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Abstract

Artificial intelligence is a horizontal general-purpose technology that restructures
the cost functions of every knowledge-intensive industry simultaneously. We develop
a unified Coasian framework for analyzing this transformation, drawing on three
of Coase’s contributions: the theory of the firm, the Coase conjecture on durable-
goods monopoly, and the Coase theorem on efficiency under low transaction costs.
Our central argument is that Al operates as a direct solvent on information asym-
metry rents, the foundational friction that justifies the existence of large knowledge-
economy firms, professional service intermediaries, and high-margin software busi-
nesses. Beyond reducing transaction costs, Al automates the directing function, the
exercise of agency over resource allocation, that Coase identified as the firm’s core
rationale. Using Coase’s theory of the firm, we show that Al reduces external trans-
action costs faster than internal coordination costs, predicting a contraction in firm
size coupled with an expansion in market-mediated exchange. Through the Coase
conjecture, we argue that Al capabilities function as a durable good whose producer
competes against its own future price reductions, driving knowledge-processing rents
toward zero. Through the Coase theorem, we argue that as transaction costs fall,
the initial allocation of knowledge assets becomes less determinative of efficient out-
comes, enabling reallocation across firm boundaries. Early empirical evidence from
labor market studies supports the theoretical predictions: occupations with high ob-
served Al exposure show weaker projected employment growth, though aggregate
displacement remains modest. The framework predicts that the firms which survive
and concentrate value will be those with durable advantages in distribution, propri-
etary data, trust, regulatory position, and judgment, not information processing.



1 Introduction

What happens to the structure of the knowledge economy when the cost of processing,
verifying, and transmitting information collapses? This paper argues that artificial intelli-
gence is best understood not as a product innovation but as a horizontal general-purpose
technology, analogous to electricity, that dissolves the informational frictions sustaining
the current architecture of firms, professional services, and software markets.

The analytical foundation is Ronald Coase’s theory of the firm [Coase, [1937]. Coase
showed that firm boundaries are determined by the relative cost of internal coordination
versus external market transactions. A firm expands when bringing an activity inside is
cheaper than contracting for it in the market; it contracts when the reverse holds. But
Coase’s insight runs deeper than transaction costs. Inside the firm, the entrepreneur re-
places the price mechanism as the director of resources. The firm exists not only because
market transactions are costly, but because the act of directing, of exercising agency over
resource allocation, is sometimes more efficient than relying on decentralized price sig-
nals. The firm is a locus of agency.

Al challenges this structure on both dimensions. It reduces transaction costs, making
market-mediated exchange cheaper. But it also automates the directing function itself.
When an Al system evaluates candidates, allocates budgets, routes decisions, or drafts
strategies, it performs the entrepreneurial function that Coase identified as the firm’s core
rationale. The implication is that Al does not merely shift the Coasian boundary; it com-
petes with the human agency that constitutes the firm. Workers become less like per-
manent members of a hierarchy and more like callable functions: modular capabilities
invoked when their specific judgment, creativity, or embodied knowledge is required,
and released afterward. As Litowitz et al. [2026b] argue, the binding constraint in the
Al economy is not how many questions can be answered but which questions are worth
asking, a problem of agency and direction that computation alone cannot solve.

The knowledge economy amplified Coasian logic: when the relevant assets are exper-
tise, institutional knowledge, and verified judgment, they are sticky, hard to specify con-
tractually, and subject to severe asymmetric information problems. Knowledge-intensive
tirms grew large not primarily to achieve scale economies in production but to internalize
the transaction costs associated with these information assets. Many entire knowledge
industries exist as frictions: the legal profession intermediates information asymmetry
between parties; management consulting exists because firms cannot cheaply verify ex-
ternal strategic advice; financial advisory intermediates the gap between what investors
know and what they need to know. These industries do not produce goods; they reduce
transaction costs. When Al drives those costs toward zero, the industries built on them
lose their economic rationale.

Al dissolves these frictions asymmetrically. External transaction costs for knowledge
work fall dramatically; internal coordination costs fall less uniformly, because organiza-
tional politics and status competition are not information problems and AI cannot dis-
solve them.

We extend the Coasian analysis in two directions. First, we connect it to the Coase con-
jecture [Coase,|1972], which shows that a durable-goods monopolist competing against its
own future pricing decisions is driven to price at marginal cost. We argue that Al capabil-
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ities exhibit the economic properties of a durable good, and that providers of Al-powered
knowledge services face the same self-competition dynamic: each generation of capabil-
ity makes prior pricing unsustainable, driving information-processing rents toward zero.
Second, we invoke the Coase theorem [Coase} [1960] to argue that as Al drives transac-
tion costs in knowledge markets toward zero, the initial allocation of knowledge assets,
including institutional expertise, proprietary workflows, and organizational memory, be-
comes less determinative of efficient outcomes. Knowledge can be reorganized across
tirm boundaries at low cost, and the question of who “owns” institutional knowledge
becomes less economically meaningful.

