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Summary of opinions 

1 The Houston Report argues three propositions that are layered like the scales of 

an onion. Professor Bennett agrees with the first and third propositions.     

2 The first proposition is that the development of Drayton South is unlikely to cause 

Coolmore and/or Darley to move – even within the Upper Hunter. This 

proposition must be based on a comparison of (i) the loss of amenity/reputation 

caused by the development of Drayton South; compared with (ii) the costs of 

moving. Because both Mr Houston and Professor Bennett have formed the 

opinion that the loss of amenity/reputation is not material, each makes the 

judgment that the costs of moving are likely to exceed the loss of 

amenity/reputation caused by the development of Drayton South. However, the 

behaviour of the Coolmore and Darley studs in spending so much time and 

resources in opposing the development of Drayton South shows that the loss to 

them of amenity/reputation is clearly material. The second problem is that Mr 

Houston and Professor Bennett are making a judgment as to the respective 

magnitudes of loss of amenity/reputation and the costs of moving without any 

data or any business experience in making judgments of this kind.  

3 The second proposition is contingent upon the first proposition being shown to 

be wrong. The second proposition is this: if the development of Drayton South 

causes Coolmore and/or Darley to move, they would move to another location 

within the Upper Hunter. Decisions of this kind by Coolmore and Darley would 

be based on a consideration of the benefits and costs of the various possible 

locations. The benefits would include those derived from being located close to 

existing broodmare farms. Other factors to be considered would be: (i) their 

judgements as to whether future planning decisions were likely to degrade capital 

assets; and (ii) financial incentives offered by Governments in other States. 

Without access to the magnitude of the costs and benefits of the various 

alternatives, no economist can say which location Coolmore and/or Darley would 

choose. 

4 The third proposition is contingent upon the second proposition being shown to 

be wrong. It is this: if the development of Drayton South causes Coolmore and/or 

Darley to move outside the Upper Hunter, other stud operators would take their 

place. Both Professor Bennett and Mr Houston adopt the assumption that barriers 

to entry into the national market for breeding thoroughbred horses are relatively 

low. On the basis of this assumption, they argue that the departure of Coolmore 

and Darley from the Hunter will merely lead to a change of ownership of their 

existing facilities. However, the assumption fails to distinguish the barriers that 

face the establishment of a small-scale stud compared with the barriers that face 

the establishment of a stud on the scale of Coolmore or Darley. 

5 This dispute concerns incompatible uses of land. The principal parties make claims 

that rely on facts that are difficult or impossible for a third party to verify. In such 
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circumstances, the literature on the Coase theorem suggests that economic 

efficiency is best promoted by providing a legal framework within which the parties 

can reveal the true values of their costs and benefits through bargaining.  

6 The original version of the Coase theorem assumed zero transaction costs. 

Subsequent literature has suggested that Coasian bargaining can be promoted by 

the adoption of legal rules which minimise transaction costs. In this case, 

transaction costs would be minimised by granting rights to the studs to block the 

mine. Such an allocation would still allow the mine to proceed if the value of the 

development of the mine were greater than the costs the development would 

impose on the studs. 
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1 Introduction 

1.1 Personal   

7 I was a full-time academic economist at the University of Melbourne from 1978 

until February 2002 when I resigned my full-time position as Professor of Law and 

Economics in the Melbourne Business School.  

8 Since February 2002 I have been the leader of the Competition and Legal Group 

of Frontier Economics Pty Ltd. This work involves giving advice on the economics 

of legal disputes and giving expert testimony before Courts and Tribunals. I have 

given evidence in a number of cases concerning competition in Australia and New 

Zealand. These cases have included: 

a. Bruce McHugh v Australian Jockey Club Limited (No 13) [2012] FCA 

1441 (19 December 2012). 

b. Sportsbet Pty Ltd v Harness Racing Victoria (No 6) [2012] FCA 896 (21 

August 2012). 

c. Sportsbet Pty Ltd v State of Victoria [2011] FCA 961 (22 August 2011). 

d. New Zealand Magic Millions Ltd v Wrightson Bloodstock Ltd (1990) 1 

NZLR 662.  

9 My current CV is Annexure A to this report.  

10 By reason of the above, I have particular expertise in two sub-fields of economics: 

(i) industrial economics; and (ii) law and economics. 

