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The Use of Economics for Understanding Law:
An Economist’s View of the Cathedral

1. Introduction

The use of economic analysis to understand |lgyvaiisof the general expansion of
economic reasoning to explain behavior outsidéefttaditional market settirfg This trend
reflects a recognition that economics is not defibg the subject matter that it is supposed to
study (e.g., markets), but that it represents datetlogy that is useful in understanding rational
decision-making wherever it occurs. Law is an ide#ject for economics in this regard
because legal disputes provide a wealth of matiniavaluating theories of rational behavior.
Indeed, the most creative scholar could not dreprtine variety of situations that even a casual
examination of such disputes revealm this sense, the case law provides economists™
with which to test their theories.

Another reason that economics is compatible veitinis that both disciplines are
concerned with incentives. According to the aximimationality, economic agents act to
maximize their self-interests (however that is nueed) subject to the various constraints that
they face. In market settings, these constramtsist of prices and income; in legal settings
they consist of laws backed by sanctions. Theiegpdn of economic analysis to law presumes
that individuals view the threat of these sanctemghether in the form of damages, fines, or
prison—as implicit prices for certain kinds of betwa, and that these prices can be set to guide
behavior in socially desirable directions. Accoglio this view of law, notions of “legality” and
“illegality” are stripped of their moral or ethicabnnotations and are instead interpreted in the

context of efficient and inefficient behavior.

! Other notable examples include economic analyfgilitical behavior (Buchanan and Tulluck, 1962pwns,
1967) and the family (Becker, 1991).

2 The best example of this that | have come acmtseifamous case Balsgraf v. Long Island R.R248 N.Y. 339,
162 N.E. 99, 1928), which illustrates the principfgoroximate cause in tort law.

1



The great American jurist Oliver Wendell Holmes, th his classic article “The Path of
the Law” (Holmes, 1897) described a theory of lhat reflects (one might say, anticipates) this
perspective. The key figure in Holmes’s theoryhis $o-called “bad man,” who has much in
common with the rational decision-maker in econ@nithe bad man is not bad in the sense of
being immoral; rather, he is a rational calculatbo will stretch the law to its limit and will
violate it without remorse if the perceived gaimseed the costs. The bad man thus has a strong
interest in knowing what the law is and what thesamjuences are of breaking it. “If you want
to know the law and nothing else,” Holmes argugeu“must look at is as a bad man, who cares
only for the material consequences which such kadgea enables him to predict” (Holmes,
1897: 459). This “prediction theory” of law is laseen through the eyes of an econorhist.

This interpretation of law may strike many as srasitics of the economic analysis of
law object, for example, to the materializationttth@ecessarily entails (such as the need to
attach a dollar value to personal injury or othexmhs), or the implication that all people are
basically amoral. To be sure, many people behagedially desirable ways out of a sense of
moral obligation and would do so even in the abseia formal law/, but laws are not designed
to restrain angels.Some people will only behave like angels for fefaviolating the law, and
others will knowingly violate it. To examine thecentive effects of law—that is, to examine
how it affects behavior at the margin—economistsiniacus on these people, those for whom it

is a binding constraint.

% Posner (1995: 1-29) therefore likens the law armhemics movement to the “pragmatic” approach wda
epitomized by Holmes, which similarly adopts a fard/looking, instrumentalist view of the law.

* In fact, Shavell (2002) explicitly recognizes swbstitutability of morals and laws in restraintmghavior , and he
goes on to discuss the relative costs and bemdfiteese two approaches to social control.

°As Madison (2008 [1787-1788]: 257) wrote in Fedstd1, “If men were angels, no government would be
necessary.”



Other critics of law and economics argue that inappropriate to evaluate law based on
economic efficiency. The goal of law should inst&@ to pursue justice or fairness. Richard
Posner’s response to this criticism has been twof6irst, he argues that justice in the sense of
distributional equity is a value that most econdasma&so embrace, along with efficiency, as
relevant in judging the performance of markets.d Afthough economists may not have any
special insights into what the optimal degree sfrbutional justice is, they can contribute much
to its measurement, as well as to how a just Oistion can be achieved with the least sacrifice
of resources (for example by evaluating the efficieof various proposed redistributive
policies). Second, and more pointedly, Posneres diiat an important meaning of justice may
in fact be efficiency because “in a world of scaregources waste should be regarded as
immoral” (Posner, 2003: 27).

Kaplow and Shavell (2002) have argued that seeidfiare, by which they mean the
aggregation of some index of the well-being oinadimbers of society, should be the sole basis
for evaluating legal policy. Based on this viewtians of fairness should matter, but only in so
far as they affect people’s well-being (meaning fieople attach some value to fairness). By
this logic, narrow concepts of efficiency, like puwealth maximization (or Kaldor-Hicks
efficiency) are inappropriate precisely becausg thelude factors like fairness that people
value.

It is nevertheless the case that most law andagnmnanalysis focuses on wealth
maximization as the metric of efficiency. Althoughanges in legal rules generally affect the
distribution of income, in many cases it will batqudifficult to ascertain these effects. And
even when the effects can be traced, tinkering gl rules will not generally be the best

means of achieving a more equitable distributiowedlth, or will entail a trade-off between



fairness and efficiency. For example, the assignrotliability for product-related damages

will likely affect both the distribution of wealthetween businesses and consumers, but also their
incentives to avoid accidents. Because therel@ative mechanisms for redistributing wealth
that have no relation to products liability (suahtlae income tax and welfare systems), it makes
sense to use the tort system solely for creatiogritives to minimize accident coéts.

In my own research on law and economics, | hanegdly followed this wealth-
maximization approach, which | believe represeramstream of law and economic analysis as
reflected by the majority of articles publishedthg major journals in the field.The fact that |
followed this path was not inevitable, however,dexe my introduction to the field came in an
undergraduate law and economics course that wghttaua decidedly non-mainstream way.
Ironically, the primary effect of this course wasdeepen my understandingesfonomics
because for the first time | saw economic reasoappied to non-market behavior, thus
offering me a glimpse of its power for explainiracgl phenomena outside of the conventional
setting. This inspired me to pursue graduateitrgim economics (which was in urban
economics and did not include any law and econonuasses), after which | returned to law
and economics as my primary field of researchthAt time, | viewed law as just another
subject area to which I could fruitfully apply mgwly minted neo-classical economic tools.
And in the late 1980s there were still lots of retting questions that an applied theorist could

tackle with little or no formal legal training. hat was required was some ad hoc research.

