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PREFACE



 

 

This is the ninth edition of a textbook-treatise first published in 1973. Its subject is economic analysis of legal rules and institutions, or, as it is more commonly called, “law and economics.” Economic analysis of law is the foremost interdisciplinary field of legal studies. Its centrality to the modern understanding of law is suggested by the number of journals devoted to the field,1 by the amount of encyclopedic coverage of it,2 and by the number of books and book series (often republishing articles) blanketing the field.3 In addition, a great many articles applying economics to law appear in the conventional student-edited law journals.4

Economic analysis of law has influenced the law in many areas, and also has changed the way law is taught. The reason has to do with the extreme surface complexity of the law. The law is divided into numerous fields, each with its own complex structure of rules. The fields are traditionally studied in isolation from one another, and within each field the rules tend also to be studied as separate, often self-enclosed, bodies of thought. Yet a relative handful of economic doctrines—such as decision under uncertainty, transaction costs, cost-benefit analysis, risk aversion, and positive and negative externalities—can, by their repeated application across fields of law and legal rules, describe a great deal of the legal system and enable the student to develop a more coherent sense of the system—to grasp the relation of its parts and understand its essential unity, and having done so to deal competently with new issues as they arise.

This book differs from other books of economic analysis of law in the breadth of its coverage (almost the entire legal system) and in its emphasis on the legal regulation of nonmarket behavior—not only familiar examples such as crimes and accidents and lawsuits, but also less familiar (to economists) examples such as drug addiction, thefts of art, sexual acts, surrogate motherhood, rescues at sea, flag desecration, public international law, presidential pardons, democratic theory, terrorism, and religious observances. It also differs in organization, being organized around legal rather than economic concepts. This approach enables the law to be seen, grasped, and studied as a system—a system that economic analysis can illuminate, reveal as coherent, and improve. By the same token the approach enables economics to be seen as a tool for understanding and reforming social practices, rather than merely as a formal system of daunting mathematical complexity. Indeed I think the mathematization of economics has gone too far. The explication of economics in this book stresses the unity, simplicity, and power, but also the subtlety, of economic principles. The presentation is informal, and no prior acquaintance with economics, or mathematical competence, on the part of the reader is assumed.

The continued rapid growth of economic analysis of law since November 2010, when the eighth edition went to press, is reflected in changes throughout this new edition, including two new chapters, one on intellectual property and the other on comparative and international law; these are important areas of law that received inadequate coverage in previous editions. More attention is also paid in this edition to judicial behavior, realistically modeled and explained in economic terms. There are many changes, both substantive and stylistic, in the other chapters. Citations to the law and economics literature have been updated and—a major and I hope welcome innovation—the numerous questions interspersed throughout the text of the previous editions (as distinct from the problems at the end of chapters, which I’ve retained) have been eliminated. I have been persuaded that they are a distraction. So in this edition in place of the questions are the answers, which should make the book clearer, more informative, and more accessible to students. As a further simplification I have eliminated the separate indexes for cases, and authors, cited in the book.

Throughout I have tried to clarify, compress, and improve; to make the book less technical and more commonsensical; and also to make it more eclectic, less doctrinaire, less “Chicago School,” more hospitable to criticisms of the “rational choice” approach to law—criticisms that have persuaded me among other things to supplement that approach with insights from psychology.

Finally, I wish to acknowledge the valuable contributions of my research assistants at the University of Chicago Law School to this edition—Andrew Adair, Rajan Aggarwal, Lauren Barnett, Rachel Block, Sam Boyd, Greg Buchak, Sean Cooksey, Kali Frampton, Alan Freedman, Adina Goldstein, Michael Kenstowicz, Xingxing Li, Maria Macia, Adam Solomon, Christopher Tosetti, and Michael Zhu.
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LAW AND ECONOMICS: AN INTRODUCTION







CHAPTER 1



THE NATURE OF ECONOMIC REASONING

This book is written in the conviction that economics is a powerful tool for analyzing a vast range of legal questions but that most lawyers and law students—even very bright ones—have difficulty connecting economic principles to concrete legal problems. A student takes a course in price theory and learns what happens to the price of wheat when the price of corn falls and to the price of grazing land when the price of beef rises but does not understand what these things have to do with free speech or accidents or crime or the Rule Against Perpetuities or corporate indentures or gay marriage. This book anchors discussion of economic theory in concrete, numerous, and varied legal questions; the discussion of economic theory in the abstract is confined to this chapter.

§1.1    Fundamental Concepts

Many lawyers still think that economics is the forbiddingly mathematized study of inflation, unemployment, business cycles, monetary policy, foreign trade, and other macroeconomic phenomena remote from the day-to-day concerns of the legal system. Of course the domain of economics is broader, and not merely in studying the behavior of particular markets and business practices. Understood most broadly it is the science of rational choice in a world—our world—in which resources are limited in relation to human wants. The task of economics, so understood, is to explore the implications of assuming that human beings are rational maximizers of their ends in life, their satisfactions—equivalently, their “self-interest,” which should not however be confused with selfishness. The happiness—or for that matter the misery—of other people may be a part of one’s satisfactions, although to avoid confusion economists generally prefer to speak of “utility” than of self-interest.

Rational maximization should not be confused with conscious calculation either. Economics is not a theory about consciousness. Behavior is rational when it conforms to the model of rational choice, whatever the state of mind of the chooser. So animals are rational. Nor is rationality omniscience. Information is costly, and often the costs are prohibitive, especially when the information one would like to have concerns the future. Rational choice theory accepts that people’s ability to process information is limited—there are costs not only of obtaining information but also of absorbing and using it.

Central to this book is the further assumption that a person is a rational utility maximizer in all areas of life, not just in his “economic” affairs, that is, not just when engaged in buying and selling in explicit markets. This idea—which is vital to economic analysis of law because so much of law concerns nonmarket behavior (such as crime, marriage and divorce, accidents, and bequests)—goes back to Jeremy Bentham in the eighteenth and early nineteenth century, but received little attention from economists until the work of Gary Becker in the 1950s and 1960s.1

But an assumption must not be confused with a finding. The assumption that people are rational choosers in all areas of life is just the starting point of economic analysis. It holds only as an approximation. Even perfectly normal people are not always rational. It is not rational to be frightened by watching a horror movie, but most people are. And there are situations in which rational choice is precluded by uncertainty, defined as noncalculable risk.2 There is a calculable risk of drawing a royal flush in a poker game, but the probability of a terrorist attack on the United States in the next six months cannot be calculated or even estimated. Uncertainty is a pervasive feature of human life and cannot be ignored by economics. Marriage is an example. In our society the probability that a given married couple will divorce cannot (in general) be calculated at the time of their marriage.

People take measures to cope with uncertainty; in the marriage case these include the making of prenuptial agreements. If the rate of divorce rises, then even though the probability of a particular divorce remains uncertain we can still expect such agreements to become more common. That is a reasonable response to uncertainty. A protracted courtship is another response; the hope is that the delay in marrying will enable both parties to obtain information that will dispel or at least reduce their uncertainty about the likely durability of a marriage between them.

The concept of uncertainty will figure in several places in the book (including the last section of this chapter), but let’s set it to one side for now and return to the assumption (extremely useful, though not exact) that human beings are rational maximizers of their satisfactions. This implies that people respond to incentives—that if a person’s surroundings change in such a way that he could increase his satisfaction by altering his behavior, he will do so. From this proposition derive four fundamental principles of economics that organize the analysis of law in this book. They are the Law of Demand; opportunity cost; the tendency of resources to gravitate toward their most valuable uses; and equilibrium. These turn out to be straightforward, intuitive premises of economic analysis.

 

1. The Law of Demand posits an inverse relation between price charged and quantity demanded. If the price of steak rises by 50¢ a pound and other prices remain unchanged, a steak will now cost the consumer more, relatively, than it did before. The rational self-interested consumer will react by investigating (at least if this can be done at a low cost in time and effort) the possibility of substituting goods that he preferred less when steak was at its old price but that are more attractive now because they are cheaper relative to steak. Many consumers will continue to buy as much steak as before; for them, other goods are poor substitutes even at somewhat lower relative prices (or the costs of searching for substitutes may exceed the benefits). But some purchasers will reduce their purchases of steak and substitute other meats (or other foods, or different products altogether), with the result that the total quantity demanded by purchasers, and so the amount produced, will decline.

This is shown in Figure 1.1. Dollars are plotted on the vertical axis, units of output on the horizontal. A rise in price from p1 to p2 results in a reduction in the quantity demanded from q1 to q2. Equally, we could imagine quantity supplied falling from q1 to q2 and observe that the effect would be to raise the price of the good from p1 to p2. The causality runs in both directions: If quantity falls, price will rise—otherwise there will be a shortage. If price rises, quantity falls because consumers buy less of the good.

This analysis assumes that the only change is the change in relative3 price or in quantity. Yet if, for example, demand were increasing at the same time that price was rising, the quantity demanded and supplied might not fall. It might even rise if the good were becoming so popular that more people bought it even at its higher price.

The Law of Demand doesn’t operate just on goods with explicit prices. Unpopular teachers sometimes try to increase class enrollment by raising the average grade of their students, thereby reducing the “price” of the course to the students and so inducing them to substitute the unpopular teacher’s class for another class. The convicted criminal who has served his sentence is said to have “paid his debt to society,” and an economist would find the metaphor apt. Punishment is, from the criminal’s standpoint (but not society’s, unless the punishment takes the form of a fine), the price that society charges for a criminal offense. The economist predicts that an increase in either the severity of the punishment or the likelihood of its imposition will raise the price of crime and therefore reduce its incidence. The criminal will be encouraged to substitute other activity. Economists call nonpecuniary prices, such as the disutility imposed by a prison sentence, “shadow prices.”
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2. The consumers in our steak example were assumed to be trying to maximize their utility (happiness, pleasure, satisfactions).4 The same is true of the producers of beef, though in the case of sellers (apart from nonprofits and government agencies) one usually speaks of profit maximization rather than utility maximization. Sellers seek to maximize the difference between their costs and their sales revenues, but for the moment we are interested only in the lowest price that a rational self-interested seller would charge. That minimum is the price that the resources consumed in making (and selling) the seller’s product would command in their next best use—the alternative price. It is what the economist means by the cost of a good, and suggests why (subject to some exceptions that need not trouble us here) a rational seller would not sell below cost. For example, the cost of manufacturing a lawn mower is the price the manufacturer must pay for the capital and labor consumed in making it. That price must exceed the price at which the resources could have been sold to the next highest bidder, because if the manufacturer hadn’t been willing to beat that price, he would not have been the high bidder and would not have obtained the resources. The economic concept of cost (opportunity cost) is the second fundamental principle of economics.

A corollary of the notion of cost as alternative price is that a cost is incurred only when someone is denied the use of a resource. Since I can breathe as much air as I want without depriving anyone of any of the air he wants, no one will pay me to relinquish my air to him; therefore air is costless.5

Here are two more examples of opportunity cost: (1) The principal cost of higher education is not tuition; it is the forgone earnings that the student would have if he were working rather than attending school. (2) Suppose the labor, capital, and materials costs of a barrel of oil are only $2, but because low-cost oil is being rapidly depleted, a barrel of oil is expected to cost $20 to produce in 10 years. The producer who holds on to his oil for that long will be able to sell it for $20 then. That $20 is an opportunity cost of selling the oil now—although not a net opportunity cost, because if he waits to sell his oil he’ll lose the interest he would have earned by selling now and investing the proceeds. Suppose, however, that the current price of oil is only $4 a barrel, so that if the producer sells now, he will have a profit of only $2. If he invests the $2 it is unlikely to grow to $20 (minus the then cost of production) 10 years hence. So he is better off leaving the oil in the ground. The scarcer that oil is expected to be in the future, the higher the future price will be, and therefore the likelier the oil is to be left in the ground, which (not incidentally) will avert a future shortage.

This discussion of cost may help dispel one of the most tenacious fallacies about economics—that it is just about money. Money is obviously a vital feature of any advanced economy—as a medium of exchange that enables the substitution of a price system of transactions for a barter system, as a store of value to be drawn on as needed for acquiring goods or services, and as a measure of value—but it is only a small part of the subject matter of economics. Because economics is primarily concerned with how resources are allocated,6 economists distinguish between transactions that affect the use of resources, whether or not money changes hands, and purely pecuniary transactions—transfer payments—and have more to say about the former than about the latter. Housework, for example, is an economic activity even if the houseworker is a spouse who does not receive pecuniary compensation. For housework involves cost—primarily the opportunity cost of the houseworker’s time. In contrast, the transfer by taxation of $1,000 from me to a poor (or to a rich) person is costless in itself, that is, regardless of its secondary effects on his and my incentives, the (other) costs of implementing it, and any possible differences in the value of a dollar to us. It does not diminish the stock of resources. It diminishes my purchasing power, but it increases the recipient’s by the same amount. It is what economists call a private cost but not a social one. A social cost diminishes the wealth of society; a private cost rearranges that wealth.

Competition is a rich source of “pecuniary” as distinct from “technological” externalities—that is, of wealth transfers from, as distinct from cost impositions on, unconsenting parties. Suppose A opens a gas station opposite B’s gas station and as a result siphons revenues from B. Since B’s loss is A’s gain, there is no diminution in overall wealth and hence no social cost, even though B is harmed by A’s competition and so incurs a private cost. It would be different if to eliminate B’s competition, A destroyed B’s gasoline pumps. That would reduce the total stock of goods in the economy.

The distinction between opportunity costs and transfer payments, or in other words between economic and accounting costs, helps show that cost to an economist is a forward-looking concept. “Sunk” (already incurred) costs do not affect a rational actor’s decisions on price and quantity. Suppose that a life-sized porcelain white elephant cost $1,000 to build ($1,000 being the alternative price of the inputs that went into making it) but that the most anyone will pay for it now that it is built is $10. The fact that $1,000 was sunk in making it will not affect the price at which it is sold, provided the seller is rational. For if he takes the position that he must not sell it for less than it cost him to make it, the only result will be that instead of losing $990 he will lose $1,000.

This discussion of sunk costs should help explain the emphasis that economists place on the ex ante (before the fact) rather than ex post (after the fact) perspective. Fully rational people base their decisions on expectations of the future rather than on regrets about the past. They treat bygones as bygones. If regret is allowed to undo decisions, the ability of people to shape their destinies is impaired.7 If a party for whom a contract to which he freely agreed turns out badly is allowed to revise the terms of the contract ex post, few contracts will be made.

The most celebrated application of the concept of opportunity cost in the economic analysis of law is the Coase Theorem.8 The theorem, slightly oversimplified—for qualifications, see §3.5 infra—is that if transactions are costless, the initial assignment of a property right will not affect the ultimate use of the property. Suppose a farmer has the legal right to grow crops free from damage from locomotive sparks, and that it is a property right—that is, a right to exclude entry (including entry of sparks emitted by locomotives) upon his land, enforceable by an injunction or perhaps even a criminal penalty for trespass—rather than just a right to be compensated for damage. Assume that his crops are worth $100 and are flammable, that the value to the railroad of unimpeded use of its right-of-way is $120, but that at a cost of $110 the railroad can install spark arresters that will eliminate the fire hazard. On these assumptions, plus the further assumption that unless the railroad installs spark arresters its locomotives are sure to destroy the farmer’s crops, the real value of the crops to the farmer is not $100 but somewhere between $100 and $110, since at any price above $110 the railroad would install spark arresters rather than buy the farmer’s property but at any price below $110 the railroad would buy the property. The farmer is better off selling his property right to the railroad at a price between $100 and $110; he will do this because the railroad will buy at a price in that range; and as a result his land will be shifted into some fire-insensitive use, just as if the railroad had owned it in the first place. If he fails to sell, his crops will be destroyed, and he will be compensated only for the lost value, $100.

Now suppose that instead of the farmer’s having the right to grow crops free from damage from locomotive sparks, the railroad has the right to the unimpeded use of its right-of-way. Because the farmer’s crops are worth less than the railroad’s cost of installing spark arresters, as before the locomotives will spew sparks and the farmer’s land will be shifted into some fire-insensitive use. Thus, the initial assignment of property rights, whether to the railroad or to the farmer, will not affect the ultimate use to which the property will be put; in either event it will be put to its most productive use, namely a fire-insensitive use. The initial assignment of rights will affect the distribution of wealth but not the allocation of resources. Stated differently, the opportunity cost of the farmer’s crops exceeds their value; for the crops are an impediment to a more valuable economic activity, namely railroading with spark emission. The land is worth more to the railroad without crops on it than to the farmer with crops on it.

The process by which price tends toward alignment with opportunity cost is illustrated in Figure 1.2. D represents the demand schedule and S the opportunity cost of supplying a unit of output at various levels of output. Another name for S is the industry marginal-cost curve. Marginal cost is the change in total costs brought about by a one-unit change in output; in other words, it is the cost that would be avoided by producing one unit less. (Marginal cost is explored further in Chapters 9 and 10.) This definition should help you see why the intersection of D and S is the equilibrium price and output under competition. “Equilibrium” (about which more shortly) means a stable point, that is, a point at which, unless the conditions of demand or supply change, there is no incentive for sellers to alter price or output. If price is at the right of this point, supply will exceed demand (the S curve is above the D curve in this region), so price will fall (S will decline, intersecting D at a lower point) to enable the market to clear (rather than unsold goods pile up). To the left of the equilibrium price and output, where demand exceeds supply, price will rise (S will rise, intersecting D at a higher point, because a higher price induces a greater supply) to avoid the shortage that excess demand would create were there no price adjustment.

Even in long-run competitive equilibrium there is no assurance that all sales will take place at prices equal to the opportunity costs of the goods sold. This is implicit in the upward slope of the supply curve in Figure 1.2. The fact that the cost of producing the good rises with the quantity produced implies that its production requires some resource that is scarce in relation to the demand, such as fertile or well-located land. Suppose, for example, that the very best corn land can produce corn at a cost of $1 a bushel, with the cost consisting both of the direct costs of producing corn (labor, fertilizer, etc.) and the value of the land in its next best use, and that the market price of the corn produced on such land would be $10 a bushel were no other corn produced. Clearly there are incentives to expand production, and since the good land cannot be expanded, inferior land will be shifted into corn production—land that requires greater inputs of labor, fertilizer, and so on to produce the same quantity of corn.
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This process of reallocation will continue until price and marginal cost are equalized, as in Figure 1.2. At this point the market price will equal the cost of the marginal producer. Suppose that cost is $2.50. All corn farmers will be selling corn at $2.50 a bushel, but the cost of producing the corn will be only $1 on the best land. The difference is called “economic rent” (not to be confused with rental). Who will get the rent? Not the producers of the corn, but the owners of the good land (of course, they may be the same people, but the roles of owner and producer are distinct). Competition between producers will eliminate any producer rents, leaving all the rents to be captured by the owners of the resource that generates them. If the quantity of the best land could be increased without cost, competition would eliminate the scarcity that generates the rents, and with it the rents themselves. Thus under competition rents are earned only by the owners of resources that cannot be augmented rapidly and at low cost to meet an increased demand for the goods they are used to produce.

The very high incomes earned by a few singers, athletes, and lawyers include economic rents attributable to the inherent scarcity of the resources that these persons control—a fine singing voice, athletic skill and determination, the analytical and forensic skills of the successful lawyer. Their earnings may greatly exceed their highest potential earnings in an alternative occupation even if they sell their services in a fully competitive market. A different kind of economic rent, discussed in Chapter 9, is earned by the monopolist, who creates an artificial scarcity of his product.

Although economists tend to treat opportunity cost as if it were the same as out-of-pocket cost, there is a difference that is illuminated by the concept, introduced earlier in this chapter, of uncertainty. An out-of-pocket cost is observed; an opportunity cost is an estimate of what will happen if an individual or a firm does or fails to do something. If it is uncertain what will happen, a person may hesitate to act, preferring the bird in the hand to the (possible) two birds in the bush. The difference between the two types of cost is discussed further in Chapters 9 and 15.

 

3. An equilibrium, as already noted, is a stable point. Until demand or supply conditions in a market change, there is no incentive for either the sellers or the buyers to leave the market, or for new sellers or buyers to enter. But equilibria tend to be fragile, transient. Imagine, for example, that the government has placed a price ceiling on the good depicted in Figure 1.2 and that the ceiling is below the equilibrium price (otherwise the regulation would be ineffective), thus forcing down the dotted line p. As a result, p will now intersect the supply curve to the left of the demand curve—meaning that supply will fall short of demand, because the lower price simultaneously reduces the incentive of producers to make the good and increases the desire of consumers to buy it. The result is a shortage. Equilibrium can be restored by use of a nonprice method of allocating supply to demand. Consumers might be required to queue up for the product; the cost of their time would determine the length of the queue. Queues are common in markets in which prices are regulated, and we’ll see examples in this book. The removal of price regulation invariably reduces, and usually eliminates, queues.

The significance of the concept of equilibrium is that it causes economists to think hard about conditions that prevent resources from gravitating to their most valuable use and staying there indefinitely—conditions that, by driving a wedge between cost and price, create gluts or shortages, and in either case waste economic resources. (For example, if price is above cost, consumers may be induced to substitute products that actually cost society more to produce, but are cheaper because produced in a competitive market, where price equals rather than exceeds cost). Observation that a particular market is not in equilibrium—for example, that there are frequent gluts or shortages, firms undergoing liquidation, sudden layoffs, machinery that quickly becomes obsolete and is junked though it’s still in good working order—incites a search for economic or regulatory or even psychological reasons why the market is not in equilibrium and thus failing to allocate resources with maximum efficiency.
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4. Resources tend to gravitate toward their most valuable uses if voluntary exchange—a market—is permitted. Why did the manufacturer of lawn mowers in an earlier example pay more for labor and materials than competing users of these resources? Because he thought he could use them more profitably than could competing demanders. By a process of voluntary exchange, resources are shifted to those uses in which the value to consumers, as measured by their willingness to pay, is highest. When resources are being used where their value is highest, or, equivalently, when no reallocation would increase their value, we say they’re being employed efficiently.

A methodologically useful assumption related to competitive equilibrium is that there are no unexploited profit (in the sense of rent, not cost of equity capital) opportunities. A profit opportunity is a magnet drawing resources into an activity. If the magnet doesn’t work, the economist takes this as a sign not that people are irrational but that there are barriers to the free flow of resources. The barrier could be high information costs, externalities (effects, positive or negative, that an economic activity has outside the market in which the activity occurs, as when waste discharged from a paper-manufacturing plant into a river poisons the river’s fish), inherent scarcities as in our economic-rent-of-land example, or other economic conditions discussed in this book. If there are no such barriers, then in the market depicted in Figure 1.2 each seller will (as shown in Figure 1.3) confront a horizontal demand curve equal to p even though the market as a whole faces a downward-sloping demand curve (which can be viewed as the sum of a very large number of individual-firm demand curves, each of which is only trivially downward sloping, i.e., approximately horizontal, but the aggregate of which is steeply sloped).9 The significance of a horizontal demand curve is that if the seller raises his price, however slightly, above the market price, his sales will go to zero. Raising price and thereby opening a gap between price and marginal cost will create a profit opportunity that another seller will snatch away from him.

§1.2    Value, Utility, Efficiency

The previous section bandied about some pretty highly charged words—value, utility, efficiency—about which we need to be more precise.

The economic value of a good or service is how much someone is willing to pay for it or, if he has it already, how much money he demands for parting with it. These are not always the same amounts, and this can cause difficulties, which we shall consider later. Utility is most commonly used in economics to distinguish an uncertain cost or benefit from a certain one. Utility (more precisely, “expected utility”) in this sense is entwined with the concept of risk. Suppose you were asked whether you’d prefer to be given $1 million or a 10 percent chance of $10 million. Probably you would prefer the former, even though the expected value of the two choices is the same: $1 million (= .10 × $10 million). If so, you are risk averse. Risk aversion is a corollary of the principle of diminishing marginal utility of money, which just means that the more money you have, the less additional happiness you would get from another dollar. Suppose you had a net worth of $1 million: Would you be willing to stake it on a 50-50 bet to win $2 million? If not, it means that your first million dollars is worth more to you than a second million would be.

Risk aversion is not a universal phenomenon; gambling illustrates its opposite, risk preference. This is not because one wins big at gambling only by taking risks (for few activities are actually riskless), but because the expected value of a gamble usually is negative. Suppose you’re charged $1 for a lottery ticket, and, because a million lottery tickets are sold, the probability of your winning the lottery is one in 1 million. For it to be a fair gamble the prize for winning the lottery would have to be $1 million, because the expected value of a one in a million chance of winning $1 million is $1 (= $1 million x .000001). But in fact the prize will have to be smaller, because otherwise the organizer of the lottery would have no income to cover his expenses; he would collect $1 million in ticket sales and pay out $1 million to the winner. Yet we know that many people buy lottery tickets. Nevertheless economists believe, with some evidence (notably the popularity of insurance and what is called the “equity premium”—the higher expected return of common stock than of bonds (see Chapter 16), common stock being riskier), that most people are risk averse most of the time, though many people both buy insurance and gamble, and though we’ll see that institutional responses to risk aversion such as insurance and the corporation (with its limited liability—meaning that the shareholders are not liable for the corporation’s losses) may make people effectively risk neutral in many situations.

Economists no longer use “utility,” as they once did, in the sense it bears in the philosophical theory called “utilitarianism.” There “utility” bears the approximate meaning of “happiness” and society is advised to try to maximize average or total human (in some versions human plus animal) happiness. The social goal most emphasized in modern economics is not happiness or utility but the efficient allocation of resources, in a somewhat special sense. Suppose A sells a wood carving to B for $100, both parties have full information, and the transaction has no effect on anyone else. Then the allocation of resources that is brought about by the transaction is said to be Pareto superior to the allocation of resources before the transaction. A Pareto-superior transaction (or “Pareto improvement”) is one that makes at least one person better off and no one worse off. In our example, it presumably made both A and B better off, and by assumption it made no one worse off. In other words, the criterion of Pareto superiority is unanimity of all affected persons.

But the conditions for Pareto superiority are rarely encountered in the real world. Most transactions (and if not a single transaction, then a series of like transactions) have effects on third parties, if only by changing the prices of other goods (as noted in the discussion of the concept of equilibrium) or by distressing observers (polygamy, an example famously discussed by John Stuart Mill in On Liberty). In the less austere concept of efficiency mainly used in this book—called the Kaldor-Hicks concept of efficiency, or wealth maximization—if A values the wood carving at $50 and B at $120, so that at any price between $50 and $120 the transaction creates a total benefit of $70 (at a price of $100, for example, A considers himself $50 better off and B considers himself $20 better off), it is an efficient transaction, provided that the harm (if any) done to third parties (minus any benefit to them) does not exceed $70. The transaction would not be Pareto superior unless A and B actually compensated the third parties for any harm suffered by them. The Kaldor-Hicks concept is also and suggestively called potential Pareto superiority: The winners could compensate the losers, whether or not they actually do.

The fact that the conditions for Pareto superiority are rarely satisfied in the real world, yet economists talk quite a bit about efficiency, means that the operating definition of efficiency in economics cannot be Pareto superiority. And in fact when an economist says that free trade or competition or the control of pollution or some other policy or state of the world is efficient, nine times out of ten he means Kaldor-Hicks efficient.

But what if A in our example valued the wood carving at only $70 and B at $120 not because A likes wood carvings less than B—he may like them much more—and not because there is any appealing concept of deservedness that B might invoke to validate his claim to be able to buy the wood carving, but rather because A is destitute and has to sell his wood carving in order to eat, while B, rather than being passionate about wood carvings, merely wants to diversify his enormous wealth by holding a variety of collectibles. These circumstances are not inconsistent with the sale’s making both A and B better off; on the contrary, they explain why it makes both better off. But the circumstances undermine the moral foundations of a social system oriented to Pareto superiority, let alone potential Pareto superiority, by showing that the pattern of consumption and production is determined by the distribution of wealth. If that distribution is unjust, the pattern of economic activities derived from it will not have a strong claim to be regarded as just either. And insofar as the distribution of wealth is itself largely determined by the market, the justice of the market cannot be derived from some independent notion of the just distribution.

Furthermore, much inequality of wealth reflects sheer luck—the luck of being born in a wealthy country, the luck of being a beneficiary or casualty of unpredictable shifts in consumer demands and labor markets, the luck of inheritance, the luck of the financial markets, the luck of whom you know, the luck of your parents’ ability and willingness to invest in your human capital. The greater the role of luck in the distribution of wealth and economic opportunities, the more difficult it is to defend the existing distribution as just in a strong sense, though it may be just in the weak sense that there is no practicable alternative.

A modern market system tends actually to magnify differences in innate ability, driving a wedge between the natural lottery and income. The cause is the “superstar” phenomenon.1 Consider two concert pianists, one of whom (A) is slightly better than the other (B). Suppose that most of the income of a concert pianist nowadays derives not from performing or teaching but from recording. Since recordings of the same piece of music are close substitutes, a consumer has no reason to buy recordings made by B rather than those made by A unless there is a significant difference in price, and there need not be. For even if A receives a higher royalty from his contract with the record company than B could command, the added cost to the record company may be offset by the economies of a larger output, enabling it to sell A’s recording for the same price that it or another record company could sell a recording of the same piece of music by B. A may thus end up with a very substantial income from recording and B with a zero income from it, though A may be only a 2 percent better pianist and the difference in quality may be discernible by only a small fraction of the music-loving public.

The Kaldor-Hicks definition of efficiency gives rise to a paradox when the subject matter of a transaction is a large fraction of a person’s wealth. Suppose I refuse a $300,000 offer for my house but then the government condemns it, paying me $200,000, which is its market value. The government would happily sell the house back to me for $250,000—it is worth less than that to the government, though more than $200,000—but I neither have nor can borrow $50,000. In whose hands is the house worth more—mine or the government’s?

In considering this conundrum, remember that wealth as used by economists is not an accounting concept; it is measured by what people would pay for things or demand in exchange for giving up things they possess, not by what they do pay for them. Notice in Figure 1.2 that if quantity sold were smaller, price would be higher; evidently consumers would be willing to pay more for some units of the product. So they must obtain value from being able to buy them at the competitive price. This value, called consumer surplus (see §9.3 infra), is also part of the wealth of society.

Because economics cannot tell us whether the existing distribution of income and wealth is good or bad, just or unjust, the economist cannot issue mandatory prescriptions for social change. Yet this turns out to be less of a handicap to the normative use of economics than might appear. Economists can usually appeal to a generally accepted goal, such as maximizing the value of output, rather than having to defend the goal. By showing how a change in economic policy or arrangements would advance us toward that goal, they can make a normative statement without having to defend their fundamental premises. They can demonstrate, for example, that cartelization results in a reduction in the value of output (see Chapters 9 and 10), and since maximizing that value is a generally accepted goal of a commercial society, their demonstration provides, without more, a prima facie case for prohibiting cartels.

An important normative question, already alluded to, is whether and in what circumstances an involuntary exchange can confidently be said to increase efficiency. Even if efficiency is not defined as something that only a voluntary transaction can create—even if the Kaldor-Hicks concept is used instead—it is only when resources are shifted pursuant to a voluntary transaction that we can be confident that the shift involves an increase in efficiency.2 The transaction would not have taken place unless both parties had expected to be made better off by it. But many of the transactions either affected or effected by the legal system are involuntary. Most crimes and accidents are involuntary transactions, and so is a legal judgment to pay damages or a fine. How is one to know when such transactions increase, and when they reduce, efficiency? Kaldor-Hicks asks whether, had a voluntary transaction been feasible, it would have taken place. If, for example, the question were whether clean water was more valuable as an input into paper production than into boating, we might try to determine, using whatever quantitative or other data might be available to help us, whether in a world of zero transaction costs the paper industry would purchase from the boaters the right to use the water.

To reconstruct the likely terms of a market transaction in circumstances where instead a forced exchange took place—to mimic or simulate the market, in other words—is difficult. But to ban all forced exchanges would be grossly inefficient. It would amount to abolishing markets, since virtually all market transactions have some uncompensated third-party effects.

§1.3    The Realism of the Economist’s Assumptions

We have already noted the unrealism of key assumptions that underlie economic theory. The basic assumption—that human behavior is rational—seems contradicted by the experiences and observations of everyday life, though the impression of unrealism is lessened when one understands that the economic concept of rationality is objective rather than subjective; it is the ability and inclination to use instrumental reasoning to get on in life and thus does not assume consciousness (rational decisions are often intuitive).

Even with such qualifications, the assumptions of economic theory are one-dimensional and pallid when viewed as descriptions of human behavior—especially the behavior of such unconventional economic “actors” as the judge, the litigant, the parent, the rapist, and others whom one encounters in the economic analysis of law. But abstraction is of the essence of scientific inquiry, and economics aspires to be scientific. Newton’s law of falling bodies is unrealistic in its assumption that bodies fall in a vacuum (as well as superseded by the general theory of relativity), but it is still a useful theory because it predicts with reasonable accuracy the behavior of a wide variety of falling bodies in the real world. Similarly, an economic theory of law will not capture the full complexity, richness, and confusion of the phenomena—criminal or judicial or marital or whatever—that it seeks to illuminate. But its lack of realism in the sense of descriptive completeness, far from invalidating the theory, is a precondition of theory. A theory that sought faithfully to reproduce the complexity of the empirical world in its assumptions would not be a theory—an explanation—but a description.

This doesn’t mean that the analyst has a free choice of assumptions. An important test of a theory is its ability to explain reality. If it does a lousy job, the reason may be that its assumptions are insufficiently realistic. But we need not try to evaluate the assumptions directly in order to evaluate it. Judged by the test of explanatory power, economic theory is a significant (although only partial) success; so perhaps the assumption that people are rational maximizers of their satisfactions is not so unrealistic as the noneconomist might at first think. Economic theory can explain a large number of market and nonmarket phenomena, such as the inverse correlation, mentioned in the first section of this chapter, between price ceilings and queues; the inverse correlation between rent control and the stock of housing; the relation between futures prices and spot-market prices; the dependence of college enrollment on the financial returns to a college education; and the fact that the best goods tend to be shipped the farthest distances for sale and the worst consumed at home.

