereby they enhance economic efficiency
in the econony wthout necessarily intending so

Secondly, notw thstanding the assunption of transaction cost,
Coase continues to nake use of the nmethod of conparative
statics. For instance, in the final section of his 1937
article he concludes that in a market econony in general
equilibrium firns nmust exist wth a view to econonic
ef ficiency. From here he infers the consequences of an
exogenous change in the level of transaction costs for the
size and number of firms in the new equilibrium 1In contrast,
Hayek refuses to take general equilibrium as a useful
guideline for studying the consequences of exogenous changes.
So, it is not unthinkable that - if he ever read Coase's final
section - he was deterred by it at once (and for decades
afterwards) fromtaking an interest in Coase's approach. But
on this we can of course only specul ate.

3. The end of silence

After 1960 interest in Coase's approach increased rapidly and
substantially. To this nonmentum he contributed hinself wth
his article The Problem of Social Cost (Coase 1960), which
| ater becane at least as famous as his 1937 article. The
negl ect of transaction cost in traditional price theory is
again taken to task in this new paper. |n 1937 Coase had
denonstrated that in traditional price theory firnms lead a
conpletely fictionary 'life', as a consequence of the assunp-
tion of costless narkets. |In 1960 he denonstrated that this
assunption nmakes “externalities" to a conplete fiction too.
Pigou's expositions concerning government neasures to correct




22

for externalities (Pigou 1912, 1920)*° are denonstrated to be
floating in the air. Mreover, even the law is shown to be
conpl etely superfluous in a world wthout transaction costs.

One event in the history leading to this new publication in an
‘old" approach is interesting enough to relate here, because
it makes the rapid gaining of influence of Coase's approach
after 1960 nore conprehensible. In the Journal of Law &
Econom cs of 1959 an article by Coase was published concerning
the allocation of radio and television frequencies (Coase
1959). In it he gave his fundamental critique of neoclassical
price theory in a shortened form The Journal was establi shed
in 1958, under auspices of the University of Chicago Law
School. Coase cane into contact with its editor Aaron Direc-
tor, who was professor of economcs here. As related in Kitch
(ed., 1983), p. 220, Director infornmed Coase that one of the
referees wanted to see the passage containing the critique
ski pped, because he held it for erroneous’. | n his
aut obi ography  Stigler (1985) describes the amazenent Coase's
critique aroused in himand his colleagues at the University
of Chi cago:

",.. Chicago economsts could not understand how so fine
an econom st as Coase could nake so obvious a m st ake."

(p. 75) .
Coase persisted, and, when he was invited by Stigler to cone
to Chicago and ",,, give a paper or present sonething at the
| ndustrial Organization workshop" (ibid.), he accepted on

condition that he could also on sone occasion present his
views on this other question (Kitch 1983, p.220). "Some twenty
econom sts from the University of Chicago and Ronal d Coase
assenbled one evening at the hone of Aaron Director." (Stigler
1985, p. 75). Among them were Stigler, Director, MIlton Fried-
man, Reuben Kessel, John MGee, Lloyd Mntz, Arnold Harberger,
Gegg Louis, and Martin Bailey (Kitch 1983, p. 221). In his
talk Coase succeeded in convincing his audience t hat
externalities would not exist in a world wi thout transaction
costs. Fromthis follows conpellingly: "In a regine of zero

See Coase 1960, p. 28, note 35.
"as related in Kitch (ed.), 1983, p. 220.
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transaction costs, |awers would perish." (Stigler 1985, p.
76) .

"But Ronald asked us also to believe a second proposition
about this world wthout transaction costs: Watever the
assignnment of legal liability for damages, Of whatever
the assignment of legal rights of ownership, the as-
signments would have no effect upon the way economc
resources would be used! W strongly objected to this
heresy. MIlton Friedman did nuch of the talking, as
usual. He also did nuch of the thinking, as usual. In the
course of two hours of argument the vote went from twenty

agai nst and one for Coase to twenty-one for Coase. Wuat
an exhilarating event!"™ (ibid.)

From this eyewitness report two things energe which are impor-
tant for answering our third question ("What caused its break-
through into the profession's interest at last?"). In the
first place, at that time first-class mnds even were still
not ripe for accepting Coase's approach wthout help.
Secondly, these influential Chicago econonmists (who were no
Walrasians in their orientation) were turned around in one
evening's tine, sonmewhere in the first half of 1960. This
hel ps to explain why Coase's approach gained influence so
quickly after 1960. At the invitation of Director, Coase wote
out his argunent for the 1960 issue of the Journal of Law &
Econom cs, which appeared sonetine before May 1961 (Kitch, p.
221). This article gained rather soon a reputation. This is
shown by the fact that rthe Coase Theoren (the nane Stigler
invented for the bogus existence of the law in a neoclassical
world wthout transaction costs) had already made its way into
intermedi ate textbooks on price theory by the mid-1970's®.

As the nethod of Coase's (1960) is the sane as that of Coase
(1937) -i.e., the assunption of positive transaction costs
and an investigation of its consequences conpared w th those
of neoclassical theory - the following hypothesis seenms to be
warranted: The relatively quick general acceptance of the

¥Por instance: Hirhleifer's (1976). Stigler, of course,
was very early; he incorporated it in the third edition of his
textbook "Theory of Price", which was published in 1966,
al ready.
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fundanental insight offered by the later article helped in
clearing the way for giving attention to the fundanental
insight offered by the old article. Coase shares this
hypot hesis (I nfluence, p. 62).