® See the discussion in Shavell (2004: Chapter 28).

" For a good comparative discussion on the diffesehbols of thought in law and economics, see Merand
Medema (1997).

8 | took this course several years before the éidition of Cooter and Ulen (1988) was published,|know that
had the book been available, my professor, RicAaelstein, would not have used it. (I know thic@ese he still
teaches the course and does not assign any texthptirkg instead for selected readings.)

4



In the remainder of this essay, | will offer mewi, based on more than two decades of
research in this area, on the usefulness of ecarsdimi understanding law. In doing so, | will
divide the discussion into two parts, the firsidfich | will title “economic analysis of law” and
the second “law and economics.” Readers will tioét these represent the two labels that have
been most commonly used to describe the fiddt they also aptly reflect the evolution of my
own thinking, as a trained economist interesteldu) about the nature of the relationship
between the two disciplines. Throughout the disars | will offer several examples to

illustrate the type of analysis that | believe epéfies each approach.

2. Economic Analysis of Law

By economic analysis of law | mean the use of eaun tools and methods to evaluate
legal rules. This is essentially Posner’s progaanfirst outlined in his classic treatise, although
as he acknowledges, the roots of economic anayssv go back at least to Bentham (Posner,
1995: 437). This type of analysis comes in twoetas: positive analysis and normative
analysis.

Positive analysis uses economic methods to exatmekaw as it is. It thus addresses
guestions about how the law affects behavior, toftén goes further to argue that the various
doctrines of the common law reflect an underlyiogreomic logic. In other words, it maintains
that the goal of efficiency has somehow become ezt in the law. This is not a claim that
judges and juries consciously pursue efficiency,rather that the common law has market-like

tendencies that cause it to evolve in that directio

° For example, Posner (2003) used the title “econ@nalysis of the law” for his classic treatised &havell
(2004) followed suit with his recent book, while @@er and Ulen (1988) adopted the title “law andnecoics” for
their textbook.



Normative analysis, in contrast, asks how thedaw be improved to better achieve the
goal of efficiency. Of course, this type of ana@y®lies on the assumption that efficiency is a
norm that the lavghouldpursue, and that rules should be changed wherdé&monstrated that
more efficient ones exist. As suggested above ymatics of law and economics focus on the
insufficiency of efficiency as a norm for evaluatitaw (though most would concede that it is
not irrelevant).

Mainstream economic analysis of law encompasstsgusitive and normative analysis,
as | will illustrate below. | will first describdné positive analysis as it has been applied to tort
law, but then extend the logic derived from stuélyhat area to illustrate the ability of economic
theory to unify disparate areas of law. | willthese the economic theory of criminal law to
illustrate normative analysis.

2.1. The economic analysis of tort law

The general proposition that tort liability camaeas a means of internalizing harmful
externalities is, by itself, not especially insigthin the sense that it is just a version of Pigav
taxation that is administered privately through lihbility system rather than publicly by a
regulatory authority. The real insights, | wouldw@e, arose from the efforts of Posner (1972)
and Brown (1973) to develop an economic theoryegfligence law.

Although negligence is the principal standardiwil tiability for accidents in the U.S., it
only emerged as a as a separate component catoduring the early to mid- nineteenth
century’® Prior to that time, claims for negligence wereiléd to certain “public” callings, such
as common carriers, innkeepers, blacksmiths, gesuns, who were contractually obligated to
provide proper service, the breach of which subgthem to liability; or to sheriffs, who were

held negligent when they allowed debtors to escagéody. In none of these areas, however,

193See, generally, Keeton, et al. (1984: 160-161)Honvitz (1992: 85-99).
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did negligence carry the modern meaning of a faitortake due care—rather, it connoted
“nonfeasance;” that is, failure to perform a préserg, usually contractual, duty. The broader
realm of accident law—so-called accidents betwestrafigers’—was a relatively unimportant
field of law, with few accidental injuries comingfore courts. And in those that did, there was
“considerable uncertainty” over whether they wesgegned by strict liability or some form of
negligence (Landes and Posner, 1987: 2-3). Thefithe modern concept of negligence,
meaning the failure to take due care (i.e., todiddult”), coincided with the onset of the
industrial revolution and the consequent explosibaccidents caused by machinery and
railroads.

Posner (1972) was the first to propose an exlietonomic theory of negligence law
based on the ordinary care standard famously aéddmg Judge Learned Hand in the case of
U.S. v. Carroll Towing C&! According to the so-called “Hand test,” the detevation of
negligence is based on three factors: the prolyabilat an accident will occuPjf, the damages,
or loss, in the event of an accideh},(and the burden of precautions necessary to ptreie
accident B). If the burden is less than the expected damagesB<PL, then a defendant who
failed to take the necessary precautions shoulteltenegligent, whereas if the reverse is true,
or if B>PL, then the defendant should not be held negligePosner argued, this standard,
properly interpreted, creates exactly the righemtoses for injurers to invest in efficient acciden
avoidance. In particular, tHeL must be interpreted as the expegctetginal reduction in
accident costs if the precaution in question igtakvhileB is themarginal cost of care.

To illustrate, suppose than an injurer can avaidecident by spending $100 on some
safety measure (for example, regular brake inspe€)j whereas if he does not invest, there is a

one in four chance of an accident that would caaseages of $500 to the victim. Is it efficient

11159 F.2d 169 (2d. Cir. 1947).



for the injurer to invest in the safety measurd® &nswer is yes because, by spending $100, the
injurer can prevent an expected cost of $125 (=$888). If, in contrast, the damage from an
accident is only, say, $300, but everything elsbéssame, then it woulibt be efficient for the
injurer to invest the $100 because by doing sartueer would only save $75 (=.25x$300) in
expected costs.