A stronger test of a scientific theory, however, is its predictive power, because the number of alternative explanations for the same phenomenon can be infinite. Here, too, economics has had its share of successes. For example, the aftermath of communism provided repeated confirmations of the predictions of economic analysis, such as that price regulation leads to queuing, black markets, and shortages; that competition and free trade promote productivity; and that property rights encourage investment. And prediction need not to be of future events; it can be of the form: Theory predicts that if we look in a pond we’ll find a frog. Economics has had successes in this domain as well, as in predicting that price controls cause shortages.

Still another test of a scientific theory is its ability to underwrite effective interventions in the world of action. The most dramatic example is the atomic bomb, which showed that modern atomic theory was not just another clever speculation about invisible entities. In this respect, too, economics has had successes, albeit more modest ones than the natural sciences have had. Economists have created new methods of pricing financial and other products, new financial trading strategies, new methods of employee and executive compensation, new techniques for controlling inflation and unemployment and averting depressions, and new regulatory methods such as airwave auctions and salable pollution rights. Most of these interventions have worked pretty well, though not all—and we’ll be discussing failures, of which the financial collapse of September 2008 and the ensuing global economic crisis have made economists acutely conscious, as well as successes.

§1.4    Irrationality and Hyperrationality; Herein of Behavioral Economics and Game Theory

The fact that people do not always make rational choices does not invalidate rational choice theory; random deviations from rational behavior will cancel out. But cognitive psychologists, economists, and economic analysts of law have presented evidence that human behavior exhibits systematic departures from rationality.1 “Highly selective perception and memory shape what comes to mind before we make decisions and choices,”2 and so influence those decisions and choices, often deflecting them from what rational choice theory would predict. Communists exaggerate the malleability of human beings; rational choice theorists exaggerate their rationality.

Evolution explains some of the cognitive deficiencies that rational choice theorists have tended to ignore. For example, most people have difficulty dealing rationally with low-probability events, and this may well be because in the “ancestral environment” (the term used by evolutionary biologists to describe the period of human prehistory in which the human brain reached its present state) survival required full-time attention to high-probability opportunities and threats. Another explanation is that what seem to be cognitive deficiencies often are cognitive shortcuts that work pretty well most of the time, and thus have valuable economizing features. Or consider merchants’ preference for pricing an item at $7.99 rather than $8. The human brain tends to fixate on the first digit, and thus treat the first price as significantly rather than trivially lower than the second. (A related cognitive quirk may explain why most people find fractions much easier to comprehend than percentages, though fractions and percentages are exact equivalents.)

Among the cognitive deficiencies that can play havoc with rational economic thinking and thus cause rational choice to go awry is the “sunk costs” fallacy, or throwing good money after bad. In making decisions we frequently ignore the adage of letting bygones by bygones; we’re unable to ignore costs that, having already been incurred, cannot be altered by the decision. Related to the sunk costs fallacy is loss aversion: Often one derives less utility from a gain in income than the utility one loses as a result of losing an equal amount of income. Loss aversion is related to another cognitive quirk, the “endowment effect”—valuing what we have more than we would value the identical thing if it were offered to us. For example, we might refuse to sell for $100 a wristwatch for which we would not have been willing to pay more than $90.3 Notice that the endowment effect falsifies the Coase Theorem, though without impairing its analytical utility, which is to focus attention on the importance of transaction costs in explaining behavior in markets.

We engage in “mirror imaging”—assuming that other people have the same values, objectives, and reasoning processes that we do, an assumption that often is false. There is also “hyperbolic discounting” (a form of “weakness of will”)—weighting present pains and pleasures more heavily than future ones to a degree that is irrational, as when we overeat (present pleasure) while knowing we’ll soon regret it (future pain).4

We give undue weight to immediate vivid impressions relative to what we merely read or hear about (the “availability heuristic”). We are excessively optimistic; in surveys, people greatly underestimate the probability of being divorced, and far more than 50 percent of drivers consider themselves above average in driving skill. We are overly influenced by our preconceptions, and thus yield to “confirmation bias”—interpreting evidence to support a preconception even when it does not. We are prone to “hindsight bias”—exaggerating ex post the ex ante probability of some event. We tend in hindsight to think something inevitable that in fact was unlikely to occur; in hindsight there are no freak accidents. One justification for requiring that a search warrant be obtained in advance of the search, rather than letting the legality of the search be determined after it has taken place, is that if the search turns up contraband or evidence of crime the judge will have trouble resisting feeling that the search must have been reasonable ex ante.5

Apparent departures from rationality can sometimes be explained in rational choice terms. Optimism is an antidote to debilitating depression. (Psychiatrists have coined the expressive phrase “depressive realism.”) It may also be a precondition to acting in the face of uncertainty, rather than experiencing paralysis.6 The endowment effect may be a consequence of (1) wealth effects: Our preferences change when our wealth changes, and we are more or less wealthy depending on whether we own the good in question; (2) consumer surplus (see §1.2 supra)—a glance back at Figure 1.2 will remind that everyone who owns a good, except the marginal purchaser, values it above the market price; so owners of the good as a group value it on average more than nonowners do; and (3) rational adaptive preference: We adapt to what we have and would incur new costs to adapt to something new.7 A person blinded in an accident must incur costs to adapt to being blind; but a blind person who through a doctor’s negligence fails to regain his sight has already adapted to being blind, so his loss of (prospective) sight is less costly than the sighted person’s loss of sight.

Hyperbolic discounting may be explicable by positing that the “individual” is actually a succession of separate selves, “time sharing” the same body. Each self is rational but has its own interests, which are not identical across the selves (see §6.12 infra). Even the “sunk costs” fallacy may have a rational basis. Without it, a threat to retaliate would often not be a credible deterrent (because the costs from being attacked have been incurred), and yet such threats are an important part of the social cement. Moreover, regret, which underlies the fallacy (we have difficulty simply “writing off” disappointments), spurs us to try to avoid repeating our mistakes.

Although the evidence that our cognitive limitations inhibit our ability to make rational choices consistently is compelling and requires adjustments in the conventional economic analysis of law, there are four reasons to temper enthusiasm for “behavioral law and economics” (that is, the inflection of economic analysis of law with psychological realism). The first is that it ignores self-selection. Most people are bad at dealing with low probabilities, but insurance actuaries are not a random draw from the population; they are self-selected from the subset of people that are good at dealing with low probabilities; and so insurance companies behave rationally. Second, experience with market or other transactions or activities tends to promote rational behavior with regard to the activities that people engage in regularly.8 Third, cognitive limitations affect judges, legislators, and other government actors as well as private individuals—and maybe more so, because they do not have as much at stake, since they are not as subject to the normal economic incentives and constraints.9 That limits the policy implications of behavioral law and economics—government’s ability to prevent mistakes attributable to cognitive limitations may be quite limited. Finally, the applicability of behavioral economics to economic analysis of law is limited. It has important applications to the laws regulating consumer transactions (see, for example, Chapter 13 of this book), and in the version of it called “behavioral finance” it has important applications to financial law (see Chapter 16). But as yet it has had limited application to most other fields of law.10

Rational choice theory is challenged from the opposite direction by game theory. Traditional economics generally assumed (with a few exceptions, such as when speculating about cartel behavior) that people made decisions without considering other people’s reactions to their decisions. If the price of some product falls, consumers buy more without worrying that by doing so they may cause the price to rise again. The reason they do not worry is that the effect of each consumer’s decision on the price is likely to be negligible (the consumer is a “price taker”), while the costs to consumers of coordinating their action would be prohibitive. In some situations, however, a rational person in deciding how to act will consider the probable reactions of others; he will, in other words, act strategically. This is the domain of game theory, which contrasts strikingly with behavioral economics because it assumes, at least in its purest form, a degree of rationality even higher than that assumed in orthodox economics.

Consider the following “game” (that is, strategic situation). A monopolist is faced with the prospect of another firm’s entering his market. If he charges a price below his (and presumably the entrant’s) cost, he will deter entry by forcing the new entrant to lose money. But he will lose a lot of money in the process—probably more money than if he didn’t cut his price but instead reduced his output and in effect divided the market with the new entrant (if the market has room for only two firms). One might think that knowing this the prospective entrant would be emboldened to enter. But he might not be, because he might think that the monopolist would reduce his price rather than his output, reasoning as follows: “If I charge a below-cost price, the entrant will know that I’m not bluffing, because he will realize that while I’ll lose money in the short run I will be making a worthwhile investment in developing a reputation that will discourage other challengers to my monopoly position.”

Now suppose that although there is room for only one other firm in the market, there are ten candidates to be that firm. Even if the first nine were to abandon all thought of entering, because of the monopolist’s implicit threat to price below cost, the tenth would not. For he would realize that when there is only one possible entrant the monopolist will be better off sharing the market than charging a price below cost. Remember that below-cost pricing made sense to the monopolist only when he was thinking of buying a reputation usable against future entrants. When there are no more future entrants to worry about, the monopolist has nothing to gain from investing in a reputation for deterring entry, so he will not charge a below-cost price; and knowing this, the last prospective entrant will enter. But this means that the first prospective entrant will enter. For he knows that the monopolist, foreseeing the collapse of his scheme when the last entrant comes in, will have no incentive to employ his scheme against the ninth (for with the entry of the tenth guaranteed, the monopolist has nothing to gain from making a reputation by beating up the ninth), and hence against the eighth, and so on right down to the first. (This way of solving a game-theoretic problem, by starting with the last move in the game, is called “backward induction.”)

What is striking about this example, and common in game theory, is its sensitivity to the assumption that everyone involved not only behaves with complete rationality but also assumes, and is right to assume, that everyone else involved behaves with complete rationality as well. Orthodox economic theory does not depend on such hyperrationality. But neither do all applications of game theory. Consider: Federal law forbids colleges to disclose a student’s transcript to a prospective employer or another educational institution without the student’s permission. Such permission is almost never refused. Game theory can help us see why without our having to assume hyperrationality. If no student gave permission, an employer considering a job application from a college student would assume that the student had average grades—what else could he assume? Students with above-average grades would be hurt by this assumption, so they would begin giving permission to their schools to release their transcripts. Eventually all students with grades above the midpoint would grant such permission. So now an employer receiving an application from a student who had not released his transcript would assume the student was in the middle of the lower half of the grade-point distribution, because everyone in the upper half would have revealed his grades. So every student in the third quartile (that is, in the upper half of the lower half of the grade distribution) would be disadvantaged by nondisclosure and would reveal his grades. Eventually only the student with the very lowest grades would have nothing to gain from disclosure—and his failure to disclose would reveal his rank as unerringly as if he had disclosed it. Simple game theory thus shows why the law protecting the privacy of transcripts has been ineffective.

The example illustrates what game theorists call a “pooling equilibrium,” in which (in contrast to a “separating equilibrium”) strategic behavior prevents people with different preferences from acting differently. The reasoning process required to achieve a pooling equilibrium in the student-transcript case is not so elaborate as to require an assumption of hyperrationality.

§1.5    Two Approaches to Economics

Not all economists have been content with the notion of economics as the science of rational choice. The skeptics include two of the greatest economists of the twentieth century, Ronald Coase and John Maynard Keynes. Though both English, they differed in many respects, among them that Coase was a microeconomist and Keynes a macroeconomist, and Coase a conservative and Keynes a liberal.

What unites them is skepticism about rational choice theory. Coase said such things as “when economists find that they are unable to analyze what is happening in the real world, they invent an imaginary world which they are capable of handling.”1 He wrote that the rational model of human behavior is “unnecessary and misleading” because “there is no reason to suppose that most human beings are engaged in maximizing anything unless it be unhappiness, and even this with incomplete success.”2 He wanted economists to “study man as he is.”3 He proposed to abandon the assumption “that an individual’s choices are consistent.”4 He rejected Milton Friedman’s influential methodological principle that a theory should be tested not by the realism of its assumptions but by the accuracy of its predictions.5 He was skeptical about the empirical methods—heavily statistical—used in modern economics; he preferred the case study.

True, when Coase argued that production is conducted within a firm rather than by arms’ length contracts when the former method is cheaper, or that if transaction costs are zero the allocation of resources is independent of the assignment of property rights to the owners, he was assuming rational behavior. But he would probably have said that these were simply settings in which people make choices by comparing the benefits and costs of alternative course of action. He would not have agreed with rational choice theorists that all human choices have this character.

Keynes like Coase presumed that business firms try to maximize profits and individuals try to maximize utility, but how well they succeeded was left open. Like Coase he wanted to be realistic about decision making rather than explore how far an economist could get by assuming that all people all the time base decisions on a close approximation to cost-benefit analysis. Neither styled himself a “scientist.”

One difference between them is that while Keynes was interested in the behavior of individuals as consumers and savers, as well as of businesses, Coase was not; he dealt almost entirely with business transactions and therefore had no need to assume utility maximization—profit maximization was all he needed to assume. Yet neither did Keynes use utility maximization except in a loose, implicit sense. His masterpiece The General Theory of Employment, Interest and Money (1936), is full of interesting psychological observations—the word “psychological” is ubiquitous—as when he points out that “during a boom the popular estimation of [risk] is apt to become unusually and imprudently low,” while during a bust the “animal spirits” of entrepreneurs droop.6 Keynes relied heavily on such insights without worrying about how well they fitted into a model of rational decision making.

He pointed out that investment decisions are often made in a setting of uncertainty, because by the time the investment begins to yield a return the conditions determining its profitability may have changed. Still, businessmen do make investments in the face of uncertainty, and were doing so before there were any theories of probability. Yet is it “rational” to make an investment when one’s estimate of the expected net benefit is little better than a stab in the dark? The question of rationality didn’t arise for Keynes. His type of economics did not depend on any very definite assumptions about human behavior. He had observed businessmen taking noncalculable risks. Were there no people willing to do so—people who had an “urge to action”—a capitalist economy would not function. Business is a field of activity attractive to such people—call them the bold. Timid people of equal intelligence to the bold become civil servants, middle managers, or professors.

In a famous passage in the General Theory, Keynes had written that

         most, probably, of our decisions to do something positive, the full consequences of which will be drawn out over many days to come, can only be taken as a result of animal spirits—of a spontaneous urge to action rather than inaction, and not as the outcome of a weighted average of quantitative benefits multiplied by quantitative probabilities…. Thus if the animal spirits are dimmed and the spontaneous optimism fades, enterprise will fade and die…. It is our innate urge to activity which makes the wheels go round, our rational selves choosing between the alternatives as best we are able, calculating where we can, but often falling back for our motive on whim or sentiment or chance.7

The dimming of the “animal spirits” in a depression, noted above, leads both businesses and consumers to reduce spending, out of fear of the unknown. Instead of being spent, money is hoarded, with the result that consumption falls and with it production and employment. An important advance by Keynes over classical macroeconomics was his recognition that people want money as a reserve against uncertainty, rather than just for spending or investing; and the greater the uncertainty, the more money they will want to hold in reserve and so the slower the economic wheels will turn.

The eclectic approach that does not draw a sharp boundary between economics and psychology (and is returning to favor today with the rise of behavioral economics) came naturally to Keynes because he was a great economist but not an academic economist in the twenty-first century understanding of the term. He had no degree in economics and combined a fellowship at Cambridge (he was not a professor) with extensive government service as an adviser and high-level civil servant, and was also a speculator, polemicist, and journalist.

So methodologically Keynes and Coase were similar. Both had a sure command of, and deployed, the basic tools of economics but were disdainful of math and, more interestingly, of the rational model of human behavior. They believed that generally people act in their self-interest, but they did not attempt rigorous specification of what that meant. They were inclined to take people as they are rather than to construct a “rational man.” They did not consider the realism of their assumptions irrelevant or seek to test theory by the accuracy of its predictions.
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        Problems

1.    Would economics be worth studying if resources were not scarce? Can contemporary U.S. society be described as one of scarcity? It is said from time to time that there is a scarcity of doctors, or gasoline, or something else. How do these episodes differ from the scarcity of all valuable goods?

2.    Suppose all people were unselfish, benevolent, and altruistic. Would economics be less relevant to social ordering? How does the benevolent individual allocate resources? Might he use the market—that is, sell to the highest bidder—rather than give goods away? Why?

3.    The market is only one method of directing the allocation of resources to various uses. Another might be administrative decisions by a governmental body. How would you expect these methods to differ?

4.    One of the costs of punishing bribery is higher wages for government employees. Explain.

5.    Explain how a buffet meal in a restaurant illustrates the concept of marginal cost.

6.    It is often said both that litigation costs too much and that there is too much of it. Under what assumptions can both propositions be true without violating economic logic?

7.    Assume there are 25 (rational) lions and one lamb on an island. All the lions know both the number of lions and the number of lambs, but they don’t know where the lamb is. Any lion who eats the lamb will fall asleep for an hour, during which time he can be eaten by any lion who chances upon him. Will the first lion to come upon the lamb eat the lamb? Would your answer be different if there were 11 lions rather than 25? If there were 24 rather than 25?

8.    Continuing with animal questions, assume you are a devoté of roast suckling pig. One evening you’re at a restaurant that serves roast suckling pig and you order it. The waiter informs you that there are several live suckling pigs in the kitchen, and he would like you to pick the one you’d like killed and roasted for you. Assume the killing and roasting will take only 20 minutes. You decline the invitation, knowing that if you see the suckling pig alive you won’t have the heart to eat it. Are you being irrational in being willing to eat the pig provided you don’t have to see it alive? Would you be irrational if, having seen the pig, you indeed couldn’t eat it?
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3. If the price level is rising at the same rate for all goods (i.e., if there is inflation), there is no quantity effect, because relative prices are unchanged, and so there is no incentive to substitute.

4. The concept of utility is analyzed more critically in the next section of this chapter.

5. This is not to say that clean air is costless. See §3.7 infra.

6. Noneconomists attach more significance to money than economists do. One of Adam Smith’s achievements in The Wealth of Nations was to demonstrate that mercantilism, the policy of trying to maximize a country’s gold reserves, would (in general, though not in every instance) impoverish rather than enrich the country that followed it. Other common misconceptions about economics that this book will try to dispel are that it is primarily about business or explicit markets, that it is pro-business, that it is heartless, that it slights nonquantifiable costs and benefits, and that it is conservative.

7. It is not the emotion of regret that is irrational, but acting on the emotion rather than letting bygones be bygones. Regret is a form of self-evaluation and is valuable in improving future conduct (“I won’t do this again because I know I would regret it”). See §1.4 infra.

8. Ronald H. Coase, The Problem of Social Cost, 3 J. Law & Econ. 1 (1960).
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CHAPTER 2



THE ECONOMIC APPROACH TO LAW

§2.1    History

Until the 1960s economic analysis of law was virtually synonymous with antitrust economics, although earlier in the century there had been some economic analysis of tax law (Henry Simons), corporate law (Henry Manne), patent law (Arnold Plant), contract law (Robert Hale), and public utility and common carrier regulation (Ronald Coase and others).1 And in the eighteenth and nineteenth centuries Bentham had done important work on criminal law,2 though it had largely been forgotten.

The records in antitrust cases provided a rich mine of information about business practices. Economists preoccupied with monopoly set about to discover the economic rationales and consequences of such practices. Their discoveries had implications for legal policy, of course, but basically what they were doing was no different from what economists traditionally had done—trying to explain the behavior of participants in explicit economic markets.

The economic analysis of antitrust, and of other legal regulation of explicit economic markets, remains an important field and receives considerable attention in this book. However, the hallmark of the “new” law and economics—the law and economics that emerged in the 1960s and is still going strong—is the application of economics to the legal system across the board: to common law fields such as torts, contracts, and property; to statutory fields such as environmental regulation, intellectual property, corporate and financial law, and pension law; to remedies, such as injunctions and damages; to the theory and practice of punishment; to civil, criminal, and administrative procedure; to evidence; to the theory of legislation and regulation; to law enforcement and judicial behavior and administration; and even to constitutional law, international and comparative law, primitive law, admiralty law, family law, and jurisprudence.

The new law and economics began with Guido Calabresi’s first article on torts and Ronald Coase’s article, which was contemporaneous with Calabresi’s article, on social cost.3 These were the first modern attempts to apply economic analysis systematically to areas of law that do not regulate avowedly economic relationships. One can find earlier glimmerings of an economic approach to the problems of accident and nuisance law that Calabresi and Coase discussed,4 especially in the work of Arthur Pigou,5 which provided a foil for Coase. But the earlier work had made little impact on legal thought. Traditionally economics had been thought to be defined by its subject rather than by its method. Its subject was the economy; and the legal system, though understood to affect the economy, was not thought to be itself an economic system, in the sense of a site of activity that could profitably be studied in economic terms. (Climate affects the economy, but the climate is not an economic system.) As a result, with the principal exception of Bentham’s utilitarian analysis of criminal punishment, there was little economic writing on law outside those areas, mainly antitrust, in which the law seemed to have explicitly incorporated economic concepts, such as, in the case of antitrust, monopoly and competition. A deeper, wider, more sustained engagement of economics with law had to await recognition (which again had been anticipated by Bentham) that economics is a theory as well as an “area study”—specifically the theory of rational choice, a theory that can in principle be applied to any social activity (even nonhuman), thus including law, even when law regulates nonmarket activities such as crime, adjudication, or marriage.

Coase’s article introduced the Coase Theorem, which we met in Chapter 1, and, more broadly, established a framework for analyzing the assignment of property rights and liability in economic terms. This opened a vast field of legal doctrine to fruitful economic analysis.6 An important though for a time neglected feature of Coase’s article was its implications for the positive economic analysis of legal doctrine. Coase intimated that the English law of nuisance had an implicit economic logic. Later writers have generalized this insight and argued that many of the doctrines and institutions of the legal system are best understood and explained as efforts to promote the efficient allocation of resources—a major theme of this book.

A list of the founders of the “new” law and economics would be incomplete without the name of Gary Becker. Becker’s insistence on the relevance of economics to a surprising range of nonmarket behavior (including charity, love, and addiction), as well as his specific contributions to the economic analysis of crime, racial discrimination, and marriage and divorce, opened to economic analysis large areas of the legal system not reached by Calabresi’s and Coase’s studies of property rights and liability rules.7

§2.2    Positive and Normative Economic Analysis of Law

Subsequent chapters will show how the insights of the pioneers have been generalized, empirically tested, and integrated with the insights of the “old” law and economics to create a comprehensive economic theory of law having explanatory power and empirical support. The theory has normative as well as positive aspects. Although the economist cannot tell society whether it should seek to limit theft, he can show that it would be inefficient (see §1.2 supra) to allow unlimited theft and can thus clarify a value conflict by showing how much of one value—efficiency—must be sacrificed to achieve another. Or taking a goal of limiting theft as given, the economist may be able to show that the means by which society has sought to attain that goal are inefficient—that society could obtain more prevention at lower cost by using different methods. If the more efficient methods impaired no other values, they would be socially desirable even if efficiency were low on the totem pole of social values.

As for the positive role of economic analysis of law—the attempt to explain legal rules and outcomes as they are rather than to change them to make them better—we shall see in subsequent chapters that many areas of law bear the stamp of economic reasoning. Although few judicial opinions refer explicitly to economic concepts, often the true grounds of a legal decision are concealed rather than illuminated by the characteristic rhetoric of the opinion setting forth the decision. One has to dig beneath the rhetorical surface to find those grounds, many of which turn out to have an economic character. That is not surprising. The United States has always been a commercial society. Many legal doctrines date back to the nineteenth century, when a laissez-faire ideology based on classical economics was the dominant ideology of the educated classes. The fall of communism triggered a resurgence of free-market ideology both in the United States and throughout much of the rest of the world (the resurgence began earlier in the United States, with the deregulation movement of the 1970s and the Reagan presidency in the 1980s), though the ideology has taken a big hit from the global economic crisis triggered by the financial collapse of September 2008, the effects of which continue to be felt.

Much law in Anglo-American countries is made by judges. That law is called “common law” and we’ll see that much of the common law can be interpreted as aimed at maximizing the wealth of society. Statutory or constitutional as distinct from common law fields are less likely to be efficient, yet even they are permeated by economic concerns and illuminated by economic analysis. Such analysis is also helpful in explaining such institutional features of the legal system as the role of precedent and the allocation of law enforcement responsibilities between private persons and public agencies.

But, it may be asked, do not the lawyer and the economist approach the same case in such different ways as to guarantee a basic incompatibility between law and economics? X is shot by a careless hunter, Y, and sues. The only question in which the parties and their lawyers are interested, and the only question the judge and jury will decide, is whether the cost of the injury should be shifted from X to Y—whether, that is, it is “just” or “fair” that X should receive compensation. X’s lawyer will argue that it is just that X be compensated since Y was at fault and X blameless. Not only are justice and fairness not economic terms, but the economist is not (one might think) interested in the one question that concerns the victim and his lawyer: Who should bear the costs of this accident? To the economist, the accident is a closed chapter. The costs that it inflicted are sunk. The economist is interested in how to prevent future accidents that are not cost justified and thus in reducing the sum of accident and accident-prevention costs. But the parties may have no interest in the future. Their interest may be confined to the financial consequences of a past accident.

This dichotomy is overstated. The decision in the case will affect the future, and so it should interest the economist, because it will establish or confirm a rule for the guidance of people engaged in dangerous activities. The decision is a warning that if one behaves in a certain way and an accident results, one will have to pay a judgment (or will be unable to obtain a judgment, if the victim). By thus altering the price of risky behavior the warning may affect their behavior and therefore accident costs.

Since a legal decision will be a precedent influencing the decision of future cases, the judge too must consider the future effects of alternative rulings. If judgment is awarded to the defendant on the ground that he is a “deserving,” albeit careless, person, this will encourage similar people to be careless. Once the frame of reference is expanded beyond the parties to the case at hand, justice and fairness assume broader meanings than what is just or fair as between this plaintiff and this defendant. The issue becomes what is just and fair for a class of activities, and it cannot be sensibly resolved without consideration of the future impact of alternative rulings on the frequency of accidents and the cost of precautions.

§2.3    The Continental Approach

There is a Continental as well as an Anglo-American tradition of economic thinking about law, nascent in Aristotle’s theory of corrective justice (discussed in §8.7 infra) but fully developed in the writings of Max Weber and Friedrich Hayek. It differs from the Anglo-American tradition in placing even greater emphasis on law as a neutral framework for private conduct. Aristotle was emphatic that a judge is not to take account of the individual characteristics—the merits and demerits, the social standing, the deserts, etc.—of the litigants. He is to judge the case, not the parties. Max Weber insisted that the judge concern himself with formal rationality—with providing a framework that facilitates private ordering rather than one that prescribes the terms on which people deal with each other.1 Similar is Hayek’s insistence that judges should enforce customs, which is to say norms created by private individuals, rather than laying down rules of conduct invented by the judges on the basis of their conception of sound policy, that is, imposed from the top down.2 The Continental tradition assigns a narrow role to judges, a role reflected in the emphasis that the Continental legal systems place on legislative codes as the principal, sometimes the exclusive, source of law, rather than case law (i.e., common law). The aim is to deny judges a significant policymaking role. Aristotle’s and Weber’s approaches are not far from the Anglo-American approach (indeed Weber believed English law superior, at least in the commercial sphere, to Continental). Hayek’s is far from it.

§2.4    Criticisms of the Economic Approach to Law

Economic analysis of law arouses antagonism. A recurrent criticism is that the normative underpinnings of the economic approach are morally so repulsive that it is inconceivable that the legal system would embrace them. But is the Kaldor-Hicks concept of efficiency really so at variance with those norms? It is a component of the ethical system of our market-oriented society, and it may be the one that dominates the law as administered by the courts because of the courts’ inability to promote other goals effectively.

Another recurrent criticism of the economic approach to law is that it manifests a conservative political bias.1 We shall see that some of its practitioners—by no means all—have found that capital punishment deters, that legislation designed to protect consumers frequently ends up hurting them, that no-fault automobile insurance is inefficient, that some discrimination is efficient, and that much of securities regulation may be a waste of time. Extreme libertarians, who want to free the market from some (in some version all) government regulation, such as David Friedman and Richard Epstein, have been prominent in economic analysis of law. Yet economic analysts of law have supported many liberal positions. For example, the theory of public goods (see §17.4 infra) is one of the ideological underpinnings of the welfare state. Numerous findings of economic analysts of law discussed in subsequent chapters—concerning right to counsel and standard of proof in criminal cases, bail, products liability, the application of the First Amendment to broadcasting, the social costs of monopoly, damages in personal injury cases, the regulation of sex, responses to global warming, and many others—support liberal positions. A number of prominent economic analysts of law are decidedly liberal, such as Ian Ayres, Guido Calabresi, John Donohue, Gillian Hadfield, and Christine Jolls. And libertarian conservative economic analysts of law, such as Friedman and Epstein, support liberal positions regarding personal behavior, such as permitting homosexual marriage and abandoning the “war on drugs.”

The economic approach is criticized for ignoring “justice.” In evaluating the criticism one must distinguish between different meanings of this word. Sometimes it means distributive justice—the proper degree of economic equality—and sometimes it means efficiency. We shall see, among other examples, that when people describe as unjust convicting a person without a trial, taking property without just compensation, or failing to make a negligent automobile driver answer in damages to the victim of his negligence, they mean nothing more pretentious than that the conduct wastes resources (see further §8.8 infra). Even the principle of unjust enrichment can be derived from the concept of efficiency (§4.14 infra). One should not be surprised that in a world of scarce resources waste should be regarded as immoral.

But there is more to notions of justice than a concern with efficiency. It is not obviously inefficient to allow suicide pacts; to allow private discrimination on racial, religious, or sexual grounds; to permit killing and eating the weakest passenger in the lifeboat in circumstances of genuine desperation; to force people to give self-incriminating testimony; to flog prisoners; to allow babies to be sold for adoption; to permit torture to extract information; to allow the use of deadly force in defense of a pure property interest; to legalize blackmail; to allow polygamy or homosexual marriage; or to give convicted felons a choice between imprisonment and participation in dangerous medical experiments. Yet all these things offend the sense of justice of many, sometimes most or even all, modern Americans, and all are to a greater or lesser (usually greater) extent illegal. An effort will be made in this book to explain some of these reactions in economic terms, but many cannot be. Evidently there is more to justice than economics, and this is a point the reader should keep in mind in evaluating normative statements in this book.
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CHAPTER 3



PROPERTY1

This chapter begins our examination of the common law—a term that, like many legal terms, is ambiguous. It is variously used to mean: (1) the body of principles created by the royal law courts of England (thus excluding equity and admiralty law but including most of criminal law); (2) the fields of law that have been created largely by judges as the by-product of deciding cases, rather than by legislatures (thus including equity and admiralty); (3) any field of law shaped largely by judicial precedents (thus including most of antitrust law and large swatches of intellectual property, large areas of other statutory fields, and even much of constitutional law). This part of the book concerns the common law mainly in its second sense but excludes two important areas of (largely) judge-made law, procedure and conflict of laws, both discussed in Chapter 22.

Common law in the second sense, when viewed economically, has five parts:

 

        1. The law of property (excluding intellectual property, which is largely although not entirely statutory), concerned with creating and defining property rights, which are rights to the exclusive use of valuable resources.

        2. The law of contracts, concerned with facilitating the voluntary movement of property rights into the hands of those who value them the most.

        3. The law of torts, concerned with protecting property rights broadly understood, thus including the right to bodily integrity.

        4. Criminal law: heavily statutory, but most of its basic concepts (such as attempt and conspiracy) are common law; from an economic standpoint, criminal law is, as we’ll see in Chapter 7, largely a backup to tort law.

        5. Remedial and ancillary doctrines, such as damages, restitution, injunctions, and criminal punishment.

 

§3.1    The Economic Theory of Property Rights: Static and Dynamic Aspects

To understand the economics of property rights, we must first distinguish between static and dynamic analysis. Static analysis suppresses the time dimension of economic activity: All adjustments to change are assumed to occur instantaneously. The assumption is unrealistic but often fruitful.

Dynamic analysis, in which the assumption of instantaneous adjustment to change is relaxed, is more complex than static analysis. So it is surprising that the economic basis of property rights was first perceived in dynamic terms. Imagine a society in which all property rights have been abolished. A farmer plants corn, fertilizes it, and erects scarecrows, but when the corn is ripe his neighbor reaps it and takes it away for his own use. The farmer has no legal remedy against his neighbor’s conduct because although ownership implies the legal right to exclude others from taking or using your property without your consent, he owns neither the land that he sowed nor the crop. Unless defensive measures are feasible, the cultivation of land will be abandoned after a few such incidents of unauthorized taking and society will shift to methods of subsistence (such as hunting) that involve less preparatory investment.

Although the value of the crop in our example, as measured by consumers’ willingness to pay, may have greatly exceeded its cost in labor, materials, and forgone alternative uses of the land, without property rights there is no incentive to incur these costs because there is no reasonably assured reward for incurring them. The proper incentives are created by parceling out mutually exclusive rights to the use of particular resources among the members of society. If every piece of land is owned by someone—if there is always someone who can exclude all others from access to any given area—then individuals will endeavor by cultivation or other improvements to maximize the value of land. Land is just an example. The principle applies to all valuable resources.

All this has been well known for hundreds of years.1 In contrast, the static analysis of property rights is only 90 years old.2 Imagine that a number of farmers own a pasture in common, meaning that none has the right to exclude any of the others and hence none can charge the others for the use of the pasture. We can abstract from the dynamic aspects of the problem by assuming that the pasture is a natural (uncultivated) one, so that there is no question of improving it by investment. Even so, pasturing additional cows will impose a cost on all the farmers. The cows will have to graze more in order to eat the same amount of grass, and this will reduce their weight. But because none of the farmers pays for the use of the pasture, none will take this cost into account in deciding how many additional cows to pasture, with the result that more cows will be pastured than would be efficient. (Notice the analogy to highway congestion.)

The problem would disappear if one person owned the pasture and charged each farmer for its use. The charge to each farmer would include the cost he imposes on the other farmers by pasturing additional cows, because that cost reduces the value of the pasture to the other farmers and hence the price they’re willing to pay the owner for the right to graze. (Notice the analogy to a toll road.)

The creation of individual as distinct from collective ownership rights is a necessary rather than sufficient condition for using resources efficiently. Suppose the farmer in our first example owns the land that he sows but is a bad farmer; his land would be more productive in someone else’s hands. Efficiency requires a mechanism by which the farmer can be induced to transfer the property to that someone else. A transferable property right is such a mechanism. If the land is worth $100,000 to its present owner and $200,000 to another person, then a sale of the land at any price in between will make both persons better off.