11  All the opinions expressed in this Report are my own. 

1.2 This report 

12 I have been retained by Addisons, lawyers for Coolmore Australia. I understand 

that Coolmore Australia and Darley Australia are concerned about the proposed 

Drayton South Coal Project (Drayton South) because Coolmore Australia’s stud 

and Darley Australia’s Woodlands stud are within the neighbourhood of the 

Drayton South Project. In this Report, I shall use the words ‘Coolmore’ and 

‘Darley’ to refer to their stud farms in the Hunter Valley. 

13 I have been asked to provide my opinion of the economic reasoning of three 

reports: 

a. The Expert report of Greg Houston, dated 29 March 2016 (the 

Houston Report);  

b. The Peer Review of the Expert Report of Greg Houston prepared 

by Jeff Bennett, dated 22 June 2016 (the First Bennett Report); and 
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c. The Review of Supplementary Submissions by Hunter 

Thoroughbred Breeders Association, Coolmore Australia and 

Darley Australia on the Drayton South Coal Project by Jeff Bennett 

dated 21 August 2016 (the Second Bennett Report). 

14 In section 2 of this Report, I analyse the reasoning underlying the opinions that 

are expressed in the Houston Report and the First Bennett Report.  In section 3 

of this Report, I make some remarks about the economic analysis of incompatible 

uses of land – and include some remarks on the Second Bennett Report .   
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2 The Houston and Bennett reports 

15 The Houston Report argues three propositions that are layered like the scales of 

an onion.  

16 The first proposition is that the development of Drayton South is unlikely to cause 

Coolmore and/or Darley to move – even within the Upper Hunter.  

17 The second proposition is contingent upon the first proposition being shown to 

be wrong. It is this: if the development of Drayton South causes Coolmore and/or 

Darley to move, they would move to another location within the Upper Hunter.  

18 The third proposition is contingent upon the second proposition being shown to 

be wrong. It is this: if the development of Drayton South causes Coolmore and/or 

Darley to move outside the Upper Hunter, other stud operators would take their 

place. 

19 Professor Bennett agrees with the first and third of these propositions.  

20 I shall  examine each of these propositions in turn and seek to make explicit the 

factual assumptions on which each of them is based.  

2.1 Proposition 1: the development of Drayton South 

is unlikely to cause Coolmore or Darley to move – 

even within the Upper Hunter 

21 Mr Houston bases his first proposition on his assumption that the perceptions of 

thoroughbred owners are not significantly affected by the presence nearby of: 

a. very unpleasant odours and effluent mists; 

b. coal mines;  

c. sand mines; and 

d. gold mines.1  

22 The qualification of ‘significantly affected’ is important. As a matter of logic, if 

there were no costs associated with moving and the development of Drayton 

South caused only a small loss in amenity or reputation then Coolmore or Darley 

would move. As Professor Bennett observes, the prediction that the development 

of Drayton South would not cause Coolmore or Darley to move must be 

contingent upon the lack of any significant impact on the basic business model of 

                                                

1  Houston Report, pp 22-23. Mr Houston repeats the point on p 26 where he states that the owners of 

thoroughbred horses are comfortable using a broodmare farm that is in close proximity to coal mines 

and there is no reason to expect the same cannot be expected to occur at Darley Woodlands. 
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the studs coupled with the costs of moving. Mr Bennett adopts this framework 

and agrees with the prediction.2  

23 Whether the argument is explicit or implicit, the first proposition of both Mr 

Houston and Professor Bennett must be based on a comparison of (i) the loss of 

amenity/reputation caused by the development of Drayton South; compared with 

(ii) the costs of moving. Because both Mr Houston and Professor Bennett have 

formed the opinion that the loss of amenity/reputation is not material, each makes 

the judgment that the costs of moving are likely to exceed the loss of 

amenity/reputation caused by the development of Drayton South.  

24 There are two problems with these quantitative judgments by Mr Houston and 

Professor Bennett. The first is that the behaviour of the Coolmore and Darley 

studs in spending so much time and resources in opposing the development of 

Drayton South shows that the loss to them of amenity/reputation is clearly 

material; if the development of Drayton South would ‘not impact on their basic 

business model’3 it is unlikely that Coolmore and Darley would devote so much 

effort in opposing the development.  

25 The second problem is that, because the loss of amenity/reputation cannot be so 

readily discounted, Mr Houston and Professor Bennett are making a judgment as 

to the respective magnitude of loss of amenity/reputation and the costs of moving 

without any data or any business experience in making judgments of this kind.  