Early empirical evidence is consistent with these predictions. Massenkoff and Mc-
Crory|[2026] introduce a measure of “observed exposure” combining theoretical Al capa-
bilities with actual usage data, finding that occupations with higher observed exposure
show weaker projected employment growth through 2034. At the same time, aggregate
unemployment effects remain modest, consistent with the Coasian prediction that the
transition involves reorganization rather than simple displacement: tasks migrate across
firm boundaries rather than disappearing.

The paper makes three contributions. First, it provides a unified Coasian framework,
drawing on the theory of the firm, the Coase conjecture, and the Coase theorem, for an-
alyzing how Al restructures the knowledge economy. Second, it identifies the specific
mechanism through which Al creates value and destroys rents: the dissolution of in-
formation asymmetry, the foundational friction that justifies knowledge-economy firm
size, professional intermediation, and software switching costs. Third, it characterizes
the “residual firm,” the organizational form that emerges when information-processing
rents collapse, and identifies the durable sources of value that survive: distribution, pro-
prietary data, trust, regulatory position, and human judgment.

Section [2|develops the horizontal technology framing. Section 3| presents the Coasian
theory of firm boundaries. Section {4 develops the agency dimension: Al as a directing
technology, humans as callable functions, and the recursive creation of Al agents. Sec-
tions [ and [f] extend the analysis through the Coase conjecture and the Coase theorem.
Section [7]reviews early empirical evidence. Section [§|characterizes the residual firm, and
Section 9] discusses implications and limitations.

2 Al as a Horizontal Technology

The distinction between vertical and horizontal technologies is fundamental to under-
standing Al’s economic impact. A vertical technology is a superior product that creates
a new market or displaces an existing one: the smartphone replaced the feature phone,
the digital camera replaced film. A horizontal technology does not merely substitute for
a prior input but reorganizes every production process that depends on it.

The canonical historical example is electrification [David, 1990]. Before electric power,
factories were built vertically around a central drive shaft connected to a water wheel
or steam engine. Power had to be physically proximate to its source, and the entire lay-
out of production was dictated by this constraint. Electrification dissolved the constraint
entirely: factories reorganized horizontally around workflow rather than power source.
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The resulting productivity gains came not from cheaper energy per se but from the ar-
chitectural reorganization that cheap, ubiquitous energy made possible. David [1990]
documents that the full productivity gains of electrification took over forty years to ma-
terialize, because they required complementary reorganization of production processes,
management practices, and worker skills.

Al exhibits the same horizontal character, but the friction it dissolves is informational
rather than physical. The cost of translating, verifying, synthesizing, and routing knowl-
edge across organizational boundaries has historically been the binding constraint on
the architecture of knowledge work. This friction sustains the high-margin professional
services complex (law, consulting, financial advisory, compliance) and the large internal
knowledge hierarchies of modern corporations.

Bresnahan and Trajtenberg [1995] formalize the concept of a general-purpose tech-
nology (GPT) as one that (i) is pervasive, used across many sectors; (ii) improves over
time, creating sustained incentives for complementary innovation; and (iii) generates in-
novation spillovers, making it easier to invent in application sectors. Al satisfies all three
criteria. It is deployed across virtually every knowledge-intensive industry. Its capabil-
ities improve rapidly, with each generation expanding the frontier of automatable tasks.
And it reduces the cost of experimentation and prototyping across application domains,
from drug discovery to software development to legal analysis.

The GPT framework predicts a characteristic pattern: an initial period of disruption
and uneven adoption, followed by broad productivity gains once complementary inno-
vations (organizational restructuring, new business models, updated regulatory frame-
works) catch up. This pattern, documented by David| [1990] for electricity and by Bryn-
joltsson and Hitt [2000] for information technology, is consistent with the early evidence
on Al adoption, which shows rapid capability gains but modest aggregate productivity
effects thus far.

3 The Coasian Theory of the Firm Under Al

This section develops the central theoretical argument: Al shifts the Coasian boundary of
the firm inward by reducing external transaction costs faster than internal coordination
costs.

3.1 Transaction Costs and Firm Boundaries

Coase| [1937] posed a deceptively simple question: if markets are efficient at allocating
resources, why do firms exist? His answer was transaction costs. Using the price mech-
anism is costly: discovering relevant prices, negotiating contracts, specifying terms, and
enforcing agreements all consume resources. When these costs are high, it is cheaper to
organize production within a firm under hierarchical authority. The boundary of the firm
is set where the marginal cost of internal coordination equals the marginal cost of market
transaction:

MCinternal = MCarket- (1)



Williamson| [1975] extended this framework by identifying three key frictions that
drive the internalization decision: asset specificity (investments that lose value outside a
particular relationship), opportunism (the risk that contracting partners act in self-interest
with guile), and bounded rationality (the cognitive limits on managers” ability to pro-
cess all relevant information). These frictions are particularly acute for knowledge work,
where the relevant assets are intangible, hard to specify contractually, and subject to se-
vere information asymmetries.

The knowledge economy amplified Coasian logic in a specific direction. When the
relevant production inputs are expertise, institutional knowledge, and verified judgment,
they are sticky and hard to transfer. A law firm’s value lies not in its physical plant but
in the accumulated knowledge of its partners, their relationships with clients, and their
understanding of institutional norms. This knowledge is tacit in the sense of |Polanyi
[1966]: “we know more than we can tell.” The result is that knowledge-intensive firms
grew large primarily to internalize the transaction costs associated with knowledge assets,
not to achieve scale economies in production.

