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Private or Public? The Coase Theorem

When an activity results in a negative externality (external cost), the market outcome will not be effi-

cient. In these cases, the government may choose to intervene in the market and impose some form

of regulation, for example, a legal restriction or a tax. If the external cost the activity creates is borne

by those who conduct the activity, the market outcome will be efficient.

For example, if a firm dumps its waste into a river, it pollutes the river and creates a negative exter-

nality (external cost) for those downstream. The government may intervene to restrict dumping in

the river, or it may impose an effluent tax (a tax on each unit of pollution released into the river). If

the firm is forced to pay for the pollution it releases into the river, it will dump less. A sufficiently

high tax will lead to the optimal reduction in river pollution from the firm. Thus, the firm has inter-

nalized the externality.

However, in some situations it may not be necessary to regulate a market to achieve an efficient

outcome. It may be possible for the parties affected by an externality to negotiate an efficient

outcome on their own. For example, if people who use the river downstream can negotiate with the

polluting firm, they may be willing to pay the firm to stop polluting. This idea is embodied in the

Coase Theorem, which states that if those who are affected by an externality can negotiate, they may

arrive at an efficient solution to the externality problem.

Two firms are involved in a dispute: Grunge Inc., a manufacturing firm, pollutes a nearby river.

The pollution travels downstream past White Water Expeditions, a company that provides river raft-

ing trips. Dumping its waste into the river cuts Grunge’s waste-disposal costs, while decreasing the

number of people who want to raft on the river. The profits of the two firms (both with and without

waste dumping) are shown in Figure 55.1.

Figure 55.1

Profits per Month

With Dumping Without Dumping
Grunge Inc. $2,300 $2,000
White Water Expeditions $1,500 $2,000

1. What are the total returns to both companies with and without dumping? Which situation (dump-

ing or no dumping) is socially optimal — in other words, provides the highest combined returns?
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2. If there is no government intervention in the market, and the two companies do not

communicate, will Grunge dump waste into the river? Why or why not?

3. What is the cost to Grunge not to dump waste into the river? How much would White Water have

to pay to clean up the waste? __________________

4. What is the cost of the pollution to White Water each month? How much would White Water be

willing to pay Grunge to stop dumping waste into the river? ___________________

5. If Grunge and White Water could negotiate, at no cost, could they come to an agreement that

would eliminate the externality problem and result in the efficient outcome? If not, why not? If so,

what would the payment be?

6. Does it matter who has the property right: Grunge to dump or White Water to have clean water?

Explain.
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