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Abstract
This paper proposes an extension of the Coase theorem to explain how political systems
and jurisdictions change. This model suggests that it is the relative imposition of
transaction cost over different modes of jurisdictional change as well as wealth effects that
enable or prevent variously efficient institutional forms. We show how the framework
corresponds to a taxonomy of political-jurisdictional transitions and explore how the
problem of nation/state incongruities can be reinterpreted in light of the politicaljurisdictional Coase theorem.
Keywords: Coase theorem, political exchange, nation-state, jurisdiction, secession.

Why does the theorem of allocational neutrality stop short at certain ill-defined
institutional limits? Why can it not be extended to encompass all possible
institutional variations, variations that may be broadly interpreted as differences in
the assignments of property rights? If the neutrality theorem holds, why should the
political economist be overly concerned about institutional reform, as such?
James M. Buchanan, The Coase theorem and the theory of the state
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1. Introduction
This paper proposes an extension of the Coase theorem to the problems of political conflict
and jurisdictional change. Most political interpretations of the Coase theorem take as given
a prevailing political-jurisdictional system and describe Coasean bargains within it; for
instance, how post-vote trades improve efficiency or otherwise, given transaction costs and
institutional rule-constraints (Parisi 1997; Klick & Parisi 2003; Luppi & Parisi 2012). But
seldom do they take a wider lens to the problem; to how an encompassing politicaljurisdictional system is itself an assignment of “property rights in franchise” (Buchanan
1973: 576), and to how the transformation of this very system can be evaluated in light of
the Coase theorem. Given this, should there likewise be such a thing as the ‘jurisdictional
Coase theorem’? If political exploits serve to reallocate property rights within the
boundaries of a state then perhaps we can trace the Coase-theoretic reallocative
consequences of changes across jurisdictional boundaries too.
Coase—channeling Stigler—claimed that his theorem’s “logic cannot be questioned, only
its domain” (1992: 717). It is my purpose to consider whether its domain extends to
political and jurisdictional change. This chapter argues that changes in political
jurisdictions (territorial or non-territorial) as well as the policies enacted within them
(productive or redistributive) operate to reallocate property rights. And moreover, these
processes are focused on internalisation of externalities while being beset by transaction
costs and are therefore episodes of Coasean exchange.
This paper offers a simple model analogising the distribution of citizens and property
among jurisdictions to the distribution of resources among bargaining firms, and explores
the implications of alternative constitutive allocations of political authority over said
citizens and policy areas (cf. property rights entitlements and legal rules). Ultimately
though, jurisdictions and policies serve to mediate the allocation of property rights in a
polity. That is, any encompassing political-jurisdictional system—and the constitutional
rules constraining or empowering political action therein—embodies a specific assignment
of property rights and transactions costs. A seeming de facto allocation of legal
entitlements can be modified by state action and transformed into a de jure allocation, as
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the result of Coasean political exchange. It is therefore perhaps more fitting to describe
political action as a process of revelation of the de jure structure of property rights in a
polity. In any case, whether or not this reallocative process is efficient will depend on
familiar Coasean assumptions pertaining to the distributive effects of the initial allocation
(i.e., wealth and income effects) and relative impositions of political transaction costs (i.e.,
the costs of collective action). It is at this point that private exchanges in property rights
may take place to cure any remaining inefficiencies, again contingent on familiar
assumptions.
Nevertheless, once we acknowledge the modified structure of property rights in a polity
resulting from political action it becomes clear that citizens have available to them
additional domains over which to seek political exchange. They might bargain over policy,
but they might also bargain over jurisdiction. That is, they may attempt to excise
themselves from the reach of the state, or subsume others (and their property) into it.
Important parameters in political-jurisdictional Coasean exchange therefore include: the
initial allocation of property rights (de facto property relations), the initial allocation of
political authority (jurisdictional and inter-jurisdictional relations), and the constitutional
rules restricting or authorising transfer of entitlements through political exchange (policy
modification relations)—all of which combine to produce the set of de jure property
relations.
Put simply, political-jurisdictional change reallocates property rights within and across
polities. The political-jurisdictional Coase theorem (PJCT) accordingly states that
Regardless of the initial allocation of legal entitlements (i.e., property rights, policies,
jurisdictions) if transaction costs are not prohibitively high and trade in externalities is
possible then bargaining will lead to an efficient allocation of property rights and political
authority.

Political-jurisdictional transaction costs (PJTCs), like market transaction costs, are
“often extremely costly, sufficiently costly at any rate to prevent many transactions”
(Coase 1960: 15). We can therefore formulate comparable corollaries to the politicaljurisdictional Coase theorem: (1) develop rules which approximate the zero transaction-
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cost world as closely as possible; and (2) assign property rights to agents for whom the
cost of realising or resolving externalities are lowest. To these we add a third: (3) assign
political authority over citizens and policy areas to jurisdictions for which the cost of
realising or resolving externalities are lowest.
We conceptualise polities as commons and describe how changes to access rules and
boundary rules serve to reallocate property rights within and across political commons. It
is the ‘property rights in franchise’ character of a polity that lends itself to such analysis.
Citizens differentially contribute to and draw from a political commons according to:
access rules such as those that determine the decisive majority and the productive and
redistributive capabilities of state action; and boundary rules such as jurisdictional and
inter-jurisdictional relations. These rules determine the net positions citizens take vis-à-vis
political commons, and changing access to and boundaries of a political commons therefore
modifies an allocation of property rights in a polity.
That is, jurisdiction (or perhaps rather citizenship) is a valuable and potentially
marketable legal entitlement for whomever happens to hold it, whether it is a political
entrepreneur, a dictator, or a citizen. It is access to a political commons: a potentially
realisable claim to the property of other citizens under the authority of that jurisdiction.
Citizens implicitly (and sometimes explicitly) trade in these rights when they affect
jurisdictional change—they take into account both ‘conventional’ property rights and these
‘property rights in franchise’—either by changing the boundaries of political jurisdictions
or simply moving across them. When people move between jurisdictions they are
essentially making an exchange of ‘jurisdictional property rights’; they are deciding where
to live based on the combined value of their conventional property and property in
franchise.
Finally, we explore how the thorny question of the ‘problem of the nation-state’ is
viewed through the Coasean lens. The political-jurisdictional Coase theorem applies at all
levels of jurisdiction—such as local Tiebout sorting and internal rebordering between
political sub-units—but especially to nation/state incongruities, i.e., matching maps to
peoples (e.g. rebordering), matching peoples to maps (e.g. ethnic cleansing), or proposed
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non-territorial responses (e.g. national-cultural autonomy). Insights apply to a world of
‘territorialised’ transactions costs (e.g. rebordering/secession costs for jurisdictions and
mobility costs for citizens) that is apropos to federalism and secessionism, and protection
of regionally concentrated minorities. But political-jurisdictional exchange not only applies
to territorial jurisdictions, but also to personal, non-territorial jurisdictions. It is therefore
also potentially relevant to a world of ‘deterritorialised’ transactions costs, i.e., one of
‘virtual’ states, national personal autonomy, non-territorial federalism and secessionism,
and protective of regionally dispersed minorities.
We can reinterpret many episodes from history—how things worked, but also failures
and grievances—in light of the political-jurisdictional Coase theorem. A cursory reading
might suggest that in an ideal Coasean world, the optimally efficient allocation of states,
nations, and nation-states—whether territorial or non-territorial, disjoint or overlapping—
would emerge spontaneously from whatever initial allocation of political authority. The
ever-presence of ethnic conflict and political struggle throughout history would suggest
otherwise. More sagaciously, the central claim made here is simply that the problem of the
nation-state is the combined expression of non-optimal allocations of political rights,
prohibitive transaction costs, and/or perverse income/wealth effects, and is explicated
perfectly-well within the Coasean framework. If ideal Coase-theoretic conditions were met
then a political-jurisdictional system would indeed move toward the optimal allocation of
property rights and political authority—of nations, states, and nation-states—but as Coase
himself stated this highly stylised fiction can only ever be a “stepping stone on the way to
an analysis of an economy with positive transaction costs” (1992: 717). Similarly, the zero
transaction cost political-jurisdictional Coase theorem presented here is merely a stepping
stone on the way to an analysis of a polity with positive transaction costs. Let us study the
world of positive political-jurisdictional transaction costs.
Section 2 outlines the Coase theorem in its varied forms, and presents some relevant
criticisms and rejoinders. Here we also outline ‘the political Coase theorem as we know it’
and review complementary work that implicitly (if not explicitly) has taken a politicaljurisdictional Coase-theoretic perspective. Section 3 presents a simple model and taxonomy
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of the PJCT transitions. Section 4 then presents the PJCT and concludes with some
discussion of the implications for the efficiency or otherwise of nation-states.

2. Coasean markets, politics, and jurisdictions
The Coase theorem
The Coase theorem characterises the efficiency of an allocation of economic activity or
property rights in the presence of externalities. This well-known proposition—articulated
in Coase’s 1960 article The Problem of Social Cost—holds that regardless of the initial
allocation of legal entitlements, if trade in externalities is possible and transaction costs are
not prohibitively high, bargaining will lead to an efficient allocation of property rights and
economic activity, as determined by the relative valuations of affected parties. That is, any
inefficient allocation cannot be a contractual equilibrium because it implies there are
exploitable contractual opportunities remaining. This is a matter of transferring property
rights towards their best use; that is, to realise positive externalities and resolve negative
ones. For instance, consider that if an agent is not employing some property to its full
potential (and another agent can improve upon this) then there are potentially realisable
gains-from-trade (or gains-from-coordination) on offer. Similarly, the presence of a negative
externality simply indicates an incentive for its generators and victims to negotiate
towards an efficient allocation of resources that resolves the eternality. So externalities are
a pervasive fact of economic life and wealth is generated by internalising externalities (i.e.,
realising positive ones or removing negative ones) via mutually beneficial coordination and
exchange. Coase was essentially arguing that all Pareto-relevant externalities would tend
to be eliminated in the process of free exchange among affected parties.
In his Nobel Lecture The Institutional Structure of Production, Coase outlines the
meaning and purpose of his theorem:
What I showed in that article, as I thought, was that in a regime of zero transaction costs, an
assumption of standard economic theory, negotiations between the parties would lead to
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those arrangements being made which would maximise wealth and this irrespective of the
initial assignment of rights. This is the infamous Coase Theorem, named and formulated by
Stigler, although it is based on work of mine. Stigler argues that the Coase Theorem follows
from the standard assumptions of economic theory. Its logic cannot be questioned, only its
domain. I do not disagree with Stigler. However, I tend to regard the Coase Theorem as a
stepping stone on the way to an analysis of an economy with positive transaction costs. The
significance to me of the Coase Theorem is that it undermines the Pigovian system. Since
standard economic theory assumes transaction costs to be zero, the Coase Theorem
demonstrates that the Pigovian solutions are unnecessary in these circumstances. Of course,
it does not imply, when transaction costs are positive, that government actions (such as
government operation, regulation or taxation, including subsidies) could not produce a better
result than relying on negotiations between individuals in the market. Whether this would be
so could be discovered not by studying imaginary governments but what real governments
actually do. My conclusion; let us study the world of positive transaction costs (1992: 717).