2.2 Proposition 2: if the development of Drayton 

South causes Coolmore and/or Darley to move, 

they are likely to relocate within the Upper Hunter 

26 The second layer of the onion assumes that proposition 1 is shown to be wrong. 

That is, it assumes that it can be shown that the damage to amenity/reputation of 

the Coolmore and/or Darley studs might well exceed the costs of moving. Mr 

Houston then argues that, if they move, they would move elsewhere in the Upper 

Hunter.4  

27 One reason Mr Houston gives for this judgment is that the Upper Hunter has a 

large concentration of broodmares. As he states, ‘the Upper Hunter is likely to 

have by far the largest proportion of the highest quality broodmares of any region 

                                                

2  First Bennett Report, p 5. Mr Houston refers to the substantial cost of moving a stud farm on p 18 

of his Report.  

3  First Bennett Report, p 5.  

4  Houston Report, pp 26-33. 
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in Australia and New Zealand and, in turn, owners that are willing to pay the 

highest stallion fees.’5 

28 Professor Bennett relates this argument to the economic theory of agglomeration 

– whereby there are advantages to sellers of stallion services derived from locating 

close to broodmare farms.  

29 Professor Bennett states:  

The question is whether or not these established benefits of agglomeration will 

be impacted by the proposed mine. The extent of the market that is the source 

of the agglomeration advantage is the broodmare farms of the ECIC. The 

broodmare farms are essentially the ‘buyers’ in the market. The 8286 

broodmares in the ECIC are geographically scattered across the area. Given the 

requirement for mares to be ‘covered’ by stallions, then it is the transportation 

costs of mares to stallions and vice versa that is a key component of the 

locational decision.6 

30 I understand that the benefits of agglomeration are not in dispute. However, the 

‘buyers’ in the market are not the broodmare farms (they sell services to the owners 

of broodmares). Rather, the owners of broodmares are the buyers in the market. 

The owners of broodmares have an interest in minimising the costs of transporting  

their horses around the countryside; and, for this reason, they may move them if 

the studs move. This possibility is of concern to the operators of the broodmare 

farms.7 

31 Mr Houston also argues that the Upper Hunter confers benefits on the studs in 

addition to the benefits of agglomeration. In particular, he states: 

a. it is close to major ports and markets (in particular Sydney); and  

b. it has an ideal environment for breeding thoroughbreds, including 

a temperate climate, protected aspect and varied terrain combined 

with a lack of tropical diseases.8 

32 Professor Bennett observes that any decision about where to relocate will be 

dependent on an assessment of the relative benefits and costs of alternative 

locations well into the future.9 This raises the possibility that a decision to allow 

the Drayton South development to proceed could cause owners of stud farms to 

reduce their confidence that investments in the Upper Hunter were safe from 

                                                

5  Houston Report, p 28.  

6  First Bennett Report, p 4.  

7  Coolmore Submission in response to Anglo-American’s Response to the Planning Assessment 

Commission Review Report Drayton South Coal Project May 2016, p 18.  

8  Houston Report, p 27.  

9  First Bennett Report, p 8.  
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degradation by planning decisions. Alternative locations may be able to offer a 

safer haven for investments. 

33 Professor Bennett states:  

The analysis conducted in this review and that of the [Houston] Report do not 

take into account the prospect of further mining developments being located 

within the ECIC. The cumulative impact of such expansion may give rise to 

different conclusions, especially if mining expansion was to reduce significantly 

the number of broodmares in the ECIC. Such reductions could jeopardize the 

existence of the agglomeration benefits currently enjoyed. Even if equine 

industry expectations were that mining expansion will continue into the ECIC, 

then current locations decisions may be affected.10 

34 Agglomeration effects create benefits to both stud farms and broodmare farms 

from locating close to each other. At the moment, the value of these  

agglomeration benefits to a stud farm seem to be greater by locating in the Hunter 

Valley than by locating in Victoria. According to Coolmore, in 2015 Victoria 

accounted for only 21 per cent by value of the covers in the Hunter Valley.11 

35 If the development of Drayton South caused Coolmore and/or Darley to move, 

each would consider the benefits from being located in close proximity to existing 

broodmare farms as one of the factors when weighing up the merits of alternative 

locations. Other factors to be considered would be (i) confidence in future 

planning decisions degrading capital assets;  and (ii) financial incentives offered by 

Governments in other States.12 

36 If the development of Drayton South caused Coolmore and/or Darley to move, 

they would weigh up the costs and benefits of various alternative locations. 