The discussion to this point may seem to imply that if every valuable (meaning scarce as well as desired) resource were owned by someone (call this the criterion of universality), if ownership connoted the unqualified power to exclude everybody else from using the resource (exclusivity) as well as to use it oneself, and if ownership rights were freely transferable or, as lawyers say, alienable (transferability), value would be maximized. But this ignores the costs of a property-rights system.

Suppose a farmer thinks he can raise a hog with a market value of $1,000 at a cost of only $500 in labor and materials, for a net of $500, and that no alternative use of the land occupied by the hog would yield a greater net value—in the next best use his income from that land would be only $200. He will want to raise the hog. But now suppose his property right is qualified in two respects: He has no right to prevent an adjacent railroad from accidentally emitting engine sparks that may set fire to the hog’s pen, killing the hog prematurely; and a court may decide that his raising a hog on this land is a nuisance (see §3.7 infra)—the hog will stink, and may be dangerously ill-tempered—in which event he will have to sell the hog on disadvantageous terms before it is grown. In light of these contingencies he must reevaluate the yield of his land: He must discount his original $1,000 estimate to reflect the probability that the yield may be much less, perhaps zero. Suppose that, after this discounting, the expected revenue from raising the hog (market value times the probability that it will reach the market) is only $600. He will not raise the hog. The anticipated profit is now only $100, since the farmer’s costs remain at $500. His next best use of the land, we said, would yield a profit of $200. He will put the land to that use even though it is less valuable ($200 versus $500); and so the value of the land will fall.

But the analysis is incomplete. Removing the hog may increase the value of surrounding residential land by more than the fall in the value of the farmer’s parcel. Alternatively, the cost of preventing the emission of engine sparks may exceed the reduction in the value of the farmer’s land when he switches from raising hogs to growing, say, fireproof radishes. But, the alert reader may interject, if the increase in value to others from a different use of the farmer’s land exceeds the decrease in value to him, let them buy his right. The railroad can purchase an easement to emit sparks; the surrounding homeowners can purchase a covenant from the farmer not to raise hogs; there is no need to limit the farmer’s property right. But we shall see in §3.7 infra that the costs of effecting a transfer of rights—transaction costs—often are prohibitive, and when this is so, giving someone the exclusive right to a resource may reduce rather than increase efficiency.

It is important to note that ownership does not imply alienability (transferability). People own their bodies but are not allowed to sell themselves into slavery, to sell their vital organs, or (in England) to sell their blood to blood banks.3 Some of these restrictions (for example, on selling parental rights) are discussed in later chapters. From an economic standpoint, property rights should be at least presumptively alienable, so that the market can allocate them to the persons who can obtain the greatest value from them.

§3.2    Problems in the Creation and Enforcement of Property Rights

Property rights are not only less exclusive but less universal than they would be were they costless to enforce. Imagine a primitive society in which the principal use of land is for grazing. The population is small relative to the amount of land, and the flocks are small too. No technology exists for increasing the value of the land by fertilizer, irrigation, or other techniques. The cost of wood or other materials for fencing is very high and, the society being illiterate, a system for publicly recording land ownership is out of the question. In these circumstances the costs of enforcing property rights might well exceed the benefits. The costs would be the costs of fencing to keep out other people’s grazing animals, and would be substantial. The benefits might be zero. Since there is no crowding problem, property rights would confer no static benefits, and since there is no way of improving the land, there would be no dynamic benefits either. It’s no surprise that the pattern by which property rights develop is related to increases in the ratio of the benefits of property rights to their costs.1

The common law distinction between domestic and wild animals illustrates the point. Domestic animals are owned like any other personal property; wild animals are not owned until killed or put under restraint, as in a zoo. If your cow wanders off your land, it is still your cow; but if a gopher whose burrow is on your land wanders off he is not your property, and anyone who wants can capture or kill him unless he is tame—unless, that is, he has an animus revertendi (the habit of returning to your land). It would be difficult to enforce a property right in a wild animal, but the exception carved by the doctrine of animus revertendi is efficient because it encourages domestication of wild animals.

The leading American case on the rule of capture—the rule that you obtain ownership of a wild animal by taking possession of it—is the curious old case of Pierson v. Post.2 Post organized a fox hunt. While he and the other members of the hunt were pursuing a fox on unowned land, Pierson—who was not a member of the hunt—appeared and killed the fox. The suit was over who owned the dead fox, and the court ruled for Pierson. That was a mistake. Pierson was a free rider, and allowing him to seize the fox reduced the utility of the hunt to the hunters.

Suppose, contrary to the last example, that the wild animals in question are valuable. (Foxes were not regarded as valuable; in fox hunting, the fox is torn apart by the hunters’ dogs.) Unless there are property rights in valuable fur-bearing animals, such as sable and beaver, hunters will hunt them down to extinction even though the present value of the resource will be diminished by doing so. The hunter who spares a mother beaver so that it can reproduce knows that the beavers born to her will almost certainly be caught by someone other than himself (so long as there are many hunters), and he will not forgo a present benefit to confer a future benefit on someone else. Property rights would be desirable in these circumstances, but it is hard to imagine a feasible scheme for giving the hunter who decided to spare the mother beaver a property right in her unborn litter, unless he bought the animals’ habitat.3

Similarly, unless the spawning grounds for some species of edible fish are neither owned by anyone nor subject to regulation that mimics ownership by limiting access, fishermen may overfish until the species is extinct. A fisherman who limits his catch will just be leaving more fish for his competitors to take. But this problem of collective action can be, and to a degree has been, solved by agreement among nations that each nation will have exclusive control over fishing rights within a specified distance from their coasts. Because there are many fewer fishing nations than there are individual fishermen, agreement among nations is more feasible than leaving the control of overfishing to the market.

Many of the methods used to prevent overfishing are, however, inefficient compared to either user fees or “cap and trade” regulations modeled on the successful system of tradable permits to emit sulfur dioxide (see §14.5 infra). An example is shortening the fishing season, which may have little effect beyond motivating fishermen to buy larger boats in order to increase their catch during the shortened season.

Even with regulation, a commercially valuable species may become extinct if the rate at which the species reproduces is lower than the market discount rate. Suppose the discount rate is 10 percent but the reproduction rate only 2 percent. To hold off harvesting the species in order to have 2 percent more to harvest a year from now would make no commercial sense unless rising scarcity was expected to raise the future price of the species by at least 8 percent. Otherwise, deferring harvesting in such a case would be like borrowing money at 10 percent interest to buy a bond that would yield only 2 percent.

Property rights are correlated with scarcity. This point is illustrated by the difference between the water law systems of the eastern and western states of the United States. In the eastern states, where water is plentiful, water rights are communalized to a significant extent; the basic rule is that riparian owners (the owners of stretches of shoreland of a body of water) are each entitled to make reasonable use of the water, defined as a use that does not interfere unduly with the uses of the other riparians. In the western states, where water is scarce, exclusive rights can be obtained by appropriation (use).

Now consider the example of things—often very valuable things, such as the treasure in a shipwreck—that once were owned but have been abandoned. Here the general rule is finders keepers. In a sense this is the same rule as for wild animals (including nonfarm fish) and for water in western states; ownership of the thing is obtained by reducing it to actual possession. Until then the thing is unowned (the unborn beavers, the abandoned ship), and it is this gap in ownership—this interval when no one has a property right—that creates the potential for wasteful use.

But the problem is slightly different in the animal and treasure cases. In the first, it is too rapid exploitation; in the second, too costly exploitation. Suppose the sunken treasure is worth $1 million and it will cost $250,000 to hire a team of divers to raise it. Because the expected profit of the venture is so high, someone else may decide to hire his own team and try to beat the first team to it. A third and even a fourth team may try too. For if each has the same chance (25 percent) of reaching the treasure first, the expected value of the venture to each one ($1 million × .25) will still cover the expected cost of each. If all four try, however, the cost of obtaining the treasure, $1 million, will be four times what it would have been had only one tried.4 The net social loss from this competition will be less than $750,000, because the competition will result in the treasure’s being found sooner (thus increasing its present value) than if only one salvager were trying. But the savings in time may be too modest to offset the additional expenditures that accelerated the search.5

There would be no such waste had the treasure not been abandoned; the owner would simply have hired one of the four salvagers for $250,000. But when we call property “abandoned” in the legal sense we mean that the cost of revesting the property in the original owner is prohibitive, either because it is impossible at reasonable cost to find him or because he considers the property (perhaps incorrectly) to be worth less than the cost of finding or using it, and so he has washed his hands of it. (Abandonment is discussed further in §3.12 infra.)

An exotic illustration of the problem of optimizing investment in obtaining property rights is offered by a comparison of three nineteenth-century rules for obtaining legal possession of a whale.6 Under one rule, if the first whaler to strike the whale with his harpoon could not hold on, he had no right to the whale if it was eventually killed by another whaler; that whaler would become the owner. Under a second rule the first whaler was entitled to half the whale, and under the third he was entitled to the whole whale provided the point of the harpoon remained in the animal, even though the line had been cut. If the right to the whale went to the first whaler to stick his harpoon into the whale, the ocean might be blanketed by amateurs good at flinging harpoons but not good at actually killing whales. This would be an example of a socially wasteful race to be the first “discoverer” of valuable property. If instead the law gave the property right to the whaler who killed the whale, this might discourage cooperative activity, which is more important to efficient whaling than to most hunting, where the rule that ownership can be obtained only by possession prevails. The third, the “half a whale,” solution encourages cooperation.

Another way in which the common law deals with obtaining property rights is by the doctrine of accession. If a meteorite falls on someone’s land, he is deemed its owner; likewise, he is the owner of alterations that his tenants make to property they rent from him, of land added to his land by changes in the shoreline, and of the offspring of animals that he owns. Assigning new property in this way minimizes transaction costs and rent-seeking.

Another common law rule that reduces wasteful rent-seeking in the quest for abandoned property is the rule that abandoned treasure trove (currency and bullion), if found, escheats to (becomes the property of) the government rather than becoming the property of the finder. This rule reduces the investment in finding treasure to whatever level the government thinks proper; the government sets the level by deciding how large a reward to give the finder. In the case of currency (as distinct from treasure that has historical or aesthetic value), the optimal level is very low, perhaps zero. Finding money does not increase the wealth of society; it just enables the finder to have more of society’s goods than someone else. (It also contributes to inflation by increasing the money supply relative to total output.) The optimal reward may, therefore, be very low—maybe zero. The trend in the common law is to expand the escheat principle of treasure trove into other areas of found property and thus give the finder a reward rather than the property itself.

That the denial of a property right can be as much an economizing device as the creation of one is further illustrated by the doctrine of public trust,7 under which navigable waterways, tidelands, and certain beaches are reserved for public access—no one may establish a property right in them. If a resource is valuable but not scarce (a paradox?8), the creation of property rights does not serve an economizing function. All it does is incite rent-seeking and resulting resource dissipation. Another reason for the doctrine of public trust, however, may be to limit rent-seeking by forbidding government to give away valuable public property. We return to that issue in the next chapter.

§3.3    Property Rights in Law and in Economics: Broadcast Frequencies and Airwave Auctions

Thus far we have hewn pretty closely to the lawyer’s idea of a property right, but often the legal and economic conceptions of property rights diverge. Here is an example from broadcasting.1

In the early days of radio, before comprehensive federal regulation, there was some judicial support for the proposition that the right to broadcast on a particular frequency in a particular area without interference from other users was a property right that could be protected by injunction. With the creation in 1928 of the Federal Radio Commission (forerunner of the Federal Communications Commission), Congress took a different tack. Licenses authorizing the use of particular frequencies in particular areas were to be granted at nominal charge for renewable three-year terms to applicants who persuaded the commission that licensing them would promote the public interest. Congress provided that licensees were to have no property rights in the use of the frequencies assigned them. The purpose of that provision was to foreclose any claim to compensation by a licensee whose license was not renewed at the end of the three-year term.

Some of the objections to recognizing property rights in frequencies have an odd ring in an economist’s ear. For example, it was said that if broadcasting rights could be bought and sold like other property, the broadcast media would come under the control of the wealthy. This confuses willingness to pay with ability to pay. The possession of money does not dictate the objects that will be purchased. The poor frequently bid goods away from the rich by being willing in the aggregate to pay more.

In the actual administration of the federal regulatory scheme for broadcasting, willingness to pay has played a decisive role and a system of de facto property rights has emerged. The desirable radio and television licenses have been awarded in comparative proceedings in which willingness to pay—not for the license as such but for the legal representation and political influence that may determine the outcome—has decided in many cases who would control the resource at stake. This method of initially assigning broadcast rights is, however, inefficient. Competition to obtain a license can dissipate much of the expected value of the license, because of legal, lobbying, and related expenses, much as in competition for sunken treasure. Participation in an auction of broadcast frequencies would not require costly legal and lobbying services, provided that rigging the auction could be prevented at low cost.

But failure to assign the right to the applicant who values it the most is only a transitory inefficiency. Once broadcast rights have been obtained they can be sold as an incident to the sale of the physical assets of the radio or television station. When a television station having a transmitter and other physical properties worth only a few hundred thousand dollars is sold for $200 million, one can be confident that the major part of the purchase price is payment for the right to use the frequency. Thus broadcast rights usually end up in the hands of those who are willing to pay the most money for them, even if the initial “auction” may not have allocated the rights efficiently.

The willingness of broadcasters to pay tens of millions of dollars for a right terminable after three years may seem peculiar. But broadcast licenses have been terminated only for serious misconduct, in much the same way that one can lose one’s land for nonpayment of real estate taxes.

The feasibility of explicit property rights in the electromagnetic spectrum was demonstrated when in 1994 the government for the first time auctioned licenses to use the spectrum for mobile telephone and other personal communications services. Thousands of licenses were auctioned. The government’s total take was almost $8 billion. The success of the airwaves auction shows that the use of property rights to ration access to the electromagnetic spectrum is not just an economist’s pipe dream.2

The concept of a de facto property right introduced in this section has broad applicability. Some economists, indeed, use the term “property right” to describe virtually every device—public or private, common law or regulatory, contractual or governmental, formal or informal—by which divergences between private and social costs or benefits are reduced.3 In a book on law, this usage can be confusing, so I shall generally confine the term to formal property rights.

§3.4    Rights to Future Use

To purchase vacant land with the intention of holding it for future development is a common type of transaction, but to disclose in an application for a broadcast license an intention indefinitely to defer starting to broadcast would guarantee denial. The same is true of water rights under the appropriation system that prevails in the western states. One acquires property rights in water (as in wild animals) by possession—that is, by the actual diversion and use of a stream. And the right extends only to the amount of water actually used; a right may not be obtained for exercise at a later date. Both the broadcast and water limitations are circumvented to some extent, however, in the case of broadcasting by postponing construction after the license has been obtained and in the case of water by obtaining a preliminary permit that establishes the applicant’s prior right even though the construction of diversion works and the use of the diverted water are postponed.

The hostility to recognizing rights for future use is related to the age-old hostility to speculation—classically, the purchase of a good not to use but to hold in the hope that it will appreciate in value.1 Speculation performs a valuable economic function by helping to make prices accurately reflect the conditions of supply and demand (see also §4.11 infra). It has both a static function—bringing prices into line with current demand and supply, i.e., avoiding shortages or gluts2—and a dynamic one. A futures market (a market in which you might, for example, be able to buy at a fixed price wheat for delivery not today but a year from now) can smooth consumption over time, canceling the effects of gluts and shortages. If a shortage is anticipated, speculators will step up their futures purchases because they expect the market price to be higher next year. The futures price will therefore rise, inducing sellers to hold back a portion of the current supply, or to charge a higher price to current buyers—but that will have the same effect by reducing demand and therefore current supply—in order to take advantage of the anticipated higher price in the future. The resulting expansion in future supply will, in turn, moderate that price. In this way speculation can reduce price swings.

Purchases for future use are not necessarily speculative; they can be the opposite—they can be a way of hedging. A farmer may know he’ll need more water for irrigation in a few years, and rather than take the risk of changes in the price of water he may decide to sign a contract now, at a fixed price, for future delivery of a specified quantity of the water. (Hence the seller will be speculating on future changes in the price of water—speculation facilitates hedging!) If such sales are forbidden, the farmer may decide to use more water now than he really needs, just to be sure of having a right to the water in the future when he will need it. The main effect of forbidding purchases of water, broadcast frequencies, or oyster beds for future use is to encourage uneconomical uses, uses not to meet a demand but to stake a claim.

The problem of premature use is analytically similar to that of excessive investment in finding sunken treasure. To acquire a valuable right, people may invest resources beyond the point at which those resources confer a net social benefit. Homesteading is another example.3 If land is given away without pecuniary charge, but the gift is conditioned (as it was in the Homestead Act of 1862) on the homesteader’s actually occupying and working the land, he’ll work it to the point at which the last dollar’s worth of effort yields a dollar of benefit in securing his claim, even if less than a dollar’s worth of agricultural output is produced. But if the government wants the lands occupied as soon as possible for political or military purposes, a homestead law may be an efficient method of achieving this purpose.4

§3.5    Incompatible Uses; the Coase Theorem Revisited

Truly exclusive (absolute, unqualified) property rights would be a contradiction in terms. To enjoy the exclusive use of its right-of-way, a railroad must be permitted to emit engine sparks without legal limitation; the value of its property will be impaired otherwise. But the value of adjacent farmland will be reduced because of the fire hazard from the sparks. Should the emission of sparks be deemed an incident of the railroad’s property right (that is, part of its bundle of rights) or an invasion of the farmer’s property right (or bundle)?

Recall that the Coase Theorem, discussed briefly in Chapter 1, teaches that if transaction costs are zero (so that there is no cost to transferring a property right), the initial allocation of resources will be reversed if the reversal increases allocative efficiency. The operation of the Coase Theorem is depicted graphically in Figure 3.1. The curve labeled R shows a railroad’s marginal revenue as a function of the number of trains it runs each day. The curve is declining because each additional train is assumed to contribute less net revenue to the railroad than the one before. The curve labeled F shows the farmer’s marginal cost of crop damage, also as a function of the number of trains. It rises as the number of trains increases, on the assumption that the farmer can adjust to some spark damage but that each additional train is more destructive than the preceding one. Changing the number of trains is assumed to be the only way to alter the damage to the farmer’s crop. Whether or not the railroad is liable for that damage, the number of trains operated each day will be n if transaction costs are zero. To the left of n the railroad can, by running additional trains, add more to its revenues than to the farmer’s costs, so of course the railroad will increase the number of trains. To the right of n, where reducing the number of trains would add more to the farmer’s net revenues than it would subtract from the railroad’s, the farmer will pay the railroad to reduce the number of trains to n. The number will be the same if the farmer has the legal right to be free from crop damages, rather than the railroad’s having the right to emit sparks. To the right of n the farmer will sue the railroad to reduce the number of trains; to the left of n the railroad will pay the farmer to surrender a portion of his right to be free from damage.
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But Coase also made three important points about the case in which transaction costs are so high that a voluntary transfer of property is not feasible:

 

1. Placing liability on the party who in some crude sense “causes” the damage, that is, the active party—the railroad, in the example—may not be the efficient solution. The passive party may be (in a phrase coined by Guido Calabresi) the “cheaper cost avoider.” Suppose the farmer has the property right, and it is worth less than the cost to the railroad of not being able to run its trains, yet because of high transaction costs the railroad cannot buy the farmer’s property (maybe there are too many farmers owning land adjacent to the railroad, and if only one refused to sell, he could obtain an injunction against the railroad’s running its trains on tracks adjacent to his property). Then it would be efficient to assign the property right in the first instance to the railroad rather than to the farmer.

 

2. The common law of nuisance (§3.7 infra) can be understood as an attempt to improve the allocation of resources by assigning the property right to the party to a conflicting land use to whom the right would be most valuable.

 

3. In deciding whether government intervention in the economic system is appropriate, it is not enough to demonstrate that the market would operate imperfectly without intervention; government also operates imperfectly. Comparison between the actual workings of the market and of government in the particular setting is necessary. Coase believed that the fact that parties might transact around a property-right assignment or liability rule illustrated the suppleness of markets, while the tendency of government to focus its regulatory efforts exclusively on the active party to a harmful interaction (for example, by requiring railroads to equip their locomotives with spark arresters) illustrated the woodenness of much government regulation.

Transaction costs are never zero, and tend to rise steeply as the number of parties to a transaction increases; the formula for the number of links required to join all members of a set of n members is suggestive: n(n–1)/2. Yet the Coase Theorem can be given empirical content by being restated as the hypothesis that the initial assignment of property rights will not affect the ultimate use of property if transactions are permitted and are not highly costly relative to the gains from reassignment. There have been efforts to test the hypothesis, with mixed results.1

Even when transaction costs are low enough for the Coase Theorem to hold as an approximation, the initial assignment of rights can affect efficiency. Because transactions are never entirely costless, efficiency is promoted by assignment of the property right to the party who would buy it—the railroad in our first hypothetical and the farmer in the second—were it assigned initially to the other party. And obviously when the cost of transacting is so high relative to the value of the transaction as to make transacting uneconomical, the initial assignment of rights is final and therefore crucial.

The common law has rules designed to avoid an economically random assignment of property rights. Under English common law, for example, a landowner who built a structure that so obstructed his neighbor’s window that the neighbor needed artificial light to be able to read in the half of the room nearest the window was considered to have infringed the neighbor’s property rights, provided that the neighbor had had unobstructed access to light for 20 years (this encouraged a choice of sites for building, and of number and size of windows, that would minimize the occasions for litigation over obstruction). Had the property right been given to the later builder instead (L), then assuming that the cost to the neighbor whose windows were blocked (N) would exceed the cost to L of setting back his wall slightly (all that would be necessary, given how limited the right was), N would buy the right; so assigning the right to him in the first instance avoids the transaction and its attendant costs. But the courts did not extend the rule to protect distant views. If N had a house on a hill with a beautiful prospect, and L built a house that ruined the prospect, N could not complain of an invasion of his property rights even if the value of his property had fallen. The presumption of relative values was reversed in this case. Because the house with a view commands a large land area, the values that would be created by developing such an area are likely to exceed the loss of value to the one landowner whose view is impaired by development.

This rule of the English common law (“ancient lights”) was rejected in the United States, where land was so plentiful relative to population that the danger of construction that would block neighbors’ access to light was minimal.

Another common law rule (conventionally a rule of tort law, but as it defines a property owner’s rights it can equally be viewed as a rule of property law) was that a railroad owed no duty of care to people using the tracks as paths, except at crossings. The cost of using alternative paths would usually be less than the cost to the railroad of making the tracks safe for people who wanted to walk on them. The railroad’s right, however, was a qualified one: The railroad was required to keep a careful lookout for cattle.2 It would have been very costly for farmers to erect fences certain to prevent cattle from straying, so if transactions between farmers and railroads were feasible, farmers would frequently have had to pay railroads to keep a careful lookout for animals on the track.

As with cattle, the burden of preventing accidents to child trespassers would, in the absence of a duty imposed on the landowner, fall on an adult custodian and be costly to discharge. Children are difficult to pen. But even young children usually have more sense than cattle or sheep. The doctrine of attractive nuisance provides an ingenious solution to the conflicting interests of parents and landowners. The landowner must fence or otherwise secure against child trespassers those artificial land conditions (classically, railroad turntables) that young children mistake for harmless playthings. It would be impracticable for the child or his parents to protect completely against this type of hazard, while the landowner can do so at relatively small cost—smaller, anyway, than the cost of fencing an entire railroad right-of-way. This is another case, by the way, in which the initial assignment of rights is also the final assignment; it would be impracticable for landowners to negotiate in advance with all of the parents whose children might stray onto their property.

Economic theory implies that property rights will be redefined from time to time as the relative value of different uses of land change. The fencing of cattle again provides an illustration. Suppose cattle wander off the land where they are grazing and onto a neighbor’s land, where they damage his crops. Should the cost be borne by the neighbor, on the theory that he should have fenced the cattle out, or by the owner of the cattle, on the theory that the owner should have fenced them in? The answer should depend (and a comparison of rules over time and between different common law jurisdictions suggests that it does depend3) on the ratio of cattle to crops. If more land is devoted to grazing than to crops, it will be cheaper for farmers to fence their land than for ranchers to fence theirs, and the law will place the burden of fencing on farmers. The burden will be reversed when the ratio of land uses is reversed.

Should we be concerned that continually redefining property rights to secure efficiency under changing conditions might create instability and discourage investment? X buys a farm long before there is a railroad in his area. The purchase price is not discounted to reflect future crop damage from sparks because the construction of a railroad line is not foreseen. But eventually a line is built near enough to X’s farm to inflict spark damage. He sues the railroad, but the court holds that the amount of sparks emitted is reasonable because it would be more costly for the railroad to prevent the crop loss. With property values thus exposed to uncompensated depreciation by unforeseen changes in neighboring land uses, the incentive to invest in farming will be reduced.4 But as with our example of raising hogs (§3.1 supra), a reduced level of investment in farming may be an efficient adjustment to the possibility that some day the highest value of the farmer’s land may be as a dumping ground for railroad sparks.

Yet subjecting property rights to being redefined as values change imposes disutility on people who are risk averse. And whether any of the methods of eliminating risk would be feasible may be doubted.5 Yet this may not be a serious problem. If a harmful neighboring land use is foreseen at the time of sale, the price of land will be reduced accordingly, and the buyer will have no disappointed expectations. If the use is unforeseen, chances are that it lies well in the future, and a cost to be incurred in the far future will (unless astronomical) have little impact on present decisions (see §6.7 infra). The alternative of always assigning the property right to the prior of two conflicting land uses would be inefficient; the later use often will be the more valuable, yet transaction costs may be prohibitive. This is in addition to the problem that a first-in-time, first-in-right rule can lead to a premature, or to an excessive, commitment of resources.

A number of states have passed “right-to-farm” statutes, which forbid deeming an agricultural use a nuisance.6 The only economic argument for such laws—which on their face offend against efficiency—is that in their absence the neighbors might invest resources in persuading zoning boards or courts to declare an agricultural use a nuisance even if the benefits of the use exceeded the costs to the neighbors. Of course such rent-seeking expenditures are possible (we saw an example in discussing broadcast frequencies), as are erroneous decisions not induced by such expenditures. But these are peculiar grounds for exempting an activity from all liability for its external costs.

§3.6    Trespass and Eminent Domain

The landowner’s right to repel a physical intrusion in the form of engine sparks is qualified. The intruder can defeat it by showing that his land use, which is incompatible with the injured landowner’s, is more valuable. But if your neighbor parks his car in your garage, you have a right to eject him as a trespasser no matter how convincingly he can demonstrate to a court that the use of your garage to park his car in is more valuable than your use of it.

The difference between the cases, at least on a first pass at the problem, is the difference between conflicting claims and conflicting uses. In general the proper method (because it is cheaper and more accurate) of resolving conflicting claims is the market, i.e., voluntary transacting. If your neighbor decides that your garage is worth more to him than to you, he can pay you to rent it to him. But if he merely claims that he can use your garage more productively and on that basis seizes it and challenges you to prove otherwise, he thrusts on the courts a difficult evidentiary question: Which of you would really be willing to pay more for the use of the garage? In the spark case, negotiation in advance may be infeasible because of the number of landowners potentially affected, so if courts want to encourage the most productive use of land they cannot avoid comparing the values of the competing uses. That is not necessary in the garage case, because transactions are feasible; and so the law forbids the taking, forcing a negotiation.

If the government wants my garage, however, it can seize it under the eminent domain power, paying me “just compensation” (= market value); it need not negotiate with me. This result is inconsistent with the distinction just suggested, because it is a case of competing claims rather than competing uses. The familiar argument that the eminent domain power is necessary to overcome the stubbornness of people who refuse to sell at a “reasonable” (that is, the market) price is bad economics. A property is usually worth more to its owner than its market price—that’s why it’s owned by him rather than by someone else—because it fits his tastes or needs best as a consequence of its location or improvements or because relocation costs would be high; the endowment effect (see §1.4 supra) is a factor too. Real estate is a heterogeneous good and so a particular parcel in the hands of a particular owner will generally yield him an idiosyncratic value that is on top of the market value. Eminent domain operates to tax away that value; if the market value of a piece of property is $X and the total value (including idiosyncratic value) is $1.2X, then if the government takes the property by eminent domain it pays for it in effect by spending $X out of the government’s own coffers and $.2X out of the owner’s pocket.

A good economic argument for eminent domain, although one with greater application to railroads and other right-of-way companies than to the government, is that it is an antimonopoly device. Once the railroad or pipeline has begun to build its line, the cost of abandoning it for an alternative route soars. Knowing this, people owning land in the path of the advancing line will be tempted to hold out for a very high price—a price in excess of the opportunity cost of the land. (This is a problem of bilateral monopoly; see §3.7 infra.) Transaction costs will be high, land-acquisition costs high, and for both reasons the right-of-way company will have to raise the price of its services. The higher price will induce some consumers to shift to substitute services. Right-of-way companies will therefore have a smaller output, and as a result will need, and buy, less land than they would have bought at prices equal to the opportunity costs of the land. Higher land prices will also give the companies an incentive to substitute other inputs for some of the land they would have bought. As a result of all this, land that would have been more valuable to a right-of-way company than to its present owners will remain in its existing, less valuable uses, and this is inefficient. There are methods by which the right-of-way company may be able to negate the hold-up power of the landowners, as we shall see, but they are costly.

Were it not required to pay just compensation for takings, government would have an incentive to substitute land for inputs that were cheaper to society but more expensive to the government—a substitution that would be inefficient. Suppose the government has a choice between putting up a tall but narrow building on a small lot and a short but wide building on a large lot. The market value of the small lot is $1 million and of the large lot $3 million. The tall, narrow building would cost $10 million to build and the short, wide one $9 million. The cheaper alternative from the standpoint of society as a whole is to build the tall building on the small lot (total cost: $11 million [$10 million + $1 million]) rather than the short building on the large lot ($12 million [$9 million + $3 million]). But if the land is free to the government, it will build the short building on the large lot, for then the net cost to it will be $1 million less ($10 million −$9 million). This assumes that the government makes its procurement decisions approximately as a private entrepreneur would do, that is, on the basis of private rather than social costs, unless forced to take social costs into account. The assumption is realistic; government is sensitive to budgetary expense. Students of the military have long noted that a draft, by making labor inputs artificially cheap to the military, induces an excessive substitution of labor for capital in the military production function (see §18.2 infra). The same kind of distortion would occur in the use of land as an input into government services were there no requirement of compensation for taking land.

This analysis shows that the distinction between conflicting claims to a resource and conflicting or incompatible uses of resources is not fundamental. What is fundamental is the distinction between settings of low transaction costs and of high transaction costs. In the former, the law should require the parties to transact in the market, which it can do by making the present owner’s property right absolute (or nearly so), so that anyone who thinks the property worth more has to negotiate with the owner. But in settings of high transaction costs, people must be allowed to use the courts to shift resources to a more valuable use; the market is by definition unable to perform this function in those settings. This distinction is only imperfectly reflected in the law. While some government takings of land do occur in high-transaction-cost settings—taking land for a highway, or for an airport or military base that requires the assembly of a large number of contiguous parcels—many others do not (public schools, post offices, government office buildings).

Compensation for forced takings is essential, but “just compensation” is, as noted earlier, not full compensation. As a result the exercise of the eminent domain power is a form of taxation; it taxes away subjective (what I called earlier idiosyncratic) values. As we shall see in Chapter 18, the most efficient tax is one that does not change the behavior of the people taxed; and since the exercise of the eminent domain power is difficult to predict, the eminent domain “tax” is efficient from this standpoint. But it is inefficient in another way. Unlike the usual tax, which takes a little bite out of many hides, the eminent domain “tax” takes a big bite out of a few. Subjective values associated with the ownership of a particular home could be a significant fraction of one’s wealth, and the destruction of those values cannot be insured against, because they cannot be calculated; the insurance company would fear that the homeowner was overinsuring, which creates the problem called “moral hazard,” discussed in §4.6 infra. For a person who is risk averse, as most of us are, the risk of losing a significant fraction of one’s wealth will not be offset by the government’s cost savings, even if those savings are passed on to the public in the form of lower taxes. The loss in utility to the risk-averse owner is a cost of the hypothetical eminent domain “tax” and could on balance make it inefficient.1 There would rarely be offsetting windfalls, since a person who values his property less than the market does will sell it rather than wait for the government to condemn it.

Nevertheless, compensation for destruction of subjective values by a taking might well be a mistake even if such values could be determined accurately at low cost.2 It might induce overinvestment in property that the owner had reason to think was likely to be taken eventually by the government. The law tries to deal with this problem by denying compensation for any property improvements made after the announcement of the government’s intention to take the property. The problem is more serious the more generous the minimum compensation deemed just.

Another exclusion from just compensation that may well make practical sense is the refusal to compensate for goodwill when business premises are taken. The problem is not measurement (though that is what the courts say it is) but uncertainty about whether the goodwill is really tied to the premises; if it can be transferred intact to other premises, it has not been taken with the land.