To see how the Hand test induces efficient belmawithis setting, suppose that
precaution is efficient in the above sense. SBxBL in this case, the court will find an injurer
negligent if he failed to invest in the safety measand an accident occurs. The expected
liability for the injurer at the time he must matkis decision is therefore $125. The injurer
knows, however, that by spending the $100 on antigieevention, he can avoid any future
liability. Thus, he will clearly invest in precaom because by spending $100 he avoids an
expected cost of $125. Suppose alternativelyabeatdent prevention is not efficient (i.e., the
loss from an accident is only $300). SifePL in this case, the court witlot find the injurer
negligent if he failed to take care and an accidectrs. He therefore has no incentive to invest
the $100 in accident prevention because he getenefit from doing so. Again, he makes the
efficient choice. Brown (1973) used a game-theorabdel to show that these conclusions
generalize to settings involving continuous care.

It is important to emphasize that a negligence oukates efficient incentives for injurers
regarding accident prevention because it creatieeahold of behaviernamely, due care—
that shields injurers from liability if they mediat standard. Injurers thus have a strong
incentive to do so. Strict liability also indudegurers to invest in efficient accident prevention
but it does so by imposing on them the full ligigifior any accident losses that they cause. (This

is the sense in which it resembles a Pigovian t&yrers therefore cannot escape liability by



taking efficient (ordinary) care, but they stillMgaan incentive to be careful so as to minimize
their overall exposure to accident costs (prevenpias liability). The importance of this
distinction in the way negligence and strict ligilvork becomes apparent when we extend the
simple accident model to allow victims as well @gsiiers to take precaution (i.e., to make it a
“bilateral” rather than “unilateral” care model).

It should be obvious that in many accident sestjimictim care is at least as important as
injurer care in reducing accident risk. For examglrivers should stop and look both ways at
railroad crossings, and consumers of dangerousipt®dhould only use them for their intended
purposes. In these bilateral care contexts, inmgoall liability on injurers is not generally
efficient because then victims would have littlenorincentive to be careful. In the language of
economics, strict liability creates a moral hazamblem for victims. In contraghe negligence
rule potentially creates incentives flooth injurers and victims to invest in efficientaent
prevention™

The reason for this striking result can be illattd as follows. As demonstrated above,
the due care standard creates a strong incentivejfimers to meet the standard in order to avoid
liability, which implies that any accident lossesl wemain on the victim. And since victims
rationally anticipate that this will be the cadeyt too have an incentive to invest in efficient
accident prevention so as to minimize their expklieses. The negligence rule thus induces
efficient prevention by both injurers and victimschuse it combines the two methods for

creating efficient incentives—namely, it sets @#old level of care so that the injurer can

12 Brown (1973) was apparently the first to demonstthis result. Also see Shavell (2004: 182-193).
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avoid liability by meeting the threshold (as shaaove), and it simultaneously imposes full
damages on the victim, thus eliminating moral haZar

The preceding argument illustrates the superiafityegligence over strict liability in
bilateral accident settings, but the logic of thguanent has implications beyond tort law. In
particular, it reveals the general usefulness adtwihwill call “threshold rules” for creating
bilateral incentives. As noted, the problem wittuke of strict liability was that the awarding of
compensation to victims eliminates any incentivasitiem to avoid the accident because they
(theoretically) expect to be made whéfeThis problem is a consequence of the dual funatio
liability to deter dangerous activities as weltasompensate victims of those activities.
Deterrence and compensation are perfectly compatiben only injurers can take precaution,
but when victims can also take precaution, the eamatory and incentive functions come in
conflict. Cooter (1985) has called this the “panadf compensation.” The problem is the legal
requirement that any amount of money that the amjig required to pay in liability must be
passed on to the victim as compensatfofhe brilliance of the negligence rule is thaeselves
this paradox by establishing a standard of behdkerthe injurer can meet &void liability,

which then leaves the victim to bear her own damatereby simultaneously giving her the

13 Negligence law often supplements the due starfdaidjurers with a corresponding standard for i,
referred to as contributory negligence. (Bewies v. Mannll East 60 (K.B. 1809). Under contributory
negligence, failure of victims to meet the due dtad of care prevents them from recovering dameegerdless of
the injurer’s care level. The logic of this rutethe same as that for the Hand test, and it siyitaeates a powerful
incentive for victims to invest in efficient accittgprevention. In terms of efficiency, howevewation of a due
standard for victims is redundant since, as we liasteseen, the “simple” negligence rule which oedyablishes a
due standard for injurers is adequate to createieaft bilateral incentives. Landes and Posner 7198) offer an
efficiency argument for contributory negligence.

4 A symmetric argument applies to a rule of “no ili” which creates incentives for victims to talkare but not
injurers. The bilateral care model thus reveadssymmetry between strict and no liability, as@pized by the
“least cost avoider” approach to liability, as weedl the superiority of negligence.

5 This is why some economists have advocated “ddedtipability rules (see, for example, Polinskyca@he
(1991)).
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correct incentives to invest in precautiSnBeginning with Brown (1973Y, economists have
formally shown that this approach works perfeatlgteate efficient bilateral incentives if the
“due standard” is set at the injurer’s cost-minimgglevel of care, as described in the example
above.

Grady (1988: 16) identifies the key feature ofligggnce law that allows it to coordinate
the behavior of injurers and victims in this wal:éach party is placed in a position where its
conduct is judged on the assumption that the diderhas taken appropriate precautions, then it
would act in the socially appropriate manner.” \Bnoand subsequent analysts used game theory
to formalize this idea to show that efficient chgeboth injurers and victims, each acting in
ignorance of the other’s behavior, emerges as #shNquilibrium under a properly designed
negligence rule. Specifically, efficient carehe t'best response” of each party under the
presumption that the other party is also takingiefit care. What's more, the law of negligence
actually requires parties who find themselves skyisituations to hold such presumptions; that
IS, to assume that other parties with whom they omage in contact are taking ordinary care
(Keeton, et al., 1984: 240). In this way the lawilitates the attainment of the efficient
equilibrium by compelling parties to hold Nash antjires about what others are daifg.