Demsetz (1967: 349) said of the theorem: “There are two striking implications of this
process that are true in a world of zero transaction costs. The output mix that results
when the exchange of property rights is allowed is efficient and the mix is independent of
who is assigned ownership (except that different wealth distributions may result in
different demands).” This unfolds two propositions of the theorem: (1) efficiency, and
(2) invariance. That is, under zero transaction cost and zero income effect, the final
allocation of resources is efficient and invariant to different initial assignments of rights or
liabilities.
Cheung (1969) explicated a third interpretation of the theorem: (3) equivalence. That
is, under zero transaction cost, all institutional forms are equivalent in their ability to
achieve an efficient allocation. Pigouvian taxation and subsidy, bilateral and multilateral
bargaining and contracting, quasi-market mechanisms, and all manner of other institutions
are equally capable of internalising an externality. This institutional equivalence result
underlies the New Institutional Economics (Coase 1937, 1984; Williamson 1975, 2000;
North 1980, 1986; Ménard & Shirley 2005). Given the real world of positive transaction
costs, the standard of comparative institutional analysis becomes the Coasean first-best
allocation of resources, and different institutional forms are evaluated according to their
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abilities to economise on said transaction costs, and thereby reduce the distance from the
theoretical optimum result.
The main criticism to the Coase theorem pertains to the realism of the zero-transactioncost assumption. Of course, Coase himself stated that transactions are “often extremely
costly, sufficiently costly at any rate to prevent many transactions that would be carried
out in a world in which the pricing system worked without cost” (1960: 15). That is,
practical impediments to bargaining mean that real-world transaction costs are rarely low
enough to allow for efficient bargaining, casting doubt over the applicability of the
theorem to economic reality. However, this does not undermine the use of the theoretical
optimum as the benchmark for comparative analysis across positive-transaction-cost
settings, and as noted it was Coase’s intention that it be used as a “stepping stone on the
way to an analysis of an economy with positive transaction costs” (1992: 717).
Another criticism pertains to the assumption of no income or wealth effects. Since
alternative allocations of property rights represent alternative income or wealth
distributions, if demand for the resources into the Coasean bargain are dependent on
income then the final allocation will be affected, and may not reach the theoretical
optimum. The initial allocation of property rights retains its relevance if transaction costs
cannot be neglected and wealth effects predominate (Calabresi 1965; Wellisz 1964). The
assignment of legal entitlements surely matters to the parties that are lacking them and
are required to make side payments in order attain them, and is likely to constrain the
outcome. Note, however, that subsequent contributions by Calabresi (1967; 1968) and
Demsetz (1972) suggest that this might not be fatal to the operation of the Coase theorem.
Different initial endowments generate different wealth distributions and generate different
final allocations, all due to the wealth effect. In practice, this effect may be small, perhaps
even negligible, but should not be assumed away or simply ignored.
The final broad class of criticisms pertains to strategic bargaining, private information,
and free riding (Calabresi 1965; Wellisz 1964; Hahnel & Sheeran 2009). These can be
subsumed under the transaction costs rubric by expanding it to include not only the costs
of bargaining but also costs of asymmetric information, adverse selection, hold-up
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strategies, as well as monitoring and enforcement costs. Again, these augmentations of
transaction costs threaten to compromise the ability of the Coasean approach to obtain
efficient outcomes. According to Demsetz (1972), however, even when this is the case the
final result need not diverge from the optimal equilibrium—that is, strategic bargaining
only affects the distribution of surplus between bargaining parties—but, again, this is
contingent on zero income effects. Hahnel and Sheeran (2009) show that when individuals
have private information (i.e., they are able to obscure their true costs and valuations from
each other) the Coasean mechanism fails to produce efficient results. The holder of the
legal entitlement has an incentive to overstate either their benefits (i.e., as the generator of
the externality) or damages (i.e., as the victim), and the suitor of the legal entitlement has
an incentive to understate their valuations. If there are multiple parties affected by the
externality, the problem is compounded, and manifests as free riding on side payment
contributions. As a result, under incomplete information, the Coasean efficiency and
invariance conclusions are not expected to hold.
Such doubts over the applicability of the positive conclusions of the Coase theorem in a
real world setting beset with non-zero transaction costs and non-zero income effects, have
informed a range of normative corollaries to it. These can be summed up in two:
(1) develop rules which approximate the zero transaction-cost world as closely as possible;
and (2) assign property rights to agents for whom the cost of realising or resolving
externalities are lowest. The first corollary runs parallel to the theme of New Institutional
Economics; that comparative institutional analysis be conducted relative to the benchmark
of minimised transaction costs, thereby allowing for misallocations of resources to be
corrected to the fullest extent possible. The second corollary follows from the first, and the
acknowledgement that due to the inevitability of transaction costs, the further an initial
allocation of property rights is from the theoretic optimum, the less likely is an efficient
outcome.
The problem is, of course, that the most valued allocation of resources is unknowable in
advance. So given a particular initial allocation, the problem shifts back to identifying the
legal rules and remedies that replicate the hypothetical first-best Coasean bargaining
setting. This is usually characterised as the choice between property rules (entitlement
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transferable only at owner’s discretion), liability rules (other parties may impinge on the
entitlement but will be required to pay an objectively determined value for it), or
inalienability rules (transfer of the entitlement is fully prohibited). Calabresi and Melamed
(1972) develop this tripartite choice, and argue that liability rules outperform property and
inalienability according to the normative, transaction-cost-minimising standard.
It is important to note that the system of interconnected externalities that stimulates
Coasean exchanges, and the rights and legal entitlements that enter into the bargains, are
contingent on the presiding political-legal system. Just as the political system creates legal
entitlements, it also modifies legal entitlements. That is, an initial allocation of rights and
liabilities among citizens depends on not only nominal property holdings but also the
encompassing political regime within which they are located. As a result, much importance
is placed not only on the initial allocation of legal entitlements, but also the parameters of
encompassing political-institutional system. These include the tripartite choice of legal
rules (property vs. liability vs. inalienability rules) as developed by Calabresi and Melamed
(1972), but also constitutional rules that constrain or authorise the transfer of entitlements
through the political process and jurisdictional and inter-jurisdictional relations.
Finally, it is worth noting the position of James M. Buchanan (1984) that the Coase
theorem accommodates the fallacy that an optimum allocation of rights can even be
defined, let alone identified: “It is unfortunate that Coase presented his argument […]
largely in terms of presumably-objectively measurable and independently-determined harm
and benefit relationships” (Buchanan 1984: 11). Conversely, according to Buchanan, no
external observer can determine an efficient allocation, or whether a particular trade falls
short of some theoretical optimum. Therefore, each and every trade that takes place must
be considered optimal, given the constraints of the overarching institutional framework.
That is, the post-trade allocation of legal entitlements must be considered efficient,
irrespective of the size and imposition of transaction costs, but the institutional setting
itself might not. Then, when parties are unsatisfied with the institutionally-contingent
allocation of property rights they will attempt to affect reallocative change via changing
the institutional framework within which they operate. “If the initial [constitutional]
constraints are deemed to be ‘inefficient’ potential traders will, themselves, find it
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advantageous to invest resources in efforts to shift them” (1962: 268). This draws attention
to the costs of negotiating political bargains, and is subject of what has been labeled ‘the
political Coase theorem.’

The political Coase theorem
The Coase theorem is usually presented in relation to interactions between individual
property owners and externalities therein. That is, in settings of voluntary coordination
and exchange in the absence of state intervention; or otherwise in settings characterised as
unanimously consenting to the activities of the state. But it can also be used to describe
the efficiency of an allocation of political authority. Work on politics and exchange is
generally found in three places: (1) Chicago-style ‘politics-as-market’ economics;
(2) constitutional economics and public choice economics; and (3) new institutional
economics. It is in these broad literatures that we find connections of political and
institutional outcomes to Coase-theoretic mechanisms. But similar connections exist in
work on jurisdictions and exchange: Tiebout sorting, secession, size of nations,
rebordering/redistricting, federalism, polycentrism, functional overlapping competing
jurisdictions (FOCJ), multi-level government, unbundled and non-territorial governance,
and national-cultural autonomy. The arguments found in these literatures all appeal to
efficiency explanations and describe reallocative processes; both of which are emblematic of
Coase-theoretic mechanisms.
Politics-as-markets metaphors form the foundation for much of the Chicago school of
political economy (Stigler 1971; Becker 1983; Pelzman 1990). The ‘efficiency hypothesis’
states that political markets are generally clearing so that in equilibrium no individual or
group can improve their wealth (or utility) without reducing that of some other individual.
The Virginia school of political economy is built on similar foundations. In The Calculus of
Consent James M. Buchanan and Gordon Tullock were referring to Coasean the gains
from political exchange when they wrote: “with all side payments prohibited, there is no
assurance that collective action will be taken in the most productive way” (1962: 152). To
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put this in Coase-theoretic language one might say that when political transaction costs
are high (in this case infinite, since trade is prohibited), political exchange will not take
place, externalities will persist, and an inefficient allocation of rights will persist. Moreover:
Permitting those citizens who feel strongly about an issue to compensate in some way those
whose opinion is only feebly held can result in a great increase in the well-being of both
groups, and the prohibition of such transactions will serve to prevent movement toward the
conceptual social optimality surface, under almost any definition of this term (1962: 133).

Then, a corollary of this is, to the extent that political bargains are feasible but
prevailing transaction costs are positive (or prohibitive), alternative rules could contribute
to the minimisation said political transactions costs, and thereby reduce the social harm
implicit in foregone bargaining opportunities. That is, the criterion of choice among
alternative political decision rules should be extended to account for the potential gains
from trade in political markets. Though the assumption of frictionless bargaining is
unrealistic, the goal of bringing a policy outcome closer to the ideal, yet unobtainable,
outcome of a frictionless political market remains.
Buchanan and Tullock’s (1962: 133) insight on the limits of democracy without political
markets motivated subsequent elaborations of a ‘political Coase theorem’ by both Cooter
(2000) and Parisi (2003). They consider hypothetical markets for votes operating within an
encompassing unitary, democratic institutional setting (i.e., without jurisdictional change).
That is, political actors are able to engage in either retail (individual) or wholesale (voting
blocks/coalitions) vote trading (or buying) once the democratic majority has identified a
policy to be pursued. Their results validate Tullock’s (1981) insight that if political actors
are allowed to enter into Coasean bargains over policy (i.e., bargains are possible and
enforceable) then a unique, stable, and efficiency-enhancing policy outcome will obtain,
that is invariant to the initial majoritarian policy decision. This is of course analogous to
the efficiency and invariance results of the Coase theorem. Parisi (2003) shows that even if
political decision-making would nominally return inefficient policies, if people can votetrade policies will be efficient. Parisi’s political Coase theorem is elaborated in a series of
propositions and corollaries as below (2003: 11-14):
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Proposition 1: If the conditions for the Coase theorem are present for all voters, different
initial majority coalitions will lead to the same final policy outcome.

Proposition 2: In a world of zero transaction costs, the choice of alternative decision rules has
no effect on the policy outcome.

Corollary 2.1: At the limit, in a world with zero transaction costs, dictatorship and unanimity
rules would be conducive to identical policy outcomes.

Corollary 2.2: Likewise, the choice of different majority or super-majority decision rules would
have no impact on the final outcome.

In what is a relatively little recognised contribution to Coasean politics, James M.
Buchanan (1973) parsed the implications of Coase-theoretic efficiency and allocational
neutrality on the theory of the state. His aim was to “extend the Coase analysis, within his
assumptions of zero transactions costs and insignificant income-effect feedbacks, to
differing institutional settings than those that have normally been implicitly assumed in
the discussions of the neutrality theorem” (1973: 580). Moreover, he ponders:
Why does the theorem of allocational neutrality stop short at certain ill-defined institutional
limits? Why can it not be extended to encompass all possible institutional variations,
variations that may be broadly interpreted as differences in the assignments of property
rights? […] If the neutrality theorem holds, why should the political economist be overly
concerned about institutional reform, as such? […] The central theorem of classical economics
might be summarized as the demonstration of the differences in allocational results under
divergent institutional structures. […] One implication of the theorem, so interpreted, would
be that the thrust of classical political economy may have been misdirected (1973: 580-1).