3.2 Al Shifts Both Cost Curves

Al shifts both legs of the Coasian trade-off simultaneously, but asymmetrically.

External transaction costs fall dramatically across multiple dimensions. Knowledge
work that previously required a permanent employee hierarchy, because the knowledge
was too tacit, too context-dependent, or too costly to verify externally, can now be con-
tracted, executed, and verified at low cost through Al systems. Table [1| summarizes the
shift across the principal categories of market frictions in the transaction cost economics
literature [Coase, 1937, [Williamson, [1985].

Table 1: Transaction cost and coordination friction shifts under Al

Friction Pre-Al Post-Al

Search and Costly  identification Near-zero cost to locate

matching and vetting of special- and deploy specialized
ists knowledge

Specification =~ Writing detailed specs Al drafts specifications,
for complex knowledge interprets intent from
tasks partial instructions

Verification Expert review of output AI monitors quality
quality cheaply and continu-

ously
Contracting Legal drafting, compli- AI handles most draft-

Bounded ratio-
nality

ance checking
Hierarchies to simplify
decision-making

ing and verification

Al expands individual
information-processing
capacity

Internal coordination costs also fall, but less uniformly. Al reduces informational fric-
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tions within firms, including synthesis, search, and translation across functional silos.
However, it does not reduce political frictions. Organizational politics, status competi-
tion, and the dynamics of authority are not information problems; they are problems of
preference aggregation and power, and Al cannot dissolve them. As Jensen and Meck-
ling [1976] observed, the agency costs within firms arise from misaligned incentives and
private information. Al can reduce the information asymmetry component of agency
costs by enabling cheaper monitoring and verification, but it cannot eliminate incentive
misalignment.

3.3 Predicted Firm Structure
The asymmetric reduction in transaction costs generates a clear directional prediction.

Proposition 1 (Firm contraction). If Al reduces external transaction costs for knowledge work
faster than it reduces internal coordination costs, then the equilibrium firm size in knowledge-
intensive industries decreases: the Coasian boundary in equation (1)) shifts inward.

This follows directly from Coase’s framework. When external transaction costs fall
relative to internal coordination costs, activities previously internalized within firms be-
come cheaper to procure through market transactions. The firm contracts.

The prediction is not that firms disappear but that they shrink in headcount while po-
tentially maintaining or increasing revenue and scope. The layer that thins is the middle:
knowledge workers whose primary function was information translation, verification,
and routing between organizational levels. What survives is high-level judgment at the
top and direct execution at the edges.

A natural counter-argument applies the Jevons paradox to firm boundaries: if Al
makes coordination cheaper in all directions, firms might expand scope and grow larger
rather than smaller. This is logically possible, and for firms whose growth is currently
constrained by information-processing bottlenecks, Al may indeed enable expansion. The
asymmetry argument rests on the observation that internal coordination costs include a
large political component (status competition, turf wars, organizational inertia) that Al
does not reduce, while external transaction costs are primarily informational and there-
fore more susceptible to Al-driven compression. To the extent that political frictions dom-
inate within large organizations, the asymmetry holds. In organizations where political
frictions are minimal (small teams, founder-led firms), the prediction is weaker.

Firm boundaries should also become more dynamic. If Coasian boundaries are set by
relative transaction costs, and Al drives external transaction costs for knowledge work
toward zero, firms should become far more porous and reconfigurable, assembling teams
and capabilities for specific projects and dissolving them afterward rather than main-
taining permanent hierarchies. The film industry has long operated on this model: pro-
duction companies assemble specialized talent (directors, cinematographers, editors, ac-
tors) for a single project and dissolve the team upon completion [DeFillippi and Arthur,
1998]||. Al extends the viability of this project-based organizational form to a wider range
of knowledge-intensive industries.



3.4 Agency Theory Under AI Monitoring

Jensen and Meckling| [1976] formalized the principal-agent problem: agents possess pri-
vate information and potentially misaligned incentives, generating agency costs that jus-
tify internalizing activity within firms. Al alters this calculus by reducing the information
asymmetry component of agency costs.

If AI can monitor output quality cheaply and continuously, the information gap be-
tween principal and agent shrinks. Principals can contract more efficiently with external
agents because verification costs collapse. The organizational implication is a shift from
the Chandlerian hierarchy [Chandler, |[1977] toward a dynamic nexus of Al-mediated con-
tracts, closer to|Alchian and Demsetz [1972]]'s team production model but with Al as the
residual monitor rather than an owner-manager.

This does not eliminate agency problems entirely. Incentive misalignment persists
even under perfect monitoring: an agent may comply with observable metrics while un-
dermining harder-to-measure objectives. The residual agency problem under Al is one
of goal specification rather than information asymmetry, a distinction with significant
implications for organizational design.

4 Agency, Direction, and the Callable Function

The transaction cost framework developed in the preceding section captures one dimen-
sion of Al's impact on firm structure: the relative cost of market versus hierarchy. But
Coase’s original argument contains a second, deeper dimension that transaction cost eco-
nomics has largely subordinated: the question of agency. This section develops that di-
mension and its implications for the organization of work.