Whether this weighing process led to their deciding to relocate to another location 

within the Upper Hunter would depend on the magnitude of the various costs and 

benefits that would appear in the decision matrix.  

37 Without access to the magnitude of the costs and benefits of the various 

alternatives, no economist can say to which location Coolmore and/or Darley 

would choose. 

  

                                                

10  First Bennett Report, p 8.  

11  Coolmore Submission in response to Anglo-American’s Response to the Planning Assessment 

Commission Review Report Drayton South Coal Project May 2016, p 23. 

12  Coolmore Submission in response to Anglo-American’s Response to the Planning Assessment 

Commission Review Report Drayton South Coal Project May 2016, p 19.  



      November 2016 |  Frontier Economics 11 

 

       

 

2.3 Proposition 3: if the development of Drayton 

South caused Coolmore and/or Darley to relocate 

outside the Upper Hunter, other stud operators 

would take their place 

38 Section 4 of the Houston Report responds to a statement by the PAC that the 

Drayton South proposal: 

… does not just threaten the viability of two neighbouring horse studs, but by 

virtue of the significance of those studs, it places the wider Equine Critical 

Industry Cluster under threat.13 

39 The PAC Review Report finds that the likely effects of the studs relocating would 

be that the cluster ‘would suffer to a significant extent and enter a potentially 

terminal decline’.14 Mr Houston uses language that is even more dramatic when he 

argues that, if Coolmore and/or Darley moved from the region, ‘there is no reason 

why the equine CIC would collapse’15  and ‘equine CIC would not collapse’.16 

40 In my opinion, this language of viability and collapse does not aid clear analysis. 

The existence of strong stud activity in Victoria and New Zealand indicates that it 

is possible to have multiple concentrations of thoroughbred breeding. The real 

question is: what is likely to be the respective sizes of these concentrations in the 

event that Coolmore and/or Darley move outside the Upper Hunter? 

41 Analysing the effects of Coolmore and/or Darley moving from the Hunter Valley 

will be changes in degree and changes that occur over years rather than months. 

As Coolmore states:  

Relatively little is known about how clusters evolve over time and why some 

clusters decline. [Mr] Houston speaks about the ‘collapse’ of the cluster – in fact 

it would be an unwinding that may take a couple of years to be fully apparent. 

For example, in 2008 there was a change in an incentive for stallions in Ireland. 

In 2008, there were 410 sires in Ireland, today there are 206. The industry had 

shown this would be the case, and while it is a dramatic drop, it was not 

experienced overnight.17  

42 Although one cannot be certain about the magnitude and timing of the effects of 

Coolmore and/or Darley moving from the Hunter Valley, the effects will not be 

                                                

13  Houston Report, p 34.  

14  NSW Planning Assessment Commission, Drayton South Open Cut Coal Project Review Report, November 

2015, p iii. 

15  Houston Report, p 39. 

16  Houston Report, p 45.  

17  Coolmore Submission in response to Anglo-American’s Response to the Planning Assessment 

Commission Review Report Drayton South Coal Project May 2016, p 21.  
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trivial. Coolmore and Darley are large players in the industry in the Hunter. In 

2015, Coolmore and Darley stallions covered 40 per cent of mares covered in the 

Hunter Valley -  3,126 mares out of a total of 7,974.18 

43 Professor Bennett states that a decision by Coolmore and Darley to leave the 

Hunter Valley ‘is likely to have little long term influence on the industry in the 

region given that the majority of broodmare owners are profit motivated and not 

subject to utility impacts associated with the location of the mine.’19 

44 Professor Bennett discounts the possibility that broodmares would follow 

Coolmore and Darley out of the Hunter Valley. His reason for this seems to be 

that the services of Coolmore and Darley would be swiftly replaced by others 

which would offer services equivalent to those currently being offered by 

Coolmore and Darley. He states:   

In many ways however, the choice of alternative locations [by Coolmore and 

Darley] outside the Hunter Valley is of little consequence to the future of the 

ECIC. That is because if the Studs did choose to relocate away from the ECIC, 

the ease of entry into the industry and the benefits of agglomeration would mean 

that substitute suppliers of stallion services (competitors) would quickly emerge. 