According to Buchanan, the theorem of allocational neutrality casts a shadow over
much of political economics as we know it, which is overly concerned with institutional
reform as a means to overall efficiency—after all, the point has been to demonstrate that
different allocations of property rights (in different political-institutional structures) do
indeed result in different efficiency outcomes. But given zero transaction costs (or no
prohibitive impediments to bargaining), any inefficient allocation of property rights
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embodied in a political-institutional allocation of state authorities leaves unexploited
contractual opportunities. It thus cannot be a contractual equilibrium and will be resolved
with political Coasean bargaining.
Buchanan makes the point that the encompassing political-institutional system (i.e., the
constitutionally-determined bounds of state) can be correctly interpreted as embodying a
specific structure of property rights for individuals, and itself reflects an assemblage of
(former) externalities among citizens, that have been internalised through state action. He
argues that unanimity rules, majority rules, and social planning all adhere to the Coase
theorem when we interpret institutions as embodying specific property rights and
acknowledge the modified structure of property rights prevailing in a polity under
unanimity, majority, or bureaucratic rules. If we retain the assumptions about
unprohibitive transaction costs and inconsequential wealth effects then differences in initial
allocations of rights, whether political or property, might generate differences in
distributional outcomes (sharing of the gains-from-trade among participants), but the final
allocation of rights in the polity will be both efficient and invariant.
If a state is capable of intervening in private economic affairs, in effect redefining or
making transfers of property, then the individual property rights claims that preceded
intervention were in fact not as they first appeared. The true de jure allocation is revealed
following the political process and in the event of redistributive political actions will be
different to the apparent initial de facto allocation. In this way, different states with
different constitutional permissions over political actions can translate seemingly identical
initial de facto allocations of property entitlements into different final de facto allocations.
Only in a strictly contractarian-voluntary ‘state’ are individual property rights claims
preceding collective action unobscured or unambiguous.
Consider simple majority voting. In a majoritarian-democratic state the decisive
majority actually has effective rights over the property of those outside the majority
coalition, to the extent that they can enact redistributive policies and given prevailing
constitutional limits on the state. Here, the actual structure of property rights is obscured,
ambiguous, or ‘in franchise,’ pending revelation of the effective majority. On first thought,
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it may seem that the Coase theorem fails here. After all, if a decisive subset of the
population can make policy decision that are binding over out-group members, then there
is no guarantee that collective action will generate an efficient outcome (they may affect
policy that simply improves their own position). Yet as Buchanan reminds us, we must
acknowledge how the majority voting rule has modified the structure of property right in
the polity: “A new and ambiguous set of rights is brought into being by the authorisation
of governmental action taken without the approval of all parties” (1973: 585). Members of
the decisive coalition have been granted additional ‘rights in franchise’ over the nominal
holdings of the minority, while the property claims of out-group members are no longer
inviolate against those of the majority. In light of this—given the prevailing allocation of
de jure property rights, and given the zero transaction cost, no wealth effect
assumptions—efficient and invariant allocational outcomes will still obtain.
The same applies to a bureaucratic-administrative polity or even a dictatorial polity: de
facto allocations of property holdings are modified by political rules and transformed into
de jure allocations. Given these de jure allocations, and ideal Coase-theoretic assumptions,
the optimally efficient outcomes will still obtain. In an authoritarian state (or, e.g., a state
in which an individual is charged with the authority to determine/plan policy) the
structure of property rights is again not quite as it initially might seem, prior to collective
action. The ‘planner’ has been constitutionally assigned valuable, potentially realisable
property rights that will likely be taken into account in decision-making. Nevertheless, in
the ideal Coasean setting, once identified political insiders and incumbent ‘rights in
franchise’ owners hold potential marketable rights that: “may be exchanged, directly or
indirectly, and the contractual process will again insure that the efficient allocative
outcome will be achieved, and that this will be invariant, given the appropriate
assumptions about transactions costs and income effects” (1973: 586).
New institutionalists have also been influenced by the work of Coase, although their
work is less explicitly based on political markets per se (i.e., vote buying and selling) and
focuses more on institutional efficiency and change broadly conceived. Rather they extend
the logic of the economic market to the political sphere by relying implicitly on what can
be called a “political Coase theorem”:
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Given an initial distribution of political entitlements, such as voting rights, lobbying rights,
etc., within a given constitutional framework, the optimal institutional outcome will be
achieved if there are no political transaction costs, and this outcome does not depend on the
initial allocation of political entitlements (Vira 1997: 770).

Initially it was assumed that socially beneficial institutional change would ensue but
new institutionalists soon came to admit the possibility that such change might not be
forthcoming and hence “abandoned the efficiency view of institutions” (North 1990: 7). The
task then shifted to examination of the political factors that impede the adoption of
collectively beneficial institutional structures, with high political transaction costs used to
explain institutional failure. High political transaction costs are modeled as the key
impediment to efficiency-enhancing institutional change with the implication that efficient
institutions would prevail if political bargaining were costless, and again, invariance to the
initial allocation of political entitlements. Douglass North, following Coase, sums up the
new institutionalist bent thusly: “make the political market approximate the zero
transaction cost model for efficient economic exchange” (1990: 109). He also describes how
the state is sometimes unable to enact growth-enhancing institutions or efficient policy for
fear of provoking powerful constituents. His diagnosis is that inefficient structures persist
when political transaction costs are high, constraints on side payments to incumbent
political (franchise) and property right holders are binding, subjective models used by
political actors about the costs and benefits of institutional changes are imperfect, and
path dependence of costs and benefits are biased in favor of the status quo (1990: 93-6).
The concern for income and wealth effects that is part of the augmented Coase theorem
also makes an appearance in new institutional economics. For instance, Libecap (1989)
suggests that conflict over distributional outcomes prevents socially desirable institutional
reform—conflict that can only be resolved with political bargaining. He equates
institutional inefficiency to wasteful management of the political common pool; that is, due
to poor policy implemented within a unitary state. The concept can also extend to a
compound jurisdictional setting with multiple political common pools (e.g. a federation).
He argues, “the heart of the contracting problem is devising politically acceptable
allocation mechanisms to assign the gains from institutional change” (1989b: 5). That is,
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the political process is about affecting institutional changes that both reduce the perceived
losses from a sub-optimal institutional structure and achieve consensus on the distribution
of the expected net benefits that obtain. This can only be achieved, however, by
negotiating side payments for influential losers, i.e., incumbent political (franchise) and
property right holders.
The problem is that the nexus of institutions and property right allocations
“simultaneously define a distribution of wealth and political power” (1989b: 116). That is,
initial allocations matter. And due to the “property rights in franchise character” of the
political commons, rights are less-than-well-defined and the distributional consequences of
institutional change are often ambiguous, foreshadowing conflict. Overcoming this
ambiguity is a perpetual difficulty, but it remains the case that political consensus is only
possible by “compensating those potentially harmed in the proposed definition of rights”
(1989b: 121). The upshot is that we once again return to the recommendation of the need
to facilitate private bargaining over side payments or—in the familiar Coasean language—
to reduce political transaction costs and mitigate income and wealth effects of the
prevailing distribution of political and property rights.
More recently Daron Acemoğlu (2003) has argued against the applicability of the Coase
theorem to politics. A strong-form political Coase theorem would suggest that policies
should be efficient, but since in some countries they manifestly are not, he investigates why
this could be the case. Acemoğlu’s attempt at a political Coase theorem:
The Coase theorem maintains that, if property rights are well-defined and there are
no transaction costs, economic agents will contract to achieve an efficient outcome, irrespective
of who holds the property rights on particular assets. An extension of this reasoning to the
political

sphere

suggests

that

political

and

economic

transactions

create

a

strong

tendency towards policies and institutions that achieve the best outcomes given the
varying needs and requirements of societies, irrespective of who, or which social group, has
political power (2003: 621).

Curiously, his conclusion that “inefficient institutions and policies are chosen because
they serve the interests of politicians or social groups that hold political power at the
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expense of the rest” (2003: 620) runs parallel to those of prior new institutionalists and
would seem to be accommodated within most readings of Coasean politics. It is worth
remembering Coase’s appeal to study the world of positive transaction costs, and the
subsequent augmentations of the Coase theorem to subsume income and wealth effects.
For instance, if it is accepted that the reluctance of special interests to relinquish political
power (i.e., property in franchise) is due to a constraint on compensatory side payments
(i.e., wealth effects afflict would-be rival property holders), there can be little wonder
inefficient outcomes prevail. Acemoğlu, however, goes further than this in arguing that—
even abstracting from transaction costs and wealth effects—political bargains are not
enforceable. That is, inherent commitment problems in political exchange undermine the
applicability of the Coase theorem: “parties holding political power cannot make
commitments to bind their future actions because there is no outside agency with the
coercive capacity to enforce such arrangements” (2003: 620).

Jurisdictional Coase theorems?
Acemoğlu

correctly

points

out

that

only

incentive

compatible

or

self-enforcing

arrangements are feasible when political transfers between the citizens and the state (or
groups controlling the state) can be reneged on. However, by viewing the political Coase
theorem through the lens of political exchange in a unitary state, he underrates the
potential for self-enforcement in compound jurisdictional systems. That is, the presence of
distinct jurisdictions with some protected authority within a constitutional federation
inhibits coercive behavior by the state or those groups controlling it and creates the
conditions for a political-jurisdictional Coase theorem to apply. Barry Weingast’s (1995;
1997) work on market-preserving federalism, for instance, argues that if a government
wants to make a credible commitment to respect property rights—in order to increase
national wealth or placate some group threatening its power, for example—one way to do
this is to create a federal system which limits central control. More recently, Peter Leeson
(2011) has echoed this claim when arguing that competition within a system of governance
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clubs increases constitutional enforceability. He outlines three features that improve on the
self-enforceability of political exchange in a unitary system (2011: 303-4):
First, in the system of clubs governance suppliers are residual claimants on revenues they
generate through constitutional compliance. The second reason the system of clubs facilitates
constitutional self-enforcement is that it’s highly competitive. […] The third reason the
system of clubs facilitates constitutional self-enforcement is that it’s highly assortive.

