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I. 
Introduction

Transaction cost and contract are two key words, which navigated the orthodox economics along with the route which bounds to the territory of institution. Methodological individualism served to be bedrock upon which to build the micro-foundation of economics. However, such line of approach as is based on the methodological individualism cannot but impregnate the fundamental dilemma, namely the inability to attain community decision from the aggregation of individual decisions, which is discussed in Section II. 
In this research, the world of individual choice is distinguished from that of social choice. The research purports to find a channel which connects two worlds, particularly in the direction beginning at individual choice but end with social choice. In this regard, Coasean work(1937), which enabled to perceive contract in the theoretical structure by means of transaction cost, is highlighted. However, despite Coasean works, the fundamental dilemma is not resolved. The world of social choice remains severed from that of individual choice. It is underlined that the study of institutions should be explored to better understand the world of social choice.
In order to develop the analytical framework, the scope of decision choice for an individual is extended so as to include the condition of interest conflicts among individuals in addition to traditional premises on cooperative behavior among individuals. This ambivalence structure of individual choice analyses, which overlies between cooperative optimization and conflict prevention, is discussed in Section III. 
R. Coase already addressed this problem in his 1937 work, which has not been well understood unlike his 1960 work, which has been infamous in the literature. In this research, Coase’s 1937 work is formulated to be the theorem and christened “Fundamental Coase Theorem,” to distinguish from Coase Theorem, which was christened by George J. Stigler(1966). Section IV discussed this topic.
Fundamental Coase Theorem allowed the recognition of contract in the theoretical framework of orthodox economics. However, to the extent that the Fundamental Coase Theorem is the decision of individuals, the dilemma still remains unresolved because there are multiple individuals in the community who have conflict of interests each other. Section V discusses this topic.

Utilitarian welfare comparison approaches, which are frequently adopted in welfare economics, doesn’t seem to hold analytical relevance because such analyses presumes zero transaction cost, which is discussed in Section VI. Section VII recapitulates and concludes the findings of the research. 
II.
Dilemma of Methodological Individualism and Transaction Cost
The methodological individualism has been a pillar of modern social science, which served as useful instrument to lay firm foundation upon which an elaborate architect of orthodox economics was built to lodge the mechanism of individual decision making process. Despite the eminence of the success, the methodological individualism of orthodox economics seems in no way able to avoid the fundamental architectural dilemma. Namely, the aggregation of individual decision does not lead to the decision of a community. 

Definition 1(Dilemma of Methodological Individualism): There exists no reasonable way individual decisions aggregate to the decision of the community.

It is this puzzle that distressed economists ceaselessly because the micro-foundation of orthodox economics cannot but register a limited success due to foothold erosion. All the social welfare function approaches were no more than sterile attempts. The story is no better in case of public choice approach (Arrow 1950, Condorcet 1785
). 

It is in this regard that the salience of Coasean works(1937, 1960) is pronouncing. The most prominent contribution by R. Coase lies in the introduction of transaction cost. It should be credited as first successful recognition of institution in the theoretical vein of orthodox economics. 

Two theorems stem from the concept of transaction cost. Among R. Coase’s writings, two seminal papers are well recognized. The infamous Coase theorem is extracted from the second paper(1960), which recites the allocation of resources is independent of the distribution of property rights if transaction cost is assumed absent. In this paper, this theorem is named Coase Theorem 2 because the findings of the first paper(1937) is considered to bear more significance if the priority of our attention is placed on the recognition of institution in the context of orthodox economic theory.

Coase Theorem (Welfare Independence from Property Rights Distribution): the allocation of resources is independent of the distribution of property rights if transaction cost is assumed absent.

  This theorem is a well recognized accomplishment in economics literature as George Stigler christened the name of the theorem.
 It proposed a new dimension to the analysis of welfare economics as Coasean welfare replaces Pigovian welfare. The weakness of this theorem is in its assumption of zero transaction cost. Zero transaction cost exists only in the hypothetical world.

The role of transaction cost should be highlighted in this connection. By taking transaction cost into consideration, the possibility of interest conflicts among community individuals is brought out to the attention. The problem of how to reconcile interest conflicts among individuals is often neglected in orthodox economics. Institution may be considered to deal with such problem of interest conflicts.

III. 
Ambivalence between Cooperative Optimization and Conflict Prevention
Every economic business retains ambilateral complexion. One side is about the utility, where cooperation behavior operates to address the optimization problem. Exchange transaction lays basis for the construction of division of labor, which creates welfare benefits to the players. The other side is interest conflicts among players, where fears about opportunism should be addressed to protect the effects and property rights of transaction. 

Synchronism holds on the ambivalence of contrasting aspects of economic business. It is the synchronized decision that an individual has to make to choose the mix between choice and contract. Choice indicates the former problem, whereas contract does the latter (Williamson 2008). On the one hand, an individual has to make choice decisions on exchange transaction, which will lead to the determination of consumption and production behavior. At the same time, the same individual has to engage in the concerns on the problem of how to enforce the effects of transaction and protect property rights against possible rise of opportunistic behavior. 