2.2. Extending the logic to other areas of law: thedel of precaution

Cooter (1985) revealed the power of economicsagige a unifying framework for law

when he used Brown’s accident model—what he céledmodel of precaution™—to

demonstrate an underlying unity in torts, contraatel property law. The key insight was

18 A rule of strict liability coupled with a contribary negligence defense maintains bilateral insestbut also
results in compensation of victims, which shows tteterrence and compensation are not necessasdynpatible..
7 Also see Landes and Posner (1987) and Shavelr}198

18 Grady (1988) goes on to discuss what happens wheies can observe what others are doing befaresihg
their own actions. In the case of these “sequleaticidents,” strategic behavior becomes possiiayell, 1983;
Wittman, 1981). Still, Grady argues that the laas kdeveloped fairly sophisticated methods for dgahiith this
problem.
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Cooter’s recognition that most legal conflicts,astjess of the subject matter, can be
conceptualized as “bilateral care” problems inglese that they involve a dispute between two
parties (a plaintiff and defendant), each possgdsia ability to take some action to avoid or
mitigate the resulting “damages.” Cooter illustchthis approach by showing that the basic
accident model that Brown had used to evaluateffi@ency of various liability rules in tort
law can also be used to examine rules applicalddegach of contract cases and property
disputes.

In contract law, for example, Cooter modeled treabh of a contractual promise as an
“accident,” where the “injurer” is the breachingtyathe promisor), and the “victim” is the
party to whom the promise was made (the promis€&bag promisor’s “care” in this setting is the
decision of whether (or when) to breach the conteatd the promisee’s “care” is how much to
invest in reliance on performance, which determthesamount of her loss in the event of
breach. In this context, one can show that awgrdictims full damages for breach (expectation
damages) is like strict liability in torts in therse that it creates efficient incentives for
promisors to avoid breach, but inadequate incestioepromisees to mitigate damages (i.e.,
they overrely on performance). Cooter showed, vewehat a rule that limits damages to the
amount that promisors could haeasonably foreseenill, like negligence, create efficient
incentives for both parties. Although such a does not literally establish a threshold for the
promisor, it employs a similar mathematical devicereate efficient incentives; namely,
limiting the promisor’s liability to the level ofadnages that would result from efficient pomisee

reliance®®

% The case oHadley v. Baxendal® Ex. 341, 156 Eng. Rep. 145 (1854) establishedahsonable foresight
doctrine for breach of contract. Interestinglyk&y (1990) interprets the doctrine of commercigraaticability as
a literal threshold rule for breach of contract.
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Cooter’s application of the model of precautiomptoperty law concerns government
takings of private property, or eminent domain.this context, the injurer’s care corresponds to
the government’s taking decision, while the vicgnoare represents the landowner’s initial
investment in improvements to the land, which detees the value of the lost property in the
event of a taking. Miceli and Segerson (1994, 12@®lied this model to the law of regulatory
takings by showing that efficient decisions by bulators and landowners can be achieved
by a conditional (threshold) compensation rule teguires the government to pay compensation
only when it inefficiently regulates a piece ofdanThey then argued that such a rule goes a long
way toward explaining actual practice in an areawafthat has been regarded by many
commentators as muddled or “incoherent” (Rubenfed®3: 1080).

The preceding examples illustrate the usefulnéssanomic theory for providing a
unifying framework for understanding disparate areblaw. In each of the examples, the
problem was to design a rule for coordinating takavior of parties engaged in an activity that
would potentially entangle them in a legal disputdthough the actual rules that have arisen in
these different areas vary in their apparent f@onter’s analysis shows that they often embody
the same inherent structure. In this sense, théés converged on similar solutions (though
often in outwardly different forms) to a common séeconomic problem®.

This conclusion naturally raises the question béxe this underlying unity in the law
came from. This is a central question in the pasikconomic theory of law, which asserts that
the common law displays an inherent economic lo§dginally, Posner attributed this

underlying logic to the decision-making of judge$o he claimed actively promote efficiency

% |n addition to Cooter (1985), see Posner (200B3v8ll (2004) and Miceli (2009) for textbook tre@imts of law
and economics that emphasize these unifying pliegipinterestingly, there is a corresponding cphae
evolutionary biology, referred to as “convergentletion,” which describes the independent emergehoertain
adaptive forms or traits (Gould, 1985, : 411-412).

13



because they “cannot do much ... to alter the sbEdise pie that various groups in society
receive, [so] they might as well concentrate omaasing its size” (Posner, 2003, p. 252). More
recent theories, however, have attempted to shatefficiency can emerge without the
conscious help of judges based on the argumentitbatommon law, like the competitive
market, is driven by invisible-hand type forcest thi@pel it in the direction of efficiency. A
large literature has arisen to evaluate the mefitsis argument’

2.3. Normative analysis: the economics of crime

I will conclude this section by providing an illustion of normative analysis based on
the economic theory of law enforcement as firstialized by Becker (1968) and elaborated on
by Polinsky and Shavell (2000, 2007), among otffefswill therefore refer to this as the BPS
model.) Although many of the prescriptions of tireddel are in fact compatible with actual law
enforcement practices (representing further exasnpii@ositive analysis), | will highlight here a
couple of divergences.

The economic approach to crime control is basethe assumption of rational offenders
who decide whether or not to commit illegal actcbynparing the dollar value of the gains from
the act in question to the expected cost, wheréatter is computed as the magnitude of the
legal sanction multiplied by the probability of appension and conviction. Although this
“rational offender” assumption strikes many asfé&ched or inappropriate, those same doubters,
when asked what the social function of criminalisbment is, will usually offer deterrence as

one of the justifications (if not the primary orf2)But of course, this makes the economist’s

2 This literature began with the seminal papers bliR (1977) and Priest (1977). See also GennailiShleifer
(2007), and Miceli (2011).

2 polinsky and Shavell (2000: 45) note that as easlihe eighteenth century, writers like Beccanié Bentham
used economic ideas to discuss optimal law enfoecémBecker, however, was the first to use foramalysis to
systematically examine optimal enforcement.

% My undergraduate law and economics students peatie basis for this observation.
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point, for without rational calculation on the paftat least some would-be offenders, deterrence
is an empty concept. Given the goal of deterretieepptimal law enforcement policy

prescribed by the BPS model involves choosing tbeability of apprehension, and the type

and magnitude of criminal sanction (fine and/osen), to minimize the overall cost of crirffe.