A difficult issue arises in cases in which the market value of property taken by the government had been enhanced by the government itself. Suppose that in time of war the government requisitions a large fraction of the nation’s privately owned boats, and the tremendous reduction in the supply of boats to the private market causes the market price of the remaining boats, the ones that have not been requisitioned, to rise.3 Should the government have to pay the new market price for any further boats that it requisitions? If the answer is yes, the result is a capricious wealth distribution from taxpayers to boat owners. But answering no is problematic too; it will result in the government’s taking too many boats because it will not consider the competing needs of the remaining private boat users. But answering yes is worse, because probably most of the property that the government takes has benefited from government expenditures. Indeed all privately owned land benefits from public expenditures on maintaining law and order, a title-recording system, etc. The benefits may have been impounded in the price of the land long ago, however, in which event payment of full compensation (that is, with no subtraction for the government’s contribution to the value of the property) will confer no windfall on the current owner.4

The Supreme Court’s decision in the Kelo case5 raises the question whether it is ever proper for government to use the eminent domain power to take private property for transfer to another private entity, rather than keep it for some governmental use, such as a post office or an army base. The Fifth Amendment to the Constitution permits the government to take property only for a “public use.” In Kelo, Pfizer, the pharmaceutical manufacturer, had decided to build a large research facility adjacent to a 90-acre stretch of downtown and waterfront property in New London. The city hoped that Pfizer’s presence would attract other businesses to the neighborhood. The plaintiffs owned residential properties located on portions of the 90-acre tract that the city’s redevelopment plan earmarked for office space and parking. It might have been impossible to develop those areas for these uses had the areas remained spotted with houses (the plaintiffs owned in the aggregate 15 houses in the 2 areas). The city called this the “spotted leopard” problem and solved it by condemning the houses. But it did not defend its action by reference to the plaintiffs’ hold-up power, though the analogy to condemnation by a right-of-way company is plain. Instead it said that “the area [of the redevelopment project, a waterfront area in downtown New London, Connecticut] was sufficiently distressed to justify a program of economic rejuvenation.” But if “economic rejuvenation” is a public use, what is to prevent a city from condemning the homes of lower-middle-class families and giving them free of charge to multimillionaires, provided it can show that the new owners would be likely to pay enough for various local goods and services, and in property and other local taxes, to offset the expense of compensating the owners of the condemned properties at market value? In upholding the condemnation, the Supreme Court ignored the fact that private developers who want to assemble a large contiguous parcel of land are generally able to do so by employing “straw man” purchasers. The fact that it is difficult for government to operate with the secrecy required for the straw-man method to work is a bad argument for allowing government to use eminent domain on behalf of private developers rather than letting them fend for themselves.6

A better argument for the Court’s result is that the more limitations that are placed on the private development of condemned land, the more active the government itself will become in development, and that would be inefficient. If the City of New London had built office space, parking, etc. on land condemned from private owners, a challenge based on the “public use” limitation would be unlikely to succeed—unless the Court strictly confined “public use” to hold-up situations and was prepared to try to determine, case by case, whether a genuine such situation existed.

Let’s now consider what should be considered a “taking.” It’s been argued that if the just-compensation principle were founded on considerations of efficiency, then if the market value of my home fell by $10,000 as a result of some government regulation I would be entitled to the same compensation as if the government had taken a corner of my property worth $10,000.7 But there are important economic differences between these cases. When a government regulation affecting property values is general in its application, as will normally be the case, the costs of compensation would be very high; this would be especially likely if efforts were made, as in economic logic they should be, to take account of people benefited by the regulation, by awarding them negative compensation (i.e., taxing away their windfalls). Imagine the difficulties involved in the government’s identifying, and then transacting with, everyone whose property values were raised or lowered by government regulation of the price of natural gas or heating oil. Moreover, a regulation, because it affects more people than a single taking, is more likely to provoke effective political opposition. A political check is less likely even in the case of a random series of takings (as distinct from a single isolated taking), because the victims are less likely to constitute a homogenous group able effectively to mobilize for political action.

An additional consideration comes into play when the regulation affects interactive land uses. An example would be a zoning ordinance forbidding the development of land other than for residential use. Suppose such an ordinance is invoked to prevent a landowner from creating a pigsty on his land, the neighbors’ land being used exclusively for residential purposes. We cannot classify the ordinance as an infringement of the pig farmer’s property rights until we first decide that those rights include the right to harm one’s neighbors by means of a pigsty. And we cannot decide this prior question without evaluating the competing uses affected by the ordinance. Once that evaluation is made, however, and the property right assigned accordingly, no further economic function is served by forcing the gainers from the ordinance to compensate the losers.8

The zoning case falls between the usual taking of land for a public use, in which just compensation must be paid, and the abatement of a nuisance, in which compensation need not be paid (for the excellent reason that to have to pay compensation for “taking” a nuisance would encourage the creation of nuisances). Consider the related example of statutes that empower the government to designate a building’s façade as a landmark; upon designation, the owner cannot alter the façade. An alternative to designation would be the purchase (possibly backed up by the threat of condemnation, subject to payment of just compensation) by the government of an easement in the façade. Does the government designate “too many” landmarks when the designation route rather than the purchase route is followed? That’s difficult to say. Absence of a right to compensation will cause designees to resist. The resistance of taxpayers might actually be less. Government tax-and-spend programs (agricultural subsidies, for example) are often as socially costly as regulatory programs, but the costs are spread so thinly over the taxpaying public that few taxpayers squawk.

Might the government, however, designate the “wrong” landmarks, that is, property that would be worth a lot more in an altered state? Possibly not, since the greater the alternative value the stronger the resistance to the designation. But there is a danger of reducing the supply of landmarks under the designation approach; building owners may rush to demolish potential landmark façades in advance of designation. Also, the social cost, as opposed to the financial cost to the government, of the designation route may be greater than if compensation is paid, because expenditures on resisting designation are real social costs rather than merely transfer payments.

A final question is how “just” is just compensation in practice? An empirical study of Chicago’s urban renewal program found that, under eminent domain, high-value parcels systematically receive more than fair market value and low-value parcels less.9 There are three reasons for this pattern. First, the government’s ability to vary its inputs of legal services according to the value of the parcel to be taken is severely limited by the regulations governing the prosecution of a condemnation case. As a result the government tends to spend too much on the trial of a case involving a low-value parcel and too little on the trial of a case involving a high-value one. Second, the fixed costs of a trial are a larger share of total costs the less valuable the parcel; and their effect in encouraging plaintiffs to settle such cases cheaply is not completely offset by the government’s incentive to make generous settlement offers in order to avoid the costs of litigation because the government may be able to spread these costs over a number of parcels that it is seeking to acquire simultaneously. Third, the government may enjoy additional economies of scale when the parcels that it is simultaneously acquiring are homogeneous. This permits effective consolidation of the government’s legal efforts—empirically, low-value parcels tend to be more homogeneous than high ones.

§3.7    Nuisance

A factory smokestack belches smoke that blackens laundry and drapes in a nearby residential area and increases the incidence of respiratory diseases. As in the locomotive sparks example, the challenge to the legal system is to allocate rights and liabilities in such a way as to minimize the sum of the costs of the smoke damage and of avoiding that damage. Among the possible adjustments, the factory could install smoke-suppression equipment, it could shut down, or the affected homeowners could install air-cleaning equipment or move farther away from the factory. The question which of these or other methods of resolving the conflict in land uses is cheapest is more difficult than in the spark case, primarily because the effects of pollution on human health are not clearly understood and the aesthetic costs of pollution are difficult to measure.1 And the choice of the correct initial assignment of rights is critical; high transaction costs probably will make it impossible to correct a mistaken initial assignment through subsequent market transactions.

It is time we inquired more closely into the sources of high transaction costs. A factor stressed by economists, and mentioned earlier in this chapter, is a large number of parties to the transaction, though other factors, such as mental incapacity, figure importantly in particular legal settings (see §4.9 infra). Another factor stressed by economists is bilateral monopoly—at its simplest, a market with just one seller and one buyer, illustrated by the right-of-way example, or by negotiations to settle a lawsuit:2 Because the plaintiff can settle only with the defendant, and the defendant only with the plaintiff, there is a range of possible settlement amounts within which each party will prefer settlement to the more costly alternative of litigation. The larger the range, the more time and money the parties may expend in bargaining. Indeed, each party may be so determined to engross the greater part of the potential profits from the transaction that the parties never succeed in coming to terms. Each may even be reluctant to be the one to initiate discussion of settlement, lest that suggest to the other an eagerness to settle, causing that other to reestimate the first party’s reservation price downward. (Yet psychologists would point to an advantage to being the first to make an offer: That offer may act as an “anchor” in the ensuing bargaining, and thus result in a settlement closer to it than if it hadn’t been the first offer.)

Transaction costs are highest when elements of bilateral monopoly coincide with a large number of parties to the transaction. If homeowners have a right to be free from pollution, the factory that wants to have a right to pollute must acquire that right from every homeowner. For even if only 1 out of 1,000 refuses to come to terms, the rights that the factory has purchased from the other 999 will be worth nothing to it. Because the hold out (or, as we called him earlier, the hold-up—by holding up the project, he “holds up” the factory) can extract an exorbitant price just as in our right-of-way example, each homeowner has an incentive to delay coming to terms with the factory, in the hope of being the hold out. As a result, the process of negotiation may be greatly protracted.3

If rather than the homeowners having the right to be free from pollution, the factory has the right to pollute, the homeowners must get together and buy the factory’s right if they want to be free from pollution. Transaction costs will again be high. Each homeowner will again have an incentive to drag his feet in negotiations with the factory. He will say to himself, “If I refuse to contribute my fair share of the purchase price, others, who care more deeply about pollution than I, will make up the difference. The factory will be induced to stop polluting. I will benefit along with the others, but at zero cost.” The costs of overcoming this foot-dragging by negotiations among the affected homeowners will be high if there are many of them.

In the presence of high transaction costs, the creation of absolute (unqualified) rights, whether to pollute or to be free from pollution, is apt to be inefficient. The factory that has the right to pollute will, if transaction costs are prohibitive, have no incentive to stop (or reduce) pollution even if the cost of stopping would be much less than the cost of pollution to the homeowners. Conversely, homeowners who have an absolute right to be free from pollution will, if transaction costs are prohibitive, have no incentive to take steps of their own to reduce the effects of pollution even if the cost to them of doing so (perhaps by moving away) is less than the cost to the factory of not polluting or of polluting less.

The alternative to absolute rights is balancing and is the approach taken by the most important common law remedy for pollution—“nuisance,” the tort of unreasonable interference with the use or enjoyment of land.4 The standard of reasonableness involves comparing the cost to the polluter of abating the pollution with the lower of the cost to the victim of either tolerating the pollution or eliminating it himself. This is the efficient standard, but nuisance law has never had much impact on the amount of pollution. Freedom from pollution is a superior good, meaning that proportionately more is demanded as income rises. Unsurprisingly, therefore, until recently the demand for pollution abatement was small, and it still is in poor countries. More important, often both the polluters and the victims of pollution are numerous, small, and difficult to identify, and the medical, aesthetic, and other harms of pollution are difficult to measure. Unmanageably massive class actions, involving huge classes on both the plaintiffs’ and the defendants’ side of the litigation and daunting problems of measurement and remedy, would be required to abate automobile air pollution, for example. It is no surprise that extensive statutory regulation of pollution (examined in Chapter 14) has displaced the nuisance remedy with regard to the most serious pollution problems.

Suppose the nuisance predates the arrival of the complaining victims. Maybe a factory finds itself in a neighborhood that has gradually turned residential, and the pollution from the factory reduces the value of the residential property by more than the cost of discontinuing the factory’s operations. Under the doctrine aptly named “coming to the nuisance,” the newcomers would be barred from suing to shut down the factory. But most states reject the doctrine, and they are right to do so because transaction costs may prevent the market from adjusting smoothly to the change in relative values of industrial and residential use. Should the rejection of the doctrine be thought “unfair” to the factory owner? Not necessarily; the price he paid for the land in the first place may have been discounted to reflect the possibility that the factory might someday be shut down as a nuisance (see §3.14 infra). And it may not be very costly for him to relocate.

Of course, to sound a frequent note in this book, there is always a risk of error when a court undertakes to determine market values. In one nuisance case the court made an ingenious attempt to minimize that risk.5 The defendants’ feedlot emitted odors that reduced the value of a nearby residential development, which had been constructed after the feedlot was in operation. The court, at the suit of the developer, ordered the feedlot shut down as a nuisance—but on condition that the plaintiff pay the lower of the feedlot’s costs of shutting down or of relocating. If, knowing that this would be the rule, the developer had anticipated that it could locate the development elsewhere at lower cost than the feedlot could move or shut down, the costs created by the conflicting land uses would have been minimized. This is not a perfect solution, however, because an entitlement to shutting-down costs or relocation costs will reduce the incentive of feedlot owners to locate their feedlots optimally with respect to the expected development of the surrounding area.

A parallel difficulty dogs another common law approach to the problem of pollution, one illustrated by the legal treatment of airplane noise. Owners of airplanes that fly at very low altitudes are liable to the owners of property below the flight path for the diminution in market value brought about by the airplane’s noise, whether or not that diminution exceeds the benefits of flight. The property owner cannot enjoin the invasion as a trespass, and so he cannot compel the airline to negotiate with him, but he can compel the airline to condemn an easement to continue its overflights. The airline will condemn if the cost of noise-abatement procedures is greater than the noise damage to the property owners; if less, it will adopt the procedures. Conceivably, should the cheapest method of noise abatement happen to be soundproofing the subjacent houses, the airline would pay the owners to soundproof, since by hypothesis that cost would be less than the airline’s liability for noise damage. But high transaction costs may preclude this result, and if so, the eminent domain approach may be less efficient than a nuisance approach, whereby the costs to the airline of noise abatement would be balanced against the costs to the homeowners of soundproofing and if the latter costs were lower the airline would not be liable. But the eminent domain approach is superior to a trespass approach. If subjacent owners had property rights against airplane noise that they could not be forced to sell—if in other words they could enjoin overflights—then each owner would have an incentive to act the hold out. Unable to purchase at a reasonable price all the rights of subjacent owners to be free from noise, the airline would have to either discontinue its flights or adopt noise-abatement procedures, even if the efficient solution was for the airline to continue making noise and the property owners either to tolerate it or to soundproof their houses.

A problem with the eminent domain approach, however, is that once the airline concludes that the costs of noise-abatement procedures are greater than the benefits in reduced liability to the subjacent owners, and therefore acquires easements that authorize a high level of noise, it will have no incentive to reconsider the adoption of such procedures when and if their cost falls or their effectiveness increases; for the benefit of a lower noise level in the future would inure entirely to the property owners. This problem could be solved by creating time-limited noise easements.6 But the solution would create a fresh problem. Property owners who grant perpetual noise easements have thereafter every incentive to adopt any noise-reduction measure that costs less than it raises the value of their property. They do not have that incentive under a system of time-limited easements, because any measure taken by a property owner that reduces noise damage will reduce by an equal amount the price that he will receive for the easement in the next period.

§3.8    Solving the Problem of Incompatible Land Uses Through Merger and Restrictive Covenants

Attaining the efficient solution in the spark case, the factory smoke case, and our other examples of conflicting land uses would have been much simpler if a single individual or firm had owned all the affected land. A single owner of both the factory and the residential property affected by its smoke would want to maximize the combined value of both properties. This is the correct economic goal, and the effort to reach it would not be impeded by the costs of obtaining the agreement of many separate owners.

So why are such mergers so infrequent? First, buying all the property affected by some pollution source would entail heavy transaction costs because it would require negotiating with all the different property owners; and so there would be the same kind of hold-up problem discussed earlier in the context of eminent domain. Second, a single firm may be unable to operate efficiently in unrelated markets—factory production and residential real estate, railroading and farming, airport management and real estate.1 Sheer size may be a source of costs too, because there are diseconomies as well as economies of scale.

The single-ownership solution is approximated by those oil and gas states—the majority—that allow compulsory unitization, by which the vote of a substantial majority (usually two thirds) of the owners of an oil or gas field to operate the field as under common ownership will bind the minority. (A requirement of unanimity would again be inefficient because it would create a hold-up problem.) Owners of oil and gas rights often pump from the same underground pool. Each has an incentive to drill many wells in order to pump as much oil or gas as fast as possible, even though the total cost of production for the field as a whole could be reduced, and the total yield of oil or gas increased, by drilling fewer wells and depleting the resource more slowly. Any oil or gas that one driller leaves in the underground pool will be pumped by another.

A related solution to the problem of conflicting uses of land is the restrictive covenant. The developer of a tract of land who wants to maximize the value of the property but not to administer it can include in each deed of sale restrictions against land uses that would reduce the value of the tract as a whole. Such restrictions “run with the land,” which means that if recorded in a registry of land titles they are enforceable against any future owner of the land, as well as the present owner, and enforceable by successors to the original buyers. A mere contractual obligation on the buyer and his successors to the developer would not be good enough. Once he finished developing the tract he would have little or no further interest in enforcing the obligation. Anyway, such a contract would not bind a buyer from the original buyer; the second buyer might not even know about the contract that his predecessor had made with the neighbors. And the second buyer couldn’t be counted on to observe the restriction voluntarily. For although by assumption the restriction increases the value of the entire tract, if everyone else observes the restriction this will make the land of the owner who does not observe it even more valuable; he will receive the benefits of the restriction yet incur none of the costs. So a buyer will observe the restriction only if paid to do so. But he will not be paid—not much, anyway. The other property owners, if numerous, will have difficulty overcoming the problem of hold outs in their ranks. And they will gain little if they do overcome it, because if the present owner sells, the other owners may have to transact all over again with the buyer.

There are limitations on the type of promise (often called an easement or a servitude) that runs with the land (that is, one that is enforceable as a property right rather than as a mere contract right). Suppose you sell a part of your land and promise the buyer that you won’t sell goods or services in competition with him. Will this promise run with the seller’s land? The common law says no; the promise does not “touch and concern” the land. (Another word for easements that run with the land is “appurtenant” easements, easements that pertain to the land.) But if you promised not to build a fence on your retained land that would cut off the buyer’s view, this promise would run with the land—that is, would be enforceable against your successors even if they didn’t renew the promise—because the promise involves an actual land use.

One reason for the distinction is the impediment to efficient resource allocation that would be created by enforcing antiquated restrictions on land use. Another is that promises that do not deal with the use of the land itself (the seller’s retained land in the examples above) are hard to keep track of, though this problem is greatly alleviated by a system of public registration of interests in land. It is thus not surprising that until England created a land-title registry in 1925, English courts would enforce only negative easements, such as ancient lights (mentioned earlier), building support (for example, of one row house by the houses adjoining it at each side), access rights (if the property was surrounded by other property), and riparian rights (the equal rights of owners of the land bordering a river or other body of water to the use of the body of water). Violations of such easements are readily observable. In contrast, if the seller who promises the buyer that he will not sell goods or services in competition with him sells his land, how would his buyer determine whether by acquiring the land he had acquired obligations, unrelated to his use of the land, to a neighbor?

Thus, one way to think about “touch and concern” is that it enforces rights that increase the value of a property regardless of who owns it.2 Whether the value of a promise not to compete is beneficial to the promisee depends on the particular use that he makes of his land (in the example, selling items that the promisor might have wanted to sell in competition with him), and there is no presumption that the promise would enhance the value of that land to any other owner.

This discussion highlights the economic difference between property rights and contract rights. A property right excludes (in the limit) the whole rest of the world from the use of the property except on the owner’s terms. A contract right excludes only the other party to the contract. Freedom to make and enforce contracts but not to create legally enforceable property rights would not optimize resource use. If A buys from B the right to work B’s land, but B’s right does not include the right to exclude others from working it, A (like B before him) will not have an incentive to exploit the land optimally. Similarly, without property rights the problem of excessive grazing in our common pasture example would not be solved even if the farmers using the pasture sold their rights to a single individual or firm. After the new owner had reduced congestion by charging the farmers who had sold him their rights an appropriate fee for continuing to use the pasture, other farmers would begin to graze their cows on the pasture; they would have no obligation to pay a fee.

As a solution to conflicting land uses, restrictive covenants have two limitations. First, they generally are feasible only in the rather special setting of initial single ownership of a large area. They provide no solution to the typical pollution problem, for it is rare that an area large enough to encompass a factory and all or most of the residences affected by its smoke will be under common ownership. Second, they are inflexible in the face of changes that may alter the relative values of conflicting land uses. The owner who wants to put his land to a use forbidden by a restrictive covenant must get the consent of all the property owners in whose favor the covenant runs; if there are many of them, the costs of transacting may be prohibitive. Some covenants provide therefore that they will expire after a certain number of years unless renewed by majority vote of the affected landowners. And courts may refuse to enforce a restrictive covenant on the ground that it is obsolete, that the forbidden land use is now clearly more valuable than the use protected by the covenant. This is like the cy pres doctrine of charitable trusts, which we’ll meet in Chapter 19.

The problem of the obsolete covenant would be less serious if courts refused to enjoin breaches of restrictive covenants and instead limited victorious plaintiffs to damages. Damages liability would not deter a breach that increased the value of the defendant’s property by more than it diminished the value of the other properties in the tract, since, by hypothesis, his liability would be smaller than his gain from the breach. In contrast, an injunction places the prospective violator in the same position as the airline that is enjoinable by subjacent property owners or the railroad that is enjoinable from trespassing on property that it needs to complete its right-of-way: To get the injunction lifted the prospective violator will have to negotiate with every right holder, may have to pay an exorbitant price to a few hold outs, and may even fail to complete the transaction.

The inflexibility of restrictive covenants has led increasing numbers of developers to establish homeowners’ associations empowered to modify the restrictions on the uses to which they may put their property. This method of coping with the problem of high transaction costs resembles another: the business firm.3 Besides these private solutions to the problem of conflicting land uses, there is a public solution—zoning. Two types of zoning should be distinguished. Separation-of-uses zoning divides a city or other local governmental unit into zones and permits only certain land uses in each zone. There might be separate zones for high-rise apartment houses, for single-family homes, for businesses, for factories, and so on. Exclusionary zoning (a term often used pejoratively, but here neutrally), ordinarily adopted by smaller units than a city or county, tries to exclude certain land uses altogether, rather than just segregating them; a suburb that requires minimum lot sizes would be engaged in exclusionary zoning. The main question about separation-of-uses zoning is whether it makes much difference,4 especially given the alternative of restrictive covenants.5 One is unlikely to find a house and a factory cheek-by-jowl even if there is no zoning. Residential real estate usually commands a higher price than real estate used for industrial purposes, because much more land is suitable for industrial than for residential use, and therefore a factory owner would not want to build his factory in a residential area unless his purpose were extortion, which nuisance law should be able to deal with effectively.

Exclusionary zoning is more likely than separation-of-uses zoning to affect the use of land. A large lot might be worth more if used for a high-rise apartment building than for a single home—at least if the effects on other homeowners in the community are neglected, as the developer often would be prone to do. Those effects might include highway and parking congestion and burdens on municipal services such as public schools. Notice, however, that if the residents of the high-rise are charged for the extra costs they impose through use of public schools and the streets, there will be no externality justifying exclusionary zoning. Even though exclusionary zoning may be efficient in principle it may be inefficient in practice because the incentives of public officials—the people who draft zoning ordinances and enforce them—may lead them away from the goal of efficiency, as we shall see in Chapters 20 and 24. Moreover, exclusionary zoning is apt to redistribute wealth from poor to rich. No communities are perfectly homogeneous; hence poor people living in a rich community will benefit from the public services that the taxes paid by the rich support—unless exclusionary zoning makes it too expensive for any poor people to live in the community.

§3.9    Injunctions Versus Damages as Methods of Enforcing Property Rights

We have several times seen property rights distinguished from other sorts of legal interests in terms of remedies, and the point has now to be generalized: In conflicting-use situations in which transaction costs are low, such as a normal case of trespass, injunctive relief should normally be allowed as a matter of course; the injunction, by forcing the defendant (the violator of the plaintiff’s right) to buy the right if it is worth more to him, facilitates a market determination of value. But when transaction costs are high, precluding such a corrective transaction, the allocation of resources to their most valuable uses is facilitated by denying an injunction and instead remitting the plaintiff to damages equal to the cost to him of the violation of his rights, thus enabling the violation to continue if it is worth more to the violator than it costs to the victim. Thus the law of trespass, by refusing to consider the value of the invader’s activity, channels the transaction into the market, where it belongs, while the law of nuisance, by permitting a comparison of the value of the conflicting activities, simulates the result of a market transaction that is likely to be infeasible because of transaction costs.1

This analysis is sensitive, however, to the amount and accuracy of the information possessed by courts.2 It might seem that if they have exact knowledge of the values of the competing uses, there is nothing to choose between property rights enforced by injunctions and liability rules enforced by damages awards. Either way the court will be able to duplicate the results of the market, provided that liability is strict—that is, that the person who takes your car from your garage is forced to pay you damages equal to the full amount at which you value the car even if he values it more than you do,3 as otherwise there will be excessive expenditures on taking, and preventing the taking of, property. But actually under these assumptions the injunctive approach is superior to the damages approach because information is costly to acquire, and less information is required to determine whether the plaintiff’s use is more valuable than the defendant’s than to determine the value of the plaintiff’s use (or the reduction in that value caused by the defendant), just as it is easier to determine whether one person is taller or heavier than another than it is to determine how tall and heavy either person is.

Only rarely, however, can a court determine the values of competing uses accurately, especially when subjective values are involved. This may seem to swing the choice decisively to the damages approach. As long as the court is no more likely to overestimate than to underestimate damages, the average award of damages will be a reasonable approximation of the average harm to the plaintiff’s property and so will create the right incentives. Because a court will be unable to estimate the value of the plaintiff’s use any more accurately than the value of the defendant’s use, damages have the advantage over injunctions of not discouraging the defendant’s use if it is more valuable than the plaintiff’s. The defendant will pay the plaintiff’s damages but not discontinue his own use if he derives a greater value from it than the cost of the judgment. The damages approach enables the defendant to use his private knowledge of the costs of harm and prevention to offset the inefficient consequences of the court’s lack of knowledge of these things.

But it would be inefficient never to award injunctive relief. For then the courts would have to determine the plaintiff’s damages in every case, rather than (when transaction costs are low) just whether those damages exceed the value of the defendant’s competing use—an easier determination to make. There would be another problem in a no-injunction regime. Suppose that because of the difficulty courts have in determining damages accurately, every property owner expected to receive average damages for an unlawful seizure or other invasion of his property; then owners who expected their damages to be above average would take precautionary measures, while those who expected to incur below-average damages might omit even minimum precautions, hoping that their property would be seized. When subjective values are involved, courts are likely to underestimate damages systematically, because the plaintiff has the burden of proof and highly speculative evidence is disallowed.

A final argument for injunctive relief is the danger of cycling if people are allowed to take each other’s property subject to paying a court’s determination of value. If A values his car at $20,000, B takes it, and the court orders B to pay A $18,000, A will have an incentive to take it back from B, hoping the court will let him keep the car for $18,000, yielding a net gain to him of $2,000. Courts could try to prevent the redetermination of value by applying preclusion doctrines (res judicata or collateral estoppel, see §22.14 infra), but this would be difficult because values change over time.

If matching the injunction with the low-transaction-cost case and damages with the high-transaction-cost case captures both the law and the economics of disputes over property infringements, what is one to make of the famous Boomer case,4 where, rather than apply the usual reasonable-use standard, the court held that any substantial interference with another person’s enjoyment of his land is a nuisance? This is a trespass-like standard, and as there were only a few plaintiffs (and one defendant—a dust-spewing cement factory), one might have thought that the court would have granted an injunction, which could have been complied with only by the closing of the plant. The court refused, holding that it would exercise its equitable discretion to withhold an injunction if the defendant compensated the plaintiffs for the damage caused them by the nuisance.

This was the wrong result if transaction costs were low, but they may have been high despite the fewness of the parties. For the case dramatically illustrated bilateral monopoly. The cement plant had cost $45 million, and this constitutes at least a rough estimate of the loss had the plant been forced to close, though the actual loss might have been higher or lower. The cost to the plaintiffs of the nuisance was only $185,000. So any price for dissolving the injunction between $185,000 and $45 million (if that was the current value of the plant) would have made both sides better off than if the injunction were enforced. That is an enormous bargaining range, and so it would have paid each party to invest substantial resources to engross as much of it as possible. This expensive bargaining was avoided by the court’s novel remedial approach, although an alternative would have been for the court, by balancing the costs to the respective parties, to rule that the plant was not a nuisance.

The problem of incompatible land uses, which we have been discussing in terms of the definition and transfer of property rights, is frequently discussed (as we have begun to do in this section) in terms of “externalities.” The damage to the farmer’s crops caused by engine sparks is a cost of railroading that the railroad, unless forced by law to do so or unless it is the owner of the farmland, will not take into account in making its decisions; the cost is external to its decisionmaking process.5 The term is useful, but potentially misleading. It suggests that the correct solution in the spark case is to impose liability on the railroad, although remember from the earlier discussion of the locomotive-sparks case that there is no presumption in economic theory that the railroad rather than the farmer should be made to bear the cost of spark damage. Even if “externality” is defined as external to market processes of decision rather than to the injurer, it is a potentially misleading usage because if transaction costs are low the market may internalize the externalities.

§3.10  Divided Ownership—Estates in Land

More than one person may have a property right in the same thing. Our common-pool resource was an example; a more traditional one is the different “estates” in land. Property rights in real estate may be divided between a life tenant and a remainderman, between joint tenants (a special type of co-ownership), between a tenant and a landlord, and in other ways. Such divisions, whether they are concurrent but nonexclusive, or exclusive but time-limited, create incentives for inefficient use similar to those created by the separate ownership of the railroad right-of-way and the adjacent farmland, or the airport and the adjacent residential community.

The problem has been discussed extensively in connection with the poverty of Ireland in the nineteenth century.1 Most farmers were tenants; and it might seem that a tenant would have little incentive to improve the land because any improvement that outlasted the period of the lease would confer an uncompensated benefit on the landlord under the doctrine of fixtures—anything affixed to the property by the tenant becomes the property of the landlord on the expiration of the lease. (Otherwise the tenant would be imposing costs on the landlord if the landlord didn’t like the affixed item and it was costly to remove it.) Yet this suggestion seems on its face to violate the Coase Theorem. Why didn’t landlords agree in the leases to compensate tenants for improvements, for example, by giving the tenant a percentage of the net revenues from the land after the lease expires?

There were and are landlord-tenant sharing agreements, notably sharecropping, but they don’t always do the trick. Suppose the landlord agrees to provide the land, seeds, and fertilizer, and the farmer agrees to provide the labor, with the revenues from the sale of the crops to be split 50-50. The results will not be optimal, as a simple example will show. Suppose that if the farmer worked an extra hour every week on improving the land, he would increase the dollar value of the farm’s output by $2 (net of any additional cost besides his time), and that the opportunity cost—or shadow price2—of his time in forgone leisure would be only $1.50. Efficiency would require that he work the extra hour, but he would not, because his deal with the landlord would give only $1 for work that would cost him $1.50 to do. A more complicated sharing agreement would be required for optimal results, and the more complicated it was the more costly it would be to negotiate and enforce. And the example abstracts from the problem of long-term improvements, by assuming that the tenant will still be around when his improvements come to fruition. He may not be if the lease is short term.

The problem will be less serious the longer the lease. So it is not surprising that a system of tenant customary rights evolved that made it difficult for the landlord to evict the tenant, either directly or indirectly (the latter by jacking up rents until the tenant was forced to abandon the lease). There would still have been a problem had optimal tenant improvements been likely to outlast the tenants’ lives. But major capital improvements—the kind most likely to do that—had to be made by the landlords rather than the tenants anyway because the landlords had the necessary capital. So ultimately the problem was not that tenants lacked incentives to improve the land, but that customary tenant rights made it difficult for landlords to recoup the cost of their own improvements by charging higher rents, since the tenant might complain that the rate increase violated his customary rights.

There is no simple solution to the problem of divided ownership except single ownership—but it is not so simple either. If the tenant is transformed into an employee of the landlord, the problem of divided ownership disappears but is replaced by the analogous problem of agent shirking caused by the employee’s not getting to keep every dollar in added output from working—just like the tenant. And the tenant may be unwilling to buy the farm from the landlord (although this would eliminate the problem of shirking), even if he could afford to do so, because of the additional risk he would incur—illustrating the important point that leasing is a form of risk-spreading.3

We might expect the courts to interpret leases as if the parties’ intent had been that the lessee would manage the property as if he were the owner;4 for that presumably was the parties’ intent, if they are rational profit-maximizers. This policy is reflected in the common law doctrine of waste, which mediates between the competing interests of life tenants and remaindermen. A life tenant will have an incentive to maximize not the value of the property—that is, the present value of the entire stream of future earnings obtainable from it—but only the present value of the earnings stream obtainable during his expected lifetime. So he’ll want to cut timber before it attains its mature growth even though the present value of the timber would be greater if the cutting of some or all of it were postponed. The doctrine of waste forbids the life tenant to alter the property in a way that reduces the value of the property as a whole.

This is the conventional modern judicial understanding of the doctrine, but it has been challenged as inferior to a rule that would define waste as any “material alteration” of the property by the life tenant; this is said to be clearer than the diminution of value approach.5 Actually it seems less clear. Apart from situations in which the “alteration” increases the value of the property as a whole, not every change in the condition of property could plausibly be thought a material alteration. Is it waste to install central air conditioning? To convert a barn to a garage? To pave a driveway? Are all improvements that alter a property waste? But there is a good argument, though not necessarily a compelling one, for the material-alteration approach, though one applicable only to residential property: The owner might have idiosyncratic tastes, and feel worse off as a result of the tenant’s alteration even though it had increased the property’s market value.

There might seem no need for a doctrine of waste because the life tenant and the remainderman could negotiate an optimal plan for exploiting the property. But since tenant and remainderman have only each other to contract with, the situation is again one of bilateral monopoly, so that transaction costs may be high. And the remaindermen may be children, who do not have the legal capacity to make binding contracts; they may even be unborn children. The problem of bilateral monopoly is less acute in the landlord-tenant case because the terms of a lease are set before the landlord and tenant become locked into a relationship with each other. But a life tenancy is often created by will, and the testator (for whom estate planning may be a once-in-a-lifetime experience) may not be alert to the potential conflicts between life tenants and remaindermen.

The law of waste has largely been supplanted by a more efficient method of administering property, one that resembles unitization: the trust. By placing property in trust the grantor can split the beneficial interest as many ways as he pleases without worrying about divided ownership. The trustee will manage the property as a unit, maximizing its value and allocating that value among the trust’s beneficiaries in the proportions desired by the grantor. Of course, it is necessary that the trustee be given the proper incentives to do this.6 Both carrot and stick are employed to this end. The trustee is compensated, but he is also placed under a duty—called fiduciary duty—to administer the trust as if it were his own property (and he had the same preferences, including attitude toward risk, as the beneficiaries of the trust are known or can be assumed to have).