Transaction cost measures the magnitude of possible frictions arising from such opportunistic behavior. Contract is the response to the possible opportunism or contingences. 

Figure(Individuals vs. Community) envisions the ambilateral image of economic business and the territorial distinction between individuals and community, where institution is disclosed to be attribute factor distinguishing community territory.

Proposition 1(Ambivalence between Cooperative Exchange and Interest Conflicts): Every economic business retains ambilateral complexion. One side is about the utility exchange, where cooperation behavior operates to address the situation. The other side is interest conflicts among players, where the fears about opportunism should be addressed to protect the effects and property rights of transaction. 
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IV.
Fundamental Coase Theorem: Choice Mix between Exchange and Contract

Market exchange operates upon institutional setting being completed to address all the problems of interest conflicts among individuals. Transaction cost measures costs to deal with interest conflicts by means of institutions. The significance of Proposition 1 should be underscored because the attempt to include interest conflicts and exchange cooperation as synchronized problem in individual choice decision is noteworthy in economics literature. Traditionally in the literature of orthodox economics, the synchronism problem of interest conflicts among individual has been neglected.

Definition 2(Pure Market Exchange): Market exchange operates upon institutional setting being completed to address all the problems of interest conflicts among individuals. Since transaction cost measures costs to deal with interest conflicts by means of institutions, transaction cost is nil in case of pure market exchange.
If institutional underpinnings are not complete enough to countermeasure all the problems of interest conflicts among individuals, the transaction should accompany complementing contracts with exchange transaction. Coase(1937) didn’t miss this point of problem, although the ambilateral existence of cooperative exchange and interest conflicts among individuals is not explicitly mentioned. By the mediation of transaction cost, the analysis of orthodox economics find doorstep to open the realm of institution.

Fundamental Coase Theorem (Choice Mix between Exchange and Contract): An individual, who faces the synchronized choice decision between exchange choice and contract, makes decision on choice mix by following optimization principle to minimize the combined production and transaction costs.

The Fundamental Coase Theorem comes off as the outcome of cost minimization behavior of a firm when transaction cost is non-zero. The condition for cost minimization is 

[TC+PC](exchange(i)) = [TC+PC](contract(i))       ··········
       Equation FCT

where TC stands for transaction cost and PC for production cost. [TC+PC](exchange(i)) indicates the total costs required to attain exchange transaction(i). Likewise, [TC+PC](contract(i)) indicates the total costs required to have contract(i) attained. Equation FCT indicates that combined costs of transaction cost and production cost will be equalized among different choice mix of exchange and contract.
If [TC+PC](exchange(i)) > [TC+PC](contract(i)), contract, not exchange, will be the choice and vice versa.

The accomplishments achieved by this theorem are literally tremendous. It indicates the way how an individual behaves when encountering the case of non-zero transaction cost. This finding is the first successful attempt to recognize contract, individual-to-individual most concept of institution in the hierarchy of institutions, in the analysis of orthodox economics and is properly called “fundamental insight.” R. Coase(2008) laments that this finding is not as much understood or used as recognized.

IV.
Limitation of Methodological Individualism
Fundamental Coase theorem successfully sets up the channel which allows the decision theory of orthodox economics to recognize individual-to-individual most concept of institution. i.e. contract, in its own theoretical structure. The significance of Fundamental Coase Theorem is particularly pronouncing because the analysis sets off from methodological individualism but reached out to the doorstep of communitarian territory, namely contract, by using transaction cost as commuting vehicle. 

It is the first successful attempt by orthodox economics to overcome the limitation of methodological individualism.
 Figure (Individuals vs. Community) displays that contract is the doorstep for methodological individualism to walk through to reach the communitarian territory. 

The Fundamental Coase Theorem works out as the decision theory of an individual. There are multiple individuals in the community, though. It is not yet well explored in the literature of orthodox economics how communitarian decisions are reached when individuals have interest conflicts each other, if each individual follows the decision principle dictated by the Fundamental Coase Theorem.

Needless to say, communitarian territory is the field where the discipline of public choice approaches may claim proper shares. In the long-run, Hayekian concept of extended order explains the long run trend of institutional changes. Certainly, the study of history is instrumental to the understanding of institutional hierarchy.

Fundamental Coase Theorem successfully took the methodological individualism to the doorstep of institution, namely contract, by means of transaction cost concept as commuting vehicle. However, the Fundamental Coase Theorem alone seems no proper leverage to rely on to explain all the changes in communitarian territory. 

Proposition 2(Limitation of Methodological Individualism): Fundamental Coase Theorem alone does not serve as proper leverage to overcome the dilemma of methodological individualism.

Since the Fundamental Coase Theorem is the decision of individuals, the dilemma still remains unresolved because there are multiple individuals in the community who have conflict of interests each other. R. Coase repeatedly reminded us of the need to explore researches on the cases of non-zero transaction cost (Coase 1988, 2008). Researches on the cases of non-zero transaction cost are nothing but the studies of institutions. In other words, Coase theorems, as paradoxically say it may, seem to reassure the importance of institution studies as separate domains of research from the field of orthodox economics in order to overcome the limitation of methodological individualism. 