The assertion of efficiency as the norm for degvihe optimal enforcement policy is
what makes the analysis largely normative. Althoognimizing the cost of operating the
system is surely an important goal, actual polioken diverge from what the BPS model
prescribes, suggesting that other goals are alglayt | will give two examples. First, the BPS
model says that the optimal sanction, whether@admimprisonment, should be maximal. The
reason this is true for a fine is clear: since itostly to raise the probability of apprehensiaonh b
not the fine”> then given that offenders act based on the exgéicte, it is cost-minimizing to
raise the fine as much as possible (up to the déiés wealth) before raising the probability.
(The reason that the optimal prison term should bésmaximal is less obvious, but relies on the
same logic.) Actual punishment policies clearlyndd implement this prescription since fines
and prison terms are not maximal for most crimes.

Second, the model predicts that imprisonment shonly be used after fines have been
used to the maximum extent possible, and only thadditional deterrence is cost-justified.
Again, the logic is clear: fines are costless twease while prison is costly, so it is optimal to
exhaust the costless form of punishment first.uAcpunishment policies also fail to implement
this prescription, as offenders are often sentetz@dison when they could have afforded a

substantially higher fine. (Think of white collatiminals.)

|t is a somewhat debated point in the literatsréoavhether the gains to offenders should couttigrsocial
calculus. Most would concede that it should in earases (e.g., double parking) but not in othegs,(surder or
rape). Economic models generally do count it, &aitknowledging the debate. See, for examplen$igliand
Shavell (2000: 48). Friedman (2000: 229-231), lreand Trumbull (1990), and Stigler (1970).

% Extensions of the basic model, however, suggestréising the fine is costly for various reasons.
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The reason for both of these divergences almotdingr reflects the importance of
norms besides efficiency, such as fairness or guuétction, which society deems relevant for
the determination of optimal criminal punishmé&hEor example, the idea of sentencing poor
defendants to lengthier prison terms than wealtfgrtlants for the same crime would strike
many as unacceptable (if not unconstitutional) bseat would appear that the wealthy were

being allowed to “buy their way out of prison” (itp1987).

3. Law and Economics

| want to shift gears here and discuss a diffessetof economics for understanding law.
This approach, rather than treating law as theestilppatter, involves the use of economics to
understand how law and markets interact as co-expaadl| institutions for coordinating human
behavior. Thus, the label “law and economics”drediescribes this type of analysfs.
Ironically, | arrived at this view of the relatidmp between law and economics from teaching
economics rather than from studying law, becaussghn to appreciate the idea that markets
cannot function in isolation but must rely on thxéstence of a stable background of legal rules
that protect property rights and enforce contradest economists who don’t study law take
this background as given in the same way that thiey tastes and technology as given. But law
and economics scholars have shown that importaights can be gained about the operation of
markets by stepping back and examining the inicgiship between markets and law. Indeed,

the nascent field of development law and econonaisseflected, for example, by De Soto’s

% See, for example, Harris (1970) and Miceli (1991).

?"|n an interesting historical essay, Stigler (198@es that Aaron Director, one of the founding@diofThe
Journal of Law and Economicsriginally suggested the titleaw or Economicsreflecting the absence of much
overlap between the two disciplines at the timelight of this suggestion, the essence of theeturdiscussion, as
will become clear, might best be described by talined label “law and/or economics.”
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(2000) study of the role of secure property righteromoting economic growth, exemplifies
this perspectivé®
3.1. The Coase Theorem

The starting point for such an examination iscairse, the Coase Theorem (Coase,
1960). Coase’s original motivation was to offariique of the Pigovian view of externalities,
which asserted that some form of government intégror (taxes, fines, or liability) was required
to internalize external harm, such as that caugesiraying cattle or railroad sparks. Absent
such intervention, this view maintained, the “cdudfd@he harm (the rancher or the railroad)
would overinvest in the harmful activity; that ieg rancher would have too many cattle or the
railroad would run too many trains. Coase chakehiiis view by noting that there is no single
cause of the harm—the injurer and victim are ba&tessary for it to be felt (i.e., “two are
needed to make an accident” (Grady, 1988: 15)).ddsggnation of one party as the “injurer” in
fact represents an implicit awarding to the othaty(the “victim”) of the right to be free from
any harm that arises from the incompatibility ddithactivities. Thus, under the Pigovian view,
the farmer has the right to be free from crop dasraghether from straying cattle or spewing
sparks—and so the rancher/railroad has to be cdedpel pay the farmer’s cost. But what if the
farmer-victim is in a better position to avoid th&m, say by moving his crops, or by not
locating near the railroad or ranch in the firgtqd? In that case, the designation of the
rancher/railroad as the injurer may actually crea#ficient incentives for avoidance of the
harm, as discussed in the context of the bilatzred accident model above.

Coase’s point in raising the causation issue veasiecessarily to go down the road of
designing efficient liability rules, but rather évaluate the conditions under which court-

imposed liability was needed at all. Supposeef@mple, that in the rancher-farmer dispute the

2 Other studies in the area include Besley (1988)Alston, Libecap, and Schneider (1996).
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court does not intervene to assign liability to thecher. Does that necessarily mean that the
rancher’s herd will expand inefficiently? The amswof course, is no, as long as the parties can
bargain, because if bargaining is possible, th@éamwould be able to bribe the rancher to reduce
the herd to the point where the marginal benefit marginal cost of the last steer are equal.
Note that in this case, property rights in straytagfle effectively belong to the rancher, and the
farmer has to “purchase” them, which he will dotaphe point where the two parties value the
last steer equally, which is the point where thesllsgze is efficient. This is the reverse of what
happened under the Pigovian solution, where thadars awarded the right to the straying cattle
and the rancher has to purchase them by payingpiime-imposed damages. In both cases,
however, the outcome is efficient. This conclusighat the initial assignment of property

rights does not affect the final distribution ofo@rces, which is efficient—is the Coase
Theorem.