The tenant does not always have a shorter time horizon than the owner of the fee simple (in the case of the ordinary landlord-tenant relation) or the remainderman (in the case of a life tenancy). Take the case of an oil lease that promises the lessor a fixed royalty per barrel. Unless he expects the rate of increase of the price of oil to exceed the interest rate, he will want the oil pumped as fast as possible, whether or not the field is unitized. That will mean drilling a lot of wells. But the lessee, who has to pay for those wells, will want to pump the oil more slowly so that he can economize on the number of them. He may even drill too few wells, since in deciding how much a new well is worth he will disregard the portion of the revenues that will go to the lessor as a royalty. So most oil and gas leases contain a “development” clause that requires the lessee to drill a reasonable number of wells—“reasonable” meaning cost-justified. An interesting question that has arisen in the interpretation of such clauses is whether the lessee, in figuring the costs of a new well, may include not only his drilling and other direct costs but also the reduced revenue from the old wells, since the new well will deplete the pool from which the old wells as well as the new draw. The economic answer, for which there is some judicial support, is yes, because depletion of existing wells is a genuine opportunity cost of the new well.7

We have thus far been considering vertical or temporal division of a property right. There is also horizontal division. The extreme example is the communal right, as in the pasture that is shared by a number of farmers. Communal rights differ only in degree from no rights, and thus are inefficient unless the costs of enforcing individual rights are disproportionate to the benefits.8 Odd as it may sound, communal rights are frequently created by individuals, although in circumstances in which the problem of inefficiency is minimized. For example, A may leave a plot of land to B and C, his children, in undivided joint ownership (a tenancy in common or a joint tenancy). B and C are formally in much the same position as the inhabitants of a society that does not recognize property rights. If B spends money to repair structures on the property, C will share equally in the value of the repairs, and vice versa. Although there are only two parties, there is the familiar bilateral-monopoly problem. But it is mitigated by the familial relationship; we expect more cooperation between persons united by bonds of affection (more on this in Chapter 5).

In addition, the law requires crediting the joint tenant with the value of any improvements he makes to the property up to the amount by which they increase the property’s value. Moreover, a joint tenant who repairs the property is entitled to shift to the other tenant (or tenants) the same proportion of the repair costs (if the costs are reasonable) as the other tenant’s ownership share. Notice the contrast between improvements and repairs: The joint tenant who improves the property is rewarded with the benefits of the improvement, while the joint tenant who repairs the property can merely shift a portion of the costs of the repairs to the other tenant, as repair preserves rather than enhances the value of the property.

The law also allows a joint tenant to obtain a partition of the property into separate, individually owned parcels and by doing so eliminate the inefficiencies associated with communal rights and bilateral monopoly. Partition protects subjective valuations, which would be lost if the only way out of a joint tenancy was a sale of the property and a division of the proceeds. But if there are economies of scale (dramatically illustrated by the case in which the jointly owned property is a painting or a statue), so that the property would be worth less divided than whole, the court refuses to allow partition and instead orders the property sold.9

Suppose adjacent owners of row houses, who share a party wall, are unable to agree on how to split the cost of replacing the wall, which is in imminent danger of collapse. One of the owners goes ahead and replaces it at his own expense and then sues the other for half the cost. There is a fair amount of judicial authority for allowing the suit, as a way around the bilateral-monopoly problem. Cf. §4.15 infra.

The law’s ingenuity is not limitless, and I end this section with a homely example of a case of divided ownership about which the law can do nothing: automobile rentals. As everyone who has ever rented a car knows, people do not treat the cars they rent with as much care as the cars they own; they are rougher on them, reflecting the foreshortened time horizon of their use.10 But because the rental company cannot supervise or monitor that use or feasibly determine the wear and tear caused by a particular renter, there is no way it can induce the renter to take the right amount of care of the car. Here, then, is a case where transaction costs are high despite fewness of parties and no problem of bilateral monopoly. The reason is that the cost of enforcing the transaction that was agreed upon is prohibitive because the relevant information costs are disproportionate to the stakes.

§3.11  Problems in the Transfer of Property Rights

Divided ownership makes transfer difficult in practice even if there is no formal limitation. If 50 different people are joint tenants of a piece of property, a sale of the property will require them to agree both on the price and on the division of the proceeds among them; there will be hold out problems. The elaborate kinship networks of primitive societies forestall the emergence of property rights in such societies.1 Efficiency requires that property rights be transferable; if many people have a claim on each piece of property, transfers will be difficult to arrange.

The history of English land law is a history of efforts to make land more easily transferable. The “Rule in Shelley’s Case” provided that if a grantor gave a life estate to A with the remainder to A’s heirs, A had a fee simple (i.e., full title); the heirs were cut out. Had the remainder in A’s heirs been recognized, it would have been very difficult to transfer the property, because his heirs could not be ascertained until his death. The “Doctrine of Worthier Title” provided that if the grantor gave property to A for life, with the remainder to the grantor’s heirs, the grantor—not his heirs—owned the remainder. He thus could sell it, as his heirs apparent might not be able to do because their interest was uncertain—the grantor might have additional children, and they would be his heirs too.

The economic objection to these doctrines (besides their immense complexity, not hinted at in these descriptions) is that they imply that the grantor is unable to trade off the costs of reduced transferability against whatever benefits he derives from dividing ownership in the way the doctrines prevent. Don’t people know their interests better than courts do? But these grants tend to be once-in-a-lifetime transactions for the grantor, and he may not have good information about the problems they create. (We return to this problem in Chapter 19.) Moreover, people who create excessively complex interests burden the courts as well as themselves and their grantees, so there is some externality that might warrant public intervention. This may explain the common law presumption that a conveyance of land to a railroad or other right-of-way company is the conveyance of a right-of-way, that is, of an easement that is terminable when the acquirer’s use terminates, rather than the conveyance of a fee simple. Transaction costs are minimized by undivided ownership of a parcel of land, and undivided ownership is, in turn, facilitated by the automatic reuniting of divided land once the reason for the division has ceased. If the railroad owns a multitude of skinny strips of land now usable only by the owner of the surrounding or adjacent land, then before that land can be put to its best use there must be expensive and time-consuming negotiation—that or the gradual extinction of the railroad’s interest through the operation of the doctrine of adverse possession (discussed below). It is cleaner to wipe out the railroad’s interest upon its abandonment of railroad service, though in some cases this may induce the railroad to continue service longer than is efficient, in the hope of being able to sell its easements rather than abandoning them.

Water rights dramatically illustrate the externalities that the transfer of a property right can create.2 In the western states, as we know, a property right in water is obtained by diverting water from a natural stream and using it for irrigation or other purposes. In time a stream will become completely appropriated in the sense that the total volume of the stream is owned in varying amounts by various users. For example, A might have a right to take ten cubic feet per second during the months of July to December from a ditch at a specified location, B a right to take eight cubic feet per second at another location during a specified period, and so forth. In addition, water rights are labeled by the date acquired (the date of the first diversion, or appropriation), and in times of drought the available supply is rationed in accordance with priority of appropriation.

If A wants to sell his right to X, and X plans to use the water in the same place and manner as A, the transfer will have no impact on the water rights of the other users of the stream. But suppose that A and all other present users are farmers who use the water they divert for irrigation, while X, the prospective purchaser of A’s right, is a municipality. Then the transfer will affect right holders downstream from the point of diversion. On average about half the water that a farmer diverts for irrigation seeps back into the stream, and this return flow can be and is appropriated by other farmers. A municipality may consume a much higher percentage of the water it diverts, and what it does not consume may be returned to the stream at a different point—or may flow into a different stream altogether, if the municipality is located in a different watershed from the farmer whose water right it has bought.

If effects on return flow were ignored, water transfers would often reduce overall value. Suppose A’s water right is worth $100 to him and $125 to X, the municipality; but whereas A returns one half of the water he diverted to the stream, where it is used by B, X will return only one fourth of the water it obtains from A, and at a point far below B, where it will be appropriated by D. And suppose B would not sell his right to A’s return flow for less than $50, while D would sell his right in the municipality’s return flow for $10. To let A sell his water right to X because it is worth more to X than to A would be inefficient, for the total value of the water would be less in its new uses (X’s and D’s)—$135—than in its present uses (A’s and B’s)—$150.

The law deals with this problem by requiring the parties to show that the transfer will not injure other users. In practice this means that A and X in our example, in order to complete their transaction, would have to compensate B for the loss of A’s return flow; they would not do so; and the transaction would fall through, as under our assumptions it should. But there is a problem with this solution. Any new return flow that the purchaser generates will not be his property; it will be an external benefit that the transacting parties ignore. Let the values to A, X, and B remain $100, $125, and $50 respectively, but now let the value of X’s return flow to D be $60. The value of the water if sold ($185) will now exceed its value in its present uses ($150), but the law would require X to pay a minimum of $150 ($100 to A—A’s reservation price—plus $50 to B) for water that is worth only $125 to it. X will not be compensated for the $60 in new value that its use will create, so it will refuse to complete the sale unless it can induce D to ante up the difference between $125 and what it owes A and B. To do this it must convince D that it will not complete the purchase without such a contribution, for D knows that it will be able to appropriate X’s return flow, should it materialize, without having to pay anything. We have a bilateral-monopoly problem again. A more efficient solution, especially where more than one user may be benefited by the newly created return flow, would be to deem the transferee (X) the owner of any new return flow that the transfer creates.

Problems of transferring property rights are part of the larger problem of deciding who owns what property. A system of recorded titles is a great help; and one of the problems in the transfer of water rights is the absence of an adequate such system. Not only can water rights not be acquired except by actually using the amount of water claimed, but disuse will lead after a period of years to a forfeiture of the rights and their revesting in the new user. A “deed” to water rights, stating that A has the right to take a specific number of cubic feet per second during a specific period at a specific point, is only evidence of what A’s legal right is, and of what, therefore, he has the power to sell. An on-the-site investigation is necessary to verify that A in fact owns (i.e., uses) what the paper record shows him to own. And in order to determine the significance of A’s priority for times of drought, the actual uses of other appropriators must also be investigated. It would improve efficiency to institute a system of paper water titles analogous to the systems used to record land titles.

But a recording system is not a panacea, as is recognized by the doctrine of adverse possession. If for a specified number of years (which varies across states, but seven is a common number) you hold property adversely to the real owner—that is, not as tenant, agent, etc. but instead claiming it as your own—and he does not bring suit to assert his right, the property becomes yours. Holmes suggested an economic explanation for the doctrine of adverse possession. Over time a person becomes attached to property that he regards as his own,3 and the deprivation of the property would be wrenching. Over the same period of time a person loses attachment to property that he regards as no longer his own, and so the restoration of the property would give him only moderate pleasure.4

The point applies to statutes of limitations generally (indeed, adverse possession is a transfer effected by the statute of limitations), though adverse possession also has the more mundane function of correcting titles. Most adverse possessions are the result of mistakes caused by uncertainty over boundary lines. Statutes of limitations also serve a procedural function discussed in Chapter 22: They reduce the error costs that are caused by using stale evidence to decide a dispute.

We should consider the impact of adverse possession (or prescription, the more general term for the acquisition of rights through the passage of time) not only on the original title holder and the adverse possessor but also on purchasers and mortgagees of the property, who want to know what exactly they’re buying, or taking as security for the money they’re lending.5 On the one hand their search costs are reduced because they can disregard encumbrances on title revealed only in records that predate the period of prescription. On the other hand the records are no longer a complete index of ownership. To determine the net impact of adverse possession on third parties, the costs of on-the-ground inspection or of title insurance must be weighed against the savings in the costs of having to search very old records.

The shorter the term of prescription, the less uncertainty concerning title there will be in subsequent transfers of property, but the greater the risk to owners of losing their property through inadvertence,6 just as the shorter a statute of limitations is, the greater is the risk of losing a legal right by lack of diligence. The longer the term of prescription, the likelier an erroneous determination of true ownership (just as a very long statute of limitations encourages delay that may prevent an accurate determination of rights), and also the more dramatic the “Holmes effect” with which we began this discussion.7

It is unclear whether the shorter or the longer term minimizes mistakes weighted by their cost. But there is evidence that the greater the population density and the higher the property values the shorter the prescription period; and the explanation has been offered that mistakes are more frequent when there is greater density, and more costly when there is greater value at stake; and as suggested above, a short term of prescription minimizes the number of mistakes.8

The requirement of adversity in the doctrine of adverse possession deserves emphasis. It must be apparent that someone is occupying the nominal owner’s property under a claim of right not derivable from that owner—the sort of claim a tenant would have.

This discussion has implications for the choice between types of recording system.9 Under the recording system used in most states, in the event of a break in the chain of title as a result of which the current owner is not the true owner (maybe the register of deeds failed to record a deed that some previous owner had given) the land is returned to the true owner. The current owner protects himself against such an eventuality by buying title insurance, and so receives monetary compensation for his loss. Under the Torrens system, which is in force in some states, the current owner prevails over the true owner, who is compensated for his loss from a public fund. The majority approach is more efficient in relying on private, rather than social, insurance to compensate the dispossessed claimant. But the Torrens system is more efficient in allowing the current owner, who probably values the property more (Holmes’s point), to retain the property without incurring the transaction cost of buying it back from the true owner.

Forced transfer of property is further illustrated by the doctrine of bona fide purchase. A entrusts his overcoat to his agent, B, with directions to pawn it, and B, misunderstanding, sells it to C. Provided C does not know or have reason to know that B was not authorized to sell the overcoat to him, C will acquire a good title to it. This is a simple case of A’s being the lower-cost avoider of the mistake than C (though B is the lowest-cost avoider of all, and A could obtain indemnity from him, so that the loss would be shifted from C to A to B). But now suppose that B was not A’s agent, but stole the overcoat from A and sold it to C without giving C any reason to suspect it was stolen merchandise. C will not acquire a good title; a thief cannot pass good title to his purchaser. Although A could prevent the erroneous transfer at lower cost than C by taking greater precautions against theft, allowing C to obtain a good title would encourage theft. Thieves would get higher prices from their “fences,” because the fences could (provided they took steps to throw the buyer off the scent) get higher prices in the resale market, since people will pay more for an assured than a clouded title. We do not want an efficient market in stolen goods.

It can be argued, however, that there should be an exception for durable goods—in particular, works of art.10 Many works of art were stolen during World War II, which ended 68 years ago; if the original owner has done nothing to try to recover the work in all that time, shouldn’t he be barred? Isn’t there a danger that if an owner of a work of art can never be certain that a previous owner won’t emerge from the woodwork and take the work back, people will be reluctant to exhibit their art for fear of alerting a previous owner? But the other side of this coin is that original owners will take additional precautions to prevent the theft of their art—and these precautions may include not exhibiting it widely—if they know they won’t be able to get the art back if it is stolen and sold to a bona fide purchaser. The cost of the additional precautions to the owner if he can’t recover the art stolen from him must be balanced against the cost of additional efforts by the purchaser to prevent the discovery of the art and additional search costs by original owners to discover their stolen art, if the original owner can get it back. If the purchaser-concealment and owner-search costs under the original-owner-wins system do not greatly exceed the owner-precaution costs under the bona-fide-purchaser-wins system, then the undesirability of making stolen goods more readily marketable should tip the balance against allowing the bona fide purchaser from a thief to acquire title.

The issue involved in the art-theft case resembles that of the optimal length of prescription. The longer the period, the more secure the original owner’s title; he has more time to discover that someone is holding adversely to him. Thus, other things being equal, the higher the costs of monitoring one’s rights, the longer the period of prescription should be.11 This is looking at the issue from the standpoint of the challenger—the original owner—rather than of the current owner. A longer period of prescription helps the former, just as a longer statute of limitations helps a person who claims that his rights have been infringed.

Apart from prescription, and limitations on intellectual-property rights (patents and most copyrights are time-limited), property rights generally are not time-limited. But under the common law rule against perpetuities (which, however, has been modified or abolished in most states), a property right may not be created that is to take effect more than 21 years after the death of a person who was living when the right was purportedly granted. The rule reflects “dead hand” concerns, chiefly associated with wills and trusts and discussed in Chapter 19. But it sometimes crops up in conventional property cases, as in American Land Holdings of Indiana, LLC v. Jones.12 A 1903 deed conveyed to a predecessor of the Peabody coal company the right to mine coal under the defendants’ land. That right would not have been forfeited even if the mining of the coal had not begun until 2000. The reason is that the right to mine is an appurtenant easement—an easement (which may be granted expressly, as in the deed involved in the case, or by implication, as when a landowner sells a parcel wholly surrounded by his land and the purchaser is deemed to have an implied easement of ingress and egress through the seller’s property) that runs with the land because it is necessary to the full exploitation of another property right and thus satisfies the condition for an appurtenant easement, which is that it increases the value of the property to which it is appurtenant. The right to mine coal is appurtenant to the ownership of a coal deposit, for without that right the value of the coal to its owner would be reduced—though not to zero, because the owner of the surface would pay something, and perhaps a good deal, to be able to mine the coal beneath his land.

To subject the exercise of an appurtenant right to the rule against perpetuities would encourage premature exploitation, a subject discussed further in the next section. Suppose that after the sale of coal rights to Peabody’s predecessor in 1903, the price of coal had plummeted or the cost of extraction had soared and as a result mining the coal was uneconomical, but that conditions gradually improved and in 1923, the coal company judged that mining the coal would be profitable beginning in 1925. If to preserve its right to mine the coal company had to begin mining within 21 years of acquiring the right, it would have an incentive to begin mining prematurely, in order to preserve its right. That would be wasteful. In effect, the company would be mining to acquire a right to mine in the future, rather than mining because it wanted to extract and sell the coal now.

§3.12  Possession

We can bring together a number of the points discussed in this chapter by focusing more systematically on the fundamental concept of possession as a source of property rights, a matter already touched on in several places in this chapter, for example, with reference to wild animals, treasure, and prescription.1

Two polar systems of property rights can be imagined: ownership only in accordance with a system of paper titles, and ownership only by physical possession. Either would involve serious inefficiencies. A universal system of paper titles assumes that everything is already owned2 and permits transfers only by formal conveyance (for example, the delivery of a deed), and so is helpless to deal with acquisition of property that is unowned, whether because it was never owned or because it has been abandoned. Such a system would also leave undefined the status of nonowners who nevertheless have the exclusive use of property, such as tenants. And it would be helpless to deal with the inevitable mistakes to which a system of paper rights gives rise. The other polar regime, in which rights to the exclusive use of property are made to depend on physical control, entails heavy investments in the maintenance of such control. As we know, it also makes no provision for rights to future, as distinct from present, use.

Thus an efficient legal regime of property rights is likely to be a mixed system, combining paper rights with possessory rights. Suppose a new, uninhabited continent were discovered. To give the discoverer title to the entire continent before he had taken possession of it in the sense of occupying all, or at least most, of it would incite an excessive investment in exploration, since the explorer who discovered the continent just one day before his rivals would obtain the continent’s entire value. An even more extreme case, one that was common in the early period of European exploration of other continents, was the effort by monarchs (including the Pope) to create property rights in undiscovered lands by grant.

The alternative of basing ownership of previously unowned property on physical occupation reduces the net reward to being first, and so alleviates the problem of excessive investment, by forcing the would-be owner to incur costs of occupation. It also tends to allocate resources to those persons best able to use them productively, for they are the ones most likely to be willing to incur the costs involved in possession. A discoverer who could obtain title to the entire continent just by declaration or filing would promptly turn around and sell off most or all of the land because he would not be the most efficient developer of all of it. It is more efficient to give the people who are actually going to possess the land the ownership right in the first place.

But what exactly does “possession” mean in this context? Suppose the discoverer and first possessor of a previously unowned, unclaimed, and unoccupied tract of land is not continuously present on the land. If someone now occupies the land, is he the possessor? If so, owners would make wasteful expenditures on fencing and patrolling their land. It is one thing to condition acquisition of title to newly found property on possession; but once title is acquired by this route, it should be enough for the maintenance of that title to record it in a public registry of deeds in order to warn away accidental trespassers. That is a cheaper method of notice than elaborate signage and fencing, let alone the kind of present, pervasive use that might reasonably be required to obtain title to a newly discovered continent.

Consider the following, at first glance unrelated, case: The plaintiff entrusts a safe to the defendant to sell for him. The defendant finds some money, evidently the plaintiff’s, in a crevice in the safe. The plaintiff demands the money back. Should he get it back? Finding lost property is a valuable service and should be encouraged. But as with the discovery of new continents, giving the finder the entire value of the property could lead to overinvestment in exploration. It could also lead owners to overinvest in safeguarding their property. Better to give the finder a reward, the domain of the law of restitution (see §§4.9, 6.9 infra), for finding mislaid property, rather than giving him ownership of the property.

Suppose a person leaves his wallet, containing money, at a supermarket checkout counter. Another customer picks up the wallet. The owner never claims it. Should the customer be entitled to retain possession of the wallet and money, or is the supermarket (the “locus in quo,” as the cases say) entitled to it? In other words, whose “possession” shall determine ownership? The argument for the customer is that since it was he who found it, he deserves a reward; the supermarket did nothing. But if knowing that he’ll be able to keep the wallet unless the owner claims it the customer walks off with it, it is less likely to be returned to the owner than if it were left to be found by a supermarket employee. For when the owner discovers his loss he will check in the places that he has been, and the search will quickly lead him back to the supermarket.

The common law deals with such cases by distinguishing between lost and mislaid items, “lost” meaning the owner doesn’t realize the property is missing. Not realizing that, he is unlikely to search for the property, and so the law makes the finder the lawful possessor rather than, as in the case of mislaid property, the owner of the place where it is found. (The safe case involved lost property, the wallet case mislaid property.) But there is an economic objection to allowing the customer-finder to keep even lost property: His reward may greatly exceed his cost, and we have seen that excessive rewards for finding tend to attract excessive resources into the activities that generate such rewards. True, it is only ex post that the customer-finder obtains this reward; that is, it is only if the owner did not claim his property. And this means that the finder’s expected reward may have been small, since most people who lose valuable property make an effort to recover it. But since an employee of the supermarket would probably have found the wallet shortly after the customer did, the value of the customer’s finding it may have been slight—in fact negative, for the owner will have more difficulty reclaiming it from a customer than from the supermarket even if the customer is required to leave his name and address with the supermarket.

So suppose the rule is that the supermarket has lawful possession but the customer-finder doesn’t know or doesn’t care what the law is and walks off with the wallet—and then he forgets it in the next supermarket he goes into. This time an employee of the supermarket finds it, and the customer returns to the supermarket and claims it. Should the customer prevail over the subsequent finder, the supermarket? No, because we want to discourage the customer-finder from removing the property from the first finder, the supermarket.

The case of the safe raises the question whether physical control should be required for the maintenance, as well as acquisition, of legal possession. The answer given by economics is, in general, no. Such a requirement would lead to wasteful expenditures and also discourage specialization. Imagine if a tenant were deemed the owner of the leased premises because the landlord, by virtue of the lease, lost physical control over them (that is, the landlord cannot barge into the premises during the term of the lease). It would be more sensible to recognize the joint possession of landlord and tenant and to parcel out the right to take legal action to protect their possessory interests between them in accordance with comparative advantage in particular circumstances. These will vary. Compare the following cases: (1) the tenant has not yet taken possession; (2) dispossession by an intruder takes place so late in the term of the lease that the tenant has little incentive to sue; (3) the infringement is more harmful to the landlord than to the tenant (for example, if the tenant is dispossessed by a dealer in illegal drugs, who proceeds to frighten away the other tenants); and (4) the tenant simply lacks the resources to litigate against the infringer.

When should property be deemed not lost or mislaid but abandoned, that is, returned to the common pool of unowned resources and so made available for appropriation by someone else? From an economic standpoint, the clearest case of abandonment is when the owner deliberately “throws away” the property, in effect voluntarily returning it to the common pool. His act signifies that the property has no value to him, and so by deeming the property abandoned and therefore available for reappropriation by someone else the law encourages the reallocation of the property to a higher-valued use without burdening the system with negotiation costs. For given that the (former) owner values it at zero dollars or less, anyone who bothers to take the property is certain to value it more. Moreover, transaction costs can be high even in the case of parcels of land. The owner may be unknown. By the time he wakes up and asserts his rights, evidence may have faded, and the new possessor—an adverse possessor without knowing it—may have relied on a reasonable belief that he is the true owner. Thinking the property his, he may have made an investment in it that will be worthless if he loses the property to the original owner, to whom, however, the property may be worthless, as indicated by his having “slept” on his rights. When there is a gross disparity in the value that the only competitors for a good attach to it, transaction costs are likely to be high, because each competitor will vie to obtain the largest possible share of that value.3 Adverse possession corrects paper titles in settings in which market-transaction costs are high;4 it improves, rather than challenges, the system of property rights.

Just like a deed of title recorded in a public registry, possession, provided it is “open and notorious,” as the cases on adverse possession say, is a way of notifying the world of the existence of a claim.5 It is the only feasible way in the earliest stages of society; the fence is prior to the paper title as a method of announcing a property right. Requiring an exercise of physical power to obtain or maintain a possessory right trades off the costs of particular physical acts that communicate a claim against the benefits of clear communication. The more elaborate the required acts, the more unmistakable the communication (which is good because the clear public definition of property rights lowers transaction costs and tends to optimize investment); but also the more costly this form of notice becomes. The costs of the most elaborate acts of notice by possession—acts of complete, continuous, and conspicuous occupation—will often outweigh the benefits. That is why a lesser degree of active possession will suffice to maintain a property right than would be necessary to acquire it.

Consider the colorful old case of Haslem v. Lockwood.6 The plaintiff had raked horse manure dropped on the public streets into heaps that he intended to cart away the next day, that being the earliest he could procure the necessary transportation. The defendant beat him to the punch. The plaintiff sued for the return of the manure and won. The original owners of the manure, who were the owners of the horses that had dropped it, had abandoned the manure; the plaintiff had found it. He took possession of it by raking it into heaps, and the heaps were adequate notice to third parties, such as the defendant, that the manure was (no longer) abandoned. To have required the plaintiff, in order to protect his property right, to go beyond the heaping of the manure—to fence it, or watch continuously over it, or arrange in advance to have a cart in place to remove the manure as soon as it was heaped—would have increased the cost of the transaction by which manure worthless to the original owner became a valuable commodity, without generating offsetting benefits.

Some states seek to determine or restore lost or mislaid, as distinct from abandoned (that is, deliberately “thrown away”), property by providing that, after a specified period of years, unoccupied, unclaimed property (real or personal) escheats to (that is, becomes the property of) the state. A state may also provide that, after a much shorter period in which the owner of property is unknown, the state shall take custody of the property, try to find the owner, and if the owner shows up to claim it before enough time has elapsed for an escheat, to return the property to the owner minus a fee for the costs of the custodianship of the property and the search for the owner. The goal of these procedures is to avoid situations in which, for want of an identified owner, the value of property is not being maximized.

§3.13  Distributive Effects of Property Right Assignments

The economist can assist the policymaker not only by explaining the effects of a policy on the efficiency with which resources are used but also by tracing its effects on the distribution of income and wealth. Consider a proposal to make the owner of a factory liable for the damage that its smoke causes to residential property owners. On a superficial analysis the only wealth effect is to make the homeowners better off and the factory owner—surely a rich man—worse off. But the matter is more complicated. If the amount of smoke damage (and the cost of various measures to reduce it) increases as output increases, the new liability will increase the factory’s marginal cost. Can the firm compensate by raising the price of its product? Not if it was previously selling at a price equal to its marginal cost and it has competitors selling at a price equal to their marginal cost, which is the same as his marginal cost except that they are not liable for smoke damage (or perhaps they have newer machinery that does not produce smoke as a by-product). If the firm tried to raise its price, its customers would defect to its competitors. If, however, the firm’s marginal-cost curve is upward sloping, so that its marginal cost is lower the smaller its output, then by reducing its output the firm may be able to keep afloat despite the fact that the pollution-control costs have shifted its marginal-cost curve upward. Even so, the firm’s profits will shrink, as will the number of people it employs, the amount of supplies it purchases, and the amount of rent that it can afford to pay for land and other scarce resources.

Now suppose that all the competing firms are made subject to liability for smoke damage and as a result all experience an increase in their marginal costs equal to the first firm’s. A price increase is now feasible for the firm. Its sales will not drop to zero. The product is identical for all of the firms, we may assume, but it is not identical to other products, so consumers may pay more rather than do without. But we know from Chapter 1 that there will be some substitution, and therefore the output of the industry will decline. But consumers will now share the burden of the liability with the input suppliers, for some consumers substitute other products when they would have preferred to continue to buy the industry’s product at its former price, while others continue to buy it and pay a higher price.

§3.14  Public Lands

Much of the land in the western United States is owned and managed by the federal government. The original impetus for retention of extensive public lands came from the conservation movement, which feared that private development would result in the premature depletion of natural resources, notably timber. There is no economic basis for such a concern. In deciding whether to cut down a tree, the private owner of the land on which the tree is growing will consider not only the revenue from the sale of the timber and the cost of cutting down and sawing the tree but also the opportunity cost of not waiting until the tree has grown to its full height.

Government management of the resource has been perverse. The government limits cutting on each tract of government land to the number of trees that have been added by new growth since the last cutting, to prevent a net reduction in the number of trees on the tract. Very old forests tend to have little new growth, because the trees are crowded together. Therefore few trees are allowed to be cut from such tracts—even though greater cutting might, by enabling faster growth, maximize the yield from the forest in the long run. Conversely, this “rule of increase” may lead to excessive cutting of young forests.

The main justification for the government’s extensive land ownership is aesthetic: preserving wilderness areas for the enjoyment of campers. The economic rationale is the difficulty of charging for access, and it is weak. Few roads lead into these areas, and toll booths could easily be set up at the entry points. National parks similarly could be privatized; the case for urban public parks is stronger because it is more costly to limit access. If it is desired to subsidize the use of such facilities (though very few of the users are poor), this can be done by a grant of money to the private owner; there is no compelling economic case for government ownership.

What about people who might want to visit the national forests someday and are willing to pay something for this option, however unlikely it is that they would ever take it up? And what about people who believe that any reduction in the amount of forest could have adverse long-term effects on climate and are willing to back this belief with money? Shouldn’t these preferences, these concerns, be counted? No doubt. If people are willing to be taxed to support more trees than a free market would preserve (rather than being willing merely to have other people involuntarily taxed to that end), because trees yield external, as well as appropriable, benefits, that is fine. But scale and ownership should be distinguished: Forests can be publicly subsidized without being publicly owned.

Surveys of attitudes toward national parks and other recreational public lands reveal dramatic endowment effects. If people are asked how much money they would demand to sell their rights to use such lands, they give much higher figures than if they are asked what they would offer to buy such rights. This disparity need not be thought irrational. It may reflect the unique character of the good in question, unique in the economic sense of lacking close substitutes.1 The lack of a close substitute for a good implies that it couldn’t easily be replaced were it lost, and so the owner demands a high price to part with it. If he doesn’t own it, however, he may not be willing to pay a high price because he may not know what he’s missing, since by hypothesis nothing he owns is much like it.2
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        Problems

1.    Suppose you can discover whether there is a deposit of oil under someone’s land by directing a radio wave under the surface of his land. You need not be directly over the deposit, i.e., within his boundary lines; the beam can be directed obliquely. Should the owner of the land have the right to enjoin such electronic penetration as a trespass? Is the owner’s possible aversion to risk relevant?

2.    If the government auctioned off rights to use broadcast frequencies, would the amount bid by the high bidder be equal to the expected social value of the use? Why might it not be?

3.    Should the government be required to pay for the information that it collects from individuals and firms for census purposes?

4.    Suppose the government condemns a property on which the tenant has made improvements that will outlast the lease. Should the value of the improvement be included in the amount of compensation that the government is required to pay the tenant for the taking? See Almota Farmers Elevator Warehouse Co. v. United States, 409 U.S. 470 (1973). And speaking of condemnation of property in which there are divided interests, is it better to value each interest and sum them, or to value the fee simple and leave it to the interest holders to divide the proceeds? What, if any, difference should that make? And what do your answers to these questions imply about the propriety or desirability of lease provisions that state that in the event of condemnation, the entire condemnation award will go to the landlord? See Victor P. Goldberg, Thomas W. Merrill & Daniel Unumb, Bargaining in the Shadow of Eminent Domain: Valuing and Apportioning Condemnation Awards Between Landlord and Tenant, 34 UCLA L. Rev. 1083 (1987).

5.    A scenic waterfall runs by A’s house. Should A be permitted to appropriate a right to the waterfall as against other users of the stream (assuming he is the prior claimant)? Are there any technical difficulties in recognizing such a right?

6.    If there were no right to prevent a man from building so as to block a neighbor’s windows, would extortion be encouraged?

7.    Are the following formulations of the economic test for which party to assign the property right to equivalent? If not, which is the best one?

 

        (a)   Assign the right so as to minimize transaction costs.

        (b)   Assign the right so as to maximize the probability that, if the right is more valuable to someone else than to the right holder, a transaction will occur.

        (c)   Assign the right so as to make a transaction unnecessary to achieve efficiency.

        (d)   Assign the right so as to minimize the sum of transaction costs and the losses resulting from failures to make value-maximizing exchanges.

 

8.    A man finds the entrance to a large scenic cave on his property. The cave runs under other people’s land as well. Should he be given the property right to the cave, or should the superjacent owners each own the portion of the cave directly below their land, or should they be deemed joint and undivided owners of the cave? See Edwards v. Sims, 24 S.W.2d 619 (Ky. 1929); Richard A. Epstein, Holdouts, Externalities, and the Single Owner: One More Salute to Ronald Coase, 36 J. Law & Econ. 553, 564–567 (1993).

9.    A tuberculosis sanatorium is built in a residential area. Property values decline because the residents of the area fear contagion from the patients in the sanatorium. Their fear has no scientific basis. Should the sanatorium nonetheless be deemed a nuisance if the fall in residential property values is greater than the increase in the value of the parcel used for the sanatorium? See Everett v. Paschall, 111 P. 879 (Wash. 1910); cf. §30.2 infra.

10.    Suppose you buy an expensive solar collector and put it on your roof. Later, the owner of a neighboring tract puts up a building that blocks your collector. What legal recourse would you have in an efficient system of property law? See Stephen F. Williams, Solar Access and Property Rights: A Maverick Analysis, 11 Conn. L. Rev. 430 (1979); Prah v. Maretti, 321 N.W.2d 182 (Wis. 1982).