The loss of the stud’s broodmares would reduce the size of the industry in the 

ECIC, at least in the short term. However this reduction could be swiftly reversed 

with favourable economic conditions driving growth in the racing industry which 

is the source of the derived demand for foals.20 

45 Mr Houston is more circumspect in his predictions about the likely effects of the 

departure of Coolmore and/or Darley on thoroughbred breeding in the Hunter 

Valley. He acknowledges that their leaving would involve the departure of 

expensive stallions whose services could not readily be replaced.21 The Coolmore 

Submission to the Department of Planning and Environment of June 2016 

contains some estimates of the effect on the industry in the Hunter Valley on the 

assumption that a move of Coolmore and Darley from the Hunter Valley would 

lead to the transfer of 3,000 coverings from the region to Victoria.22 

46 Both Professor Bennett and Mr Houston adopt the assumption that barriers to 

entry into the national market for breeding thoroughbred horses are relatively 

low.23 On the basis of this assumption, they argue that the departure of Coolmore 

                                                

18  Coolmore Submission in response to Anglo-American’s Response to the Planning Assessment 

Commission Review Report Drayton South Coal Project May 2016, p 23. 

19  First Bennett Report, p 6.  

20  First Bennett Report, p 6.  

21  Houston Report, p 37.  

22  At page 23.  

23  Houston Report, p 35, First Bennett Report, p 6.  
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and Darley from the Hunter will merely lead to a change of ownership of their 

existing facilities.  

47 In my opinion, general observations about ease of entry and past changes of 

ownership give little guidance as to what would happen if Coolmore and Darley 

were to relocate to Victoria. The reason for this is the size of the Coolmore and 

Darley operations in the Hunter Valley compared with the size of the national 

market. The figures presented by Coolmore show that Coolmore and Darley 

accounted for approximately 16 per cent of the total number of covers in 2015.24 

If they were to relocate at the same size and their operations in the Hunter Valley 

were to be continued by other operators of the same size, there would be an 

increase in the capacity of Australian stud farms of 16 per cent.  

48 Any potential new operator of the Coolmore and Darley properties in the Hunter 

Valley would have to prepare their business cases on the assumption that the 

continued operation of these properties was likely to result in substantial excess 

capacity in the industry. The proposition that barriers to entry are relatively low 

should not be taken to imply that it would be profitable for a new operator to take 

over the Coolmore and Darley properties following the departure of those 

operations to, say, Victoria. Barriers to entry operate by making it unprofitable for 

an efficient operator to enter. In the business of stud farms, these barriers are likely 

to be much greater for large operations with substantial fixed and sunk costs than 

they would be for smaller operations involving less up-front capital expenditure. 

2.4 Conclusion  

49 The Houston Report argues three propositions that are layered like the scales of 

an onion. Professor Bennett agrees with the first and third of these propositions.  

50 The first proposition is that the development of Drayton South is unlikely to cause 

Coolmore and/or Darley to move – even within the Upper Hunter. This 

proposition must be based on a comparison of (i) the loss of amenity/reputation 

caused by the development of Drayton South; compared with (ii) the costs of 

moving. Because both Mr Houston and Professor Bennett have formed the 

opinion that the loss of amenity/reputation is not material, each makes the 

judgment that the costs of moving are likely to exceed the loss of 

amenity/reputation caused by the development of Drayton South. There are two 

problems with these quantitative judgments by Mr Houston and Professor 

Bennett. The first is that the behaviour of the Coolmore and Darley studs in 

spending so much time and resources in opposing the development of Drayton 

South shows that the loss to them of amenity/reputation is clearly material. The 

second problem is that, because the loss of amenity/reputation cannot be so 

                                                

24  Coolmore Submission in response to Anglo-American’s Response to the Planning Assessment 

Commission Review Report Drayton South Coal Project May 2016, p 23. 
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readily discounted, Mr Houston and Professor Bennett are making a judgment as 

to the respective magnitude of loss of amenity/reputation and the costs of moving 

without any data or any business experience in making judgments of this kind.  

51 The second proposition is contingent upon the first proposition being shown to 

be wrong. It is this: if the development of Drayton South causes Coolmore and/or 

Darley to move, they would move to another location within the Upper Hunter. 

Such decisions by Coolmore and Darley would be based on a consideration of the 

benefits and costs of the various possible locations. The benefits would include 

those derived from being located close to existing broodmare farms. Other factors 

to be considered would be: (i) confidence in future planning decisions degrading 

capital assets; and (ii) financial incentives offered by Governments in other States. 