The importance of the Coase Theorem, howevernbegs practical relevance, which is
limited, but in its highlighting of the role of bgaining costs. When the conditions for the Coase
Theorem are satisfied—that is, when bargainingssible—the assignment of liability for
external harms doesn’t affect efficiency becauseptrties will re-arrange any initial assignment
of rights as long as there are gains from tradethis sense, the law doesn’t matter for efficiency
(though it does affect the distribution of weafth)When bargaining is not possible, in contrast,
the law does matter because the parties will n@tldbe to re-arrange inefficient assignments of
rights. In this case, the law must be designet thie goal of efficiency in mind (again, as

demonstrated by the above discussion of tort rulesjhis way, the Coase Theorem defines the

# The conclusion that the efficient allocation ofaarces will be achieved regardless of the inétisignment of
legal rights mirrors the First Fundamental Theoodr/elfare Economics, which says that market exgkanill be
efficient regardless of how property rights argiatly assigned. The Coase Theorem thus showsttiatnalities
need not preclude this outcome as long as bargpeusts are low.
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efficient scope for legal intervention (Demsetz72P The next section elaborates on this idea
in the context of the choice between property rales liability rules.
3.2. Property rules versus liability rules

The classic paper by Calabresi and Melamed (18@2he choice between property rules
and liability rules is probably second only to G&asarticle in the impact it has had in the field
of law and economic¥. The issue Calabresi and Melamed addressed wasateer in which
legal rights, or entitlements, are legally protdct&hey distinguished between two rules:
property rulesandliability rules.3* Under property rules, an entitlement can onlyreagferred if
the holder of the entitlements consents. In otbmds, a would-be acquirer must purchase the
entitlement from the holder in a voluntary exchargeder liability rules, in contrast, a party
seeking to acquire an entitlement can do so wittfmuholder’s consent provided that he or she
is willing to pay compensation for the holder’'sdosThe transfer therefore occurs non-
consensually at a price set by the court.

It should be apparent from these definitions graperty rules form the basis for market
(voluntary) exchange, while liability rules formetlbvasis for what | will call legal (forced)
exchange. Because market exchange is consenseradures a mutual benefit, or the existence
of gains from trade from any exchange that is digtcampleted. The role of the law in such
transactions is subsidiary in the sense of prengritieft (unwanted seizures) of entittements and
enforcing contractual exchange of entitlementsthisway, law icomplementaryo markets in
promoting the efficient allocation of resourcen.thie case of liability rules, on the other hand,

the law takes the primary role of forcing an exa®aof the entitlement on terms dictated by the

30 Also see Kaplow and Shavell (1996) and Polinsigsq).

31 Calabresi and Melamed also discuss a third raléed an inalienability rule, which prohibits thechange of an
entittement under any circumstances, including enssal exchange. Examples include constitutioraakptions
of certain fundamental rights, like speech andjreti, as well as laws prohibiting the sale of ogarhildren, and
cultural artifacts.
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court. Here, the law issubstitutefor market exchange in arranging a transfer ofethiglement
because bargaining costs preclude voluntary tresisfEhe discussion in the previous section of
this essay offered several examples of legal exgdgwmhy means of liability rules, including tort
cases (in which accident victims seek compens#ionon-consensual takings of their rights to
be free from damages), breach of contract casdsy@rernment takings or regulation of
property under eminent domain.

The distinction between market and legal exchangess the question of when one type
of transactions is preferred over the other. Tdsience of mutual benefit under property rules
(market exchange) might suggest that it is the raffreient structure. The problem, of course,
is that the need for consent under property rud@ssometimes prevent otherwise efficient
exchanges from occurring if transaction costs aybk.To return to one of Coase’s examples,
suppose that farmers situated along a railroad tnage the legal right to be free from crop
damages caused by sparks, and that right is peckdést a property rule. Railroad companies
would then have to secure the agreement of alldesnm order to run trains along a given route,
a prospect that would likely prevent any trainsrfrever leaving the station. Under the
assumption that running the trains is efficienits thiould represent an inefficient outcome.

If the farmers’ rights were instead protected biahility rule that only required the
railroad to compensate farmers for any damagesdines caused, but did not allow the farmers
to prevent trains from running, the railroad wourternalize the harm and would run the
efficient number of trains. The cost of using liggprules, however, is that it places a heavy
burden on the court to measure the damages sufigreittims accurately. If it under-estimates

the damages, the railroad will run too many traamg] if it over-estimates damages, the railroad
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will run too few. (Liability rules also involve ghadministrative cost of using the legal system,
which of course can be very high.)

The choice between property rules and liabilitgsias just described delineates the
scope of markets versus law in achieving an efiicédlocation of resources. The choice comes
down to a trade-off between the possibility of higdmsaction costs under property rules, which
can prevent some efficient exchange from occuriangl, the risk of legal error under liability
rules, which can result in either too many or tee £xchanges. In low-transaction-cost settings
where property rules are expected to function vtlely are clearly preferred because they will
be most conducive to efficient exchange; this ésrbralm where markets predominate. The role
of the law here is primarily supportive—that is pimtect property rights and enforce contractual
exchange. In high-transaction-cost settings wheaekets are likely to fail, however, legal
exchange by liability rules is preferred. And aliigh there is always a risk of error in the
court’'s determination of damages, the expectedsgaim forcing exchanges in these
circumstances will generally outweigh the costthiese settings, the law substitutes for markets
in promoting the efficient allocation of resources.

3.3. The General Transaction Structure

The preceding discussion, building on the insigiitSoase and Calabresi and Melamed,
describes what has been called a “General Transe$tructure” for organizing exchantfe.
Figure 1, which is adapted from Coleman (1988: B&atly summarizes the framework in the
context of the rancher-farmer dispute. The rovypsagent the party to whom the entitlement is
initially assigned (the “winner” of the legal dige), and the columns represent the rule used to
protect, or enforce that assignment. Cells | dmddresent cases won by the farmer, and cells

[l and IV represent cases won by the rancherthéncases won by the farmer, protection by a

32 See, for example, Klevorick (1985) and Colemar88t Lhapter 2).
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property rule (cell I) means that the rancher caly mfringe on the farmer’s right to be free
from straying cattle by bargaining. The farmer tizarefore prevent any infringement by
obtaining an injunction. In contrast, when thexfar’s right is protected by a liability rule (cell
I), the farmer cannot prevent straying cattle tarh only seek compensation for the resulting
damages. Note that this latter outcome coincidéstive Pigovian view of externalities first
critiqued by Coase. As the General Transactionc8ire reveals, however, this is only one out
of four possible resolutions of the dispute, and dnly desirable when transaction costs
preclude bargaining between the rancher and tinestar

[Figure 1 here]

In cases won by the rancher, protection by a ptgpele (cell Ill) means that the rancher
is free to let his cattle stray without penaltys #he above discussion revealed, this does not
necessarily imply too much crop damage becausgpase recognized, if the value of lost crops
to the farmer exceeds the value of additional steethe rancher, the farmer can bribe the
rancher to cut back his herd, provided that trainsacosts are low enough. When the rancher’s
right is protected by a liability rule, in contrgstll IV), the farmer can go to court to obtain a
reduction in straying cattle, but must be willimgday the resulting loss in profits to the rancher.
As with cell Il, no bargaining between the parigesequired here, but the court is charged with
calculating the value of additional steers to tmgcher.

