coase theorem non-excludable goods

coase theorem non-excludable goods offer a fascinating lens through which to examine
externalities and market efficiency, particularly when traditional property rights are difficult
to define or enforce. This article delves into the core principles of the Coase Theorem and
its application, or indeed its limitations, when confronted with goods that are inherently
non-excludable. We will explore how the theorem suggests that, under certain conditions,
private parties can bargain to an efficient outcome regardless of initial property rights
allocation, and then pivot to the complexities introduced by non-excludability.
Understanding the interplay between the Coase Theorem, externalities, and the unique
challenges posed by non-excludable goods is crucial for economists and policymakers alike.
We will dissect the assumptions of the theorem, examine real-world examples, and
consider the implications for public policy in addressing market failures related to non-
excludable resources.
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Understanding the Coase Theorem

The Coase Theorem, first articulated by Ronald Coase in his seminal 1960 paper "The
Problem of Social Cost," posits a powerful idea about the efficiency of markets in the
presence of externalities. An externality occurs when the production or consumption of a
good or service imposes a cost or benefit on a third party not directly involved in the
transaction. For example, a factory polluting a river imposes a cost on downstream
residents, an example of a negative externality.

At its heart, the Coase Theorem suggests that if property rights are well-defined and
bargaining is costless, private parties can negotiate to reach an efficient outcome,
irrespective of how property rights are initially assigned. This means that the market can, in
principle, resolve externalities on its own, leading to the socially optimal level of the good
or activity that generates the externality. The focus is on achieving efficiency - maximizing
the total surplus - rather than on the distribution of wealth.

The Core Proposition of the Coase Theorem

The theorem states that when there are zero transaction costs, private parties can bargain
to solve externality problems. This means that if a factory pollutes, and it is costly for
others to deal with the pollution, parties can negotiate to reduce pollution to the efficient



level. Conversely, if it is costly for the factory to reduce pollution, and the polluters gain
significantly from their activity, then the efficient outcome might involve some level of
pollution. The key is that the bargaining process leads to the same efficient outcome
regardless of whether the property right is assigned to the polluter (the right to pollute) or
the affected parties (the right to clean air or water).

Assumptions of the Coase Theorem

Several critical assumptions underpin the Coase Theorem. These include:

* Well-defined property rights: Ownership and rights to use resources must be clearly
established and enforceable.

e Zero transaction costs: The costs associated with bargaining, monitoring, and
enforcing agreements must be negligible. This includes costs of information gathering,
negotiation, and legal enforcement.

e Perfect information: All parties involved in the bargaining process must have complete
and accurate information about the costs and benefits of different outcomes.

e Rational actors: Individuals and firms are assumed to act in their own self-interest to
maximize their utility or profits.

The Role of Transaction Costs

While the theoretical elegance of the Coase Theorem hinges on zero transaction costs, in
reality, these costs are almost always present and can be substantial. Transaction costs
represent the "friction" in the economic system that prevents perfect market outcomes.
They encompass a wide range of expenses incurred in making an exchange, from the
search and information costs to bargaining and decision costs, and finally, the costs of
monitoring and enforcing the agreement.

When transaction costs are high, the ability of private parties to bargain to an efficient
solution is significantly impaired. If the cost of negotiating an agreement to reduce pollution
exceeds the benefits of that reduction, no such agreement will be reached, even if an
efficient solution exists. In such scenarios, the market fails to internalize the externality,
and government intervention may be necessary to achieve an efficient outcome.

Bargaining Under High Transaction Costs

High transaction costs can arise from various sources. If there are many parties on one side
of the negotiation (e.g., numerous households affected by a single polluting factory),



coordinating their efforts and reaching a consensus can be incredibly difficult and
expensive. Similarly, if information is asymmetric - one party knows more about the costs
or benefits than the other - bargaining can be skewed, leading to inefficient outcomes. The
legal framework for enforcing agreements also plays a role; if it is costly or slow to seek
legal recourse, parties may be less inclined to engage in complex bargains.

The Importance of Transaction Costs in Policy Design

Recognizing the prevalence of transaction costs is crucial for designing effective public
policy. While the Coase Theorem provides a valuable theoretical benchmark, policies aimed
at addressing externalities often involve creating mechanisms to reduce transaction costs.
This could include government regulation, the creation of markets for externalities (like
cap-and-trade systems), or the appointment of arbiters or mediators to facilitate
negotiations.

Defining Non-Excludable Goods

The concept of excludability is a cornerstone of understanding different types of goods in
economics. A good is considered excludable if it is possible to prevent people who have not
paid for it from consuming it. Conversely, a good is non-excludable if it is difficult or
impossible to prevent individuals from consuming it, even if they have not contributed to its
cost. This characteristic is often closely linked to the concept of rivalry, though they are
distinct.

Non-excludable goods are prone to the "free-rider problem," where individuals can benefit
from a good or service without paying for it, thus discouraging private provision. This is
because if everyone else is paying for the good, an individual has an incentive to wait and
consume it without incurring any cost. If too many individuals act as free riders, the good
may not be produced at all, or it will be under-provided by the market.