Without access to the magnitude of the costs and benefits of the various 

alternatives, no economist can say to which location Coolmore and/or Darley 

would choose. 

52 The third proposition is contingent upon the second proposition being shown to 

be wrong. It is this: if the development of Drayton South causes Coolmore and/or 

Darley to move outside the Upper Hunter, other stud operators would take their 

place. Both Professor Bennett and Mr Houston adopt the assumption that barriers 

to entry into the national market for breeding thoroughbred horses are relatively 

low. On the basis of this assumption, they argue that the departure of Coolmore 

and Darley from the Hunter will merely lead to a change of ownership of their 

existing facilities. However, the assumption fails to distinguish the barriers that 

face the establishment of a small-scale stud compared with the barriers that face 

the establishment of a large stud on the scales of Coolmore and Darley. 
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3 Economic analysis of incompatible uses of 

land 

3.1 What is meant by an economically-efficient 

solution to this dispute?    

53 An economically-efficient decision is one which maximises the net benefit to 

society of a decision. One way to discover whether a project is economically 

efficient solution is by means of Benefit Cost Analysis (BCA). This attempts to 

quantify all the costs and benefits that a project produces and then subtracts the 

total costs from the total benefits. If the benefits exceed the costs, the project is 

economically efficient.   

54 Professor Bennett’s Second Report reviews the various submissions concerning 

the Benefit Cost Analysis (BCA) of the project. The original study by Gillespie 

Economics claimed that, providing employment benefits are excluded, the net 

social benefits of Drayton South are roughly equal to the profits to the developer 

plus the royalties accruing to the State.25 

55 In my opinion, the chief problem with this study was that it ignored the costs that 

would be borne by the studs as a result of the project. These costs are obviously 

substantial – as indicated by the resources that the studs are devoting to attempting 

to prevent the development of the project.  

56 I agree with some of the points raised by Professor Bennett in his review of the 

debate over the BCA of the project. I agree with his conclusion that any estimates 

about future coal prices are best left to the developers of the project. He states:  

It is important to note that the expected price of coal is a key factor in driving the 

corporate decision making process of whether or not to proceed with the Project. 

The action of investing in an application to proceed at the very least indicates 

that the Project proponent has confidence in the viability of the Project and hence 

the long run price of coal. External studies that suggest the Project will not earn 

a profit (as distinct from generate a net social benefit) are poorly founded. The 

proponent, with a considerable amount of their shareholders’ funds on the line, 

are better placed to forecast coal prices than those who have no ‘skin in the 

game’.26 

57 In my opinion, exactly the same point should be made about the costs that the 

project is likely to impose on the studs. External ‘experts’ expressing opinions that 

these costs are minimal flies in the face of the conduct of the studs in expending 

                                                

25  Gillespie Economics, Drayton South Coal Project, Economic Assessment, April 2015, Table 4.3, p E-33. 

26  Second Bennett Report, p 6.  
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significant resources in fighting the development. The studs themselves are best 

placed to estimate the costs they would be likely to bear as a result of the 

development.  

58 I agree with the suggestion by Professor Bennett that it is appropriate to exclude 

the non-market value of employment benefits (by both the mine and the studs) in 

any BCA calculus.27 I also agree with the suggestion by Professor Bennett that one 

should treat benefits that accrue to foreign nationals symmetrically between the 

mine and the studs. A tractable solution may be simply to add up all costs and 

benefits without tracking exactly where in the world they finally land. 

59 This approach to the problem suggests that the key benefits of the project are: 

a. the profits that would accrue to the developers if the project were 

to proceed – much of these profits may accrue to Anglo-American 

in the price it realised if it were to sell the mine prior to the 

development; and 

b. the royalties that would accrue to the State from the development. 

60 The key costs of the project are the costs that would be borne by Coolmore and 

Darley. These costs will take the form of the decline in the value of their businesses 

whether they choose to: 

a. stay in their present locations and suffer a loss of revenue;  

b. move to another location within the Hunter Valley; or 

c. move away from New South Wales. 

61 This characterisation of the debate between the promoters of Drayton South 

(Anglo American Metallurgical Coal Pty Ltd) and the owners of Coolmore and 

Darley suggests that it is not appropriately resolved by use of BCA. BCA is best 

used when a project involves widespread costs and benefits – or where market 

prices are particularly distorted. In this case, mining royalties might be thought to 

cause commercial development decisions to deviate from social benefits; but that 

is true of every mining development.  