Notice finally that the four cells in Figure 1 prde courts with discretion over both the
distributional effects of legal rules, and the mamim which they can be transferred. The choice
of which party receives the initial right (the wem has distributional implications because it
determines the assignment of a valuable entitlem&hus, regardless of the ultimate ownership

of the entitlement, each party would like to be ithigal recipient, either because it prevents him
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from having to purchase the entitlement if he eslilgher valuer, or because he can profit from
selling the entitlement if the other party valuesiore. Either way, the initial recipient is
enriched by the court’s assignment decision. Aécenforcement rule, that has efficiency
implications because it determines the manner iichvlany transfers away from the initial
assignment can occur, whether by market excharngen$action costs are low, or by legal
exchange if they are high.

Having described the general structure of the ab@amework, | now offer several
specific examples of how it applies to variousaions from the law of torts, contracts, and
property as a way of illustrating its ability toifynvarious areas within a single framewdrkAs
noted, cell Il corresponds to the Pigovian apprdaatxternalities, and is best exemplified by
the well-known case doomer v. Atlantic Cement Gb That case involved a group of
landowners who sought injunctive relief againsargé cement plant because of the noise and
smoke that it produced. The court, however, dethiednjunction and instead awarded
damages—in other words, the court awarded thetgfaithe right to be free from pollution but
protected it with a liability rule rather than aoperty rule. The court’s reasoning was that
issuing an injunction (choosing cell 1) would hdweeced the plant to close because high
transaction costs would have likely prevented tferdant from successfully entering into
negotiations with all of the plaintiffs in order keep the plant open. (It is the same problem the
railroad would have faced if it had to negotiatéhwnultiple farmers.) Based on this logic, the
court properly placed the case in cell II.

Breach of contract cases in which the plaintifbfpisee) is awarded money damages

also fit into cell Il if we recognize that the faiike of the breaching party (the promisor) to carry

% This discussion draws on Miceli (2009: 164-165).
326 N.Y.2d 219, 309 N.Y.S.2d 312, 257 N.E.2d 976Ui€ of Appeals of New York, 1970).
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out his or her contractual promise imposes costhemecipient of the promise. The payment of
damages thus compensates the promisee for théimgsurm>® As argued above, this remedy
is justified as a way to induce efficient breachgshe promisor, defined to be breaches for
which the cost of performance exceeds the gainsneSwriters, however, have criticized this
argument on the grounds that post-contract negmtiabsts between promisors and promisees
should be low because, after all, they have alreliiyonstrated their ability to bargain. Thus,
the conditions for property rule protection of ffremisee’s right to performance would seem to
be present. In this view, the remedy of speciéd@rmance, essentially an injunction ordering
performance, is preferred to money damages bedawseld allow the promisee to bargain
with the promisor over the terms for non-perform&(idlen, 1984; Friedmann, 1989). In other
words, breach of contract cases would be betteeglin cell | than cell If°

Cells lll and IV involve cases where the ranch@vpils. Although the rancher is the
“cause” of the harm in a literal sense, remembeasg€® insight that both the rancher and farmer
must be present for harm to occur—straying cattield cause no damage in the absence of
crops. Further, suppose that the rancher was tinste If the farmer then shows up, plants
crops, and complains about damages, we might ltdleesympathy for him. And in fact, the
common law has a doctrine called “coming to thesance” that protects pre-existing land uses
against just such nuisance claims (Wittman, 198be well-known case @pur Industries v.
Del E. Webb Development Quovides an example of this doctritfeThe case involved a
developer who encroached upon a pre-existing dagle lot and then sued to have the lot shut

down as a nuisance. The court granted the devedaeegjuest, but, invoking the coming-to-the-

% On optimal remedies for breach focusing on danmgasures, see Shavell (1980, 1984).

% Note that this is an example of normative analysThe actual use of specific performance is ugliahited to
contracts for unique goods (like land) for whichrmmatary compensation would not be a good substitute
performance.

37494 P.2d 701 (Ariz. 1972).
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nuisance doctrine, ordered the developer to pafetdlot’s re-location costs. The court thus
assigned the right in question to the feed lotdvatected it with a liability rule (cell IV). The
developer therefore had the option to pay the feetd move, or to allow it to continue in its
current location, depending on which involved adowost.

TheSpurcase provides a counterpointBoomerin the sense that the two courts chose
opposite assignments of the right in questionpaigin in both cases it protected the assignment
with a liability rule. InBoomer the defendant had to pay damages to the platatémain in
operation (the Pigovian solution), while@purthe plaintiff had to pay damages to the defendant
to force the latter to shut down. One could quibith the Spurdecision by noting that, in
contrast taBoomer there were only two parties involved (the develognd the feed lot owner),
so transaction costs should have been low enoughdaourt to use a property rdfeln either
case, however, the efficient outcome would have laehieved provided that the court set the
damages correctly.

A final case illustrates the potential inefficignaf using a liability rule when the court
cannot accurately measure damages. The cd3eevfhouse v. Garland Coal & Mining Co.
involved a breach of contract between a strip ngraompany and the owners of a large tract of
undeveloped lan® The contract called for the mining company tdaesthe land to its
original state after completing the mining openatibut the company breached this clause when
it learned that the cost of restoration would b8,820 compared to the mere $300 market value

of the restored land. The court allowed the breawhordered the mining company to pay the

% For example, Coleman (1988: 31, note 5) makes anargument. It is worth noting, however, thaam
numbers do not ensure low transaction costs. Sormgtbargaining costs between two parties carulie Qigh if
they have no alternative but to bargain with eatieo Such a situation is referred to as a bilhtammopoly.
Posner (2003: 71), for example, argues that thie thamsaction costs in tlRoomercase were due to bilateral
monopoly.