11.    Looking at the question from the standpoint of economics, do you approve or disapprove of the efforts of coastal nations to extend their national boundaries to 200 miles from shore? Should a distinction be made between the assertion of national authority over shipping and over mineral exploitation?

12.    Consider the facts of Rhone v. Stephens, [1994] 2 All E.R. 65 (H.L.). In 1960, the owner of a house and attached cottage sold the cottage, promising in the deed of sale that he and succeeding owners of the house would maintain the common roof for the benefit of the buyer of the cottage and their successors. In 1986, the current owners of the cottage sued the current owners of the house to compel the latter to repair a leak in the part of the roof over the cottage. They lost. The court said that if the promise (covenant) in the deed had been negative—for example, a promise not to alter the roof—a breach of the promise would have been an attempt to enlarge the rights retained by the seller and would be enjoined. But since the promise was positive—to maintain the roof in good repair—to enforce the promise would be to impose a contractual obligation on one who had not signed any contract, namely the present owner of the house. The present owner had bought with knowledge of the covenant, because it was in the original deed. Can you think of any reason why he should not be bound? (There are economic objections to enforcing restrictive covenants that do not “touch and concern” the land, see §3.8 supra, but the repair covenant did.)

13.    The Endangered Species Act, 16 U.S.C. §1531, empowers the federal government to designate habitats of endangered species. Once such a habitat is designated, the owner of the land containing the habitat may not use the land in a way that endangers the habitat. There is no compensation for the diminished commercial value of the land. Would it make more economic sense for the government to use its eminent domain power to acquire these habitats, rather than to use its regulatory power? See Richard A. Epstein, Babbitt v. Sweet Home Chapters of Oregon: The Law and Economics of Habitat Preservation, 5 S. Ct. Econ. Rev. 1 (1997); Dean Lueck & Jeffrey A. Michael, Preemptive Habitat Destruction Under the Endangered Species Act, 46 J. Law & Econ. 27 (2003).

14.    Suppose that a person mistakenly makes improvements on another person’s land (maybe he thinks it’s his own, but the conditions for his obtaining title by adverse possession have not been satisfied). Compare two remedies: (1) giving the true owner the option of keeping the land and paying the improver the market value of the improvements; (2) forcing the improver to buy the land from the true owner at its unimproved market value. Which remedy is more efficient? And should it matter whether the mistake was intentional, negligent, or purely accidental? See Thomas J. Miceli & C.F. Sirmans, The Mistaken Improver Problem, 45 J. Urban Econ. 143 (1999); Gideon Parchomovsky & Alex Stein, Reconceptualizing Trespass, 103 Nw. U. L. Rev. 1823 (2009). Cf. §4.15 infra.

15.    Suppose that a treasure hunter, by using a remote video camera, is able to make images of a sunken treasure. If he is the first to discover the treasure, should he be allowed to establish a property right in it by virtue of those images, before he has made any effort to obtain possession of the treasure? See Columbus-American Discover Group Inc. v. Atlantic Mutual Ins. Co., 974 F.2d 450 (4th Cir. 1992).
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CHAPTER 4



CONTRACT RIGHTS AND REMEDIES

§4.1    The Process of Exchange and the Economic Roles of Contract Law

The last chapter emphasized the importance of voluntary exchanges in moving resources from less to more valuable uses and noted obstacles to value-maximizing exchanges. But the process of exchange, once terms are agreed upon, was assumed to operate reliably without legal intervention.1 This is strictly true, however, only when both parties perform their obligations under the contract simultaneously. When the simultaneity condition does not hold, two dangers to the process of exchange arise—opportunism and unforeseen contingencies—for which the law offers remedies.

A hires B to build a house, payment due on completion. While the house is being built and before any payment has been made, B is at A’s mercy, for he would find it difficult (especially if A owns the land that the house is being built on!) to sell the house to anyone else if A decided not to pay for it. So in the absence of a legally enforceable contract, A could force B to reduce his price after construction was under way. (Since contract law, like all social institutions, does not work perfectly, one is not surprised to find that builders insist on progress payments—and not because their customers are their lowest-cost lenders.) After the house is constructed and A pays B, their roles are reversed. A is now at B’s mercy. For the construction of the house is not really the end of B’s performance but the beginning. A is counting on receiving a stream of services from the house for many years. If B has built the house shoddily, A’s expectation will be disappointed.

Like the disincentive to cultivate land in a world without property rights, the problem of contractual opportunism arises from the sequential character of economic activity. If sowing and reaping were simultaneous, the need for recognition of property rights in land (as distinct from harvested crops) would be less urgent. And likewise if contractual exchanges were simultaneous, the need for legal protection of contract rights would be less urgent.2 Since they are not, the absence of legally enforceable rights would bias investment toward economic activities that could be completed in a short time; and this would reduce efficiency. A wants to sell his cow. There are two bidders, B and C. The cow is worth $50 to B and $100 to C (and only $30 to A), so efficiency requires that the cow be sold to C rather than B. But B has $50 cash in hand while C cannot obtain any cash for a week. C promises to pay $75 to A in a week, and let us assume that this $25 premium would fully compensate A for the costs, in the event of default, of bringing a suit for damages, or for return of the cow, discounted by the risk of default—if the law made C’s promise to A enforceable. But if the law does not enforce such promises, A may decide that since in the interim C may change his mind or B lose interest in the transaction, he is better off selling the cow to B now. If he does, the law’s failure to provide a remedy if C breaks his promise will have induced a misallocation of resources. B may resell the cow to C, who remember values it more highly than B does; but this will involve an additional transaction cost.

Now suppose D offers to sell a shirt for $5 and his competitor, E, offers one for $6, which he claims (truthfully) will last three times as long as D’s shirt and is therefore a better value. If the difference in durability is not apparent on casual inspection or handling, E will be willing to guarantee the superior durability of his shirt; but if his promise is not legally enforceable, consumers may doubt the honesty of his claim and buy D’s shirt instead, again a suboptimum result.

The system of voluntary exchange would not break down completely without a law of contracts. There are contracts in societies that have no formal law-enforcement machinery and, as we’ll see in the last chapter in this book, contracts between nations that recognize no legal limits on their sovereignty. Some people develop a reputation for honoring their promises. Altruism, within the family (see next chapter), for example, can be a guarantor that a promise will be honored. As can reciprocity—a system of mutual exchange based on recognition of mutual advantage and inducing trust.3 And because someone known not to perform his side of bargains will find it difficult to find people willing to make exchanges with him in the future, there might actually be more explicit definition, either in writing or by implicit incorporation of custom, of the undertakings of the parties to an exchange than if contracts were enforceable. Transacting parties would be eager to minimize misunderstandings that might give rise to charges of bad faith, since someone against whom such charges were lodged would find it difficult to get people to make exchanges with him in the future.

But a system of unenforceable contracts would not be efficient. Apart from the costs of credit bureaus and security deposits (especially since return of the deposit could not be compelled), self-protection would often fail. Although someone who was contemplating breaking his contract would consider the costs he would incur by thereby reducing the willingness of other people to make contracts with him in the future, the benefits from breach might exceed those costs. He might be very old; or (a related point) the particular contract might dwarf all future contracts that he expected to make; or he might not be dependent on being able to make contracts but instead be able to function in the future on a cash-and-carry basis.

The basic aim of contract law (as recognized since Hobbes’s day4) is, by deterring people from behaving opportunistically toward their contracting parties, to encourage the optimal timing of economic activity and (the same point) obviate costly self-protective measures. But it is not always obvious when a party is behaving opportunistically. Suppose A hires B to paint his portrait “to A’s satisfaction.” B paints a portrait that connoisseurs of portraiture admire, although not enough to buy it themselves at the contract price. A rejects the portrait and refuses to give any reason for the rejection. If the rejection is not made in good faith, he will be held to have broken the contract. Good-faith performance—which in this context means refraining from taking advantage of the vulnerabilities created by the sequential character of contractual performance—is an implied term of every contract. No one would voluntarily place himself at the mercy of the other party, so it is reasonable to assume that had the parties thought about the possibility of bad faith they would have forbidden it expressly.

Should the law go further, and read into the contract an implied duty of reasonableness on A’s part? It should not (and does not). The parties probably meant A to be the sole judge of the adequacy of B’s performance. The language of the contract so suggests, though not conclusively; and the suggestion is reinforced by reflecting on the incompetence of a judge or jury to determine whether A, though in fact (by assumption that he is acting in good faith) dissatisfied with the portrait, ought to have liked it. In contrast, if the contract, although containing the same language, were for painting the outside walls of a factory, the court might decide that the parties had not intended to make the buyer’s whims the measure of the seller’s compliance, as a judge or jury could determine without great difficulty whether the paint job was adequate to its workaday purpose.5

Let us change the example. A, a manufacturer, gives B, a dealer, an exclusive dealership for some area. That is, A agrees not to sell his product to anyone else in that area for the period of the contract. In a famous opinion by Cardozo, the court held that a contract for an exclusive dealership contains an implied condition that the dealer shall use his best efforts to sell the supplier’s product.6 Without such a condition, B could make the contract worthless to A simply by substituting the products of other manufacturers.

This example shows that another name for opportunism is—monopoly. The contract between the manufacturer and the dealer gave the latter a monopoly by depriving the manufacturer of the right to sell to competing dealers within the area specified in the contract. The law assumes that the parties did not contemplate that the dealer would be free to take advantage of the monopoly, so it interpolates a best-efforts condition. It is what is called a default clause; the parties can reject or change it, but if they don’t, it governs their contract though it is not an explicit term of it.

It could be argued that had the manufacturer wanted such protection, he would have negotiated for it. But maybe he didn’t because the parties preferred to avoid the possibility of litigation over the meaning of “best efforts.” They may have preferred to rely instead on the dealer’s interest in landing future contracts, or the brevity of the term of the contract, or the inclusion of a clause permitting either party to terminate the contract on short notice, to protect the manufacturer against the dealer’s exploiting the monopoly conferred by the contract.

In other words, some gaps in contractual protection may be deliberate—the product of a tradeoff between the danger of opportunism on the one hand and the direct and indirect costs (including risk of error) of litigation, on the other.7 Other gaps, however, may be attributable to the limitations of foresight. The longer the performance of a contract will take—and remember that contract “performance” includes the entire stream of future services that the transaction contemplates—the harder it will be for the parties to foresee all the contingencies that may affect performance. Persons contemplating a transaction can reduce the potential error costs arising from imperfect foresight by shortening the duration of their contract (consider employment at will, or spot markets), since the near future is more predictable than the distant future. Or, what is similar, they can agree on just a few things and leave the rest for a future negotiation (“agreeing to agree”). Another alternative is the substitution of vertical integration for contracting—a producer might choose, for example, to make rather than buy an input, though really this would just be substituting employment contracts, plus contracts to buy whatever physical materials would be used in manufacturing the input in-house, for a contract to buy the input. Implied clauses, like the best-efforts clause, are another alternative—the one we began with.

Still another alternative is for a court or an arbitrator to fill any gap in the contract when and if the gap emerges and precipitates a dispute. Such ad hoc adjudicative gap-filling is an especially attractive method of dealing with contingencies that, even if both parties are fully aware that they may materialize, are unlikely to do so. For then the costs of careful drafting to deal with the contingencies may exceed the benefits discounted by the low probability that they will ever be realized. It may be cheaper from a social standpoint for the court to plug in (after the fact of course—after a case has arisen) a contractual term to deal with an unanticipated, unprovided-for contingency that has materialized. One adjudication may substitute for 1,000 drafting sessions. And so if a court is confident that most parties to exclusive-dealing contracts would agree to impose on the dealer a best-efforts obligation, then reading such an obligation into every exclusive-dealing contract that does not negate such an obligation avoids costs of negotiation and drafting. If the parties are less likely to opt out than they would be (if it weren’t a default clause) to opt in, the judicial interpolation of the provision is efficient.

Observation of opting-out behavior can provide an empirical test of the efficiency of a default clause. A provision that is rarely opted out of probably is efficient; but if opted out of very frequently, it probably is inefficient. Yet studies have found that rules of contract law are often not opted out of even if they are inefficient.8 The authors of these studies attribute this finding to “status quo bias,” interpreted in psychological terms. But an alternative explanation is that because very few contract disputes result in litigation, the transaction costs of negotiating a change in a standard provision will often exceed the benefits even if the provision is inefficient. One reason is that a party to a contract negotiation who presses for a change in a standard provision may arouse the other party’s suspicion that he is foreseeing litigation and angling for an advantage in it.

Nevertheless if contracting parties would really prefer to do without a legally enforceable best-efforts clause in order to reduce the risk of litigation, more and more of their contracts would contain provisions disclaiming any duty to use best efforts; best-efforts litigation would dry up and eventually the default rule would be changed. None of this has happened.

The costs of judicial gap-filling will sometimes be prohibitive, and then the court refuses to fill the gap, as in the common law’s refusal to enforce a contract that lacks a price or quantity term. The alternative of interpolating a “reasonable price” or “reasonable quantity” clause is rejected because it would be too burdensome for a court to figure out what price or quantity the parties would have negotiated. Consistent with the reason behind the rule, however, the Uniform Commercial Code (in force in all U.S. states) permits the parties to omit price if there is a published spot price. Not only is the ascertainment of price in these circumstances mechanical, but specifying the price in the contract would defeat the contract’s purpose, which is to transact at an ever-changing market price rather than at a fixed price.

Filling potential gaps in contracts should be distinguished from disambiguating specific terms, which is the heart of the problem of contract interpretation. True, both gap-filling and disambiguating are “interpretive” in the sense of being aimed at guessing how the parties would have resolved the issue that has arisen had they foreseen it when they negotiated their contract. But in the case of ambiguity the court can’t just lift a ready-made clause off the shelf and plug it into the contract, confident that if the rule didn’t fit, the parties would have expressly negated it in their contract.

What if the parties’ intentions, as gleaned from the language of the contract or from testimony, are at variance with the court’s notion of what would be the efficient term to interpolate into the contract? Should efficiency or intentions govern? The answer is intentions. Parties to a transaction are more trustworthy judges of their self-interest than a judge (or jury), who has neither a personal stake in nor firsthand acquaintance with the parties’ venture. But discrepancies between (apparent) agreement and efficiency should not be ignored; they can be important clues to the existence of mistake, incapacity, or other grounds for believing that a literal interpretation of the contract would not promote the parties’ joint ends.

Suppose A buys goods from B, with delivery to take place in a month, and during the month B’s warehouse burns down and the goods are destroyed. The contract is silent on the allocation of the risk of loss before delivery. But since B can prevent (or insure against) a fire in his own warehouse at lower cost than A, the parties, had they thought about the matter, would probably have assigned the risk to B, even though he no longer “owns” the goods; and that is the assignment the court should make in the absence of contrary evidence of the parties’ intentions.

Generalizing from the warehouse example, we can expect a seller to warrant those dimensions of performance that are within his control rather than the buyer’s. Thus he is held to warrant that the goods he sells are fit for their intended use—but not that they will last indefinitely, for their durability is apt to depend on how the buyer uses them. The State of Wisconsin once hired a man named Bentley to build wings on the state capitol under the direction of the state’s architect. Bentley followed the architect’s plans faithfully, but they were no good, and the wings collapsed shortly after being completed. The state sued him, contending that he had guaranteed his work against such a calamity. The contract said nothing germane to the subject; obviously neither party had thought it likely that the wings would collapse because the architect’s plans were bad. The state lost its suit.9 This is the right economic result. The state could have prevented the calamity at lower cost than Bentley, by more careful selection or supervision of the architect. Even so, might not one purpose of the contract have been to insure the state against the collapse of the wings from any cause? Insurance is one way of dealing with unforeseen contingencies, and contracts are often a method of insurance (see §4.5 infra). But it is unlikely that Bentley was a better insurer than the state. He would have had to go out and buy an insurance policy; the state could self-insure against the particular risk.

The examples discussed thus far illustrate the important point that, given freedom of contract, contract law cannot readily be used to achieve goals other than efficiency: A judicial failure to discover the efficient solution to a contract dispute can be rectified for the future by a drafting change.

We have thus far hewn to the notion of contract law as a handmaiden of exchange, but this takes too narrow a view of the subject, as some examples will illustrate:

 

        1. A wealthy man in an expansive moment promises to pay my way through college. I give up my part-time job, but he then breaks his promise, and I am unable to get a new job.

        2. A promises to deliver goods to B “on the twelfth.” B thinks he means the twelfth of this month, but actually A means the twelfth of next month—he could not possibly deliver as soon as B (unbeknownst to him) expects.

        3. A steel company agrees to deliver steel to a bridge-building company within 60 days, but the company is shut down by a wildcat strike and cannot make delivery within that time.

 

In none of these cases is the issue whether a party to an exchange has refused to carry out his end of the bargain. There is no exchange in the first case; giving up my part-time job confers no advantage on the wealthy promisor. He may not even have known that I gave it up. There is no exchange in the second case either; the parties intended different transactions. In the third case performance was prevented by circumstances beyond the promisor’s control. Yet in all three cases there is an economic argument for imposing sanctions on the party who failed to perform, and thus for positing a contract. The wealthy man’s idle promise induced reliance that cost the promisee heavily when it was broken, and such a cost can be avoided for the future by holding such a promisor liable for the promisee’s cost of having relied. And in the second case (the case in which the buyer and seller confuse the date), suppose the custom in the industry is that a delivery date without specification of the month refers to the current month. A is new to the industry and ignorant of the custom. Nevertheless, to hold him to the promise understood by B will have the salutary effect of inducing newcomers to master the language of the trade promptly—although to be confident that this would be the optimal result we would have to consider whether existing firms might not be the cheapest source of newcomers’ information about the custom, and the possible anticompetitive effects of placing the burden of acquiring this information on new entrants.10

In the third case, the steel company is probably in a better position than the buyer to anticipate and take appropriate safeguards against an interruption of production attributable to a wildcat strike. If so, placing the risk of such an interruption on the steel company, by making it liable for damages to the purchaser from delay, may be the cheapest way of minimizing the costs of such delays in the future.

To summarize (and anticipate), contract law has five distinct economic functions: (1) to prevent opportunism, (2) to interpolate efficient terms either on a wholesale or a retail basis (gap-filling versus ad hoc interpretation), (3) to punish avoidable mistakes in the contracting process, (4) to allocate risk to the superior risk bearer, and (5) to reduce the costs of resolving contract disputes.

§4.2    Consideration

The rule that to be legally enforceable a promise must be supported by consideration may seem at first glance a logical corollary of the idea that the role of contract law is to facilitate the movement of resources, by voluntary exchange, into their most valuable uses. A promise that is entirely one-sided cannot be part of the exchange process. But it is not true that the only promises worth enforcing are those incidental to an exchange. When the young man gave up a part-time job in reliance on the wealthy man’s promise to pay his way through college, there was no exchange in any realistic sense (though there was mutual benefit), yet the law treats the broken promise as a breach of contract. It does this through the fiction that “detrimental reliance” (giving up the part-time job) is a form of consideration—but it does it nevertheless.

Here is a more difficult case: A rescues B from some peril, and B promises A an annuity for the rest of his life. Enforceable? Yes, on the theory (if one can call it that) that there is “moral consideration,” even though the rescue was complete before any promise was made. The result makes sense if B intends a legally binding promise. Making B’s promise binding conveys useful information to A—that he can really count on this money for the rest of his life. This information makes the gift more valuable to A, and therefore to B as well, for he must derive satisfaction from A’s satisfaction or he would not make the gift.

This example underscores the counterintuitive point that often we can enhance our utility by curtailing our freedom. The point underlies contract law. A is better off, not worse off, when he makes a binding promise to pay B to build him a house, because without being able to give assurance of payment A might have to pay the full price in advance, or deposit with some stakeholder property equal in value to the price of the house, or perhaps do without the house altogether. The mystery in the “moral consideration” cases is why the law doesn’t simply make available a form for making binding promises without requiring consideration or establishing special classes of cases in which consideration is not required. The law used to do this. Promises made under seal were enforceable without consideration. That was a useful device; its disappearance is a puzzle.

Here are some economic functions that the requirement of consideration might be thought to serve:

 

1. Minimizing the number of phony contract suits by requiring the plaintiff in a beach of contract suit to prove more than just that someone promised him something and reneged. He must show there was a deal of some sort—which is a little harder to make up out of whole cloth. This evidentiary function is important in a system like ours that enforces oral contracts—a virtual necessity in the age of the telephone, but maybe not in the age of email.

 

2. Minimizing inadvertent contractual commitments that are the result of careless, precipitate, or casual use of promissory language. In this respect consideration resembles the “cooling off” periods, enabling a consumer to rescind a contract without sanction within a short, fixed period, that consumer protection law sometimes imposes. These are relatively cheap devices for protecting people against common cognitive deficiencies.1 Notice, however, the tension between points 1 and 2 on the one hand and the doctrine of moral consideration on the other hand.

 

3. Sparing the courts from having to enforce trivial promises made in social or family settings. The concept of detrimental reliance confines enforcement to those gratuitous promises that are likely to induce promisees to incur significant costs. A better reason for refusing to enforce such promises (since suits over small amounts of money are rare) is to avoid judicial entanglement in personal disputes better resolved informally than in court.

 

4. Keeping out of the courts cases in which, although the context is one of exchange, the undertaking of one or both of the parties is left entirely vague, as in the example discussed in the preceding section of this chapter of the omission of the price term from the contract.

 

5. Deterring opportunistic behavior. In Alaska Packers’ Ass’n v. Domenico,2 the defendant had hired seamen in San Francisco for a voyage to Alaska to fish for salmon. But when the defendant’s boat arrived in Alaskan waters, the seamen announced that they’d do no work unless the defendant raised the wages that had been agreed on before the voyage began. Unable to procure substitute help during the short Alaskan fishing season, the defendant yielded to the threat (an alternative would have been a counterthreat—to abort the voyage and thus deprive the seamen of any wages; this would be analogous to a lockout in a conventional labor dispute; see Chapter 12), and thus promised to pay the seamen the higher wages they demanded when the boat returned to San Francisco. He reneged, and they sued—and lost, on the ground that the modification of the contract was unenforceable because it was not supported by fresh consideration. This is the correct economic result, as once it is well known that such modifications are unenforceable, workers in the position of the seamen in the Domenico case will know that it will do them no good to try to take advantage of their employers’ vulnerability.3

The opposite result had been reached in Goebel v. Linn.4 The plaintiff had promised to supply the defendant with ice, but the ice crop failed because of unseasonably warm weather and the plaintiff demanded and obtained the defendant’s promise to pay a higher price. The defendant reneged, and the plaintiff’s suit for breach of contract was met with the defense that the modification had not been supported by consideration. But the evidence showed that the plaintiff, unlike the seamen in Alaska Packers’, would have gone broke had the defendant tried to enforce the contract as written, and if that had happened the defendant might not have gotten any ice. The modification was not opportunistic on the plaintiff’s part—there was no suggestion that he had deliberately courted the risk of bankruptcy. The modification was a reasonable adjustment to an unforeseen change of circumstances. Had the contract not been modified, the promisor really would not have performed, whereas in an opportunistic case, since the promisor can perform at a profit by complying with the original terms of the contract, he probably would perform if the law neutered his threat.

Consistent with the economic interpretation of the doctrine of consideration, courts inquire only as to the existence, not the adequacy, of consideration. To ask whether there is consideration is simply to inquire whether a bargain has been struck. To go further and ask whether the consideration is adequate would require the court to do what it is less well equipped to do than the parties—decide whether the price (and other essential terms) specified in the contract are reasonable. This also shows the wisdom of a judicial trend toward using the doctrine of duress rather than the doctrine of consideration to decide when to enforce a contract modification. The seamen in the Alaska Packers’ case, had they been smart, would have offered to work an extra half hour a day in exchange for the higher wage. Well, but what if they had offered to work an extra two seconds a month? At what point does consideration become so nominal that it is no consideration? The answer is that inadequacy of consideration is always potentially relevant as circumstantial evidence of duress, mistake, fraud, or some other ground for setting aside a contract. The less adequate, the greater the evidentiary force.

§4.3    Problems of Formation; Herein of Mutual Assent and Unilateral Contracts

The presumption that a contemplated exchange is value-maximizing is valid only when the parties agree on its terms. If you offer to buy my watch for $10 but the telegraph company makes a mistake in transmission and the telegram as I receive it says “$20,” the fact that I accept the offer as I understand it is no evidence that the sale will increase value; the watch might be worth $14 to me and only $12 to you. The “subjective” theory of contract, which holds that there must be an actual meeting of the minds of the contracting parties for an enforceable contract to arise, thus makes economic sense. But it does not follow that damages should never be assessed against someone who refuses to carry out a promise that he would not have made but for a failure of communication—the objective theory of contract, too, has a core of economic justification, although from an economic standpoint such a refusal is more like a tort than a breach of contract. It is designed to discourage inefficient behavior rather than to implement an agreement.

In the telegraph case the question that principally interests the economist is which party is in a better position to prevent misunderstandings as a result of garbled transmission. Often it is the one who selects the method of communication; he could send a confirmatory letter or use the telephone or a messenger. If he could have avoided the misunderstanding at lower cost than the other party, placing liability on him will make future mishaps less likely. But when liability is imposed on this ground it is misleading to speak of the defective communication as having created a contract. The defect makes it impossible to say whether an exchange was intended; the law treats the abortive communication as a contract in order to deter future failures.

An interesting problem of mutual assent is presented by the unilateral contract. I offer $20 for the return of my lost cat. There is no negotiation with potential finders, no acceptance of my offer in the conventional sense. Yet someone who hears of the reward and returns my cat has a legally enforceable claim to the reward; his compliance with the terms of the offer is treated as an acceptance. This result is correct because it promotes a value-maximizing transaction. The cat is worth more than $20 to me and less than $20 to the finder, so the exchange of money for cat increases social welfare. And notice that the unilateral-contract approach economizes in the lost-cat case by avoiding the costs of having to transact in advance with all the potential finders.

A more difficult question is whether, as most courts hold, the finder must know about the offer in order to have a legal claim to the reward. The legal reason for answering in the affirmative, formal rather than practical, is that acceptance requires knowledge of the offer. The economic issue is whether requiring proof of knowledge is cost-justified in an offer-of-reward case. That depends on whether such a requirement would encourage or discourage the return of lost property. To answer that question requires distinguishing between the finder induced to search for lost property by knowing there’s a reward for its return, and the casual finder, who will not invest in search but who may return lost property if he happens to find it, knowing there may be a reward. A rule requiring knowledge discourages the casual finder but encourages the active searcher by reducing the likelihood that his competitor, the casual finder, will return the property if he finds it first. So we must consider whether the increase in returns by active searchers is likely to be greater or less than the decrease in returns by casual finders. Active searchers are less common than casual ones, but how many casual finders—who by definition do not know whether or not there is a reward, only that there may be one—will actually bother to return what they find? Entitling them to claim any reward that is offered might not increase significantly the number of returns by casual finders—but by the same token it probably wouldn’t discourage active searchers much either. Maybe neither rule will lead to more returns, in which event the rule that requires knowledge, by cutting down on the number of legal claims, may be preferable as being cheaper.1 Cheaper to the courts, that is, but also cheaper to the owners of lost property, because they won’t have to compensate a casual finder who returns their property.

When, if ever, should silence be treated as the acceptance of an offer? The obvious answer is never. Otherwise a seller could bombard consumers with offers that provided that the offer would be deemed accepted unless the consumer mailed in his rejection by a specified date. Consumers would have to bear a cumulatively heavy mailing cost to ward off the flood of unwanted products. But economic analysis suggests that never should be changed to sometimes.2 Putting to one side the question of postal errors, we have to compare mailing costs under two regimes, one in which silence is deemed rejection, the other in which it is deemed acceptance. In the first, every accepted contract requires two letters (or other form of written communication)—the mailed offer and a mailed acceptance—but every rejected contract requires only one. In the second regime, every accepted contract requires only one letter but every rejected contract requires two. The relative costs of the two regimes will depend on the ratio of accepted to rejected contracts. If it is very high, the silence-is-acceptance rule will reduce mailing costs. So we would expect the law to try to identify those settings in which a high ratio of accepted to rejected contracts can be expected and to apply the silence-is-acceptance rule in those settings and the silence-is-rejection rule in the others. And so we find. The courts ask whether the offeror, ordinarily because of a prior course of dealing with the offeree, is reasonable in supposing that the offeree is highly likely to accept the offer; if so, the offeror will be permitted to specify that silence will be treated as acceptance.

The “mail box” rule of contract law makes acceptance effective when it is mailed rather than when it is received. This rule enables the offeree to begin performance (or preparatory measures) immediately upon mailing his acceptance, but does not delay the offeror’s performance, which in any event would not begin until the offeror received the acceptance, for until then he wouldn’t know whether there was a contract.

And finally a “shrink wrap” license results from the acceptance of an online offer for a software product if the offer requires the buyer to agree to detailed contract terms that will be revealed to him only after he indicates his acceptance. In ProCD, Inc. v. Zeidenberg,3 the court held that this acceptance was effective to create a contract even though the buyer didn’t know the terms of the offer when he committed to the purchase. The offeree is not required to accept; if he does so, he is gambling that the offeror’s interest in consumer goodwill will deter the inclusion of unduly onerous terms.

§4.4    Mutual Mistake

In the famous case of the sale of the cow Rose 2d of Aberlone,1 both seller and buyer believed that the cow was sterile, and she was priced accordingly. In fact she was pregnant and worth about ten times the selling price. The mistake was discovered before the cow was delivered to the buyer, and the seller canceled the sale. The court upheld the cancellation. If we accept the version of the facts presented in the majority opinion, the result may appear consistent with efficiency. There was no basis for presuming the cow more valuable in the buyer’s possession than in the seller’s—its true worth being an order of magnitude greater than what the parties had thought—and the seller had not been careless in thinking the cow sterile. The seller had made a reasonable mistake—indeed a mistake unavoidable at reasonable cost. There was no basis for thinking that enforcing the contract would maximize value (that is, that the cow plus calf plus ability to produce future calves were worth more to the buyer than to the seller); and since the seller was not shown to have been careless, there was no reason to “punish” him by enforcing the contract.

But the case can be approached differently by observing that an unforeseen contingency had occurred and asking how the parties would have allocated the risk had they foreseen it. There was evidence that Rose’s sale price included her value if pregnant, discounted steeply by the probability of that happy eventuality. This suggested that the parties had intended to transfer the risk of the cow’s turning out to be pregnant to the buyer, in which event the contract should have been enforced. Even without such evidence there is an argument for placing the risk that the cow is not what it seems on the seller. In general, though not in every case, the owner will have access at lower cost than the buyer to information about the characteristics of his property and can therefore avoid mistakes about these characteristics more cheaply than prospective buyers can. This is why the seller of a house is liable to the buyer for latent (as distinct from obvious) defects; a similar principle could be used to decide other cases of mutual mistake about the characteristics of the product in a sale.2

When a contingency affecting performance occurs after the contract has been signed (Rose had been pregnant when the contract was signed), the courts have less difficulty in recognizing that the issue is how the parties implicitly allocated the risk of an unexpected event. At the most elementary level, if a contract calls for the delivery of wheat on a fixed date at $3 a bushel, the fact that on that date the market price is $6 will not discharge the contract; the parties plainly intended to assign the risk of price changes to the supplier. But sometimes the intended assignment of risks is unclear. This is the domain of the doctrines of impossibility, impracticability, frustration, and force majeure, discussed in the next section.

Mutual mistakes do not occur only in sales contracts. In Raffles v. Wichelhaus,3 the contract was for the sale of cotton at a fixed price, the cotton to be delivered to the buyer in the ship Peerless. Both parties (this was the “mutual” element) were unaware that there were two ships of the same name sailing from the same port on different dates. Because the price of cotton was volatile, the value of the contract to the buyer depended on the date on which he received the cotton and could resell it, which in turn depended on which of the two ships named Peerless the cotton was shipped on. There was no way to determine either which ship the parties would have picked had they known there were more than one or which pick would have been the more efficient. When neither party is blamable, or both parties are equally blamable, for an incurable uncertainty in their contract, it makes economic sense to allow the contract to be rescinded. For in such a case there is no presumption that one party was trying to repudiate a value-maximizing transaction. But the qualification “equally blamable” is important, since one function of contract enforcement is to penalize a party who negligently creates interpretive uncertainty.

Rescission is the usual result when mutual mistake is found, but sometimes the result is the reformation of the contract. Consider Aluminum Co. of America v. Essex Group, Inc.4 Alcoa signed a contract with Essex in 1967 to convert Essex’s alumina into aluminum. Because the contract had a long term (21 years, at Essex’s option), the parties included a price escalator clause based in part on the Wholesale Price Index for industrial commodities. Energy is a small component of the index but the major input into the manufacture of aluminum. As a result of the steep increase in the price of oil and therefore the cost of electricity (many electric plants run on oil) in 1973 and 1974, Alcoa’s cost of contractual performance rose much faster than the Wholesale Price Index, precipitating its suit for reformation. The court ruled in Alcoa’s favor, holding that the parties had intended the price escalator clause to reflect the real increase in Alcoa’s costs over the life of the contract. Yet Alcoa had drafted the price escalator clause on the advice of no less a figure than Alan Greenspan, at the time a leading economic consultant. It had made a mistake that was careless in the economic (which is also the legal) sense of a large gap between the (lower) costs of error avoidance and the (higher) costs of error. Alcoa should have realized that the Wholesale Price Index did not track its own cost structure. Enforcing the clause as written might have conferred a windfall on Essex. Alcoa hadn’t realized that the escalator clause had a hole in it, and maybe Essex hadn’t realized that either, making it a case of mutual mistake. Still, enforcing the contract as written would have created an incentive for more careful drafting of price escalator clauses in the future.

§4.5    Contracts as Insurance—Impossibility and Related Doctrines

We have noted the possible confusion that is created by stating the issue in a contract case as whether to enforce the contract rather than whether to impose liability. Suppose I agree to supply someone with 1,000 widgets by July 1; my factory burns to the ground; and I cannot procure widgets from anyone else in time to fulfill the contract. And suppose further that there was no way I could have prevented the fire, so that fulfillment of the contract was genuinely impossible. It does not follow that I should escape liability for the buyer’s losses that resulted from my failure to perform. My undertaking may have implicitly included a promise to insure him in the event I was unable to deliver the promised goods on time.