He argues convincingly that even despite the unreliability of third-party enforcement
and the incentives for politically incumbent groups to defect, when citizens posses viable
exit options the ability of groups controlling the state to reneg on political bargains is
severely curtailed. The result is a constitution that creates mutual gains for all parties—or
in other words (and contra Acemoğlu) one that opens the opportunity for efficient
reallocative political-jurisdictional exchanges.
There are therefore many other implicitly, if not explicitly, Coasean literatures worth
considering. These involve political exchanges within compound jurisdictions or processes
of jurisdictional change, such as: federalism, competitive governance, and Tiebout sorting
(Tiebout 1956; Ostrom, Tiebout & Warren 1961; Buchanan 1965; Tullock 1969; Ostrom
1973, 1976); economic integration and political disintegration, the size and scope of
nations, and secession (Friedman 1977; Bolton, Roland & Spolaore 1996; Alesina &
Spolaore 1997, 2005; Alesina, Spolaore & Wacziarg 1997; Bolton & Roland 1997; Alesina,
Easterly & Matuszeski 2011); and non-territorial, overlapping, multi-level, and polycentric
governance (Casella & Frey 1992; Frey & Eichenberger 1999; Frey 2001; Hooghe & Marks
2001, 2003; Coakley 1994; Nimni 1999, 2004, 2007, 2015). The adjustment of political
jurisdictions (territorial or non-territorial) is based on internalisation of externalities,
transactions costs, and exchange of political and property rights; and is therefore an
expression of the Coase theorem. This is a point seldom made plain, albeit perhaps it is so
trivial and well understood as to suitably remain implied.
The political Coase theorem advises that the reach of the state is simply an
embodiment of specific property rights, and as long as bargaining can occur between
citizens (i.e., those whose property rights would be channeled through the state if
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collective action were to occur), an efficient outcome will occur regardless of the initial
allocation of property. That is, not just an efficient allocation of private property rights,
but of state-mediated property rights too—we arrive at an efficient allocation of state
authority, and efficient policy is enacted. Political Coasean bargaining is most often
depicted as vote trading within an institutional setting of a monocentric, democratic state;
that is, where one policy is enacted at a time and citizens bargain over this policy by
trading property rights for side payments. But the Coase theorem must be applicable to
any initial institutional embodiment of property rights—and, moreover, if an initial
allocation can be changed via bargaining (transfers of property rights and side payments)
then this should also leave open the opportunity for all possible institutional variations to
eventuate (if efficient).
Such institutional variations (in initial allocations and outcomes) should then also
include polycentric systems of jurisdictions, where multiple policies can be enacted
simultaneously and citizens have the option of remaining in situ to bargain, moving to
another jurisdiction, or altering the assignment of jurisdictions. However, most, if not all,
expositions of the political Coase theorem operate within a monocentric framework. They
thus consider only initial political-jurisdictional allocations of property rights and state
authority constituting a single jurisdiction, and preclude the prospects of citizen mobility
and decentralisation into multiple jurisdictions (territorial or non-territorial) from
eventuating. Conversely, a political-jurisdictional Coase theorem would extend analyses to
polycentric jurisdictional arrangements as well.
To this end, consider the Coasean take on federalism. Most generally, federalism,
Tiebout sorting, competitive governance, jurisdictional arbitrage, and the like can be
conceptualised as varieties of ‘jurisdictional markets.’ These processes provide the means to
facilitate efficient transfers of authority between government units of various size, scope,
and scale (Guerra-Puyol 2010). Coase’s insight regarding the transferability of legal rights
applies here too—it is ‘property rights in franchise’ that are exchanged when citizens (and
their property) move between jurisdictions. The provision of public goods and the
enforcement of laws are embodiments of political and property rights. Competition in
governance markets maximises social benefits by facilitating Coase-like bargaining and
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movement towards efficient structure of property and authority. In the end, when people
can freely move between jurisdictions, government powers—which ultimately manifest in
the ability to affect reallocative changes in property rights via deliberate redistribution or
discriminatory public good provisions—will gravitate into the hands of the decisive
majorities who value them the most.
When a citizen remains in situ it is because they are satisfied with the initial allocation
of property rights, even given how political authority relations might potentially altered
them. The citizen might be in the decisive majority and will have a preferred policy
enacted, or they might be in a position to influence the policy via bargaining once the
majority has been revealed (i.e., the standard political Coase-theoretic line with a unitary
state). Conversely, it might be tempting to suggest that when a citizen moves to another
jurisdiction (i.e., Tiebout sorting) they are engaging in something that is analogous to a
Coasean trade—after all, they appear to be (presumably) transferring between two
political-institutional embodiments of property rights, and paying a cost to do so (i.e.,
incurring mobility costs). But this is not the case.
If the encompassing political-institutional system is a federation that allows for citizens
to sort themselves between jurisdictions, then if and when this occurs it does not reflect an
alteration of the initial allocation of property rights but in fact is a revelation of the initial
embodiment of property rights. The more appropriate comparison is a post-intervention,
pre-bargaining structure of rights in a unitary-state system. If an individual decides that
they should move between jurisdictions, it might indeed be the case that they are outside
of the decisive majority in the former jurisdiction, but also that they are inside the decisive
majority in the new jurisdiction. In fact, they form part of the greater majority within the
encompassing political-institutional system that is able to have their preferred policy
enacted without having to resort to political Coasean bargaining and side payments. So
even if they move jurisdictions it is more accurate to say they are in fact satisfied with the
initial allocation of property rights and political authority in the encompassing politicalinstitutional system in its entirety. That is, relative to how political authority relations
might have reallocated property rights in a monocentric alternative. Once the ambiguous,
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obscured (actual) structure of rights has been revealed (i.e., citizens have sorted themselves
into jurisdictions), then Coasean bargains can proceed within each jurisdiction.
In the Tiebout (1956) model of decentralised local governments and fiscally motivated
migration, each jurisdiction offers a (potentially) different bundle of public goods and tax
prices, so that each individual will reveal his or her preference for public services simply by
moving into the community of choice. Inman and Rubinfeld (1988) make the TieboutCoase connection in describing a federalist public economy in which resources are
efficiently allocated and fairly distributed. They argue, however, that the demands of a
first-best Tiebout-Coase world are unrealistic: (1) a public sector operates in a technically
efficient manner so as to generate perfectly competitive supply of all factors of production;
and (2) fully informed and mobile consumers capable of negotiating all trades of mutual
advantage. They contrast the perfect Tiebout-Coase construct to an imperfect world with
imperfect information and imperfect contracting; and conclude that both interjurisdictional and intra-jurisdictional inefficiencies can arise and the political process will
lead to a misallocation of resources within and between jurisdictions. But this conclusion,
like that of Acemoğlu, would seem to cast doubt only over the applicability of the strongform version of the model; not the Coase theorem properly understood in a world of nonzero transaction costs. The invalidity of any of the Tiebout-Coase assumptions would
indeed lead to a failure of that federalist public economy to achieve an efficient allocation
of social resources; but this is precisely what the Coase theorem predicts outside of the
zero transaction cost rubric.
Political sorting changes jurisdictional relations via citizen mobility, but jurisdictional
change also occurs when political boundaries themselves move. For a long while economists
have taken political borders as given. One of the first challenges to this was by David
Friedman (1977) who argued that, in equilibrium, borders maximise the rents of
‘Leviathan’ states, because territories tend to end up with the states who have more to
gain from holding them—a sort of Coase theorem for Leviathans. Similar to this is the
theory in which the size of the (extractive) state is determined by the minimum efficient
scale of military control, which depends in turn on relative prices, technology, and costs of
command-and-control (which are arguably transaction costs) (Olson 1993; Volckart 2002).
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In recent years a small but expanding economic literature has began to address
questions of country formation and break-up with the tools of economic analysis. Alesina
and Spolaore (1997; 2003) investigate the number and size of nations under different
solution concepts: efficient borders (i.e., welfare-maximising), voting equilibria, unilateral
secessions, and rent-maximising Leviathans. Bolton and Roland (1997) study the break-up
of nations by direct majority vote, when income distributions differ across regions, and
regional median voters have different preferences over redistribution. The relationship
between economic integration and the size of countries has been analysed by Alesina and
Spolaore (1997) and Alesina, Spolaore and Wacziarg (2000; 2005).
These authors do come close to espousing a political-jurisdictional Coase theorem in
their work on how transactions costs impact the size and scope of nations. They however
stop short of addressing this in full, only to state that transactions costs delimit the
borders of nations. That is, that borders create transactions costs for economic actors, and
that there is some mechanism for this to be reflected in the way borders are shaped. There
is an imperative for cross-border transactions costs to be minimised, subject to other
considerations such as preference heterogeneity and economies of scale in production of
public goods.
While a larger polity provides public goods more efficiently in per capita terms (i.e.,
fixed costs are shared among more taxpayers) and can better internalise cross-border
externalities, there are also associated costs. As polities become larger, congestion may
overcome some of the benefits; and since citizens share in jointly supplied public goods and
policies a larger polity is also likely to bring about higher heterogeneity of political
preferences across different citizens. But there are also costs to small polities as well:
a smaller polity implies a smaller market and reduces gains from trade and the efficiency of
private contracting. Of course, living under different governments need not preclude
individuals or firms from engaging in cross-border voluntary trade, but borders do increase
costs; governments restrict trade across borders by means of tariffs, subsidies, and quotas.
The trade-offs between benefits and costs of size can be subverted by international
economic integration, e.g. free trade areas, customs unions, supranational organisations,
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confederations, and so on (see Alesina & Spolaore 1997; Alesina, Spolaore & Wacziarg
2000; 2005) That is, the efficiency costs of small polities can be lessened through
international economic integration—market size depends both on polity size and on the
trade regime, and can therefore be increased with reduction in trade barriers. Market size
and political size would be uncorrelated in a world of perfect free trade in which political
borders imposed no costs on international transactions.
Jurisdictional boundaries also change through secession. This has been addressed in the
abovementioned literature on political (dis)integration; in addition, constitutional political
economy has contributed to the economics of secession (see e.g. Lowenberg & Yu 1992;
Chen & Ordeshook 1994; Young 1994; Kurrild-Klitgaard 2002; Graziosi 2007). Alesina and
Spolaore (1997) and Bolton and Roland (1997) show how ‘internal exit’ is a means of
avoiding the tyranny of the majority or, in other terms, of providing a ‘government closer
to the people.’ This is tantamount to avoiding efficiency costs of mismanaged political
commons and providing policy that reallocates political and property rights ‘closer to
efficiently.’
However, the seminal contribution to the economics of secession is that of Buchanan
and Faith (1987). They demonstrate how, in much the same way as sorting, “the prospects
for removal from authority might exert limits on the taxing proclivity of government” and
“threat of secession offers a means of insuring that the central government will, indeed,
stay within those boundaries of political action deemed by the general interests of all
citizens in the inclusive territory” (1987: 1023). Again, this is equivalent to enacting
efficient policy; and again, this outcome will be prevented if “secession is prohibitively
costly due either to the locational interdependence among people in a polity or to the
difficulties of forming coalitions among potential members of any seceding group” (1987:
1023).
Sorting and secession are typically conceived of territorially, but there also exist
comparable, quasi-non-territorial modes of political organisation and exchange. Bruno Frey
applies an economic analysis to political structures that are varieties of federalism,
ultimately making an argument for ‘functional, overlapping, competing, jurisdictions’ that
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are not necessarily territorially sovereign (Casella & Frey 1992; Frey & Eichenberger 1999;
Frey 2001). In such a system there might be (in fact there likely will be) several
governments within the same territory and even governments without territory. This work
aims to promote competition between government units, in contradistinction to
territorially monopolistic government that suppresses competition, as this is argued to
improve the welfare of citizens (i.e., promoting efficiency-enhancing institutions). Political
scientists Liesbet Hooghe and Gary Marks (2001; 2003) analyse the ways that government
is often multi-level with a nested hierarchy of overlapping, task-specific political units and
consider how efficiency constrains these structures. In this sense their work resembles the
approach of territorial federalism and secession; the difference is that jurisdictions are
sometimes non-territorial, like Frey’s FOCJs. Any exposition of a political-jurisdictional
Coase theorem should likewise accommodate the possibility of non-territorial jurisdictional
exchange.

3. Model and taxonomy of political-jurisdictional transitions
This section presents a model of the relationship between political, jurisdictional, and
contracting reallocations of property rights in the political-jurisdictional Coase theorem.
The purpose is to show how changes to the structure of jurisdictions in a polity-economy
have consequences for the allocation of property rights, and how as a result jurisdictional
change should form part of the Coase theorem (along with changes in the nominal
allocation of property rights, and policy changes within jurisdictions). The secondary
purpose is to illustrate a simple taxonomy of political-jurisdictional reallocations (or
transitions) that follow from the model of political, jurisdictional, and market exchanges.
In this model, the polity-economy comprises of citizens, their property, and the
structure of jurisdictions. In addition, we make the distinction between ‘territorial’
property, defined as that which cannot move from territorially defined jurisdictions, and
‘non-territorial’ property, defined as that which can be exchanged across territorial borders
or can move with mobile citizen owners.
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The polity-economy comprises of:
The set of items of territorial, immobile property 𝑇 = {𝑡! , 𝑡! , 𝑡! , … 𝑡! }
The set of items of non-territorial, mobile property 𝑀 = {𝑚! , 𝑚! , 𝑚! , … 𝑚! }
The set of individual citizens 𝐼 = {𝑖! , 𝑖! , 𝑖! , … 𝑖! }
The set of states 𝑆 = {𝑠! , 𝑠! , 𝑠! , … 𝑠! }

FIG 1 Relationships between individual citizens 𝐼,
mobile property 𝑀, territorial property 𝑇, and states 𝑆

These elements—people, property, and states—connected in manifold ways to form the
institutional structure of the economy, which is essentially a structure of jurisdictional and
property rights relations. That is, citizen-state relations and citizen-property relations.
First we define ‘de facto property relations’ as the mappings between individual citizens
and either their territorial, immobile property or their non-territorial, mobile property.
These are labeled ‘de facto’ because they are the apparent or nominal property right claims
that individuals hold prior to the reallocative actions of states.
Define ‘de facto property relations’:
𝑁! : 𝐼 ↔ 𝑇
𝑛!,!
𝑁! =    ⋮
𝑛!,!