Characteristics of Non-Excludable Goods

The defining characteristic of non-excludable goods is the inability to effectively restrict
access to them. This often stems from their nature or the difficulty in monitoring
consumption. For example, national defense is non-excludable because once provided, it
protects everyone within a nation's borders, regardless of their individual contributions to
its funding. Similarly, clean air is generally non-excludable; it is difficult to prevent anyone
from breathing it.

Examples of Non-Excludable Goods



Several examples illustrate the concept of non-excludability:

¢ National Defense

e Public Goods (often overlap with non-excludable) such as street lighting or flood
control systems

e Knowledge and Information (in some forms)

e Environmental Resources like clean air, navigable waterways, and open-access
fisheries

e Lighthouses

Challenges of Non-Excludable Goods for the
Coase Theorem

The presence of non-excludable goods poses significant challenges to the direct
applicability of the Coase Theorem in its purest form. The theorem relies heavily on the
ability of individuals to define, assign, and enforce property rights. However, with non-
excludable goods, the very notion of clearly defined and enforceable property rights
becomes problematic, fundamentally undermining one of the theorem's core assumptions.

If a resource is non-excludable, it is inherently difficult to assign ownership or rights of use
in a way that allows for efficient private bargaining. For instance, who "owns" the air? If no
one can be excluded from using it, then there's no clear party to negotiate with regarding
its pollution. This creates a situation where the externalities associated with these goods
are difficult to internalize through private negotiation because the costs of exclusion and
monitoring are prohibitively high.

The Free-Rider Problem in Non-Excludable Contexts

The free-rider problem is exacerbated when dealing with non-excludable goods. Because
individuals can benefit without paying, they have little incentive to contribute to the
provision or maintenance of these goods. This is precisely why goods that are both non-
excludable and rivalrous (like open-access fisheries) often lead to the tragedy of the
commons, where the resource is depleted due to overuse, as each individual attempts to
extract as much as possible before others do, knowing they cannot be excluded from
access.



Difficulty in Defining and Enforcing Property Rights

The fundamental challenge lies in the inability to establish clear, tradable property rights
for non-excludable goods. If a resource is freely accessible to all, assigning a specific right
to pollute or to demand cleanliness becomes incredibly complex. How do you assign a right
to clean air to a specific group of people when anyone can breathe it? This lack of definable
rights prevents the formation of the bargaining frameworks envisioned by the Coase
Theorem. Even if a right were notionally assigned, enforcing it against the myriad of
potential users would be an overwhelming task.

Applying the Coase Theorem to Non-Excludable
Goods: Limitations and Nuances

While the Coase Theorem, with its emphasis on costless bargaining and well-defined
property rights, struggles with inherently non-excludable goods, its underlying logic can still
offer insights when modified or applied to situations that approach non-excludability. The
theorem's strength lies in illustrating how market mechanisms can lead to efficient
outcomes, even in the presence of externalities, provided the conditions are met.

When dealing with goods that are partially non-excludable or where exclusion is costly but
not impossible, modified bargaining processes might emerge. For example, in a situation
with a limited number of users and relatively low monitoring costs, informal agreements or
community norms could arise to manage a shared resource, mimicking the spirit of Coasian
bargaining. However, these are exceptions rather than the rule for truly non-excludable
items.

When Exclusion Becomes Feasible (Partial Non-
Excludability)

In some cases, what appears to be a non-excludable good might have aspects that allow for
some degree of excludability or rationing, making Coasian solutions more plausible. For
instance, if access to a public park is regulated by entry fees or time limits, some degree of
excludability is introduced. In such scenarios, if a conflict arises (e.g., noise from one user
disturbing others), and transaction costs are sufficiently low, a negotiated solution might be
possible between the involved parties or groups of users.

The key is the reduction in the number of parties involved or the ability to identify and
isolate the source of the externality. Even then, the efficiency of such bargaining is
contingent on the feasibility and cost-effectiveness of defining and enforcing the resulting
agreements. The more widespread and difficult to monitor the activity, the less likely a
Coasian bargain is to succeed.



The Public Policy Necessity

Given the inherent difficulties of applying the Coase Theorem to non-excludable goods due
to high transaction costs and the free-rider problem, public policy often becomes the
preferred mechanism for addressing associated market failures. Governments can step in
to provide these goods directly, regulate their use, or impose Pigouvian taxes or subsidies
to internalize externalities. This is because private markets are unlikely to spontaneously
generate efficient outcomes for goods where exclusion is impossible.

Policy Implications and Solutions

The understanding of non-excludable goods and their relation to the limitations of the
Coase Theorem has profound implications for public policy. When private bargaining fails
due to the nature of non-excludability, governments often have a crucial role to play in
ensuring efficient allocation and provision of resources. The challenge is to design policies
that effectively address externalities without creating new inefficiencies or imposing
excessive costs on society.