4.1 The Entrepreneur as Director

Coase’s 1937 formulation is explicit. Inside the firm, “the distinguishing mark of the firm
is the supersession of the price mechanism” [Coase, 1937]. The entrepreneur replaces the
market as the allocator of resources. Where the price mechanism coordinates through
decentralized signals, the entrepreneur coordinates through direction: deciding what to
produce, how to produce it, and who should do what. The firm exists because this act of
conscious direction is, under certain conditions, cheaper than relying on prices.
Simon|[1951] formalized this insight. The employment contract is distinguished from
a sales contract by the transfer of authority: the employee agrees to follow the employer’s
direction within a zone of acceptance, rather than contracting for a specific output. The
firm is not merely a cost-minimizing structure but an authority relationship. What makes
the firm a firm, as opposed to a web of market contracts, is that someone inside it exercises
agency, making decisions under uncertainty about how resources should be deployed.
Hayek [1945] identified the knowledge constraint on this directing function. The cen-
tral economic problem is not the allocation of given resources but the use of knowledge
dispersed across millions of individuals. No single director, however capable, can pos-
sess the local, time-sensitive, contextual knowledge that the price mechanism aggregates



automatically. The firm’s directing function is therefore bounded: it works for activi-
ties where the relevant knowledge can be centralized, and it fails where it cannot. Firm
boundaries reflect, in part, the boundaries of what a director can know.

4.2 Al as a Directing Technology

Al does not merely reduce the costs of directing. It performs the directing function itself.
When an Al system triages customer inquiries, routes tasks to workers, evaluates vendor
proposals, drafts hiring criteria, allocates advertising budgets, or recommends strategic
priorities, it exercises the entrepreneurial function that Coase and Simon identified as the
tirm’s constitutive feature. The system does not simply provide information to a human
decision-maker; it makes the decision.

This is a qualitative shift. Transaction cost economics treats the directing function as
tixed and asks how far it should extend. The question was always “should we make or
buy?” with a human director making the call either way. Al introduces a third option: the
directing itself can be automated. The make-or-buy decision can be made by a machine,
and so can the decision about what to make, whom to buy from, and when to switch.

The implications cascade. If the firm’s core function is direction under uncertainty,
and Al can direct, then the Coasian rationale for the firm weakens on both legs simulta-
neously: market transactions become cheaper (the transaction cost channel) and the inter-
nal directing function becomes automatable (the agency channel). Workers in this regime
are no longer permanent members of a hierarchy receiving ongoing direction from an en-
trepreneur. They become callable functions: modular capabilities with defined interfaces,
invoked when their specific expertise is required and released when it is not. The firm be-
comes an orchestration layer that assembles human and artificial capabilities on demand,
rather than a repository of permanent employees receiving continuous direction.

This organizational form is already visible in Al-native companies, where small teams
use Al agents to perform functions that previously required departments: market re-
search, legal review, financial modeling, customer support, content production. Each
function is called as needed rather than maintained as a standing capability.

4.3 Agents Creating Agents

Good|[1965] anticipated a further consequence. He defined an ultraintelligent machine as
one that “can far surpass all the intellectual activities of any man however clever.” Good’s
key observation was recursive: if such a machine could design machines better than itself,
the result would be an “intelligence explosion” in which the first ultraintelligent machine
is “the last invention that man need ever make.”

The organizational analog is already emerging in a weaker form. Al agents can now
design, deploy, and manage other Al agents. An orchestrating Al can decompose a
complex task, spawn specialized sub-agents, evaluate their outputs, and synthesize re-
sults, performing the managerial function of task decomposition and quality control that
was previously the exclusive province of human directors. The directing function is not
merely automated but made recursive: agents create and direct other agents.



This recursion dissolves the principal-agent hierarchy that Jensen and Meckling|[1976]
analyzed. In the classical framework, a human principal delegates to human agents and
bears monitoring costs. In the emerging framework, an Al principal delegates to Al
agents, with human judgment invoked only at the boundaries: setting the objective, eval-
uating outcomes that require contextual or ethical judgment, and bearing accountability
for the result. The human role shifts from continuous direction to intermittent oversight
and goal specification.

Good’s intelligence explosion remains speculative. But the organizational explosion,
the rapid proliferation of Al-mediated task decomposition and delegation, is observable.
The question is not whether machines will surpass human intelligence in some general
sense, but whether they will absorb enough of the directing function to restructure how
firms organize work. The evidence from Sections [3|and [/ suggests they already are.

4.4 What Agency Remains Human

If Al absorbs the directing function, what remains of human agency in economic organi-
zation? Three categories resist automation.

Goal specification. Al systems optimize objectives; they do not originate them. Decid-
ing what a firm should pursue, what trade-offs to accept between profit, growth, risk, and
social impact, requires a judgment that integrates values, politics, and vision. This is the
Hayekian problem applied to ends rather than means: the question of which questions
are worth asking [Litowitz et al., 2026b].