⋯
⋱
⋯

𝑛!,!
⋮
𝑛!,!

𝑛!,! ∈ {0, 1}

Where 𝑛!,! = 1 if citizen 𝑖 nominally owns territory 𝑡; and 𝑛!,! = 0 if not
That is, 𝑁! is an incidence matrix representing the nominal property rights claims
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that individual citizens 𝐼 have over territorial, immobile property 𝑇
𝑁! : 𝐼 ↔ 𝑀
𝑁! =   

𝑛!,!
⋮
𝑛!,!

⋯
⋱
⋯

𝑛!,!
⋮
𝑛!,!

𝑛!,! ∈ {0, 1}

Where 𝑛!,! = 1 if citizen 𝑖 nominally owns property 𝑚; and 𝑛!,! = 0 if not
That is, 𝑁! is an incidence matrix representing the nominal property rights claims
that individual citizens 𝐼 have over non-territorial, mobile property 𝑀
Thus define 𝑁 = {  {𝑁! }, {𝑁! }  } as the structure of all nominal property rights claims
that individual citizens 𝐼 have, over both over territorial, immobile property 𝑇, and
non-territorial, mobile property 𝑀

States can have jurisdiction over territory, as is conventional, or they can have
jurisdiction over individual citizens, which is the non-territorial concept. To accommodate
both possibilities, we define the structure of ‘jurisdictional relations’ as the mappings
between states and either their territory (e.g. territorial jurisdictions) or their citizens
(i.e., non-territorial or personal jurisdictions).
Define ‘jurisdictional relations’:
𝐽! : 𝑆 ↔ 𝑇
𝑗!,!
𝐽! =    ⋮
𝑗!,!

⋯
⋱
⋯

𝑗!,!
⋮
𝑗!,!

𝑗!,! ∈ {0, 1}

Where 𝑗!,! = 1 if state 𝑠 has jurisdiction over territory 𝑡; and 𝑗!,! = 0 if not
That is, 𝐽! is an incidence matrix representing the direct jurisdiction that states 𝑆
have over territorial, immobile property 𝑇 (i.e., ‘territorial jurisdiction’)
𝐽! : 𝑆 ↔ 𝐼

𝐽! =   

𝑗!,!
⋮
𝑗!,!

⋯
⋱
⋯

𝑗!,!
⋮
𝑗!,!

𝑗!,! ∈ {0, 1}
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Where 𝑗!,! = 1 if state 𝑠 has jurisdiction over citizen 𝑖; and 𝑗!,! = 0 if not
That is, 𝐽! is an incidence matrix representing the direct jurisdiction that states 𝑆 have
over individual citizens 𝐼 (i.e., ‘personal jurisdiction’)

Further to this, the political-jurisdictional Coase theorem extends to polycentric
jurisdictional arrangements as well, such as local government, economic clubs, federalism,
international relations, and so on. Accordingly, we define the structure of ‘interjurisdictional relations’ as the mappings between states and other states. In this way interjurisdictional relations mediate personal and territorial jurisdictional relations between
states, citizens, and territory. For instance, state 𝑠! might not have jurisdiction over a
citizen 𝑖! , but if state 𝑠! does have jurisdiction over the citizen and there is an interjurisdictional relation between states 𝑠! and 𝑠! , it might be the case that state 𝑠! does in
fact have some influence over the property and person of the citizen. The set of direct
territorial and personal jurisdictional relations and inter-jurisdictional relations therefore
define the set of all jurisdictional relations in the polity-economy.
Define ‘inter-jurisdictional relations’:
𝐽! : 𝑆 ↔ 𝑆

𝐽! =   

𝑗!,!
⋮
𝑗!,!

⋯
⋱
⋯

𝑗!,!∙
⋮
𝑗!,!∙

𝑗!,! ∈ {0, 1}

Where 𝑗!,! = 1 if state 𝑠 has inter-jurisdictional relation with state 𝑠; and 𝑗!,! = 0 if not
That is, 𝐽! is an incidence matrix representing the inter-jurisdictional relations that
mediate personal and territorial jurisdiction relations between states 𝑆 , individual
citizens 𝐼, and territorial, immobile property 𝑇
Thus define 𝐽 = {  {𝐽! }, {𝐽! }, {𝐽! }  } as the structure of all direct jurisdictional relations
that states 𝑆 have over territorial, immobile property 𝑇, individual citizens 𝐼 , and
between themselves
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Next we define the set of ‘state reach relations,’ which represent the effective
jurisdiction that states have over citizens, territory, and property. That is, by combining
the sets of direct territorial and personal jurisdictions and inter-jurisdictional relations
with de facto property relations, this expresses which states have the potential reach over
territorial, immobile property and non-territorial, mobile property (via jurisdiction over
citizen owners), and can therefore potentially affect reallocative changes in property rights.
The set of all state reach relations therefore defines the structure of effective (direct plus
indirect) jurisdictional relations that states have over citizens and their territorial and
mobile property.
Define ‘state reach relations’:
𝑅! : 𝑆 ↔ 𝑇
𝑅! = {  {𝐽! }, {𝐽! ∩ 𝑁! },   {𝐽! ∩ 𝐽! }, {𝐽! ∩ 𝐽! ∩ 𝑁! }  }
𝑅! =   

𝑟!,!
⋮
𝑟!,!

⋯
⋱
⋯

𝑟!,!
⋮
𝑟!,!

𝑟!,! ∈ {0, 1}

Where 𝑟!,! = 1 if state 𝑠 has reach over territory 𝑡; and 𝑟!,! = 0 if not
That is, 𝑅! is an incidence matrix representing the effective (direct plus indirect)
jurisdiction states 𝑆 have over territorial, immobile property 𝑇 (i.e, relations between
states 𝑆 and the territorial, immobile property 𝑇 that they can potentially
redistribute)
𝑅! : 𝑆 ↔ 𝐼
𝑅! = {  {𝐽! }, {𝐽! ∩ 𝑁! },   {𝐽! ∩ 𝐽! }, {𝐽! ∩ 𝐽! ∩ 𝑁! }  }
𝑅! =   

𝑟!,!
⋮
𝑟!,!

⋯
⋱
⋯

𝑟!,!
⋮
𝑟!,!

𝑟!,! ∈ 0, 1

Where 𝑟!,! = 1 if state 𝑠 has reach over citizen 𝑖; and 𝑟!,! = 0 if not
That is, 𝑅! is an incidence matrix representing the effective (direct plus indirect)
jurisdiction states 𝑆 have over individual citizens 𝐼
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𝑅! : 𝑆 ↔ 𝑀
𝑅! = 𝑅! ∩ 𝑁!
𝑅! =   

𝑟!,!
⋮
𝑟!,!

⋯
⋱
⋯

𝑟!,!
⋮
𝑟!,!

𝑟!,! ∈ {0, 1}

Where 𝑟!,! = 1 if state 𝑠 has reach over property 𝑚; and 𝑟!,! = 0 if not
That is, 𝑅! is an incidence matrix representing the effective (direct plus indirect)
jurisdiction states 𝑆 have over non-territorial, mobile property 𝑀 (i.e, relations
between states 𝑆 and the non-territorial, mobile property 𝑀 that they can potentially
redistribute)
Thus define 𝑅 = {  {𝑅! }, {𝑅! }, {𝑅! }  } as the structure of all effective (direct plus indirect)
jurisdictional relations that states 𝑆 have over territorial, immobile property 𝑇 ,
individual citizens 𝐼, and non-territorial, mobile property 𝑀

Next we define the set of ‘policy modification relations,’ which represent the
modifications to nominal property rights claims of citizens that are revealed once the
polity decides upon a policy. By definition these modifications (either revoking or granting
property) cannot be identified prior to the reallocative actions of states. However, the state
reach relations do identify which citizens and which property could potentially be affected
(i.e., are modifiable or not). Following political action, the policy modification relations
show which citizens have benefited or have been harmed and which territorial or mobile
property has been reallocated.
Define ‘policy modification relations’:
𝐿! : 𝐼 ↔ 𝑇
𝑙!!,!!
𝐿 ! =    ⋮
𝑙!∙,!!

⋯
⋱
⋯

𝑙!!,!∙
⋮
𝑙!∙,!∙

𝑙!,! ∈ {−1, 0, 1}

Where if 𝑟!,! = 0  ∀  𝑠 then 𝑙!,! ≡ 0 and ownership of territory 𝑡 by citizen 𝑖 is
unmodifiable by any state 𝑠; if some 𝑟!,! = 1 and 𝑙!,! = −1 then ownership of territory 𝑡
by citizen 𝑖 is modified (revoked); if some 𝑟!,! = 1 and 𝑙!,! = 1 then ownership of
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territory 𝑡 by citizen 𝑖 is modified (granted); and if some 𝑟!,! = 1 and 𝑙!,! = 0 then
ownership of territory 𝑡 by citizen 𝑖 is modifiable yet remains unmodified
That is, 𝐿 ! is an incidence matrix representing the latent modifications to the nominal
property rights claims that individual citizens 𝐼 have over territorial, immobile
property 𝑇, that are revealed once the polity decides upon a policy
𝐿! : 𝐼 ↔ 𝑀

𝐿! =   

𝑙!!,!!
⋮
𝑙!∙,!!

⋯
⋱
⋯

𝑙!!,!∙
⋮
𝑙!∙,!∙

𝑙!,! ∈ {−1, 0, 1}

Where if 𝑟!,! = 0  ∀  𝑠 then 𝑙!,! ≡ 0 and ownership of property 𝑚 by citizen 𝑖 is
unmodifiable by any state 𝑠; if some 𝑟!,! = 1 and 𝑙!,! = −1 then ownership of property
𝑚 by citizen 𝑖 is modified (revoked); if some 𝑟!,! = 1 and 𝑙!,! = 1 then ownership of
property 𝑚 by citizen 𝑖 is modified (granted); and if some 𝑟!,! = 1 and 𝑙!,! = 0 then
ownership of property 𝑚 by citizen 𝑖 is modifiable yet remains unmodified
That is, 𝐿! is an incidence matrix representing the modifications to nominal property
rights claims that individual citizens 𝐼 have over non-territorial, mobile property 𝑀,
that are revealed once the polity decides upon a policy

Finally, the set of ‘de jure property relations’ can be defined as the sum of nominal de
facto property relations and policy modifications. De jure property relations are also
mappings between individual citizens and either their territorial, immobile property or
their non-territorial, mobile property. These are labeled ‘de facto’ because they are the
effective or final property right claims that individuals hold subsequent to political
reallocative actions of states.
Define ‘de jure property relations’:
𝑃! : 𝐼 ↔ 𝑇
𝑃! = 𝑁! +  𝐿 !
𝑝!!,!!
𝑃! =    ⋮
𝑝!∙,!!

⋯
⋱
⋯

𝑝!!,!∙
⋮
𝑝!∙,!∙

𝑝!,! ∈ {0, 1}
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Where 𝑝!,! = 1 if citizen 𝑖 effectively owns territory 𝑡; and 𝑝!,! = 0 if not
That is, 𝑃! is an incidence matrix representing the effective property rights claims that
individual citizens 𝐼 have over territorial, immobile property 𝑇, which will be manifest
once the polity enacts policy
𝑃! : 𝐼 ↔ 𝑀
𝑃! = 𝑁! +  𝐿!
𝑝!!,!!
⋮
𝑃! =   
𝑝!∙,!!