Soon after 1960 sone new schools wthin general econom cs
gained rmonmentum  Authors like Stigler, A chian, Denset z,
Cheung, Furubotn, and Pejovich published on various topics
related to "property rights" and saw their papers accepted,
not only by the 'maverick' Journal of Law and Econom cs, but
by nore traditional general econom cs journals as well**. The
enmer gi ng school of "law and econom cs", which originated from

the University of Chicago Law School, gained a foothold in the
general econonmics profession, as wtnessed by, e.g., Manne

1965 in JPE, Calabresi 1970, Densetz 1974, Becker 1968 in
JPE?° .,

Adjacent to the property rights approach the oeuvre of
Douglass C. North began to expand. It can be characterized as

an application of the property rights view to the devel opnent
of types of econom c organization of societies in history.

Last but not least, a nodern theory of the firmbegins to be
devel oped. This devel opnment is to be seen as a direct (be it
bel at ed) descendant of Coase's old article. O the many nanes

that could be nentioned in this connection only a few fol |l ow
here: Alchian and Densetz 1972, Jensen and Meckling 1976

("Agency Theory"), Chandler 1977, Nelson and Wnter 1982 and
practically the whole oeuvre of O.E. WIlianson, spanning sone

vgtigler 1961 in JPE; Alchian 1965 in the Jour nal of
I ndustrial”™ Economics; Alchian 1969 in Manne(ed.); Al chian and
Densetz 1972 in AER; Alchian and Densetz 1973 in JEH Densetz
1967 in AER. Furubotn and Pejovich 1972 in JEL; Pejovich 1969
in Western economc Journal.

*The Property Rights approach and Law and Econom cs can
only be distinguished from a historical point of view
Al chian, for instance, who was one of the originators of the

first-mentioned approach, never was a nenber of the Chicago

Law School, or of the University of Chicago at all, and from
this point of view cannot be described as a °Chicago
econom st ' . Since the early 'sixties, however the two

historically different approaches soon converged into one. See
al so Posner, 1993, p. 82, note 16.
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thirty years®.

Of course, the inpact of Coase's 1960 article was not the only
catalytic agent in the rapid developrment of all  these
'Coasian' approaches to econom c problens. Another inportant
factor was the grow ng disappointnent in the 'structure-
conduct - performance' approach to "Industrial Organization®. In
these years it becane ever nore clear that this approach
failed in at least two respects: it could not be integrated

properly into Neoclassical price theory, and it was not able
to produce an independent | ogi cal expl anati on for the

i nt er dependencies between technical and economic devel opnents
in an individual industry on the one hand, and nmarket power
distribution over individual firns in that industry on the
other.??

4. Concluding remarks

In retrospect, we may typify the new approach taken by Coase
in 1937 as an extraordinary stinulating and fruitful one, be
it only after a remarkably long gestation period. Qur answers

to the questions posed in the Introduction above nay be
summarized thus:

1. Coase's discovery is to be ascribed to an exceptional
conbi nation of wits, sober scepticism, intellectual
i ndependence from current nainstream economcs and a
strong urge to learn the basic interactions between firm
organi zation and market conditions in the real world.

2. The profession at large did not pick up Coase's approach

until decades later, mainly because at the time its
interests wer e developing in radically di fferent
directions.

3. The breakthrough cane only after, and partly as a result
of, Coase's 1960 publication. Gow ng disappointment with

the structure-conduct-performance approach in ‘'Industrial
Organi zation' also played a role in this.

2por a methodological critique of WIliamson's choice of
assunptions see Elzas, "Williamson's ' New Institutional

Econonmics' : a case for using Ockham's Razor" (forthcom ng).

2p0r a succinct survey of the difficulties in this
respect see Densetz (1974) 1989, Ch. 7.
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Appendi x

Table 1
Nunber of ™macro"™ articles® in three British' and three
American® professional journals in the years 1931-1941.
e | B | F ] weaa ame | M ] T | sweom Torat
1931 6 1 7 3 1 4 8 15
1932 8 4 12 3 1 5 9 21
1933 9 3 1 13 3 2 2 7 20
1934 6 7 2 15 4 4 3 11 26
1935 6 3 5 14 3 4 4 11 25
1936 4 7 8 19 11 7 5 23 42
1937 10 6 3 19 3 4 - 7 26
1938 7 7 7 21 3 7 ) 15 36
1939 i3 4 7 24 3 2 4 9 33
1940 b b o} 1D ‘ < 2 Ll z90
1941 8 6 2 16 2 5 2 9 25

'Subjects:  business cycle theory, capital theory, theory of
interest, growth theory.

*Econom ¢ Journal, Econom ca, and Revi ew of Econom c St u-
di es.

*Quarterly Journal of Econom cs, Anmerican Econom c Review,
and Journal of Political Econony.

"First volune: Cctober 1933-June 1934.
Volumes run from Novenmber to August.

Table 2

Average number of ‘articles per volyme in three British and
three American professional journals® for three periods

Peri od UK USA
1931- 1941 22,5 30,1
1942- 1946 15,5 26,4
1947- 1960 23,9 30,7

igee Table 1, notes 2 and 3, for the names of the journals.
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