The distinction between prevention and insurance as methods of minimizing loss is fundamental. A loss that can be averted by a smaller expenditure than the expected loss is preventable. Not all losses are preventable, but through insurance (more precisely “indemnity,” because there need be no insurance company involved) the costs created by the risk of loss if the risk materializes can (for a price) be shifted. The insured exchanges the possibility of a loss for a smaller, but certain, cost (the insurance premium).

Suppose there is a 1 percent probability of a fire that will cause $10,000 in damage. As noted in Chapter 1, to someone who was risk averse this risk would be more costly than a certain loss of its actuarial equivalent, $100. Shifting the risk to an insurance company would eliminate the extra cost (disutility, not financial cost) to the risk averse. For by pooling an insured’s fire risk with many other fire risks with which the insured’s risk is uncorrelated, the insurance company transforms a risk into a (nearly) certain cost. That’s why the company can charge an insurance premium that covers all its own costs yet is still attractive to the insured; the premium is less than the disutility he attaches to the risk that the insurance eliminates, because the insurance company, by diversifying away the risk, does not incur that disutility. For example, the insurance company might insure 1,000 buildings, each with a 1 percent probability of experiencing over a given period a $10,000 fire loss.1 If these probabilities are independent (i.e., uncorrelated), the insurance company can be reasonably certain that it will have to pay out very close to $100,000 in insurance claims; the probability that it will have to make good the total losses it has insured against—$10,000,000—is infinitesimal. In contrast, the probability that, if uninsured, the individual building owner would sustain his maximum loss is as we know a nonnegligible 1 percent; if risk averse he will pay something to eliminate that risk.

The purchase of an explicit insurance policy is referred to as market insurance, but in some cases self-insurance is a superior alternative. If a real estate company owns the 1,000 buildings in the previous example, its “risk” of fire loss is a nearly certain prospect of incurring a $100,000 cost and so it has little to gain from purchasing insurance. We shall see in Chapter 16 that an investor can reduce the risks associated with a particular security by holding a diversified portfolio—a set of securities whose risks are (at least partially) uncorrelated with one another. The principle is the same as in the fire example, though not called insurance.

Ordinary commercial contracts also shift risks, and thus provide a form of insurance. The risk-shifting or insurance function of contracts is inherent to the fact that a contract (other than a truly simultaneous exchange) by its nature commits one or both of the parties to a future course of action; and the future is uncertain. Consider the implied warranty of fitness for intended use. A product may fail for reasons beyond the seller’s control, but the seller may be able to distribute the risk of failure across its entire customer base (by charging a slightly higher price), turning a risk into a cost certain, more easily than consumers could do. If so, consumers may be willing to pay the higher price in exchange for avoiding the risk.

Or consider “demurrage,” the charge that carriers levy on shippers who (in the case of carriage by rail, for example) keep the railroad’s boxcars for loading or unloading longer than their contract with the carrier allowed. The shipper can choose between two forms of demurrage agreement. Under the first, called straight demurrage, the shipper pays a fixed charge for every day he keeps the cars after a two-day grace period. But the charge is forgiven if the delay in returning the cars is caused by severe weather or other circumstances beyond the shipper’s control. Under the second agreement, called the average agreement, there are no excuses for delay, but the shipper gets a specified amount for each car he returns within the first day of the car’s arrival at his loading dock. Thus straight demurrage allocates the risk of bad weather to the railroad while the average agreement allocates it to the shipper and compensates him for bearing it by entitling him to charge the railroad for early delivery. The shipper’s attitude toward risk, as well as any comparative advantage he may have in coping with unexpectedly severe weather or other surprises, will determine which form of demurrage he chooses.2

It might seem that parties to contracts would buy insurance against breach and therefore not need to rely on contract law to provide a substitute form of insurance. But it’s difficult to buy insurance against the risk of being the victim of a breach of contract because the risk and its consequences cannot be calculated with the actuarial precision that insurance companies insist upon. There is too much heterogeneity among contracts—too much uncertainty about the likelihood and consequences of a breach. In addition, a party insured against the consequences of a breach would have less incentive to make the contract a success. The effect of insurance in making the insured-against event more likely to occur is called “moral hazard.”

It’s even more difficult to buy insurance against liability for breaking a contract. Insurance against liability for negligently injuring someone in an automobile accident is of course available and indeed usually compulsory. But there the moral hazard problem is minimized by the fact that drivers try to avoid accidents because of the danger to themselves, a disinclination to injure people, and a fear of criminal prosecution if the accident resulted from a serious traffic violation. But breaches of contract are often deliberate. Being deliberate, moreover, they are hard to insure against even apart from moral hazard because their incidence cannot be predicted and so a realistic premium can’t be calculated; an even clearer example is deliberate wrongful conduct, of the kind that invites an award of punitive damages to the victim.3

To determine which of two contracting parties is the cheaper insurer of some mishap to which performance of the contract may give rise, we can divide the costs of insurance into measurement costs and transaction costs. The first are the costs of estimating the probability that the risk will materialize and the magnitude of loss if it does. The product of the two is the expected value of the loss and is the basis for computing the appropriate insurance premium that will be built into the contract price. The main transaction cost is that of pooling the risk with other risks to reduce or eliminate it; where self-insurance is feasible, this cost may be lower than if market insurance has to be purchased.

This insurance function of contracts explains the doctrine of impossibility and related grounds for discharging a contract. It explains, for example, why physical impossibility as such is not a ground for discharge. If the promisor is the cheaper insurer, the fact that he could not have averted the event that prevented him from performing should not discharge him.4 Conversely, the fact that performance remains physically possible, but is uneconomical, need not defeat discharge. If the promisor could not have averted at reasonable cost the event that has prevented him from fulfilling his promise, and the promisee was the cheaper insurer of the resulting loss, the promisor has a good argument that he did not break the contract. So the doctrine of “impossibility” is ill-named.

Discharge is routinely allowed in personal-service contracts when the death of the promisor prevents performance, unless he had had reason to believe (yet had failed to warn the promisee) that his life expectancy was less than normal for someone of his age. The event, death, is unlikely to be preventable at reasonable cost by either party, and the prospect of liability for breach of contract is unlikely to induce the promisor to take additional precautions against dying. The promisee is probably the cheaper insurer because he is better situated to estimate the cost if the promisor is unable to provide the agreed-upon services. In contrast, a contractor who encountering unexpectedly difficult soil conditions is unable to complete performance at the cost he projected is not excused. He should know better than the promisee both the likelihood and the consequences, for the costs of drilling, of encountering subsoil conditions that make drilling difficult. He should also be able to self-insure at low cost if he does a lot of drilling in different areas and if the risks of encountering unexpectedly difficult conditions are independent.

What if a grower agrees before the growing season to sell his crop to a grain elevator, and the crop is destroyed by blight? Should he be excused from liability? Probably. He has every incentive to avoid a blight, so if it occurs, it probably could not have been prevented. And the grain elevator, which doubtless buys from a variety of growers not all of whom will be hit by blight in the same growing season, is in a better position to buffer the risk of blight than the grower is—though either party may be able to insure against the loss inexpensively by means of a futures contract (see §4.10 infra).

Often parties will include in their contract a force majeure (“greater force”) clause, specifying the circumstances in which failure to perform will be excused. If they do, impossibility, impracticability, and related judicial doctrines should not be applicable to the contract; those are default rules that the parties should be free to supplant with their own, tailored terms.

Examples of the operation of these doctrines could be multiplied,5 but instead let us consider the related case where completion of performance by one of the parties is prevented, again by circumstances beyond his control, and he wants to be excused from further performance or even wants to be paid for what he has done although it is not what the contract called for him to do. You hire a contractor to build a house, and midway through construction the house burns down. The fact that he was prevented through no fault of his own from performing as contemplated by the contract should not automatically entitle him to cancel it or to be paid as if the burned-down building had been what you contracted for. The issue should be which of us was intended to bear the risk of fire. Like a manufacturer whose goods are destroyed by fire before delivery, the contractor generally is better placed for fire protection than the owner because he controls the premises and is knowledgeable about the fire hazards of buildings under construction. He is probably the cheaper insurer as well, being in a better position to estimate the likelihood and consequences of fire at the various stages of the construction.

Suppose war is declared while a ship is in port en route to its ultimate destination, and the crew refuses to continue the voyage unless the master of the ship promises a higher wage. He does so, but later refuses (as in Alaska Packers’) to honor the promise on the ground that it was unsupported by consideration, the crew having been contractually obligated to complete the voyage. The legal issue will be how the original employment contract allocated the risk of war. If it was allocated to the crew, they presumably were compensated for assuming it, and hence a promise to pay them additional wages would not be supported by consideration. Probably, however, the master is better able to estimate both the probability and consequences of a war. So we may assume that the employment contract implicitly assigned the risk to him. And in that event the crew’s agreement to continue the voyage under wartime conditions would be consideration for the promise of higher wages.

This result may seem inconsistent with Alaska Packers’, but is not. No unexpected event had occurred in Alaska Packers’ to excuse the seamen from continuing to work at the agreed wage. Their threat to strike was opportunistic. But war excuses performance by the seamen—it was not contemplated by them in negotiating a wage rate—and so if the master wants them to continue working he has to negotiate a new contract with them.

§4.6    Insurance Contracts

Understanding the insurance function of contracts makes it easier to understand the law of (formal) insurance contracts. Consider the rule that such contracts are, when ambiguous, to be construed against the insurer. This is an application of the doctrine of contra proferentum, a general rule of contract interpretation to the effect that in cases of doubt an ambiguity should be resolved against the party that drafted the contract. The doctrine is applied with particular vehemence to insurance contracts, however, and this is sometimes defended on the ground that the insurance company is the superior bearer of the risk of noncoverage resulting from interpretive uncertainty. But that is incorrect. The risk of interpretive uncertainty cannot be quantified; and if an insurance company cannot attach a probability to a risk, it cannot calculate the correct premium to charge for bearing the risk. This is an application of the distinction between uncertainty and calculable risk that was introduced in §1.1 supra.

The doctrine of contra proferentum may still be a sensible tie-breaker (and not only in insurance cases), on the ground that the party that drafted the contract was probably in the better position to avoid ambiguities. But this is not always true. The other party may have more information concerning the particular contingency that gave rise to the legal dispute—hence the exception to the rule, recognized by a number of courts, for cases in which the nondrafting party is commercially sophisticated.

Suppose it’s unclear from the insurance contract whether the insured can recover from the insurance company under the policy even if he obtains tort damages that compensate him fully for the injury that he had insured against. If this ambiguity is resolved in favor of the insured, the insurance contract is transformed into a kind of lottery ticket that pays double if you win. This is likely to be more insurance than the insured wanted when he bought the policy. Perhaps it isn’t really insurance at all. Insurance reduces the variance in a person’s income—and hence “risk” as the term is usually understood by economists—because it lowers the insured’s income at its peak by the amount of the premiums and raises it at its trough (that is, should disaster strike) by the payoff under the policy. A policy that more than replaces lost income amplifies, rather than smooths, income variance and therefore probably is not desired.

Contra proferentum was not always the rule in insurance cases. In the infancy of formal insurance, insurance contracts were construed against the insured, not the insurer; anything that the insured did that increased the insurer’s risk was apt to be viewed as a “deviation” that excused the insurer from performing his side of the bargain.1 The tendency of an insured to relax his efforts to prevent the occurrence of the risk that he has insured against (moral hazard2) makes insurance more expensive than it would otherwise be, but it is not in itself a reason against insurance; the added cost may be less than the disutility of the risk to the person seeking insurance. And not every postcontractual increase in risk is attributable to moral hazard. The insured does not have perfect control over the conditions that may affect that risk.3 As insurance markets expanded, insurers had less need to shift the risk of a change in risk on the insured; the risk pool was large enough to enable insurers to offset an increase in the riskiness of one insured during the policy period against a decline in the riskiness of another insured during the same period. Hence the doctrine of deviations was progressively liberalized—a trend consistent with the changing economics of the insurance market.

You can’t insure just anything—only something in which you have an “insurable interest.” Suppose A and B see a stranger, C, walking down the street, and they disagree on whether C looks healthy. A offers to sell B an insurance policy on C’s life, and B accepts, thinking that C is likely to die sooner than A thinks. Such a contract will not be enforced, because B lacks an insurable interest in C’s life. One might suppose that this result is due to the law’s disapproving of betting contracts, yet the requirement of an insurable interest dates back to a time in England when betting contracts were lawful. A better explanation is that the contract imposes an external cost—on C, a nonparty to the contract.4 For it gives B an interest in C’s dying as soon as possible (of course it gives A an interest in his living as long as possible, but that might not console C should he learn about the contract). An actual case is Da Costa v. Jones,5 a suit to enforce a wager that the Chevalier d’Éon was actually a woman; the court held that the wager was unenforceable because it was injurious to a third person, namely the Chevalier, who did not want to be thought a woman.

Such cases illustrate the broader doctrine that contracts that require conduct that is against public policy are unenforceable; and for the most part these are cases that impose costs on third parties, a contract to rob a bank being a clear example. And so one cannot insure oneself against one’s potential criminal liabilities (see §7.5 infra). Contracts of insurance are often thought to impose external costs even when the insured has an insurable interest—for example, liability insurance is widely believed to externalize (in part) the costs of careless driving by reducing the cost to the insured of causing an injury. But we shall see in Chapter 6 that, even though there is evidence that drivers, feeling safer when insured, drive less carefully,6 it doesn’t follow that they are externalizing the additional accident costs.

Insurance companies take various measures to protect against moral hazard. One is to refuse to insure property for more than it’s worth, or, as mentioned in the previous section of this chapter, to insure against conduct the incidence of which can’t be predicted. Another is to exclude coverage of losses that the insured could prevent very easily. For example, the “Jewelers’ Block Policy,” a standard insurance policy that protects jewelers against a broad range of risks of loss or damage, contains an exception for cases in which the jewels are lost “while in or upon any vehicle,” unless “at the time the loss occurs, there is actually in or upon such vehicle…a permanent employee of the Insured” and “the property insured is in the close personal custody and under the direct control of [the employee].” The risk of loss by theft of jewels left unattended in a vehicle is both very great and easily minimized by requiring that they not be left unattended.7

Moral hazard in insurance is not limited to behavior by insureds. Consider the incentives of a liability insurer when a suit against its insured has an expected value greater than the policy limit. The insurance company knows that it will have to pay only that much. Rather than fight the suit, therefore, the insurer (who under the usual liability policy bears the expense of litigating and so will usually reserve the right to handle the defense) will be eager to settle even if this requires agreeing to pay more than the policy limit (since the difference will be borne by the insured and the insurer will avoid the expense of trial) and even if a trial would have produced a better outcome for the insured. To prevent the insurer from deserting the insured in this manner, the law reads into the insurance policy a fiduciary duty of insurer to insured; that is, the insurer is required to treat the insured as it would treat itself.

A distinct problem of insurance is adverse selection. If an insurer offers to insure all comers against some risk at a uniform price, persons of above-average risk will be much more likely than those of below-average risk to accept the offer, because the uniform price will cause the below-average risks to subsidize the above-average ones, producing a pooling equilibrium (see §1.4 supra). If the below-average reject the offer, the insurer will have to raise the price for the insurance, and then those customers who are below the average of the formerly above-average group will be subsidizing the above average and so will drop out too.

Insurers can try to interrupt this downward cycle by charging different prices to insureds of different risk. But this will not work if the information about relative riskiness is private information of the insureds. A popular alternative is to prevent persons of below-average risk from dropping out, as in employment-based health insurance, which covers all employees of the company that purchases the insurance policy, regardless of the health of any particular employee. A controversial alternative is to exclude whole classes of risk, such as (in the case of health insurance) pregnancy and AIDS. These exclusions are criticized as discriminatory (in the case of employer-furnished health insurance, a pregnancy exclusion is deemed unlawful sex discrimination). Yet exclusion of death by suicide from the coverage of a life-insurance policy is not criticized, and for good reason: Without the exclusion, persons contemplating suicide could by buying life insurance on the eve of their suicide (thus avoiding a significant premium cost) obtain for their beneficiaries a windfall at the expense of other members of the insurance pool.

Imagine now that advances in genetic testing enabled life and health insurers to pinpoint high-risk insureds and either refuse to insure them or charge a higher premium than to other insureds. In the limit, insurance markets would collapse because there would be no uncertainty to insure against. This would be an efficient result because it would eliminate the not inconsiderable administrative (including litigation) costs that the insurance market imposes, but it would exacerbate inequalities of income and wealth.

Insurance is a regulated industry (regulated in the United States by state insurance commissioners). The principal reason is to assure the solvency of insurance companies. This is a concern because whereas in most industries sellers incur their costs in advance of receiving their revenues, in insurance it is the opposite, and this can create perverse incentives, especially when the losses insured against are very low-probability events. Imagine a risk that has only a 1 percent annual probability of materializing. The insurance company might collect premiums from its insureds for many years before it had to pay any claims and might therefore find it advantageous to pay very high dividends to its shareholders during this period even if that meant that it might be unable pay its insureds’ claims in full. Insurance regulators require insurance companies to maintain a level of cash or cash-equivalent reserves that will assure the companies’ ability to pay claims as they arise.

A dramatic failure of regulation figured in the financial collapse of 2008. American International Group, which may have been the world’s largest insurance company at the time, had issued tens of billions of dollars’ worth of “credit-default swaps,” a form of credit insurance that promises a bondholder that upon a triggering event, such as a specified loss in the bond’s market value, the issuer of the swap will make good the bondholder’s loss. The price of the swaps was very low, because virtually no one thought it remotely likely that the bond market would experience a loss in value great enough to permit substantial claims to be made against AIG, the issuer of the swaps. But many of the insured bonds turned out to be mortgage-backed securities that experienced dramatic losses of value in 2008 (see §16.14 infra), and as a result AIG found itself with staggering liabilities to the purchasers of the swaps. Because credit-default swaps were not regulated as insurance contracts by state insurance commissioners, the purchasers of the swaps had had to make their own arrangements for assuring issuers’ solvency. Usually that meant requiring the issuer to post collateral. But because of AIG’s sterling credit rating, most of its swap customers did not insist on collateral—and not having expected the crash of the bond market, AIG had not accumulated reserves against such an eventuality. AIG’s inability to honor its swap obligations endangered the solvency of its customers, which included major financial companies such as Goldman Sachs. The Treasury Department intervened, making good AIG’s obligations and taking over the company.8

§4.7    Fraud

Even when nothing has happened since the signing of the contract to make performance uneconomical, discharge without liability may be permitted in cases in which the presumption that performance would produce a value-increasing exchange is rebutted, as when it is shown that the promisee induced the promise by a lie. But suppose the promisee did not lie but merely failed to disclose information, known to him, that if communicated to the promisor would have made the deal fall through. In Laidlaw v. Organ,1 a merchant in New Orleans named Organ, learning of the Treaty of Ghent (which ended the War of 1812) before the news became public, ordered a large quantity of tobacco from the Laidlaw firm at the then market price. When the public learned of the treaty, which ended the British naval blockade of New Orleans, the price of tobacco rose by 30 to 50 percent, and Laidlaw tried to back out. The Supreme Court held it could not. If Organ, when he placed his order, had told Laidlaw, as he easily could have done, that the treaty had been signed, Laidlaw would have insisted on a higher price; and since it would have been costless for Organ to communicate information he already had, it might seem that the Supreme Court’s result simply handed him an outrageous windfall. Not so. Although information once obtained may be cheap to convey to another person, often it is not cheap to obtain; and unless people can profit from information by keeping it to themselves, they will have no incentive to obtain it in the first place, and society will be the loser. (Cf. discussion of patents and trademarks in Chapter 11.) Of course, this is a very poor argument if the information is kept secret forever, but Organ didn’t do that. By placing his order with Laidlaw, thereby adding to the demand for tobacco, he caused the price to rise, albeit not so far as it did when the information was fully disclosed. The process of price adjustment to the information that the war had ended began sooner because of Organ’s transaction.

The lie is different. The liar makes a positive investment in manufacturing and disseminating misinformation. This investment is wasted from a social standpoint, so naturally the law does not reward him for his lie. Here is an intermediate case: The seller of a house knows it’s infested by termites but does not tell the buyer. It can be argued (judicial authority is divided on the question) that the seller has a duty to disclose or, in legal language, that his failure to do so is an actionable omission. Probably he invested nothing in discovering that the house had termites. He acquired the information “free” as a by-product of living there. Also, this information benefits fewer people than information about the value of tobacco—there are fewer potential buyers for one house than there are prospective purchasers in the entire tobacco market. So the benefit of the information is less, and the need to provide legal protection in order to induce its production is therefore also less.

Furthermore, unless there is a duty of disclosure the buyer will invest in a termite inspection or negotiate for a clause in the deed warranting that the house is termite-free. These costs are avoided by the imposition on the seller of a duty to disclose information that he obtained costlessly.

With the termite example we pass into the realm of consumer fraud, a more serious problem than fraud in commercial contracts because of the disparity of resources and knowledge between seller and buyer in the consumer-product setting; the cognitive deficiencies that psychologists have discovered play a large role in consumer behavior; and the difficulty of devising effective legal remedies when the stakes in a dispute are small, as they are in so many disputes between sellers and consumers. The psychological and remedy problems are discussed at greater length in Chapters 14 and 22, respectively, though I note here that the remedial problem may not be acute when the consumer’s performance follows the seller’s, as in the typical installment contract. In such a case the defrauded consumer does not have to start a lawsuit; he can rescind. The effectiveness of this remedy depends, of course, on when he discovers the fraud and also on the applicability of the holder-in-due-course doctrine, discussed in the next section.

It might seem that legal remedies would be superfluous because if a firm is gaining sales away from its rivals by making false claims about its or their products, they have an incentive to expose the false claims to the consumer. And there is more: Trade associations establish standards of quality upon which consumers can rely; trademarks have a similar function (see §11.7 infra); the media inform consumers about the merits of particular goods; and a department store—an expert purchaser of the goods of many competing manufacturers—helps consumers choose sensibly among competing products.

The process by which competitors correct misleading impressions created by one of their number does not work instantaneously, however, and the interim profits obtainable by the fraudulent seller may exceed any long-term costs in loss of reputation, especially if the seller can exit the market at low cost. Moreover, if a fraudulent seller is diverting only a small amount of business from each of his rivals, none of them will have an incentive to take costly measures to correct his misrepresentations, even though the aggregate sales diverted by him may be large. And there is a more serious problem, dubbed the “curse of debiasing.”2 If one seller exposes the misleading advertising of his competitors, they will correct their advertising in order to avoid losing sales to him. But once they do so, he will derive no benefit from having exposed them. In fact he may end up worse off, along with all his competitors, because the false advertising presumably had elevated sales.

The trade association is also only a partial answer. Members of an industry often lack strong incentives to support trade association activity. The seller who contributes nothing to the association’s campaign against fraud will nevertheless derive the same benefits from the campaign as the other sellers, and at no cost, provided that either there are so many sellers that the contribution of no single one to the campaign is crucial or that although there aren’t many sellers the seller in question is very small relative to the others. This is the familiar free-rider problem.

And not all industries or markets are competitive. A monopolist or cartel may have a greater incentive than a firm in a competitive industry to misrepresent the qualities of its product. The effect of the monopolist’s fraud in diverting sales to him will be spread across a large number of substitute goods, none of which will be greatly affected,3 so there is less likelihood than in the competitive case that any seller will have an incentive to combat the misrepresentation. A related but more general point is that if a discreditable fact about a product pertains equally to all brands of it, no producer may have a strong incentive to disclose it even if the industry is competitive. If one cigarette manufacturer advertises that smoking is good for your health, other cigarette manufacturers will have no incentive to disparage the claim. And since there are no close nontobacco substitutes whose producers could anticipate a big increase in sales by persuading consumers not to smoke, no other manufacturer has a strong incentive to disparage the claim either.

It doesn’t follow from the concerns expressed in this section that sellers of consumer goods should have a general legal duty to disclose material information to consumers. If the relevant product characteristic is one the purchaser can determine by casual inspection or handling at the time of purchase—the softness of a cashmere sweater, for example—it would be redundant to require the seller to disclose it. Often, determining a product’s characteristics requires actual use rather than just presale inspection or handling (the whitening effect of a household bleach is an illustration). Even so, if the product is an inexpensive one that is purchased repeatedly, the cost to the consumer of ascertaining the characteristic will still be very low—the cost of the first purchase. Sometimes only the consumer has the requisite information about product performance, because performance may depend on the consumer’s tastes, which may not be known to the producer. Only the consumer knows whether the sweater is soft enough, the cantaloupe ripe enough—for him or her.

But often of course a product characteristic is not ascertainable by the consumer at low cost. Examples are a product that is infrequently purchased and the characteristic is not discoverable by inspection or handling at the time of purchase; or, although purchased frequently the product is very expensive, like an automobile; or the characteristic is not discoverable even through repeated or long use, an example being the quality of the advice in a book on how to make a million dollars in real estate. Yet often in such cases (exemplifying what economists call “credence goods”) competitive pressures force sellers to offer warranties (enforceable guaranties) of particular characteristics of their products. A warranty is not a disclosure. Better, it’s a guaranty of results, and so makes the disclosure of information unnecessary. A manufacturer of television sets who warrants that the tube will last three years needn’t disclose what the useful life of the tube is. If it wears out after only one year, the consumer is no worse off; he gets the tube replaced free of charge.

If it is clear that the parties intend the seller to bear the risk of the consumer’s ignorance about a particular attribute of the product, there is no need even for an explicit warranty; contract law will perform its familiar function of economizing on transaction costs by reading a warranty into the contract of sale. An implied warranty that a can of sardines is untainted is a cheap alternative both to an express warranty of fitness for human consumption and to a legal requirement that the seller disclose the health characteristics of the product.

If the seller lies about his product, as distinct from merely failing to disclose negative information about it, his conduct is unlawful even if the buyer is in a position to unmask the lie at low cost. This makes economic sense. A offers to sell B a box of candy. B asks A whether it is necessary to open the box to see whether there is candy, and A replies that it is not necessary, that B can take his word for it. So B buys the box without inspecting it, and when he gets home discovers that it contains canary food rather than candy. If the lie is not actionable, on the theory that B could easily have avoided its consequences by inspection, then the B’s of this world will have to inspect, and the aggregate costs of inspection could be substantial. In contrast, the costs to A of not lying are negative (compare §6.15 infra).

But if consumers pay little attention to sellers’ disclosures, if the disclosures are cleverly drafted to avoid providing intelligible warnings without courting accusations of fraud, if competition does not generate adequate consumer information because all the competing sellers benefit from consumer ignorance—in short if consumers often are like sheep led to slaughter—contract law may not optimize the performance of markets in consumer goods. As we’ll see in subsequent chapters, other legal regulation may be necessary.4

§4.8    Agency Law

An agent is a person who acts on behalf of another, the principal. The agency relation is contractual, and agency law is properly viewed as a part of contract law. In the type of relationship that the law calls fiduciary or confidential, the duty to disclose is greater than in a normal commercial relationship and most agents (lawyers, accountants, brokers, trustees, etc.) are fiduciaries. The agent is paid to treat the principal as he would treat himself—to be, in other words, his alter ego. The fiduciary principle is the law’s answer to the problem of unequal costs of information. It allows you to hire someone with superior information to deal on your behalf with others having superior information. By imposing a duty of utmost good faith rather than the standard contractual duty of ordinary good faith, it minimizes the costs to the fiduciary’s principal of self-protection. This is especially important in settings in which the principal is helpless to protect himself—he might be a child, for example, even an unborn one. (Fiduciary duties within a corporation are discussed in §15.9 infra.)

But agency law is less concerned with the duties of the agent to his principal (and vice versa) than with the duty of the principal to outsiders who deal with the principal’s agent. Under the doctrine of respondeat superior the principal may be held liable for an agent’s tort even though blameless (see §6.8 infra). And generally he is bound by the contracts his agent makes, provided the agent is acting within the scope of his authority. But there are exceptions. For example, if the person with whom the agent makes the contract knows that the agent is drunk, the principal will not be bound if the agent was not authorized to make the contract. Conversely, under the doctrine of apparent authority, a principal may be bound by a contract negotiated by his agent even if the latter is acting outside the scope of his authority, provided that he appears to be authorized. Indeed, if one who is not an agent at all represents himself to be one, and the person whom the agent has represented to be his principal knows about the misrepresentation but fails to warn the person with whom the “agent” makes a contract, the “principal” will be bound. In all these cases the law is allocating responsibility to the person who can avoid the mistake at lowest cost—for example, the principal in the apparent authority case because he has greater control over the agent than the third party does.

Suppose the third party makes a contract with an agent not knowing that he’s an agent; is the principal (whom the law calls an “undisclosed principal”) bound and therefore suable for breach of contract by the third party despite the latter’s ignorance of his existence? Yes, because the principal is likely to be in a position to prevent (or at least make less likely) the breach. And since the agent will often be judgment-proof, excusing the principal might enable him to externalize the cost of a breach to the other party to the contract.1

§4.9    Duress, Form Contracts, Bargaining Power, and Unconscionability

Duress, as noted earlier in this chapter, is a defense to a suit for breach of contract. In its original sense duress implies a threat of violence. A points a gun at B saying, “Your money or your life”; B accepts the first branch of this offer by tendering his money. But a court will not enforce the resulting contract. The reason is not that B was not acting of his own free will. On the contrary, he was extremely eager to accept A’s offer. But enforcing such offers would lower the net social product by channeling resources into the making of threats and into efforts to protect against them.

Consider this example: A ship becomes disabled, and the crew flees, leaving on board only the master, who let’s assume is also the shipowner’s authorized representative to deal with any salvors who may chance by. A tug operated by a salvage company comes alongside and its captain offers the master to save the ship for a price equal to 99 percent of the value of the ship and its cargo. If the master signs, should the owner of the ship be held to the contract? Admiralty law answers no. The situation is one of bilateral monopoly, with the added complication that the emergency setting may make a negotiation infeasible and thus transaction costs prohibitive. The problem is solved by the rule—the cornerstone of the admiralty rules of salvage—that the salvor is entitled to a reasonable fee for saving the ship, but that a contract made after the ship gets into trouble will only be evidence of what that reasonable fee is.1

By a modest extension of meaning, duress can also be used to describe the use of a threat of nonperformance to induce a modification of contract terms in cases such as Alaska Packers’ in which the promisee lacks adequate legal remedies. Rescue operations provide additional examples. A finds B wandering lost in a snowstorm and refuses to help him until B promises to give A all his wealth. Perhaps here, too, B should be excused from having to make good on the promise; if we permit monopoly profits in rescue, an excessive amount of resources may be attracted to the rescue business. Note that both the snowstorm case and Alaska Packers’ are cases of temporary, “situational” monopoly.

When a transaction is between a large corporation and an ordinary individual, it is tempting to invoke the analogy of duress and compare the individual to the helpless fellow forced to sign a promissory note with a knife at his throat—especially if his contract with the corporation is a standard contract or the consumer is a poor person—and conclude that the terms of the deal are coercive. Many contracts (insurance contracts are a good example) are offered on a take-it-or-leave-it basis. The seller hands the purchaser a standard printed contract that sets forth, sometimes in numbing detail, the respective obligations of the parties. The purchaser can sign it or not as he pleases, but there is no negotiation over terms. It is an easy step from the observation that there is no negotiation to the conclusion that the purchaser lacked a free choice and therefore should not be bound. But there is an innocent explanation for these so-called “contracts of adhesion”: The seller is trying to avoid the costs of negotiating and drafting a separate agreement with each purchaser. Those costs, of which the largest may be the cost of supervising the employees and agents who engage in the actual contract negotiations on the company’s behalf, are likely to be high for a large company that has many contracts. It is difficult to imagine a modern consumer economy operating without form contracts.

Consistent with the innocent explanation, large and sophisticated buyers, as well as individual consumers, often make purchases pursuant to form contracts. Sometimes when they do so the result is what contract lawyers call “the battle of the forms.” A may sign, and send to B, a printed form contract, constituting an offer, and instead of signing A’s form B may sign and send to A B’s own printed form contract. Under the common law’s “mirror image” rule, B’s form, unless identical to A’s, would fail as an acceptance of A’s offer and would instead be treated as a counteroffer. The Uniform Commercial Code takes a more liberal approach. If upon receipt of B’s form A begins to perform, this is taken to mean that B’s acceptance is effective even if it contains materially discrepant terms, since A could have informed B that it was unacceptable rather than beginning to perform. The UCC’s approach thus reduces transaction costs: By treating the beginning of performance as acceptance, it eliminates the need for a communication.

The sinister explanation for the form contract is that the seller refuses to dicker separately with each buyer because a buyer has no choice but to accept the seller’s terms. But if one seller offers unattractive terms, won’t a competing seller, wanting sales for himself, offer more attractive terms, the process continuing until the terms are optimal? All the firms in the industry may find it economical to use form contracts and refuse to negotiate with purchasers. But what is important is not whether there is haggling in every transaction but whether competition forces sellers to incorporate in their form contracts terms that protect the purchasers. Whether it does or not may depend, however, as suggested earlier, on consumer competence; and even more, as suggested below, on consumer incentives.

Under monopoly, by definition, the buyer has no good alternatives to dealing with the seller, who is therefore in a position to insist on terms that in a competitive market would be bettered by another seller. It does not follow that the buyer will be indifferent to the terms of the contract offered by the seller. On the contrary, since a monopolized product will be priced higher than it would be under competition, prospective buyers will invest more time and effort in search rather than less; and one form of consumer search is careful reading of the terms of a contract. It pays the consumer to read the contract even if he knows the monopoly seller will not bargain (haggle) with him, for he must still decide whether to buy the product or some substitute. The fact that a product is monopolized does not make it a necessity of life.