Accountability. Al can make decisions but cannot bear responsibility for them. Legal
liability, fiduciary duty, and moral accountability require a human (or a human-controlled
entity) that can be held answerable. The firm persists in part because someone must sign,
someone must be sued, and someone must appear before a regulator. Agency in the legal
sense remains irreducibly human.

Novel problem recognition. Al operates within the distribution of its training data.
Recognizing that a genuinely new problem exists, one that the existing framework does
not address, requires the capacity to notice what is missing rather than to process what is
present. This is the frontier of the information ladder identified by [Litowitz et al.| [2026al]:
codifiable knowledge approaches commodity pricing, but the identification of what is not
yet known remains a human function.

These three residual domains of human agency, goal specification, accountability, and
novel problem recognition, define the irreducible human core of the firm in the Al era.
They are not information-processing tasks; they are exercises of judgment, responsibility,
and creativity that current Al systems cannot perform. The residual firm, characterized
in Section [8} is organized around these functions.

5 The Coase Conjecture and Al Economics

The Coase conjecture [Coase, [1972] addresses a different problem from the theory of the
tirm, but its logic maps directly onto the economics of Al-powered knowledge services.
The conjecture concerns a durable-goods monopolist who cannot commit to future prices.



Because the good is durable (it does not depreciate), the monopolist competes against its
own future pricing decisions. Rational consumers, anticipating future price reductions,
defer purchases, and the monopolist is driven to price at marginal cost.

5.1 The Formal Structure

Consider a monopolist selling a durable good to consumers with heterogeneous valu-
ations. Let consumers be indexed by their willingness to pay, with the highest-value
consumer willing to pay y and the lowest willing to pay some value approaching zero.
With zero marginal cost of production and a discount factor 6 € (0,1) between periods,
the monopolist faces the following problem.

If the monopolist charges y in period one, lower-valuation consumers wait. The mo-
nopolist must then lower the price in period two to capture additional demand. But the
highest-valuation consumer, anticipating this, also waits. To make the high-value con-
sumer indifferent between purchasing now and waiting, the monopolist must charge at
most

p1=0x+(1-0)y, 2)

where x is the second-period price. As § — 1 (consumers become patient), p; — x,
and the monopolist loses all pricing power. With n consumer types, the first-period price
becomes (1 — 4)"y, which approaches zero as 6 — 1.

The monopolist “competes against its own future self,” and the competitive pressure
drives the price to marginal cost despite the monopoly position.

5.2 Al Capabilities as a Durable Good

Al capabilities exhibit the economic properties that trigger the Coase conjecture. The
knowledge-processing capability delivered by an Al system is durable: once a user has
access to a model that can perform legal research, financial analysis, or code generation,
that capability does not depreciate with use. Each new generation of Al capability is
superior to the last, and the pace of improvement is rapid and publicly observable.

This creates a situation formally analogous to Coase’s durable-goods monopolist. An
Al provider selling knowledge-processing services today competes against its own fu-
ture, more capable, and likely cheaper offerings. Rational buyers of Al-powered services,
whether firms purchasing enterprise Al or individuals subscribing to Al assistants, antici-
pate that capabilities will improve and prices will fall. The incentive to defer adoption, or
to demand lower current prices, is structurally identical to the durable-goods consumer’s
incentive to wait.

The implications extend beyond Al providers to every business whose margins de-
pend on information-processing rents. If Al makes information processing a near-commodity
input, then the firms that charge premium prices for information intermediation (consult-
ing firms, financial advisors, legal services, SaaS companies encoding institutional knowl-
edge) face the same Coasian self-competition dynamic. Each improvement in Al capabil-
ity reduces the sustainable premium for human information processing. |Litowitz et al.
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[2026a] document this pattern across the Al value chain, showing that Hayek’s knowl-
edge problem remains unsolved for tacit knowledge even as codifiable knowledge ap-
proaches commodity pricing, and that Coasian firm structure is being bifurcated between
small Al-augmented firms and large knowledge-fortress incumbents.

5.3 The Collapse of Software Terminal Value

The Coase conjecture connects directly to a parallel disruption in software economics.
The traditional SaaS valuation model rested on three structural assumptions: high switch-
ing costs (software encodes institutional knowledge, creating lock-in), recurring revenue
predictability (high retention justified growth-stage multiples), and expanding margins
(software scales at near-zero marginal cost).

Al weakens all three. Switching costs collapse because Al can extract, replicate, and
transfer the institutional knowledge encoded in enterprise software. The lock-in was al-
ways an information asymmetry rent; Al dissolves the asymmetry. Recurring revenue
becomes contestable because competitive products can be built rapidly using Al-assisted
development, shrinking barriers to entry. Margin assumptions break because Al-native
entrants can enter at near-zero fixed cost, so price competition begins from day one rather
than being deferred until after the incumbent has locked in its customer base.

The financial market implication is that the option value of future monopoly rents
has collapsed. Markets historically priced high-growth software companies as if current
growth rates predicted durable future pricing power. The Coase conjecture provides the
theoretical explanation: when capability is durable and improving, the producer cannot
credibly commit to maintaining current prices, and rational buyers discount future rents
accordingly.