⋯
⋱
⋯

𝑝!!,!∙
⋮
𝑝!∙,!∙

𝑝!,! ∈ {0, 1}

Where 𝑝!,! = 1 if citizen 𝑖 effectively owns territory 𝑡; and 𝑝!,! = 0 if not
That is, 𝑃! is an incidence matrix representing the effective property rights claims
that individual citizens 𝐼 have over non-territorial, mobile property 𝑀, which will be
manifest once the polity enacts policy
Thus define 𝑃 = {  {𝑃! }, {𝑃! }  } as the structure of all effective property rights relations,
both territorial, immobile 𝑇 and non-territorial mobile 𝑀

Now that we have set out the basic structure of the polity-economy—comprising
citizens, property, and states—we can explore the consequences of changes to the structure
of jurisdictions for the allocation of property rights, and for the political-jurisdictional
Coase theorem. Consider the following model in which 𝑊 denotes aggregate social welfare
𝑊 = 𝐹 𝑃, 𝑋 where 𝑋 is a vector of economic, geographic, social or other characteristics
that are taken as given and that influence social welfare directly, and 𝑃 is the structure of
all effective property rights relations in the polity-economy, as above. Define ℙ ∙ 𝑋) as the
set of effective property rights relations that maximise welfare, given a vector of
characteristics 𝑋, so that
𝑃 ∗ 𝑋 ∈   ℙ ∙ 𝑋)    ⇔    𝑃 ∗ 𝑋 ∈    arg  max 𝐹(𝑃, 𝑋).
!

The Coase theorem maintains that there are forces leading the polity-economy towards
some 𝑃 ∗ 𝑋 in ℙ ∙ 𝑋). That is, to some allocation of effective property rights relations that
is optimally efficient and maxmises social welfare. If a polity-economy is at some property
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allocation 𝑃 𝑋 ∉ ℙ ∙ 𝑋) a reallocation to 𝑃 ∗ 𝑋 ∈ ℙ ∙ 𝑋) would create aggregate welfare
gains. If the gains were Pareto improving they could be apportioned to citizens as side
payments and the polity-economy would approach the optimal allocation. ℙ ∙ 𝑋) is the set
of property allocations that maximise welfare and is therefore not necessarily a singleton.
There could be appreciably different property allocations in two polity-economies, but with
equivalent levels of aggregate welfare. Or there could be identical property allocations with
different levels of welfare. This is because the vector of economic, geographic, social or
other characteristics 𝑋 is also in the argument, and each polity-economy will move to the
allocation of property rights that are appropriate for their own situations. That is, two
polity-economies with characteristics 𝑋 and 𝑋′ ≠ 𝑋 do not have equivalent welfare
optimums 𝐹(𝑃 ∗ 𝑋 , 𝑋) ≠ 𝐹(𝑃 ∗ 𝑋 ! , 𝑋′). And moreover, the welfare in each polity-economy
(given its other characteristics) is greater than if it were to adopt the other’s optimal
property allocation; so that 𝐹 𝑃 ∗ 𝑋 , 𝑋 > 𝐹(𝑃 ∗ 𝑋 ! , 𝑋) and 𝐹 𝑃 ∗ 𝑋′ , 𝑋′ > 𝐹(𝑃 ∗ 𝑋 , 𝑋′).
But notice, however, that there are many ways those polity-economies can differ aside
from just their final de jure property right allocations. Property rights also change through
political-jurisdictional reallocations (or transitions). Recall that 𝑃 = 𝐹 𝑁, 𝐿 where 𝑁   is the
structure of all nominal property rights claims, and 𝐿 is the modifications to those nominal
property rights claims that are revealed once the polity decides upon a policy. What this
means is that changes and differences in de jure property rights 𝑃 are in fact the result of
changes and differences in de facto property rights 𝑁 and policy modifications 𝐿.
But again recall that 𝐿 = 𝐹 𝑅, 𝑉 where 𝑅 is the structure of all effective jurisdictions of
states over property rights claims, and 𝑉 is defined as the set of revealed modifications
(i.e., actual redistributions, either revoking or granting property) that follow from the
political reallocative actions of states. Again this means that changes and differences in
policy modifications 𝐿 can be due to changes and differences in the reaches of states in the
polity-economy.
Finally recall that 𝑅 = 𝐹 𝑁, 𝐽 where 𝑁 is the structure of all nominal property rights
claims, and 𝐽 is the structure of all direct jurisdictions that states have over territory,
citizens, and between themselves. That is, transitions in the structure of de jure property
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rights relations 𝑃 are a function of transitions in de facto property rights relations 𝑁 and
transitions in jurisdictional relations 𝐽, as well as political reallocations 𝑉. The upshot is
that in this model de facto property rights and jurisdictions are the most basic connections
forming the institutional structure of the economy. Constitutional rules (or norms)
permitting or constraining political redistribution are also an important feature.
Now reconsider the model of aggregate social welfare 𝑊 = 𝐹 𝑃, 𝑋 = 𝐹(𝑁, 𝐽, 𝑉, 𝑋). Define
ℕ ∙ 𝐽, 𝑉, 𝑋) as the set of nominal property rights claims that maximise welfare, given vector
of characteristics 𝑋, political reallocations 𝑉, and the set of direct jurisdictions 𝐽, so that
𝑁 ∗ 𝐽, 𝑉, 𝑋 ∈   ℕ ∙ 𝐽, 𝑉, 𝑋)    ⇔    𝑁 ∗ 𝐽, 𝑉, 𝑋 ∈    arg  max 𝐹(𝑁, 𝐽, 𝑉, 𝑋).
!

Also define 𝕁 ∙ 𝑁, 𝑉, 𝑋) as the set of direct jurisdictions that maximise welfare, given a
vector of characteristics 𝑋, political reallocations 𝑉, and the set of nominal property rights
claims 𝑁, so that
𝐽∗ 𝑁, 𝑉, 𝑋 ∈   𝕁 ∙ 𝑁, 𝑉, 𝑋)    ⇔    𝐽∗ 𝑁, 𝑉, 𝑋 ∈    arg  max 𝐹(𝑁, 𝐽, 𝑉, 𝑋).
!

And finally define 𝕍 ∙ 𝑁, 𝐽, 𝑋) as the set political reallocations that maximise welfare, given
a vector of characteristics 𝑋, the set of direct jurisdictions 𝐽, and the set of nominal
property rights claims 𝑁, so that
𝑉 ∗ 𝑁, 𝐽, 𝑋 ∈   𝕍 ∙ 𝑁, 𝐽, 𝑋)    ⇔    𝑉 ∗ 𝑁, 𝐽, 𝑋 ∈    arg  max 𝐹(𝑁, 𝐽, 𝑉, 𝑋).
!

Then, as per the political-jurisdictional Coase theorem, the forces leading polityeconomies towards some 𝑃 ∗ 𝑋 in ℙ ∙ 𝑋) are rather leading them towards some 𝑁 ∗ 𝐽, 𝑉, 𝑋
in ℕ ∙ 𝐽, 𝑉, 𝑋) , some 𝐽∗ 𝑁, 𝑉, 𝑋 in 𝕁 ∙ 𝑁, 𝑉, 𝑋) , and some 𝑉 ∗ 𝑁, 𝐽, 𝑋 in 𝕍 ∙ 𝑁, 𝐽, 𝑋) . Put
simply, the optimally efficient allocation of property rights that maxmises social welfare
can be achieved by making reallocations in markets, jurisdictions, or politics. If a polityeconomy is at some property allocation 𝑃 𝑋 ∉ ℙ ∙ 𝑋) a reallocation to 𝑃 ∗ 𝑋 ∈ ℙ ∙ 𝑋)
could proceed by moving to a combination of optimal nominal property allocation, optimal
jurisdictional structure, and optimal political reallocations. This could occur by making
adjustments in one, two, or all three of these domains (i.e., markets, jurisdictions, or
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politics). By the same token, an adjustment that creates aggregate welfare losses (say,
inefficient political reallocation) can be repaired with recourse to the other domains (in this
case, private exchange or jurisdictional change). Market, jurisdictional, and political
exchange work in tandem to bring about the Coase-theoretic optimal allocation of property
rights.
Moreover, ℕ ∙ 𝐽, 𝑉, 𝑋) , 𝕁 ∙ 𝑁, 𝑉, 𝑋) , and 𝕍 ∙ 𝑁, 𝐽, 𝑋) are the sets of nominal property
allocation, jurisdictional structure, and political reallocations that maximise welfare and
are therefore not necessarily singletons. This means that there are potentially very many
optimal combinations of nominal property rights, jurisdictions, and political reallocations
that could produce the welfare maxmising outcome. In fact, in theory any combination of
two out of the three components could produce the result, if the third mechanism is used
judiciously to calibrate and repair the allocation of property rights. For example,
conceivably a monocentric state and nominal allocation in which all property rights are
assigned to a single citizen could fall within the optimal set of rights, jurisdictions, and
policies provided that the political mechanism works perfectly to reallocate property in the
direction of the social welfare maxmising outcome.
Now, not only could it be that two polity-economies with appreciably different de jure
property allocations could have equivalent levels of aggregate welfare (or identical property
allocations and different welfare levels). Further to this, two polity-economies with
identical de jure property allocations could have equivalent levels of aggregate welfare
despite considerably different de facto property allocations, jurisdictional structures, and
redistributive politics. This is not just because they have different other characteristics
𝑋 ≠ 𝑋′ but due to the three reallocative mechanisms available to them. To demonstrate
this, consider two polity-economies with identical other characteristics 𝑋 = 𝑋′ (or put
another way, different configurations of the same polity-economy). The optimal allocations
of de jure property rights will therefore be identical and produce identical maximum
∗

∗

∗

aggregate welfare 𝐹 𝑃 ∗ ∙ , 𝑋 = 𝐹 𝑁 ∗ ∙ , 𝐽∗ ∙ , 𝑉 ∗ ∙ , 𝑋 = 𝐹 𝑁 ! ∙ , 𝐽! ∙ , 𝑉 ! ∙ , 𝑋 ! , despite
∗

the fact that de facto rights, jurisdictions, and policies could be different 𝑁 ∗ ∙ ≠ 𝑁 ! ∙ ,
∗

∗

𝐽∗ ∙ ≠ 𝐽! ∙ , and 𝑉 ∗ ∙ ≠ 𝑉 ! ∙ . And moreover, the welfare in each polity-economy would
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diminish if it were to partly adopt the other’s optimal configurations of de facto rights,
jurisdictions, or policies (i.e., they are only optimal in tandem).
The conclusion of this model is that the transitioning of effective de jure property rights
in a polity-economy is actually coeval of nominal de facto property rights 𝑁, jurisdictions
𝐽, and redistributive politics 𝑉. The transitions of nominal property rights 𝑁 occur when
the relations 𝑁! : 𝐼 ↔ 𝑇 and 𝑁! : 𝐼 ↔ 𝑀 change; that is, when individuals trade 𝑇 and 𝑀 in
free exchange. The transitions in jurisdictions 𝐽 occur when the relations 𝐽! : 𝑆 ↔ 𝑇 ,
𝐽! : 𝑆 ↔ 𝐼, and 𝐽! : 𝑆 ↔ 𝑆 change; that is, when territorial jurisdictional boundaries change
(𝐽! ), when non-territorial (personal) jurisdictional boundaries change (𝐽! ), and when interjurisdictional boundaries change (𝐽! ). And the transitions in redistributive policies 𝑉 occur
when the polity decides upon a policy and the reallocative actions of states have taken
place, and are represented as changes in the relations 𝐿 ! : 𝐼 ↔ 𝑇 and 𝐿! : 𝐼 ↔ 𝑀.
All transitions in the institutional structure of the economy (property rights) must
derive from transitions in 𝑁, 𝐽, and 𝑉 (with subsequent side payments). The upshot is that
property right transitions associate to ‘flipping’ in the elements of the de facto property
rights relations ( 𝑁! , 𝑁! ), jurisdictional relations ( 𝐽! , 𝐽! , 𝐽! ), and policy modification
relations (𝐿 ! , 𝐿! ). For 𝑁 and 𝐽, flipping the {0, 1} elements 𝑛!,! , 𝑛!,! , 𝑗!,! , 𝑗!,! , or 𝑗!,! will
change the reach of states over citizens and their property, and therefore potentially lead
to a change in the de jure allocation of property rights. For 𝑉, flipping the {−1, 0, 1}
elements 𝑙!,! or 𝑙!,! will change policy modifications of de facto rights and therefore cause
reallocative changes to the de jure allocation of property rights.
Note that various constraints could be placed on the elements and flipping, depending
on the institutional rules in play. For example, a constraint could be placed on elements
𝑛!,! and 𝑛!,! to ensure an exclusive ownership rule e.g. if 𝑛!,! = 1 then 𝑛!,! = 0  ∀𝚤 ≠ 𝑖; and
if 𝑛!,! = 1 then 𝑛!,! = 0  ∀𝚤 ≠ 𝑖. If this were the case then a flip in element 𝑛!,! would need
to be accompanied by a

corresponding flip in some element 𝑛!,! as the property is

transferred from citizen 𝑖 to citizen 𝚤  . Similarly, a flip in any 𝑛!,! would need to be
accompanied by a corresponding flip in some other element 𝑛!,! under this exclusive
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ownership rule. Conversely, communal ownership relations could be made possible using
different constraints on the elements (or none at all).
For jurisdictional exchanges, in the most general case, flips in elements 𝑗!,! , 𝑗!,! , or 𝑗!,!
need not be accompanied by a corresponding flip in some other element. However, some
constraints could be placed on the flipping of these elements as indicative of some
constitutional rules pertaining to the jurisdictional structure of a polity-economy. For
example, the constraint

!
!!!,∀! 𝑗!,!