39382 P.2d 10%ert. denied375 U.S. 906 (Okla. 1961).
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Peevyhouses $300 in damages. The court thus asvirdéeevyhouses the right to
performance and protected it with a liability rgbell I1).

Although this appears to be a clear-cut casefai@ft breach, given the vastly higher
cost of performance compared to the value of pevémice, the problem is that thrarket value
of the restored land may not have been an accom@ésure of the true value of performance to
the Peevyhouses. The reason is that market vajuesents what the highest biddewiking to
payfor a piece of property (as measured by receessa# comparable properties), not what the
owner iswilling to accept The difference between the owner’s true valbe @mount he or she
would accept in a consensual sale) and market vak@metimes callesubjective valueand it
is a legitimate economic value. If it weren't, th@n owner’s right to refuse to sell for any
reason would be an inefficient impediment to magkethange, thus nullifying the primary
economic benefit of property rules.

ThePeevyhousease represents the cost of using liability rtdgsrotect entitlements.
Although performance may not have been efficierthia case, use of a property rule (specific
performance) would at least have allowed the Pemysdss to negotiate a buy-out on more
favorable terms. And since there were small nusibmmlved, the transaction costs should not
have been prohibitively high. Thus, a reasonatilerpretation of this case suggests that it might
have been better assigned to cell | than celhdf ts, as argued above, the court should have
ordered specific performance rather than money damas the remedy.

3.4. Criminal law again

| conclude the discussion of the General Trangaditructure by suggesting how it could

be extended to incorporate criminal law. Althoulga €conomic analysis of crime has long been

a prominent sub-field of law and economics, it basn something of a nagging question to
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explain why a separate category of “crimes” is kst al’® Both criminal and tort law, after
all, are concerned with the same problem—nametgrmalizing unwanted harms—so one might
ask why tort law alone is not sufficient. It istram adequate answer to simply say that crimes
are intentional and torts are accidental because¢bnomic model of tort law as outlined above
can easily accommodate intent (see, for exampledésiand Posner, 1987: Chapter 6).
Economists thus seek a deeper reason.

One interesting perspective suggested by CalabnesMelamed (1972) is that criminal
law is needed to enforcement the General Transa8tiuictureé”’ As has been argued, that
structure is designed to enforce a particular gearent of legal rights and to facilitate the
efficient exchange of those rights, but what if eamdividuals seek to violate that structure?
Consider, for example, a thief who steals sometseseproperty. When the thief is caught,
why not simply make him pay the victim the valuedlué stolen property? If the thief values the
property more than the owner, this “transactionUldgoroduce an “efficient theft” which seems,
at first glance, no different than a court’s impiasi of liability on polluters, or requiring the
government to pay just compensation for takingsother words, once we accept the validity of
coercive exchanges as efficient in those contextst we not be prepared to accept them in all
such cases of forced exchange? What makes thiesdate call “theft” different from the other
involuntary transfers of entitlements that arevaéld within the General Transaction Structure?
The question turns out to be a difficult one tisadidestepped by the BPS model of crime, which
simply takes the existence of the criminal categmgiven and proceeds to derive the optimal

enforcement policy.

0 See, for example, Friedman (2000: Chapter 18)Ramher (1983).
“L Also see Klevorick (1985), and Coleman (1988: Géaf).
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One response to this dilemma is to argue thatékiare not caught with certainty, and so
damages will undercompensate victims. This problewever, is easily handled by simply
inflating the amount of the penalty by the inveo$¢he probability of capture. (The economic
theory of punitive damages is based on precisétyidigic (Cooter, 1982).)

A better answer is to recall the reason why ligbrules are not universally allowed as
the basis for exchange. Liability rules requirent®to estimate the value of the entitlement to
the owner after the fact, which means that thermiguarantee that the resulting exchange is
efficient. In contrast, property rules ensure thay efficient exchanges occur because the
owner has the right to refuse the transaction. sTtuhen transaction costs are low, property
rules are preferred. But what if a thief violatesowner’s property rule by stealing the protected
item? If the legal remedy is simply to require hiopay compensation, then he has succeeded
in transforming the property rule into a liabilityle. To prevent this, some further sanction (a
“kicker”) is needed to discourage the thief frorolating the transaction structure. This
enhanced sanction represents the criminal penalty.

If the logic of this argument makes sense in th@&ext of property transfers, it becomes
even more compelling when applied to bodily harmotbier violent acts, where court efforts to
estimate the dollar cost to victims are bound tanbaeequate (or impossible). In these cases,
criminal sanctions are meant to discourage exclsathgd should never happen at all—those that
are protected by inalienability rules. The spediéirm of the criminal sanction, whether a fine,
imprisonment, or some combination, is not importaMhat is important is that that the sanction
in question is intended agpanishmentor an illegitimate transaction, as opposed to
compensatiorior a legitimate transaction (Cooter, 1984).slthis sense of criminal law that

represents the common understanding of most people.

28



The preceding argument is attractive to those s@ek a unified economic approach to
law because it plausibly explains how criminal lawiswed as punishments, fit within the same
framework used to explain private laws, viewed asiees. At its base is a coherent view of the
role of the law in facilitating efficient economexchange by channeling transactions into the
market when it is expected to function well, anatigh the legal system when markets fail. At
the same time, some will find this view of law agoverished, or at least incomplete, because it

ignores moral dimensions (Coleman, 1988: 165). tMosnomists would probably agree.

4. Concluding Remarks

The application of economic theory to the law hamssen, over the past half century, to
be a remarkably successful research program. Aieéreason for this success is that economics
and law are both concerned with the same ess@ntiblem—namely, establishing incentives
for guiding human behavior in socially desirableedtions. For this reason, economics provides
a coherent theory of law based on the applicatf@tonomic tools and methods founded on the
axiom of rational behavior.

Despite this natural affinity between the two gnes, economists who study law do
not necessarily claim that economics offers a ceteplnderstanding of the law. What they do
believe is that economics can explain broad aretdsedaw based on the pursuit of efficiency,
and that it can suggest how other goals (like ge$tcan be pursued in more economical ways.
At the same time, economists can learn a lot abowtthe economy functions by thinking more
carefully about the role of law in facilitating ewamic activity. Highlighting this

interrelationship represents the greatest sucdabg @conomic analysis of law.
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Figure 1. The General Transaction Structure.
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