5.4 The Subscription Mitigation and Its Limits

The textbook response to the Coase conjecture is leasing rather than selling: if the monop-
olist retains ownership and charges a per-period rental fee, it avoids competing against
its own past sales. Al providers have adopted precisely this strategy, overwhelmingly
using subscription pricing rather than perpetual licenses. This is the correct commitment
device, and it partially mitigates the conjecture’s force.

Three features of the Al market limit the effectiveness of this mitigation. First, and
most consequentially, the conjecture’s logic applies not to Al subscriptions per se but
to the information-processing rents that Al dissolves. A consulting firm cannot “lease”
its expertise in the way that mitigates the conjecture; it can only charge what the mar-
ket will bear, and Al steadily reduces that willingness to pay. The subscription model
protects Al providers’ revenue, but it does not protect the downstream firms whose mar-
gins depend on information intermediation. Second, the pace of capability improvement
is unusually rapid. In a standard leasing market (automobiles, office equipment), the
lessor can set multi-year terms that lock in pricing across upgrade cycles. In Al, capabil-
ity jumps arrive faster than contract cycles, and customers renegotiate accordingly. Third,
the relevant “durable good” is not the subscription itself but the knowledge-processing
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capability it provides. A user who has spent a year working with an Al assistant has
developed prompting skills, workflow integrations, and tacit understanding of the sys-
tem’s strengths and limitations. This human capital is partially transferable to competing
systems, creating the same downward price pressure that the conjecture predicts.

6 The Coase Theorem and Knowledge Reallocation

The Coase theorem [Coase, 1960] provides a third lens. In its efficiency version, the the-
orem states that when transaction costs are sufficiently low, bargaining will lead to a
Pareto-efficient outcome regardless of the initial allocation of property rights. The ini-
tial assignment of rights affects the distribution of surplus but not allocative efficiency.

Applied to the knowledge economy, the theorem yields a striking prediction. The cur-
rent allocation of knowledge assets, including institutional expertise, proprietary work-
flows, organizational memory, and client relationships, reflects decades of accumulated
transaction costs. Firms that invested in building internal knowledge hierarchies did so
because the cost of transferring that knowledge across firm boundaries was prohibitive.
This history of costly knowledge transfer created path dependencies: the current distri-
bution of expertise across firms is a product of historical transaction costs, not necessarily
of efficient allocation.

As Al drives the transaction costs of knowledge transfer toward zero, Coase’s theo-
rem predicts that the initial allocation of knowledge assets becomes less determinative of
efficient outcomes. Knowledge can be reorganized across firm boundaries at low cost. A
solo practitioner armed with Al can access and deploy expertise that previously required
a large institutional infrastructure. A startup can replicate the analytical capabilities of
an established consulting firm’s research division. The question of who “owns” institu-
tional knowledge becomes less economically meaningful when the cost of replicating or
transferring that knowledge approaches zero.

Consider a concrete example. A mid-size law firm’s competitive advantage histori-
cally rested on the accumulated expertise of its partners in, say, pharmaceutical patent
litigation. This expertise was expensive to develop, difficult for clients to evaluate, and
nearly impossible to transfer to a competing firm or an independent practitioner. The
high transaction costs of knowledge transfer created a durable rent. Under Al, the calcu-
lus shifts. An Al system trained on the full corpus of pharmaceutical patent case law can
provide a solo practitioner with analytical capabilities that previously required a team
of associates and a decade of institutional learning. The transaction costs of knowledge
transfer collapse, and the Coase theorem predicts that the efficient allocation of this work
will shift from large firms to a more distributed market structure, regardless of where the
expertise was historically housed.

This does not mean that all knowledge becomes freely available. The Coase theorem
requires low transaction costs, and several categories of knowledge retain high transfer
costs even under Al: knowledge that is generated by unique observational vantage points
(proprietary data), knowledge that is embedded in trust relationships (client confidence),
and knowledge that is protected by legal barriers (regulatory licensing, trade secrets).
These residual frictions define the boundaries of the Coasian prediction and identify the
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durable sources of competitive advantage.

The theorem also carries a distributional warning. Even when bargaining leads to
efficient outcomes, the distribution of surplus depends on the initial allocation of rights.
If Al enables efficient knowledge reallocation but the gains accrue primarily to those who
control Al infrastructure, distribution, and regulatory access, the efficiency gains coexist
with increased inequality, a pattern consistent with historical experience with general-
purpose technologies [Acemoglu, 2002].

7 Empirical Evidence

The theoretical framework generates testable predictions. In this section, we review early
empirical evidence on Al’s labor market impacts, drawing primarily on |Massenkoff and
McCrory [2026]], and assess the evidence for and against the Coasian predictions.

7.1 Observed Exposure and Employment

Massenkotf and McCrory| [2026] introduce a measure of “observed exposure” that com-
bines theoretical Al capabilities (which tasks Al could perform) with actual usage data
(which tasks Al is performing in practice). This distinction is important: theoretical ex-
posure, as measured by Eloundou et al. [2023], captures potential disruption, but actual
adoption depends on complementary factors including software integration, regulatory
constraints, and verification requirements.