= 1 would indicate an exclusive territorial jurisdiction

rule (i.e., no two states could have jurisdiction over the same territory). Constraints on the
jurisdictional form, to the extent that they prohibit certain forms, can conceptualised as
imposing infinite (or prohibitive) transaction costs on jurisdictional exchanges (i.e., citizen
mobility, re-bordering, secession). Generally, a flip in any 𝑙!,! or 𝑙!,! would need to be
accompanied by a corresponding flip in some other element 𝑙!,! or 𝑙!,! respectively (i.e.,
what is redistributed must be revoked from one citizen and granted to another). Further
constitutional rules could be imposed on the flipping of these elements in much the same
way the ‘constitutional constraints’ are generally conceived (i.e., on rent seeking, taming
leviathan, etc.).
More to the point of the political-jurisdictional Coase theorem, the exchanges in
nominal property rights and jurisdictional transitions correspond to a taxonomy of
political-jurisdictional phenomena. These include private exchange between individuals,
and territorial and non-territorial secession, union, sorting, and rebordering (see the
appendix). For now, let us note that each type of political-jurisdictional exchange has a
different type of transaction cost associated with it—whether it is a within-jurisdictional
private exchange in territorial property, or a between-jurisdictional private exchange in
mobile property, or territorial sorting between jurisdictions, or non-territorial secession
from a jurisdiction, or so on. The comparative impositions of transaction costs will
therefore bias the path of political-jurisdictional transitions, with implications for the
efficiency of property right allocations (and underlying formations of people, polities, and
policies).
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4. The political-jurisdictional Coase theorem
A simple analogy
The Coase theorem can be applied to a bargaining problem between polities. This section
offers a simple illustration of this by drawing an analogy between the distribution of
resources among bargaining firms and the distribution of citizens and property among
jurisdictions. We then use this to explore the implications of alternative constitutive
allocations of political authority over said citizens and policy areas (cf. property rights
entitlements and legal rules). The main purpose is to clarify the logic of the politicaljurisdictional Coase theorem before moving on to a more detailed account of it.
The upshot from the simple two-state example is that the logic of Coasean bargaining
potentially undermines the ideal of a monocentric political-jurisdictional order. Any such
state can only be justified insofar as it does not suppress the formation of new states (i.e.,
does not quell secession). That is to say, the transaction costs of affecting politicaljurisdictional change should be non-prohibitive (converging on zero). If this is not the case,
then the prevailing institutional arrangement is suspect, from a Coasean perspective—we
cannot be sure that it is optimal or if further, efficiency enhancing political-jurisdictional
exchanges could be made.
The Coasean dictum is that in a world without transaction costs, people would bargain
with one another to produce the most efficient distribution of resources, regardless of the
initial allocation of property rights over said resources. One possible jurisdictional analogy
is to say, in a world without mobility costs, states would bargain with one another to
produce the most efficient distribution of citizens, regardless of the initial allocation of
authority rights over said citizens. Or more accurately, it is the citizens themselves that
would bring about this result. This is, of course, the Tiebout (1956) model of political
sorting in a federalist public economy.
But the analogy is perhaps more interesting in relation to secession and the formation
of new states. When the initial allocation of authority is monopolistic the Coasean dictum
becomes: in a world without secession costs, states will bargain to produce the most
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efficient distribution of citizens, regardless of the initial allocation of authority rights over
said citizens. Put another way, the optimal end state (i.e., monocentric versus polycentric,
or monopolistic versus partitioned) is invariant to an initial allocation of political authority
only if Coasean bargaining with zero secession costs is allowed to proceed between affected
states (i.e., an incumbent state and latent states). If ideal Coase-theoretic conditions are
not met—or rather, if they are actively manipulated or suppressed—then a prevailing
monopolistic state is difficult to justify in Coasean perspective.
To illustrate, consider the familiar example of the cattle farmer and the crop farmer. In
The Problem of Social Cost, Coase uses the example of two neighbouring farming
properties with no fencing, such that straying cattle from one farm trample and destroy
the crops of the other. This, of course, imposes a negative externality from one farm to the
other, which is given as an assumption: no matter what, economic activity on the part of
the cattle farmer imposes a negative externality on the crop farmer.
The question is, how much activity (i.e., how many cattle) will the cattle farmer
undertake? The more cattle, the greater the externality, up to some point. Coase argued
that if we lived in a world without transaction costs, the two farmers would bargain with
one another to produce the most efficient distribution of resources, regardless of the initial
allocation. That is to say, they would coordinate activities (the cattle farmer would raise
so many cattle and the crop farmer would plant so many crops) so as to maximise the
joint value of their economic activity, and side payments would be arranged as part of the
bargain. If cattle raising was more productive, the cattle farmer would raise more cattle
and compensate the crop farmer. In the extreme, the cattle farmer would ‘rent’ both
properties and the crop farmer would plant no crops but receive income solely in the form
of a side payment from the cattle farmer (or visa versa).
So in this example: (1) two farmers are endowed with an initial allocation of property
rights over plots of land; (2) the object of each farm is to maximise income; (3) this is
achieved by utilising their property to produce value (via goods); (4) one farmer imposes a
negative externality on another; and (5) if the two farmers can easily bargain with each
other they will internalise the externality with transfer of property and side payments.
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Essentially, the cattle farmer generates an external cost on the crop farmer by reducing the
income derived from the crop farmer’s plots of land. If the cattle-good is more valuable
than the crop-good, the cattle farmer will take over more and more plots of land from the
crop farmer, until the efficient distribution of resources is achieved. Of course this depends
on zero transactions costs (or tolerable operation of bargaining) (see FIG 2 below).
BEFORE TRANSACTION

CATTLE FARM

CROP FARM

AFTER TRANSACTION

CATTLE FARM

CROP FARM

FIG 2 Cattle farmer bargains so as to raise more cattle
and control more plots of land (without transaction costs)

Now consider that instead of bargaining over control of plots of land like the farmers,
states bargain over control of citizens. Further, states ‘use’ citizens to produce welfare (cf.
income) by way of policy (cf. goods). In this analogy: (1) two states are endowed with an
initial allocation of authority rights over citizens; (2) the object of each state is to
maximise utility; (3) this is achieved by utilising their authority to produce welfare (via
policy); (4) one state imposes a negative externality on another; and (5) if the two states
can easily bargain with each other they will internalise the externality with transfer of
authority and side payments. Essentially, the incumbent state generates an external cost
on the latent state by reducing the utility derived from the latent state’s citizens. If
incumbent-policy is generates more social welfare than the latent-policy, the incumbent
state will take over more and more citizens from the latent state, until the efficient
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distribution of resources (citizens) is achieved. And again, this is all dependent on zero
secession costs (or tolerable operation of bargaining).
BEFORE TRANSACTION

INCUMBENT STATE

LATENT STATE

AFTER TRANSACTION

INCUMBENT STATE

NEW STATE

FIG 3 Latent state bargains so as to enact policy of its own
and control its own citizenry (without secession costs)

The example of secession, however, begins with a monopolistic allocation of authority
rights over citizens. In such a case, the incumbent state is imposing a negative externality
on the latent state, since it is reducing the utility of potential latent-state citizens and is
thus reducing the welfare that would otherwise be produced by the latent state (if it were
to exist). Assuming zero secession costs, the latent state would be able to bargain with the
incumbent state for authority over its potential citizenry, and we would arrive at the
externality internalising efficient outcome of two states (FIG 3 above).
We know however, that secession costs are rarely, if ever, tolerable. This is because the
chief arbiter of these costs is the incumbent state itself; and incumbent states often
actively quell secession and suppress bargaining efforts. This tendency might be explained
by Coase’s insight as to the reciprocal nature of externality. Notwithstanding, if secession
costs are indeed a barrier to bargaining and the efficient outcome then the result that we
are left with a monopolistic incumbent state is a perverse one (see FIG 4 below).
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BEFORE TRANSACTION

INCUMBENT STATE

LATENT STATE

AFTER TRANSACTION

INCUMBENT STATE

LATENT STATE

FIG 4 Latent state is unable to bargain for policy authority
and control of its own citizenry (with secession costs)
BEFORE TRANSACTION

AFTER TRANSACTION

INCUMBENT STATE

INCUMBENT STATE

FIG 5 There is no latent state and no need
for bargaining (without secession costs)
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Conversely, if secession costs are zero and the bargaining process results in a
monopolistic state, then this is evidence that there was in fact no latent state to begin
with, and all is well in the world (FIG 5 above). The upshot of all of this is that a
monopolistic outcome can only be justified by appeal to the logic of Coasean bargaining
and transaction cost economics when secession costs are demonstrably small and the
bargaining process operates tolerably well. Since the incumbent state is the arbiter of these
costs, rather than suppressing bargaining efforts it should support the emergence of latent
states. Paradoxically, anything less would seem to undermine the legitimacy of an observed
monopolistic outcome.