One common approach is direct government provision of public goods. Since private firms
are unlikely to profit from providing non-excludable goods, the government can fund them
through taxation. This ensures that these goods, which benefit society as a whole, are
made available. Examples include national defense, basic scientific research, and public
infrastructure.

Government Provision and Regulation

For many non-excludable goods, such as clean air and water, direct government provision
is not the solution. Instead, regulation becomes a key tool. Environmental agencies set
standards for pollution emissions, water quality, and land use. These regulations aim to
internalize the externalities by setting limits on activities that harm the environment,
effectively forcing polluters to consider the social cost of their actions. While regulations
can be effective, they can also be subject to political influence and may not always achieve
the most economically efficient outcome if not carefully designed.

Pigouvian Taxes and Subsidies

Another policy tool inspired by the principles of internalizing externalities is the use of
Pigouvian taxes and subsidies. A Pigouvian tax is levied on an activity that generates
negative externalities, making the private cost of the activity equal to its social cost. For
example, a tax on carbon emissions aims to reduce the consumption of fossil fuels by
making them more expensive, reflecting their environmental impact. Conversely, Pigouvian
subsidies can be used to encourage activities that generate positive externalities.



These market-based approaches are often favored because they allow individuals and firms
to make their own decisions about how to reduce their negative impact or increase their
positive impact, rather than relying on direct mandates. However, their effectiveness
depends on the ability to accurately measure the externality and set the appropriate tax or
subsidy rate, which can be a complex empirical challenge.

Creating Artificial Excludability

In some instances, policymakers might seek to create artificial forms of excludability or
tradable rights to manage non-excludable resources. Cap-and-trade systems for pollution
are a prime example. By setting an overall limit (cap) on emissions and issuing tradable
permits, a market is created for the right to pollute. Firms that can reduce their emissions
cheaply can sell their excess permits to firms for whom emission reduction is more costly.
This process can lead to an efficient outcome where the total amount of pollution is
controlled at the lowest possible cost, effectively creating a tradable property right for
pollution.

This approach leverages the bargaining power of the market, albeit within a regulatory
framework. It demonstrates how even with goods that are difficult to exclude from,
mechanisms can be devised to facilitate efficient outcomes by making their use or impact
subject to a market price or a defined limit.

The Coase Theorem, while an ideal of frictionless markets, offers a profound theoretical
foundation for understanding externalities. Howeuver, its direct application to non-
excludable goods is hampered by the very characteristics of these goods - their inherent
resistance to exclusion and the resultant free-rider problem. This necessitates alternative
policy interventions, ranging from direct government provision and regulation to innovative
market-based solutions like cap-and-trade systems. Recognizing these limitations and
nuances is paramount for crafting effective economic policies that address market failures
and promote societal well-being.

FAQ

Q: How does the Coase Theorem's assumption of zero
transaction costs relate to non-excludable goods?

A: The Coase Theorem assumes zero transaction costs, meaning bargaining is free and
easy. However, with non-excludable goods, transaction costs are often prohibitively high
because it's difficult to identify all parties involved, monitor their actions, and enforce any
agreements made. This makes costless bargaining impossible in practice.



Q: What is the "free-rider problem" and why is it
particularly relevant to non-excludable goods?

A: The free-rider problem occurs when individuals can benefit from a good or service

without contributing to its cost. This is highly relevant to non-excludable goods because
once they are provided, it's impossible to prevent non-payers from enjoying them. This
discourages private provision as individuals have an incentive to wait for others to pay.

Q: Can the Coase Theorem ever be applied to situations
involving non-excludable goods?

A: While the strict application of the Coase Theorem is difficult, its underlying logic about
efficient bargaining can offer insights. If a resource is only partially non-excludable or if the
number of users is small and identifiable, modified bargaining might occur. However, for
truly non-excludable goods, private bargaining is unlikely to lead to efficient outcomes
without intervention.

Q: What are some policy solutions for market failures
related to non-excludable goods?

A: Policy solutions include direct government provision (e.g., national defense), regulation
(e.g., environmental standards), Pigouvian taxes or subsidies (e.g., carbon taxes), and
creating artificial excludability or tradable rights (e.g., cap-and-trade systems).

Q: How does the concept of "rivalry" differ from
"excludability" in the context of goods?

A: Excludability refers to the ability to prevent non-payers from consuming a good. Rivalry
refers to whether one person's consumption of a good diminishes another person's ability
to consume it. Public goods are typically non-excludable and non-rivalrous.

Q: Why is it hard to assign property rights for non-
excludable goods?

A: Assigning property rights for non-excludable goods is difficult because there is no clear
owner or user group that can be granted exclusive rights. If everyone has access to a
resource, it's challenging to define who has the right to use it, how much, or to prevent
others from using it in a way that causes externalities.

Q: What is the "tragedy of the commons" and how does
it relate to non-excludable goods?

A: The tragedy of the commons describes a situation where individuals, acting in their own
self-interest, deplete a shared, non-excludable resource because they cannot be prevented



from accessing it, leading to overuse and degradation. This is a direct consequence of non-
excludability combined with rivalry.
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