The gap between theoretical and observed exposure is large. For computer and math-
ematical occupations, theoretical exposure reaches 94% of tasks, but observed coverage
is only 33%. This gap is consistent with the GPT framework’s prediction of slow comple-
mentary adjustment: the technology is available, but the organizational, regulatory, and
institutional adaptations required to deploy it fully lag behind.

The key empirical finding is that occupations with higher observed exposure show
weaker projected employment growth through 2034 in Bureau of Labor Statistics pro-
jections. For every 10 percentage point increase in observed coverage, BLS employment
growth projections decline by 0.6 percentage points. This relationship appears only when
using observed (actual) exposure, not theoretical exposure alone, suggesting that realized
adoption, not merely potential, drives labor market adjustment. Table 2| summarizes the
principal findings.
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Table 2: Summary of early empirical evidence on Al labor market exposure

Finding Source

Theoretical exposure: 94% Massenkoff and McCrory (2026)
(computer/math); observed:

33%

—0.6 pp employment growth Massenkoff and McCrory (2026)
per 10 pp observed coverage

No significant unemploy- Massenkoff and McCrory (2026)
ment increase for top-quartile

exposed workers

~14% decline in job-finding Massenkoff and McCrory (2026)
rates, ages 22-25, exposed oc-

cupations (post-2024)

~30% of workers have zero Massenkoff and McCrory (2026)
Al exposure

Exposed workers: older, fe- Massenkoff and McCrory (2026)
male, more educated, higher-

paid

7.2 The Displacement Puzzle

A notable feature of the early evidence is the absence of mass displacement. Massenkotf
and McCrory| [2026] find no systematic increase in unemployment for highly exposed
workers since late 2022. Their difference-in-differences framework comparing the top
quartile of observed exposure to workers with zero exposure finds no statistically signif-
icant divergence in unemployment rates.

This finding is consistent with two interpretations. Under the Coasian framework, the
prediction is reorganization rather than displacement: tasks migrate across firm bound-
aries, workers shift from information processing to judgment-intensive functions, and the
transition unfolds gradually as complementary institutional adjustments catch up. Under
this interpretation, the absence of mass unemployment is expected in the early phase of a
horizontal technology diffusion.

An alternative interpretation, advanced by practitioners and commentators, holds that
Al-driven productivity gains increase demand for labor rather than displacing it. The
argument, consistent with the Jevons paradox, is that when Al makes workers more pro-
ductive, firms expand output, enter new markets, and ultimately hire more, not fewer,
workers. Proponents point to rapid growth in Al-adjacent job categories and to histor-
ical patterns in which productivity-enhancing technologies created more jobs than they
destroyed [Autor, [2015].

The task-based framework of Acemoglu and Restrepo| [2019] provides a useful for-
malization. In their model, automation displaces labor from existing tasks, but new tech-
nologies also create new tasks in which labor has a comparative advantage. The net em-
ployment effect depends on the balance between displacement (automation of existing

14



tasks) and reinstatement (creation of new tasks). The Coasian framework developed here
complements this task-level analysis by adding an organizational dimension: AI does
not merely automate tasks within existing firm structures but reorganizes which tasks
are performed inside firms and which are performed through market transactions. The
displacement and reinstatement of tasks occurs simultaneously with the dissolution and
reconstitution of firm boundaries.

These interpretations are not mutually exclusive. The Coasian framework predicts
both reorganization (shifts in where work is performed and how firms are structured)
and a net employment effect that depends on the relative magnitude of displacement and
demand expansion. The early empirical evidence is consistent with a transition period
in which reorganization dominates displacement, but the long-run equilibrium remains
indeterminate.

7.3 Heterogeneous Effects

The distributional pattern in the early evidence aligns with the Coasian prediction. The
workers most exposed to Al tend to be older, female, more educated, and higher-paid
[Massenkoff and McCrory, 2026]. This is precisely the profile of knowledge workers
whose jobs were internalized within firms because their skills were difficult to specify
and verify externally: paralegals, financial analysts, medical record specialists, market
research analysts.

The one area where early evidence suggests genuine disruption is among young work-
ers entering exposed occupations. Massenkoff and McCrory| [2026] find a roughly 14%
decline in job-finding rates for workers aged 22-25 in highly exposed occupations af-
ter 2024, with no comparable effect for workers over 25. This is consistent with the
Coasian prediction that entry-level information-processing roles, the traditional on-ramp
into knowledge-economy careers, are the first to be displaced by Al-mediated market
transactions.

8 The Residual Firm

If AI dissolves the information asymmetry rents that justified large knowledge-economy
tirms, what organizational form remains? We characterize the residual firm: the entity
that persists after information-processing rents have been competed away.

8.1 Durable Sources of Value

Four categories of competitive advantage survive the Coasian dissolution of information
rents.

Distribution and trust. Owning the customer relationship and the trust associated
with it is not an information asymmetry rent and is not dissolved by Al Platform in-
cumbents with large user bases retain structural advantages even as the software and
knowledge processing beneath them are commoditized. Trust is built through repeated
interaction, reputation, and accountability, none of which Al can substitute for at present.
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Proprietary data. Data generated by unique institutional processes, customer rela-
tionships, or observational vantage points remains a genuine moat. Al is trained on data;
it cannot synthesize proprietary data from public sources. The firm as a collector and
curator of unique data retains Coasian justification.