V.
Irrelevance of Utilitarian Welfare Comparison

  Either by means of compensation principle a la Hicks-Kaldor or Pareto, it is presumed that mere welfare comparisons are a reliable gateway leading us to the eventual resolution to problems outgrowing from interest conflicts among different individuals. Needless to say, it is an idle fancy. It is the fancy of constructivism approach in social science. Such a fancy is valid only when transaction cost is presumed nil.

Despite the difference of titles, all the welfare comparison approaches seem to boil down to the justice debate, which was addressed by J.S. Mill(1863).

Who shall decide between these appeals to conflicting principles of justice? Justice has in this case two sides to it, which it is impossible to bring in to harmony, and the two disputants have chosen opposite sides: the one looks to what it is just that the individual should receive, the other to what it is just that the community should give. Each, from his own point of view, is unanswerable: and any choice between them, on grounds of justice, must be perfectly arbitrary. Social utility alone can decide the preference.

Unfortunately, Mill’s utilitarian solution is valid only upon the presumption of transaction cost being nil. 

Since the prehistoric age onwards to nowadays, human history has been the history of struggle on interest conflicts among human beings, not the history of struggle between human beings and sheer nature. Such struggle on interest conflicts has never become relieved out of relational disarray without an agony in personal or group psychology or without sufficient time elapse.

Proposition 3 (Irrelevance of Utilitarian Welfare Comparison): If transaction costs are not nil, the Utilitarian welfare comparison approach is irrelevant to the resolving the struggle on interest conflicts among multiple individuals.

The validity of this proposition is evident because if transaction costs are not nil, contractual or institutional solutions should be taken into consideration paralleled with the reasoning by utilitarian welfare comparison.

VI.
Concluding Remarks
The Methodological individualism has been blessing and curse at the same time to the study of social sciences. It was instrumental to the adoption of scientific method in the construction steps of theoretical framework, which applies to the individual’s decision making process. It was particularly essential instrument to the building of micro-foundation of orthodox economics.
However, all the efforts to build the social welfare function turns out sterile, which epitomizes the dilemma the methodological individualism cannot avoid encountering. Namely, individual decisions cannot aggregate to the making of community decision. 
R. Coase’s seminal work(1937) is particularly pronouncing in this connection.

The transaction cost, which is R. Coase’s brainchild, served as mediating vehicle to enable the conception of contract in the theoretical framework of orthodox economics. Contract is the doorstep at which to open the door to the realm of institutions. Coase’s work(1937) is formulated to be the Fundamental Coase Theorem in this research.
A new theoretical framework is proposed in this research so as to extend the scope of analyses and include the features of interest conflicts in addition to the problem of cooperative exchange. In other words, the focus of attention shifted from the world of no transaction cost to that of positive transaction cost.
In this vein, Pure Market Exchange is distinguished, which indicates the institutional condition where all the conflict possibilities are completely addressed by perfect institutional provisions of the market. This is the world of no transaction cost, which is a merely special case among the cases addressed by the Fundamental Coase Theorem. In this regard, the attention of traditional analyses in orthodox economics turns out to be confined to the special cases of Pure Market Exchange.
It is underlined that Utilitarian welfare comparison approaches doesn’t have practical relevance because zero transaction cost is presumed.

Despite the formulation of the Fundamental Coase Theorem, the fundamental dilemma of methodological individualism still remains unresolved. However, Coasean works rekindled our attention on the need to launch studies in the world of non-zero transaction cost, which is in fact the world of institutions. In the world of non-zero transaction cost, the disciplines such as history, political science, public choice, policy science, etc. should collaborate with economics to better illuminate on our understanding of the long-run or short-run changes of institutions.
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� Since the paper is preliminary version yet, I like to cordially ask for prior discussion with the author before being quoted.


� Marquis de Condorcet (1785), Essay on the Application of Analysis to the Probability of Majority Decisions, quoted from Dennis C. Mueller(2003), p. 84.


� The reason why this theorem is named Coase Theorem 2 is that the preceding theorem, which deals with the choice problem between exchange and contract, addresses more essential, non-zero transaction cost bounding, issues.  


� George Stigler (1966), p. 113.


� R. Coase (2008), p.38.


� Coase (2008), p. 39.


� It’s already mentioned that all the social welfare function approaches to overcome the limitation of methodological individualism were sterile attempts. Game theory approaches didn’t do better because the hypothetical setting of game models do not stem from actual reality of contracts.


� Despite Coase(1960)’s attempts to distinguish his own approach from Pigou(1912), most of Coasean approach rely on welfare comparisons, which essentially presume zero transaction cost.  


� J.S. Mill(1863), Utilitarianism, digital edition of 2005 Salvio Marcelo Soares, §30 p.76.