62 Rather than analysing the debate with the aid of BCA, the problem is better 

analysed as one of conflicting land use. This was the set of problems that prompted 

the creation of the seminal paper in the sub-discipline of economics, Law and 

Economics.28  The paper gave rise to the extensive literature on the Coase 

Theorem.  

                                                

27  Second Bennett Report, p 6.  

28  Ronald H Coase, “The Problem of Social Cost”, Journal of Law and Economics, Vol 3 (1960). 
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3.2 The Coase theorem 

63 The Coase Theorem may be stated as follows: if there are zero transaction costs, 

the efficient outcome will occur regardless of the legal rule. Transaction costs are 

the costs of negotiation; they include the costs of identifying the parties with whom 

one has to bargain, the costs of getting together with them, the costs of the 

bargaining process itself, and the costs of enforcing any bargain reached.29 

64 The principal problem one encounters when seeking to apply the Coase theorem 

to a real-world problem is that transaction costs are never zero; and they may be 

quite large. Later literature has developed principles as to how legal rules might be 

developed so as to minimise transaction costs.30 

Example 1  

65 The Coase Theorem can be explained with the aid of a simple numerical example. 

Suppose the following:  

a. the net present value to Anglo American of the Drayton South 

Project is 100; 

b. the present value to Coolmore of the loss of amenity/reputation 

caused by Drayton South is 20 – this could be the costs in terms of 

loss of profit in its present location or the loss caused by having to 

move to another location; and 

c. the present value to Darley of the loss of amenity/reputation 

caused by Drayton South is 50. 

66 In this example, it would be economically efficient for Drayton South to proceed. 

Coase explained that, providing transaction costs were zero, this would be the 

result, no matter what the legal rule. If the legal rule granted the studs the right to 

prevent the mine, Anglo American could approach them and pay them to withdraw 

their objections. Providing Coolmore received more than 20 and Darley received 

more than 50, they would withdraw their objections and the efficient result would 

be obtained: the mine would proceed. 

67 This reasoning based on the Coase Theorem is similar to the reasoning of  

Commissioner Geoff Carmody quoted in the PAC Review:  

The probability of the studs moving is in dispute. The Applicant claims there is 

almost no chance they will move. Opponents of the Drayton South project assert 

that there is a high probability that they will move, taking the mares they service 

as well. The NSW Government is taking a risk that the move will occur if the 

                                                

29  A Mitchell Polinsky, An Introduction to Law and Economics, Little Brown and Company (1983) p 12. 

30  A key paper in this tradition is Guido Calebresi and A Douglas Melamed, “Property Rules, Liability 

Rules, and Inalienability: Once View of the Cathedral”, Harvard Law Review, Vol 85 (1972). 
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Drayton South project goes ahead. Is the Applicant sufficiently confident of its 

own probability assessment to accept in some way a share of the costs faced by 

NSW if the studs do move out of the state? If the probability that the studs will 

move (i.e., almost if not exatly zero) is accurate, the Applicant should be 

indifferent, or close to indifferent, about shouldering some of the risk, whatever 

its cost.31    

68 The alternative legal rule would grant the mine the right to proceed. In that case, 

Coolmore and Darley would have to pool their resources and pay Anglo American 

not to develop the mine. However, the maximum they would be able to muster 

would be 70; and this would not be sufficient to persuade Anglo American not to 

proceed. The efficient result would be obtained: the mine would proceed. 

Example 2  

69 Suppose we change the example to the following:  

a. the net present value to Anglo American of the Drayton South 

Project is 100; 

b. the present value to Coolmore of the loss of amenity/reputation 

caused by Drayton South is 100; and 

c. the present value to Darley of the loss of amenity/reputation 

caused by Drayton South is 50. 

70 In this example, it would be economically efficient for Drayton South not to 

proceed. If the legal rule granted the studs the right to prevent the mine, Anglo 

American could approach them and offer to pay them to withdraw their 

objections. However, Anglo American would not be prepared to offer a combined 

sum of 150 that would be needed to persuade both Coolmore and Darley to 

withdraw their objections. The result would be obtained: the mine would not 

proceed.  

71 The alternative legal rule would grant the mine the right to proceed. In that case, 

Coolmore and Darley would have to pool their resources and pay Anglo American 

not to develop the mine. Providing transaction costs were zero, the maximum they 

would be able to muster would be 150; and any sum over 100 would be sufficient 

to persuade Anglo American not to proceed. The efficient result would be 

obtained: the mine would not proceed. 