The political-jurisdictional Coase theorem
Let’s now elaborate on the simple model of Coasean jurisdictional change by outlining a
‘political-jurisdictional Coase theorem’ proper. As mentioned, the ‘political’ side to this
task has been covered before (e.g. Buchanan & Tullock 1962, Vira 1997; Acemoğlu 2003;
Parisi 2003). Similarly, arguably the ‘jurisdictional’ side has been covered too (e.g.
Friedman 1977; Frey 2001; Alesina & Spolaore 2005), but these authors do not frame their
work in Coasean terms. The objective is a framework that subsumes both political and
jurisdictional interpretations of the Coase theorem.
In the PJCT framework there are three ways that property rights can be exchanged or
reallocated within a society: (1) private exchange; (2) political exchange; and
(3) jurisdictional exchange. The purpose of these mechanisms is to reduce or eliminate
externalities by reallocating rights in such a way as to approach the ‘efficient’ allocation of
rights for that society. And there are transaction costs associated with private, political,
and jurisdictional exchange: (1) contracting transaction costs; (2) political transaction
costs; and (3) jurisdictional transaction costs. We have externalities, exchange, and
transaction costs—all the requisite components to use the Coase theorem to talk about
these phenomena.
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Political interpretations of the Coase theorem take as given the prevailing political
system and describe Coasean bargains within it; for example, how post-vote trades
improve efficiency, given transactions costs and institutional rule-constraints. But the
Coase theorem can also be used to describe the efficiency of an allocation of political
authority. It also explains how policies within a polity change, and how citizens conduct
transactions with the state to influence policy.
Distributional conflicts are central to political economy and new institutional
economics. These are conflicts over who gets what and how much they get; the item to be
distributed is usually tangible—money, land, better housing, better schools, or better jobs,
for example. The ‘political’ in the political-jurisdictional Coase theorem can be thought of
in these terms. Distributional conflict is borne out when citizens bargain over government
policies that effect property right reallocations within a polity; this might be through
direct redistribution of property and income, or through indirect means via unevenly
distributed tax incidences and public good provisions. Given the zero transaction cost
assumption, citizens will continue to bargain until externalities have been exhausted—
efficient policy is thereby enacted and property rights are efficiently allocated.
The adjustment of political jurisdictions is also based on internalisation of externalities,
transactions costs, and Coasean bargaining; we often talk of efficiency in the matching of
policy, jurisdictions, and citizens in compound political systems. That is, political
integration and disintegration is a Coasean phenomenon in which transfers of property
rights are made to internalise externalities and realise potential gains (e.g. Alesina &
Spolaore 2005). Tiebout sorting, too, is an expression of the Coase theorem—a point
seldom made explicit, perhaps so trivial as to suitably remain implicit—but since there are
constraints on jurisdictional boundaries, it is people who sort themselves among
jurisdictions in ways that realise gains from trade and exchanges of political and property
entitlements. Similarly, a world of deterritorialised political jurisdictions (e.g. Frey 2001;
Hooghe & Marks 2001) would also be governed by Coase-theoretic transfers—in this
setting it is jurisdictions themselves that adjust in such as way to transfer property rights
and realise gains from trade (i.e., much like in Alesina & Spolaore 2005).
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Another component of the political-jurisictional Coase theorem is to think of a state as
a sort of ‘political commons.’ The resource that is being managed is the allocation of
property rights within a society; or more accurately, it is the level of social value that is
determined by the efficient (or not) allocation of rights. That is, the state can be used to
reallocated rights in an efficient manner (tantamount to a properly managed commons) or
it can reallocate property rights to individuals in their own personal interest but so that
efficiency is compromised (a poorly managed commons).
Citizens differentially contribute to and draw from a political commons. Net positions
vis-à-vis a political commons modify the (nominal) allocation of property rights in a polity.
Changing access to and boundaries of a political commons therefore modifies an allocation
of property rights. This occurs either politically (access) or jurisdictionally (boundaries).
Politically—citizens change access to political commons via: (1) production of public goods
(i.e., provision and tax incidence), protection of law (i.e., constraints on use of property),
and redistribution of property. Jurisdictionally—citizens change boundaries of political
commons via: (2) secession from polity; (3) union of polities; (4) sorting between polities,
or (5) re-bordering of polities. Note that these jurisdictional changes might be territorial or
non-territorial (e.g. non-territorial secession).
So further to private exchanges of property rights, these processes effect changes in an
allocation of property rights—such political and jurisdictional exchanges are the subject of
the political-jurisdictional Coase theorem. The PJCT characterises the efficiency of an
allocation of political-economic activity (i.e., property rights as mediated by jurisdictions
and political exchanges) in the presence of externalities:
Regardless of the initial allocation of legal entitlements (i.e., property rights, jurisdictions,
policies) if transaction costs are not prohibitively high and trade in externalities is possible
then bargaining will lead to an efficient allocation of property rights and political authority.

Political-jurisdictional transaction costs: (1) are positive; (2) manipulable; (3) often
inhibitive and sometimes expressly prohibitive of certain exchanges; (4) differ by types of
exchanges; and therefore (5) unevenly fall on different groups and individuals. Income and
wealth effects are pervasive—relative positions (i.e., the initial allocation of property rights,
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jurisdictions, policies) influence value determinations and the final allocation; individuals
and groups must not be constrained in their ability to make side payments that
compensate political-jurisdictional exchanges. And strategic behaviour, information
asymmetries, and free riding may beset bargaining processes.
Under such conditions the political-jurisdictional Coase theorem doesn’t break down but
rather tells a double-edged story: (1) casting doubt over the efficiency of prevailing
allocations of property rights and political authority; but also (2) predicting that the
prevailing allocation might not necessarily move toward an optimally efficient outcome in
the future. My claim is not that any allocation of property rights and political authority
will inevitably move toward an efficient allocation. Rather we can only say simply that in
the highly stylised (and fictional) world without transaction costs, wealth effects, and
strategic behaviour citizens would be able to bargain to the outcome—this is only a
starting point for analysis and comparison. The initial allocation of legal entitlements (i.e.,
property rights, jurisdictions, policies) and the manipulability of transaction costs therefore
become all the more important in the real world of positive transaction costs, non-trivial
wealth effects, and strategic behaviour.
Therefore normative corollaries to the PJCT are: (1) develop rules that approximate
the zero transaction-cost setting as closely as possible; and (2) assign legal entitlements
(i.e., property rights, jurisdictions, policies) to citizens for whom the cost of realising or
resolving externalities are lowest, i.e., as close to the optimal outcome as possible.
However, the most valued allocation of entitlements is unknowable in advance—no
external observer can determine the efficient allocation (or could only pick it by
happenchance, with vanishingly small probability) or whether a particular trade falls short
of some theoretical optimum (so the second corollary is no good). Political-jurisdictional
transaction costs are therefore the only available proxy of efficiency. Or put another way,
it is these transaction costs that prevent curative trades in political-jurisdictional
externalities and obstruct an efficient allocation of legal entitlements (i.e., property rights,
jurisdictions, policies)—and should be the focus of institutional reform.
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Political-jurisdictional transaction costs are manipulable (i.e., as a form of rent-seeking)
(Twight 1988; 1994; 2003). ‘Natural’ PJTCs are those that would exist even if all political
actors tried to minimise transaction-cost impediments to political-jurisdictional exchanges.
Whereas ‘contrived’ PJTCs on the other hand are created by political actors as the
product of their self-interested use of the mechanisms of government. By manipulating the
costs of collective action encountered by individuals and groups political actors control or
bias the possible paths that future exchanges in property rights and political authority
might take.
Political-jurisdictional transaction costs are sometimes expressly prohibitive of certain
exchanges (i.e., PJTCs → ∞); examples of this include inalienable rights (e.g. slavery) or
rights that are as yet largely unconceived (e.g. access to non-territorial or unbundled
political commons). Accordingly, political-jurisdictional transaction costs differ by types of
exchanges. Political transaction costs (re: access to political commons) are costs incurred
in making a political exchange, and thereby modifying the allocation of property rights,
via: (1) productive, protective, or redistributive functions of the state. Jurisdictional
transaction costs (re: boundaries of political commons) are costs incurred in making a
(territorial or non-territorial) jurisdictional exchange, and thereby modifying the allocation
of property rights, via: (2) secession; (3) union; (4) sorting, or (5) re-bordering.
The relative sizes and incidences of PJTCs also bias the possible paths that future
exchanges in property rights and political authority might take. Political-jurisdictional
transaction costs fall unevenly on individuals and groups; this too biases future exchanges
in property rights and political authority. As a result, political-jurisdictional changes (and
attendant changes in the allocation of property rights) exhibit path dependence within and
about basins of attraction. The upshot is that a prevailing allocation of property rights and
political authority, given relative sizes and incidences of PJTCs, might fall outside the
basin of attraction of the ‘optimum.’ If this is the case the system is constrained and can
only reach the optimum by reducing PJTCs or by sudden shift in institutional space. This
is explored in the following two sections on the political-jurisdictional possibilities frontier
and the political-jurisdictional transformation frontier.
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The PJCT is not limited to ideal Coase-theoretic conditions but describes how and why
political-jurisdictional solutions fail to eventuate: namely, when transactions costs are nonzero (or prohibitively high). We can interpret many episodes from history in light of this:
Non-optimal initial allocation of political authority + prohibitive political transaction costs +
perverse income/wealth effects = inefficient allocation of political authority

This applies at all levels of jurisdiction, but especially to nation/state incongruities or
‘the problem of the nation-state’—e.g. matching peoples to maps (ethnic cleansing),
matching maps to peoples (re-bordering), and proposed non-territorial responses (e.g.
national-cultural autonomy). The Coasean corollaries actually inform us as to why the
current state of the world might not be optimal. That is to say when transaction costs are
prohibitive we have no reason to believe the current allocation of state authorities
(jurisdictional design, nation-state mappings) is efficient or optimal. This would only be
the case if the initial allocation was optimal, or close enough to optimality such that the
efficiency-enhancing political transactions that are possible can be carried out.
The corollary to the Coase theorem is that the initial allocation of people to countries
becomes all the more important in a world with positive transaction costs. My claim is
that if the initial allocation is inefficient (i.e., nation-states as we know them) prohibitively
high transaction costs will impede a more efficient allocation from obtaining, whatever that
may look like. This may explain why non-territorial and unbundled states are rare in
history.

Conversely,

notwithstanding

prohibitive

transaction

costs,

non-territorial

unbundled states might simply be inefficient.
In any case, the upshot (running parallel to the point made in new institutional
economics) is that we should strive to reduce political-jurisdictional transaction costs if we
wish to obtain an efficient allocation of policies, peoples, and polities. Indeed, the
theoretical optimum in a zero transaction cost world is still the benchmark (though it may
ultimately be unattainable) and we move towards it by reducing transaction costs as far as
possible.
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To the extent that transaction costs are relevant one should be sceptical that a
prevailing allocation of rights is efficient. The very presence of political transaction costs
therefore casts doubt over the efficiency of prevailing allocations of political rights in, for
example, traditionally conceived nation-states (i.e., territorially monopolistic, nonoverlapping). On the one hand, granted, transaction costs might impede non-territorial
states from emerging, on the other hand it is transaction costs that explain why current
states are probably sub-optimal.
Similarly, the purpose of the theorem (as other economists have augmented it) is to
state that wealth effects do matter. Income and wealth effects do also imply an externality.
What matters is which agent has the ability to put the property to its most valuable use
not that they have equal ownership of assets. In other words, wealth effects only matter if
someone who could put the property to better use is constrained in their ability to make
an exchange with the current owner of that property. When they matter, as they
inevitably do, the initial allocation of property rights retains importance.
Therefore, when wealth or income effects are present the initial allocation of political
authority in jurisdictions is important and these effects might prevent the system from
moving towards the efficient outcome. Again the contention is not that any allocation of
political authority will automatically move toward an efficient non-territorial allocation,
simply that in a world without wealth effects citizens would be able to bargain to the
outcome. But this is only a starting point of comparison because clearly in the real world
wealth effects matter.
Like transaction costs, the existence of wealth effects actually explains why current
allocations of property rights (and political authority) could be suboptimal. As mentioned
above, the Coase theorem doesn’t break down but rather (1) implies that the current
allocation is inefficient and (2) predicts that it might not necessarily move toward to
optimal outcome in the future. Again, this sheds light on a likely explanation for why
political authority is not currently allocated optimally: disenfranchised citizens lack the
requisite wealth to make political exchanges and effect jurisdictional change. This is fully
consistent with the Coase theorem, properly understood. And again, this is a double-edged
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sword: the extent to which wealth effects are prevalent (1) casts doubt on prevailing
allocations of political authority in traditionally defined nation-states, but also (2) likely
prevents a more efficient allocation of political authority from emerging.
While transaction costs and wealth effects might thwart the claim that political
exchanges necessarily lead to an optimally efficient non-territorial unbundled jurisdiction;
that is not my claim. The prerogative is only to show how the Coase theorem can be
applied to political and jurisdictional exchanges. In perfect Coase-theoretic conditions a
political-jurisdictional system will arrive at an optimally efficient outcome; in imperfect
real-world conditions there is no such guarantee.
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