Regulatory position. The frictions Al cannot dissolve are those encoded in law and
regulation. Jurisdictional licensing, compliance regimes, and incumbent-friendly regula-
tion become more valuable as other barriers fall. This creates an ironic dynamic in which
regulatory capture, historically a source of inefficiency, becomes one of the few durable
competitive advantages.

Judgment and problem framing. The non-informational component of high-end pro-
fessional work, the judgment that integrates values, aesthetics, relationship intuition, and
contextual wisdom, is not reducible to information processing. Al answers questions; hu-
mans must still generate the right questions. The firm as a locus of judgment, the entity
that decides what to optimize rather than how to optimize, retains its Coasian rationale.
This is Polanyi’s tacit knowledge applied to organizational direction: the firm knows
more than it can codify.

8.2 The Structure of the AI Firm

The organizational form that emerges from this analysis is a small nucleus of high-judgment
principals with Al-augmented operational reach, dynamically assembling external capa-
bilities as needed rather than internalizing them permanently. Economic rents migrate
from information processing to direction-setting and trust. The leverage that matters is
not the number of knowledge workers a firm employs but the quality of the judgment at
its center and the strength of the relationships at its edges.

Table Bl summarizes which traditional firm rationales survive the Al transition.

Table 3: Coasian rationales for the firm under Al
Traditional Rationale  AI Impact Status

Reduce search and Al near-eliminates Weakened
contracting costs
Manage bounded ra- Al expands individual Weakened

tionality capacity

Capture tacit knowl- Partially codifiable via Partially
edge Al weakened
Bear legal and moral Al cannot be held liable Survives
accountability

Coordinate tacit social Al cannot replicate rela- Survives
capital tionships

Frame novel problems Al cannot identify un- Survives
known unknowns

16



9 Discussion

The Coasian framework developed in this paper unifies several apparently distinct phe-
nomena: the restructuring of professional services, the contraction of knowledge-economy
tirms, the collapse of software terminal value, and the heterogeneous labor market effects
of Al. The common mechanism is the dissolution of information asymmetry rents, and the
common analytical structure is Coase’s insight that organizational form is endogenous to
transaction costs.

Several limitations of the analysis deserve emphasis. First, the framework is deliber-
ately focused on the knowledge economy. For occupations involving physical manipula-
tion, sensory judgment, or in-person service delivery, Al's impact on transaction costs is
qualitatively different and less immediate. The Coasian analysis applies most directly to
the roughly 70% of workers with nonzero Al exposure identified by Massenkoff and Mc-
Crory| [2026]; the approximately 30% with zero exposure (cooks, plumbers, electricians,
bartenders) fall outside its scope.

Second, the framework treats the pace of Al capability improvement as exogenous. In
practice, the rate of improvement is itself influenced by economic incentives, regulatory
choices, and the organizational dynamics this paper analyzes. A full general-equilibrium
treatment, in which Al capability, firm structure, and labor markets co-evolve, remains an
open theoretical challenge.

Third, the distributional implications are ambiguous and carry historical precedent.
Ricardo’s distinction between labor and capital shares, and the Marxian analysis of how
machinery shifts bargaining power from workers to capital owners, find a direct paral-
lel in the AI transition. The “Engels pause” of roughly 1790-1840 is instructive: during
the first half-century of British industrialization, GDP grew substantially but real wages
stagnated, with the productivity surplus accruing to factory owners rather than workers
[Allen, 2009]. The pause ended only when institutional countervailing forces, including
labor organization, factory legislation, and expanded suffrage, redistributed bargaining
power. Al presents an analogous risk. If the directing function migrates from human
managers to Al systems owned by a narrow class of infrastructure providers, the Ricar-
dian division of output shifts toward capital, and a new Engels pause becomes plausible.
The distributional question of Al is not determined by the technology itself but by the
institutional and political economy that surrounds it [Acemoglu, [2002].

The historical record offers a cautionary precedent on forecasting. Blinder and Krueger
[2013] identified approximately 25% of U.S. jobs as vulnerable to offshoring; a decade
later, these jobs maintained healthy employment growth. Government occupational pro-
jections, while directionally accurate, add minimal predictive value beyond linear trend
extrapolation [Massenkotf and McCrory, 2026]. The Coasian framework developed here
is a structural theory of direction, not a quantitative forecast of magnitude or timing.

The core claim of this paper is that Coase’s intellectual framework, developed in 1937
to explain why firms exist at all, provides the most natural lens for understanding Al’s
economic impact. Al is a transaction cost annihilator. It dissolves the informational fric-
tions that justified the scale of knowledge-economy firms, the intermediation rents of
professional services, the switching costs of enterprise software, and the pricing power of
information monopolists. What remains after these rents are competed away, the residual
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tirm, is defined not by its capacity to process information but by its capacity to generate
trust, bear accountability, frame problems, and exercise judgment. The irony Coase would
appreciate is that the institution he explained by reference to friction is being reshaped by
a technology that eliminates friction. What persists is whatever cannot be specified, veri-
fied, or monitored: the irreducibly human core of economic organization.
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