                                                

31  Quoted in NSW Planning Assessment Commission, Drayton South Open Cut Coal Project Review Report, 

November 2015, p 25. 
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3.3 Lessons from consideration of the Coase 

theorem 

72 As I explained in section 2 of this report, Mr Houston and Professor Bennett reach 

their conclusions by making assumptions about the values of various costs and 

benefits; and, in my opinion, these asssumptions cannot be justified on the basis 

of the evidence they cite. The benefits of the project are best estimated by Anglo 

American; and the costs of the project are best estimated by Coolmore and Darley. 

Any third party which attempted to verify these estimates would be at a severe 

disadvantage compared with those who have ‘skin in the game’.32  

73 Instead of relying on a planning process to make judgments about the magnitude 

of the relevant costs and benefits, a Coasian process would allocate the rights that 

are in dispute. However, two features of the current law seem to impose significant 

transaction costs on the parties in this particular case.  

74 The first is that the current law does not establish a clear allocation of rights so 

that a party can identify ex ante the person(s) with whom it has to bargain. In this 

case, the allocation is not clear until the planning process has been completed;  and 

after the planning process has been completed, the allocation it decides will stand 

indefinitely. This means that any negotiation between the parties can only occur 

before that process has ended. 

75 The second feature of the current law that seems to impose significant transaction 

costs on the parties in this particular case is that, even if the parties negotiate before 

the conclusion of the planning process, there is no way that the parties could 

enforce a contract between them by which the studs pay Anglo American (or any 

other party) never to develop the mine. In the language of the Coase Theorem, the 

transaction costs of enforcing such a contract would be prohibitive.  

76 However, this problem of transaction costs does not seem to apply to a contract 

whereby Anglo American paid the studs to withdraw their objection. That is, the 

only form of Coasian negotiation (with low transaction costs) that could occur:  

a. would need to be prior to the conclusion of the planning process; 

and  

b. would need to involve Anglo American offering to pay the studs 

to withdraw their objections. 

77 The second of these conditions need not result in payment by Anglo American. 

Payment would only be made if the present value of the mine exceeded the costs 

the mine imposed on the studs. 

                                                

32  To use the expression of Professor Bennett.  
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78 The problem with Anglo American negotiating to pay the studs to withdraw their 

objection is that the value to Anglo American of the mine will not include the 

royalties that would accrue to the State. Because royalties cause a disjunction 

between profits and total benefit for all mining developments, it could be inferred 

that the State has made a policy decision that, because of other costs, mining 

developments should only proceed if they are profitable after taking account of 

mining royalties. In that case, the difficulty of mining royalties for application of 

Coasian bargaining can be disregarded. However, if social benefits are to be 

regarded as the sum of profits and royalties then the State might need to join Anglo 

American in seeing whether Coolmore and Darley would be prepared to accept 

money in order to withdraw their objections.  

79 Whichever approach to mining royalties is correct, I understand that there have 

been no negotiations to see whether the studs would withdraw their objections. 

There are two possible explanations for this. The first is that Anglo American 

believes that the value it stands to gain from the project is small compared with 

the costs the project is likely to impose on the studs. If this were its belief, it may 

be attempting  to gain the right to proceed with the project through the planning 

process despite its belief that it could not achieve this outcome through market 

negotiation with the studs.  

80 The second possible explanation is that Anglo American believes that the present 

value that it stands to gain from the project is large compared with the cost the 

project is likely to impose on the studs – but it believes that the costs it incurs in 

gaining rights through the planning process are likely to be less than the amounts 

it would need to pay the studs to get them to withdraw their objections. 

3.4 Conclusion 

81 This dispute concerns incompatible uses of land. The principal parties make claims 

that rely on facts that are difficult or impossible for a third party to verify. In such 

circumstances, the literature on the Coase theorem suggests that economic 

efficiency is best promoted by providing a legal framework within which the parties 

can reveal the true value of costs and benefits through bargaining.  

82 The original version of the Coase theorem assumed zero transaction costs. 

Subsequent literature has suggested that Coasian bargaining can be promoted by 

the adoption of legal rules which minimise transaction costs. In this case, 

transaction costs would be minimised by granting rights to the studs to block the 

mine. Such an allocation would still allow the mine to proceed if the value of the 

development of the mine were greater than the costs the development would 

impose on the studs.     
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