All this said, the form contracts used in consumer transactions do tend to be one-sided against the consumer; evidently, competition cannot be relied upon to yield the optimal form. Because hidden traps in the language of a contract are sprung only on the rare occasion in which there is a legal dispute, the expected benefit of a “good” form to the consumer is slight and is therefore unlikely to figure significantly in his decision to buy the seller’s product. In contrast, the seller, having much better knowledge of the likelihood and consequences of such a dispute, will anticipate a small gain from imposing a “bad” form on his customers. Competition cannot be relied upon to eliminate this asymmetry because the benefits of the “good” form to the consumer are too slight to overcome the information costs of making those benefits an effective selling point. Besides, being reminded of the possibility of litigation is a downer for the prospective consumer. (“Don’t worry; if I sue you, the contract will protect you.”)

Yet the one-sided form contract may be optimal after all!2 A seller is more likely to be deterred from behaving opportunistically by considerations of reputation than a consumer is. The consumer has no reputation to lose unless opportunistic behavior by him in a particular transaction will become known to the market as a whole. Slanting the terms of the contract in favor of the seller is a way of redressing the balance. A one-sided contract does not mean that the transaction will necessarily be one-sided, but only that the seller will have discretion with respect to how to treat the consumer. A seller concerned about its reputation can be expected to treat consumers better than required by the letter of the contract, but his right to stand on the contract as written will protect him against opportunistic buyers. A one-sided contract may therefore be preferred by informed parties ex ante as a cheaper mechanism for inducing efficient outcomes, should contingencies arise during the performance of the contract, than incurring the costs of a more elaborate contract that would attempt to specify and prohibit any form of opportunistic behavior that a buyer might engage in.

Contract terms that seem to bear harshly on hapless consumers may further benefit them by reducing sellers’ costs. (As we’ll see in Chapter 9, even a monopolist will reduce his price if his costs decline.) An example is a sale on credit where the buyer agrees that the seller may discount the buyer’s promissory note to a finance company. At common law the finance company, as a “holder in due course,” could enforce the note free from any defense that the buyer might have raised in a collection suit by the seller. So if you bought a chest of drawers from a furniture store and the chest turned out to be defective but the store had discounted your note to a finance company, you would have to pay the full amount of the note and would be left with a right to sue the store for breach of warranty. This rule reduces the cost of financing installment purchases by making collection suits cheaper and more certain.3 In its absence, this cost (a cost borne, at least in major part, by the consumer; see §3.13 supra) would be higher. It is not obviously wiser for the consumer to decide to pay more for a product than to decide to give up one of his legal remedies against the seller. Notice also that prudent consumers—those unlikely to default—are favored, because the loss of the defense against a holder in due course is not a cost to someone who is not sued.

Suppose an installment contract provides that a default will entitle the seller to repossess the good no matter how small the remaining unpaid balance of the buyer’s note and to keep the full proceeds from reselling the good to someone else.4 If default occurs toward the end of the term of the note, repossession will confer a windfall gain on the seller since he has already received almost the full price for the good, including interest. But if it occurs early, the seller sustains a windfall loss; he has received only a small part of the price, too little to cover both the depreciation of the good and the costs of repossession. (This assumes, but realistically, that the seller will be unable to collect the unpaid balance directly from the buyer by suing him.) Limiting the windfall gains produced by late defaults would lead sellers to require larger down payments or higher initial installment payments or charge higher prices, in order to protect themselves against windfall losses from early defaults. Consumers (especially prudent ones) unable to make large down payments or high initial installment payments would be harmed by the change in the contractual form.

These cases are thus unlike “Your money or your life.” The latter stands for a class of transactions that make the “buyers” worse off ex ante, whereas hard-up consumers benefit from acceding to “harsh” terms when the alternative would be to pay higher prices. Yet the benefits may be largely illusory (see §14.3 infra), and relieving consumers from the harsh terms may correct an imbalance created by the welfare laws, which encourage risky borrowing by truncating the downside of the risk.5

Duress is often discussed in terms of “bargaining power,” a transactional advantage created by the possession of a monopoly, whether of the type that engages the interests of antitrust enforcers, or bilateral, temporary, or situational. The term should not be used to denote the offer of a contract on a take-it-or-leave-it basis, but can be used, harmlessly if uninterestingly, to indicate that one side of the transaction has much better alternatives than the other side for reasons unrelated to monopoly. If there are many more men of marriageable age than women, women will on average be able to drive better marriage bargains than men can. In this sense of bargaining power, sellers have more bargaining power than buyers in a shortage, and buyers have more bargaining power than sellers in a glut.

More than half the states have laws forbidding “price gouging,” often defined as charging “unconscionably” high prices. These laws are rarely enforced. But the sharp run-up in gasoline prices in 2005 caused by Hurricane Katrina and also by Hurricane Rita, which followed almost immediately (the hurricanes impeded imports of crude oil and caused a number of refineries in the path of the hurricanes to shut down temporarily), prompted a flurry of enforcement threats, the imposition of a few fines, and proposals for federal legislation prohibiting “unconscionably excessive” gasoline price increases. An unanticipated curtailment of the supply of a good is likely to produce abnormal profits for the suppliers of the good. The curtailment reduces output, which results in an increase in price as consumers bid against each other for the reduced output. And the reduction in output is likely to reduce the sellers’ unit costs because sellers normally sell in a range of output in which their costs are increasing—if they were decreasing, the sellers would have an incentive to expand output further. With both price rising and cost falling, profits are likely to zoom upward. The profits of some gas stations are reported to have increased by 400 percent shortly after Hurricane Katrina struck. In times of catastrophe, with consumers hurting, the spectacle of sellers benefiting from consumers’ distress, while (it seems) deepening that distress by charging them high prices, is a source of profound resentment.

But is this a case of duress? The refiners and dealers who raised prices after the hurricanes disrupted gasoline refining had not created the situation that resulted in a reduction in supply. (If they had, say by agreeing to increase prices above the existing level, they would have been punishable for violating the antitrust laws.) In Alaska Packers’ there was no pre-existing labor shortage that would have justified the seamen in demanding higher wages; the seamen created the shortage, by refusing to work. Because the hurricane-induced scarcity of gasoline that pushed up prices was not an artificial scarcity, but a natural one, to have penalized gasoline suppliers for charging a market-clearing price would have created a shortage. Consumers would still have been paying a higher price than before the shortage, but they would have been paying it in the form of time spent waiting in line at gasoline stations, or (if they drove less because of the shortage) of restricted mobility. Those consumers who needed the gasoline the most, not being able to express their need by outbidding other consumers for the limited supply, would have suffered the most from the shortages. The beneficiaries would have been people with low costs of time and no urgent demand for gasoline.

§4.10  Fundamental Principles of Contract Damages

When a breach of contract is proved, the issue becomes that of the proper remedy. The possibilities, in rough order of increasing severity, are:

 

        (1)   the promisee’s reliance loss (the costs he incurred in reasonable reliance on the promisor’s performing the contract);

        (2)   the expectation loss (loss of the anticipated profit of the contract);

        (3)   liquidated damages (damages actually specified in the contract as the money remedy for a breach);

        (4)   consequential damages (the breach’s ripple effects on the promisee’s business);

        (5)   restitution (to the promisee of the promisor’s profits from the breach);

        (6)   specific performance (ordering the promisor to perform on penalty of being found in contempt of court);

        (7)   a penalty (as distinct from liquidated damages, which are a form of compensatory damages) specified in the contract, or other punitive damages.

 

It makes a difference in deciding which remedy to grant whether the breach was opportunistic. If a promisor breaks his promise to take advantage of the promisee’s vulnerability in a setting (the normal contract setting) in which performance is sequential rather than simultaneous, we might as well throw the book at him. Suppose A pays B in advance for goods, and instead of delivering them B uses the money to build a swimming pool for himself. An attractive remedy in such a case is restitution. We can deter A’s opportunistic behavior by making it worthless to him, which can be done by making him hand over all his profits from the breach to the promisee. No lighter sanction would deter. (Why not make his conduct criminal as well or instead? Because as we’ll see in Chapter 7, criminal sanctions should be reserved for situations in which monetary sanctions are inadequate.)

Most breaches of contract are not opportunistic. Many are involuntary; performance is impossible at a reasonable cost—maybe at any cost. This point is related to the insurance function of contracts. Other breaches are voluntary but, as we are about to see, efficient—which from an economic standpoint is the same case as that of an involuntary breach. These observations both explain the centrality of remedies to the law of contracts (remedies imposed for acts that may be efficient must be carefully designed to avoid overdeterrence) and give point to Holmes’s dictum that it is not the policy of the law to compel adherence to contracts but only to require each party to choose between performing in accordance with the contract and compensating the other party for any injury resulting from a failure to perform.1

This dictum contains an important economic insight. In many cases it is uneconomical to induce completion of performance of a contract after it has been broken. I agree to purchase 100,000 widgets custom-ground for use as components in a machine that I manufacture. After I have taken delivery of 10,000, the market for my machine collapses. I promptly notify my supplier that I am terminating the contract and admit that my termination is a breach. When notified of the termination he has not yet begun the custom grinding of the other 90,000 widgets, but he informs me that he intends to complete his performance under the contract and bill me accordingly. The custom-ground widgets have no use other than in my machine and a negligible scrap value. To give the supplier a remedy that induced him to complete the contract would cause a waste of valuable resources. The law is alert to this danger and, under the rubric of mitigation of damages, would deny the supplier damages for costs he incurred in continuing production after the notice of termination.

But doesn’t the Coase Theorem imply that the danger is unreal? There are only two parties, and there is a range of prices for the supplier’s forbearing to stand on his contract rights that will make both parties better off. But this is just another example of bilateral monopoly; transaction costs will be high because there are only two parties.

Now suppose that all the widgets have been produced and delivered to the buyer, who refuses to pay the contract price. The seller will be allowed to sue for that price. Once the buyer has the goods, it is cheaper for him to resell them than for the seller to do so, so the law makes him accept and pay for them. If the seller still has the goods, it’s probably cheaper for him to resell them, which he’ll do because his only entitlement is to damages—the difference between the contract price and the price at which he can sell the goods to another buyer.

Suppose the contract is broken by the seller rather than by the buyer. I really need those 100,000 custom-ground widgets for my machine, but the supplier, after producing 50,000, is forced to suspend production. Other sellers are in a position to supply the remaining widgets that I need, but I insist that the promisor complete his performance of the contract. If the law compels completion, the supplier will have to make arrangements with other producers in order to be able to complete the performance of his contract with me. Probably it will be more costly for him to procure an alternative supplier than for me to do so directly (after all, I know my own needs best); otherwise he would have done it voluntarily, to minimize his liability for the breach. To compel completion of the contract (or costly negotiations to discharge the promisor) in such a case would again waste resources, and so again the law limits the victim to seeking damages.

What should those damages be? The objective of giving the promisor an incentive to fulfill his promise unless the result would be an inefficient use of resources can usually be achieved by giving the promisee his expected profit on the transaction. If the supplier in the first example (buyer breach) receives his expected profit from making 10,000 widgets, he will have no incentive to make the unwanted 90,000. We do not want him to make them; no one wants them. In the second example (seller breach), if I receive my expected profit from dealing with the original seller, I become indifferent to whether he completes his performance.

In these examples the breach was committed only to avert a larger loss. But in some cases a party is tempted to break his contract simply because his profit from breach would exceed his profit from completing performance. He will do so if the profit would also exceed the expected profit to the other party from completion of the contract, and hence the damages from breach. So in this case awarding damages will not deter a breach of contract. It should not. It is an efficient breach. Suppose I sign a contract to deliver 100,000 custom-ground widgets at 10¢ apiece to A for use in his boiler factory. After I have delivered 10,000, B comes to me, explains that he desperately needs 25,000 custom-ground widgets at once since otherwise he will be forced to close his pianola factory at great cost, and offers me 15¢ apiece for them. I sell him the widgets and as a result do not complete timely delivery to A, causing him to lose $1,000 in profits. Having obtained an additional profit of $1,250 on the sale to B, I am better off even after reimbursing A for his loss, and B is also better off. The breach is therefore Pareto superior. True, had I refused to sell to B he could have gone to A and negotiated an assignment to him of part of A’s contract with me. But this would have introduced an additional step, with additional transaction costs—and high ones, because it would be a bilateral-monopoly negotiation.

Could not the danger of deterring efficient breaches of contract be eliminated simply by redefining the legal concept of breach of contract so that only inefficient terminations counted as breaches? No. Remember that an important function of contracts is to assign risks to superior risk bearers. If the risk materializes, the party to whom it was assigned must pay. It is no more relevant that he could not have prevented the risk from occurring at a reasonable, perhaps at any, cost than that an insurance company could not have prevented the fire that destroyed the building it insured. The breach of contract corresponds to the occurrence of the event that is insured against.

Consider now the case in which the expectation loss—the loss of the expected profit of the contract—exceeds the reliance loss—the expense that the victim of the breach incurred in performing his side of the contract. The seller agrees to sell a machine for $100,000, delivery to be made in six months. The day after the contract is signed he defaults, realizing that he would lose $5,000 at the contract price. The buyer’s reliance loss—the costs he has irretrievably incurred as a result of the contract—is zero, but it would cost him, let’s assume, $112,000 to obtain a substitute machine. So $12,000 is his expectation loss. Why should he be allowed to insist on a measure of damages that gives him more (by $12,000) than he has actually lost? Because awarding the reliance loss would encourage inefficient breaches. The net gain to the buyer from contractual performance, $12,000, would have exceeded by $7,000 the net loss to the seller, so by making the buyer’s net expected gain the cost of breach to the seller we discourage an inefficient breach.

What if the reliance loss exceeds the expectation loss? In Groves v. John Wunder Co.,2 the defendant as part of a larger deal had agreed to level land owned by the plaintiff. He willfully failed to carry out his agreement. The cost of leveling would have been $60,000, and the value of the land, after leveling, no more than $12,000—the Great Depression of the 1930s having begun after the contract was signed. The court awarded the plaintiff $60,000, reasoning that he was entitled to get the performance he had contracted for and that it was no business of the defendant whether, or how much, his performance would have made the plaintiff’s property more valuable. Yet it was not a case, familiar to us from our discussion of just compensation in Chapter 3, in which value and market price were different. The land in question was a commercial parcel, and if the plaintiff had wanted the performance rather than the $60,000 he would have brought an action for specific performance. He did not bring such an action and, even more telling, did not use the money he won from the defendant to level the land.3 The measure of damages used by the court, had it been known to the defendant from the start, would have made him indifferent between breaking his promise to level the land and performing the promise, whereas efficiency dictated breach—the $60,000 worth of labor and materials that would have been consumed in leveling the land would have bought less than a $12,000 increase in value.4

It is true that not enforcing the contract would have given the defendant a windfall. But enforcing the contract gave the plaintiff an equal and opposite windfall, in the form of a cushion, which almost certainly the parties had not intended, against the impact of the Depression on land values. Since the plaintiff, as the owner of the land, rather than the defendant, a contractor, would have enjoyed the benefit of any unexpected increase in the value of the land, the parties, had they thought about the matter, would probably have wanted the plaintiff to bear the burden of any unexpected fall in that value as well.

The expectation measure may better approximate the victim’s actual economic loss than the reliance measure, as well as produce better incentives. In long-run competitive equilibrium, the total revenues of the sellers in a market are equal to their total costs; there is no “profit” in an economic sense but merely reimbursement of the costs of capital, of entrepreneurial effort, and of other inputs, including the marketing efforts that led up to the contract. All these items of cost are excluded by the reliance measure of damages, which will tend, therefore, to understate the social costs of breach. Even if the breach occurs before the victim has begun to perform, he may have incurred costs (especially precontractual search costs, but these are not recoverable as damages—they are difficult for the other party to estimate in advance and often difficult to assign to a specific contract). Suppose the victim has not incurred any costs before performance begins, so that until then his reliance costs are zero. Then if reliance costs were the exclusive measure of damages, parties could walk away from their contracts whenever a contract was still executory. Except in special situations, it is unclear what the social gain would be from such a “cooling off” period, and there may be a social loss as a result of uncertainty and an increase in the number of transactions.

The expectation measure is not perfect. By giving the performing party a guaranteed profit, as it were, on what in the usual case will be a more or less risky venture—guaranteed, that is, should the other party break the contract—the expectation measure can induce overreliance by the performing party, just as any form of business insurance will tend to induce the insured to relax his efforts to avoid the hazard insured against. In principle this problem could be solved by “anti-insurance,” whereby the parties would agree that in the event of a breach the promisor would pay the damages to a third party (the “anti-insurance” company) rather than to the promisee. This would give the promisee the right incentive to economize on reliance and to assist in rather than obstruct performance by the promisor. As compensation for granting its damages right to the anti-insurance company, the promisee would receive from that company in advance a payment equal to the expected value of that right.5 But that expected value would often be difficult to estimate, and bringing a third party into the picture would complicate matters further. Requiring that reliance damages be reasonable and allowing liquidated-damages clauses in contracts, a requirement and a permission that are part of existing law, may be adequate alternatives to anti-insurance.

The application of the expectation measure raises still other questions. Compare the following cases: (1) A tenant defaults and the landlord promptly rents the property to another tenant at a rental only slightly below that of the defaulting tenant. In a suit against the defaulting tenant for the rental due on the balance of the lease, should the landlord be required to deduct the rental of the substitute tenant? (2) A manufacturer receives an order for 1,000 widgets from X, but X refuses to accept delivery, and the manufacturer resells the widgets to Y at a price only slightly lower than what X had agreed to pay. In a suit against X for the profits that were lost on the sale, should the manufacturer be required to deduct the profits he received on the substitute sale to Y?

The law answers yes in the first case and no in the second, and these answers are correct from an economic standpoint. The landlord’s output is fixed in the short run; he cannot add a room just because one more family wants to rent from him. The rental that he receives from the substitute tenant in the first case is thus a gain enabled by the breach of contract by the first tenant,6 and his true loss is therefore the difference between the two rentals.7 But a manufacturer can usually increase his output slightly even in the short run. X’s default did not enable the manufacturer to obtain a profit from selling to Y; for if X had not defaulted, the manufacturer could still have supplied Y with 1,000 widgets. The profit on the sale to Y is a gain that the manufacturer would have obtained regardless of the default, so his true loss is the entire expected profit from the sale to X.

That profit may be difficult to estimate. It is the difference between the contract price and the cost of performance to the seller, but what is that cost? Two kinds of cost must be distinguished: fixed and variable. Fixed costs (sometimes, but, as we are about to see, misleadingly, called “overhead costs”) do not vary with the amount produced; variable costs do. Virtually all costs are variable in the long run, but in the case of a contract to be performed in a relatively short time, the long run can be ignored. And in the short run such costs as rent, insurance, (some) taxes, officers’ salaries, and interest on long-term debt are fixed. Since they won’t be saved if the seller does not make this particular sale, they should not be subtracted from the contract price to determine how much worse off the seller is as a result of the breach. Suppose the contract price is $11 per widget, the seller’s variable costs are $6, and his fixed costs are $4. The breach will cost the seller $5 (the contract price minus the variable costs), not $1, for he will still incur the $4 in fixed costs that he allocated to the sale for accounting purposes. But we must be careful that the fixed costs are really fixed. Suppose that had the contract not been made, the seller would have closed down and by doing so have eliminated all his costs (this assumes that he would not have had any residual obligations for taxes, pensions, rental, or interest). Then all he would have lost by the breach would have been $1; by the same token, all he would have gained from completing the contract would have been $1. In this example, overhead costs such as salary really are variable costs.8

To measure the variable costs of performing a contract, it is tempting simply to divide the company’s total costs (after subtracting its fixed costs) by its total output to get an average variable cost, and to assume that to be the cost the seller would have incurred in making the additional widgets required to fulfill the contract. But probably it would have cost him more. Ask yourself why the seller doesn’t produce more widgets than he does. The likeliest answer is that producing more would encounter diseconomies of scale that would force his unit costs above the market price. For example, he might have to hire additional workers, paying them higher wages to bid them away from their existing employers. And he might incur such higher costs not only on his incremental output but on his entire output—if he offered higher wages to new workers to lure them from their present employers he might have to offer the same higher wages to his existing workers if his paying a higher wage to new workers raised the overall wage level in the market. Because of such consequences of increasing production, an apparently lucrative contract thus might give the seller only a modest profit.

This is shown in Figure 4.1. The seller is assumed to have only variable costs, so that AC is its schedule both of average variable and average total costs. MC is its schedule of marginal costs. If as in the figure marginal cost is rising, average variable cost will be rising too, but more slowly, because the increase in total costs from moving to successively higher outputs is being averaged over the firm’s entire output. The lost sale would have expanded the firm’s output from q0 to q1, causing its average costs to rise from ac0 to ac1. If damages for the lost sale are determined by subtracting from the contract price (q1−q0) × ac0 (a known figure), rather than (q1−q0) × ac1 (a hypothetical figure based on a sale that was not made), the firm will be overcompensated for the breach. (Marginal cost and other cost concepts are discussed more fully in Chapters 9 and 13.) But the change in cost brought about by a new contract is apt to be small when the contract contemplates a proportionately small increase in the firm’s output (in Figure 4.1 the proportion is large). As to such contracts, the firm’s average variable cost before the contract is performed is probably a reasonable approximation to the actual cost of performing the contract.
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All the talk in this section about lost “profits” may suggest to some readers that all sellers are monopolists. A competitive firm sets its price equal to its marginal cost; it has no “profit” to lose if one of its sales falls through. But outside of a few highly organized markets such as those for farm produce and financial instruments, a firm, because of a locational advantage or a product that is particularly appealing to some buyers, will ordinarily be able to charge a price slightly above its marginal cost without seeing its sales go to zero. The state of affairs in which a market contains many firms each with a slight amount of monopoly power, in the sense of being able to maximize its profits by charging a price in excess of its marginal cost, is called “monopolistic competition.”

But even the firms in a fully competitive, rather than monopolistically competitive, market have fixed costs and so must charge a price in excess of their marginal cost. The expectation measure of damages does not presuppose monopolistic competition, but only that the firm has some fixed costs. The expectation measure measures the contribution to fixed costs that the sale would have made had it gone through. If the seller is a monopolist, however, its sales prices will contain a monopoly return. In such a case it can be argued that the expectation measure is too generous because it may induce the buyer to forgo an efficient breach, since in deciding whether to break the contract the buyer will compare with his costs of performance not the social cost of the breach but a prospective damages judgment inflated by monopoly rents.9

Now for a problem in buyers’ damages. A contracts with B to sell 1,000 widgets for delivery on January 11, 2006, at a price of $1 per widget. On July 11, 2005, A tells B that he is not going to be able to sell him the widgets. Anticipatory repudiation is a breach of contract and entitles B to look elsewhere for the widgets. (We encountered anticipatory repudiation in the earlier widget hypothetical.) On the day of the breach the price of widgets is $2. B could go into the market and “cover” by signing another forward contract (that is, a contract for future delivery—on January 11, 2006) for 1,000 widgets, and then his damages would be $1,000, assuming the current and forward prices are the same, $2, on the date of cover. Instead, B waits until January 11 and on that day buys 1,000 widgets for immediate delivery at the then price of $3 per widget, thereby losing $2,000. Should he be able to collect the larger loss? He should not (the answer in economics and also in law).10 For suppose the market price had fallen between July and January below the contract price, say to 50¢. Allowing B to wait enables him to gamble at no risk. No matter how high the price of widgets shoots, he is protected because the contract places a ceiling on his expense. But if the price falls below the contract price, he gets to keep the difference. The parties could not have intended this. Their contract shifted the entire risk of price changes, not just the risk of a price increase, from B to A by fixing the price of widgets for future delivery.

A forward contract is a good example of the risk-shifting function of contracts, but an even better example is the futures contract.11 It has the same general form as a forward contract except that normally delivery is not contemplated (only 1 or 2 percent of all futures contracts result in an actual delivery). Futures contracts traditionally were used mainly in connection with agricultural commodities and metals, whose prices are volatile.12 Suppose a grain elevator has a stock of grain that its customers will not need for another six months. If the elevator does not want to bear the risk of price fluctuations over this period, it can sell a futures contract that promises delivery at a fixed price in six months (say $3 a bushel). When the six months roll around, the elevator will sell the grain at the market price, which let us say is now only $1 a bushel, and at the same time it will cancel its futures contract by buying an identical contract for immediate delivery at $1. The latter transaction will net it $2 a bushel (the profit on its futures contract), which will exactly offset its loss from having to sell its grain for only $1 a bushel rather than $3.

The advantage of a futures contract over a forward contract is that a seller need not, in order to hedge against a price drop, go out and find someone who actually wants to commit to taking delivery of his goods in six months. He just has to find someone who thinks the price will rise. Futures contracts thus increase the scope for speculation. And speculation both facilitates hedging and, by giving people (speculators) a stake in forecasting prices correctly even though they are not involved in producing or consuming the commodity traded in the market, increases the amount of price information in the market. Cf. §3.4 supra.

Nowadays many futures contracts are financial rather than commodity futures: They are speculations on the future prices of foreign currencies, stocks, bonds, and other financial instruments. They are part of the world of derivative securities and are discussed in Chapter 16, where we’ll see that credit-default swaps turn out to be a speculative contract as well as a form of credit insurance.

§4.11  Consequential Damages

An important question of buyers’ damages is whether the buyer can get what are called consequential damages for the seller’s breach. (Buyers are more likely than sellers to incur consequential harm, as sellers can usually sell their product to someone else if the originally intended sale falls through.) The common law’s traditional hostility to consequential damages in contract cases is epitomized by the famous case of Hadley v. Baxendale.1 Consider the following variant of the facts in that case. A commercial photographer purchases a roll of film to take pictures of the Himalayas for a magazine. The cost of developing the film is included in the purchase price. The photographer incurs heavy expenses (including the hire of an airplane) to complete the assignment. He mails the film to the manufacturer, but it is mislaid in the developing room and never found.

Compare the incentive effects of allowing the photographer to recover damages for the full consequences of the breach and limiting him to recovery of the price of the film. The first alternative creates insufficient incentives to avoid similar losses in the future. The photographer will take no precautions; he will be indifferent between the successful completion of his assignment and the receipt of compensation for its failure. (This is a slight exaggeration because it ignores his litigation costs.) The manufacturer of the film will probably take no additional precautions either; he cannot identify the films whose loss would be extremely costly, and unless there are many of them it will not pay to take additional precautions on all the films he develops. The second alternative, in contrast, should induce the photographer to take precautions that turn out to be at once inexpensive and effective: using two rolls of film or requesting special handling when he sends the roll in to be developed.

The general principle is that if a risk of loss is known to only one party to the contract, the other party is not liable for the loss if it occurs. This principle induces the party with knowledge of the risk either to take appropriate precautions himself or, if he believes the other party might be the more efficient preventer or spreader (insurer) of the loss, to reveal the risk to that party and pay him to assume it. Incentives are thus created to allocate the risk in the most efficient manner.2 But there are grounds for concern that even if the seller is the superior bearer of the risk in question, the buyer may be afraid to disclose the risk to the seller and ask him to assume it because the information conveyed about the buyer’s vulnerability might lead the seller to charge a higher price.3

The rule of Hadley v. Baxendale is commonly stated in terms of the “foreseeability” of the buyer’s consequential harm. But the word, much favored in the law though it is, is maddeningly vague. Go back to the case of the commercial photographer: The developer of the film, though he doesn’t know the consequences of losing or spoiling it, knows that such losses can occur. It is just that the buyer, though unable to prevent breach, is in a better position than he to avoid its consequences. The rule of Hadley v. Baxendale thus resembles the rule of tort law (not universally adopted) that an accident victim will not be allowed to recover damages that he could have avoided by fastening his seat belt. He could not have avoided the accident by doing so, and therefore the injurer’s liability is not affected; but the extent of his injury is.4

The rule is not applied to cases in which the consequential harm consists of the profits lost as a result of the breach. Suppose I offer you $140,000 for a house that has a market value of $150,000; you accept the offer but later break the contract, and I sue you for $10,000, my lost profit. You would not be permitted to defend on the ground that you had no reason to think the transaction was such a profitable one for me. Otherwise it would be difficult for a good bargainer to collect damages unless before the contract was signed he had made disclosures that would reduce the advantage of being a good bargainer—disclosures that would prevent the buyer from appropriating the gains from his efforts to identify a resource that was undervalued in its present use. This is just an application of the principle of Laidlaw v. Organ in a damages setting.

§4.12  Penalties, Punitive Damages, Liquidated Damages, Forfeitures, and No-Modification Rules

Sometimes a contract will specify the damages to be awarded if there is a breach (as with demurrage); and if the specification is a reasonable ex ante estimate of the likely damages from breach it will be enforced under the rubric of “liquidated damages” even if the actual damages turn out to be less or more. But if it is plain from the beginning that the specification is intended to give the victim of the breach much more than he could expect to lose as a result of the breach, it is a penalty clause and is unenforceable. The name is well chosen; the imposition on a violator of a cost in excess of the actual damage caused by the violation is, as we shall see in Chapter 7, the essence of a penal sanction.

It might seem obvious that the law would not—and in fact American law does not—enforce penalty clauses in contracts. A penalty would deter efficient, as well as inefficient, breaches by making the cost of the breach to the contract breaker greater than the cost of the breach to the victim. It would also create a bilateral monopoly. A penalty creates a bargaining range; the promisor has more to lose from nonperformance (the penalty) than the victim has to gain from performance (the net value of the contract to him, equal to simple compensatory damages), so any point between these two figures is a price for excusing nonperformance that will make both parties better off. Also a penalty might induce the prospective victim to provoke a breach, since he would profit from it. These are good reasons for not awarding punitive damages for breaches of contract, at least in general (possible exceptions are discussed below). But they are not good reasons for refusing to enforce voluntarily negotiated penalty clauses; they would not be included in contracts—not often, anyway—unless the parties expected the gains to outweigh the costs we have just identified. And they might. Suppose I know that I will honor my contracts, but I find it difficult to convince others of this fact. By signing a penalty clause I communicate credible information about my own estimate of my reliability—information useful in determining on what terms to do business with me.1

Another reason for a penalty clause is to compensate the seller for a high risk of default. Suppose defaulting buyers will often be insolvent or otherwise unable to cover the seller’s full damages. Then the “windfall” recovery of a penalty in some cases will, by offsetting losses incurred in others, enable sellers to take greater risks and charge lower prices. A penalty clause also makes economic sense if there is some probability that a breach will go undetected—for example, if the seller could plausibly blame the buyer for the failure of the seller’s product to perform as intended. Without a penalty clause the seller’s expected damages liability will be less than the buyer’s actual damages and there will be too many breaches.

A possible though speculative economic explanation for the judicial refusal to enforce penalty clauses is that they might lead to an increase in contract suits without any clearly offsetting gain. This suggestion may seem paradoxical, since the heavier the sanction for a breach of contract the less likely a breach is. But insofar as penalty clauses enable contracts to be made by persons who are otherwise at too great a risk of defaulting to be attractive contracting parties, the increased deterrence of breach may be offset by an increased number of contracts.2 The moral hazard problem—the promisee has more to gain from breach than from performance when there is a penalty clause in the contract, and so he may try to provoke a breach—may also offset the effect of a penalty clause in deterring breaches.

Furthermore, a penalty clause discourages breach-averting contract modifications and renegotiations.3 Because contract liability is strict, a promisor may find himself in breach because he is unable, rather than merely unwilling, to fulfill his promise yet has no defense of impossibility or force majeure. Often in such a case the parties will agree to modify the contract, with appropriate compensation for the promisee. Modification is less likely when there is a penalty clause because the clause raises the price that the promisee will demand for letting the promisor off the hook of the original contract. If a suit to enforce such a clause (assuming such clauses were enforceable) were very costly, the promisee would feel pressure to settle. But if enforcement is not costly (and it shouldn’t be, since the clause will specify a sum certain as the damages for a breach), the promisee may hold out for something very near the penalty, and the promisor may decide he might as well take his chances in court. As we shall see in Chapter 22, litigation may be very costly to the court system even when it is not to the parties—which is to say that litigants externalize some of the costs of litigation. To limit the externality, courts may refuse to enforce contractual provisions that make litigation more likely, unless there are strongly offsetting efficiencies.

In addition, penalties increase the risk of bankruptcy consequent on contractual default and by doing so increase the number and hence total cost of bankruptcies (resource costs, not just pecuniary transfers); and some of that cost is external to the parties, as we shall see when we discuss bankruptcy in Chapter 15. A related but macroeconomic argument against penalty clauses is that if they were common, this would increase the amplitude of the business cycle by making the number of bankruptcies in depressions and recessions even greater than it is.4

It has been argued that there are no real penalty clauses—that viewed ex ante, and setting aside cases of fraud or duress or other pathological failures in the contracting process, a so-called penalty clause merely compensates the promisee for an unusual risk of loss, such as an above-average likelihood of default by a high-risk promisor or the risk of an undetectable default.5 This is not true in the signaling case; the borrower who wants to convince the lender that he is creditworthy may agree to pay a penalty that exceeds the lender’s expected costs, merely to establish the borrower’s credibility. In most cases, however, it is true that the penalty clause does not overcompensate ex ante. The problems that we have discussed with penalty clauses derive from the fact that such clauses overcompensate ex post. If those problems increase the rate of litigation, they may explain, and conceivably even justify, the courts’ hostility to penalty clauses.

Three more arguments in favor of the enforceability of penalty clauses, however, may tip the balance against the common law rule forbidding them: (1) Contracts should be enforced according to their terms unless there are compelling, not merely conjectural, economic objections; (2) civil law systems enforce penalty clauses (while reserving the right to reduce the penalty—but not all the way down to the actual loss, which is to say the compensatory damages level—if it is grossly excessive) without the sky falling;6 and (3) enforcing penalty clauses would eliminate having to distinguish penalties from liquidated damages, which can be tricky. Consider “take or pay clauses,” common in the gas industry. They require the purchaser either to take the amount of gas that he has agreed to buy or to pay the price for that amount of gas even if he takes less, rather than just to pay the seller’s damages, which would be the difference between that price and the price at which the seller could resell the gas to another purchaser. Isn’t that overcompensation? Not necessarily. A contract for the supply of gas often entails heavy fixed costs for the supplier, such as building a gas line to the purchaser’s premises. Fixed costs cannot be avoided by a reduction in the amount sold as a result of the buyer’s breach. If they are a high percentage of total costs, the take-or-pay clause may not overcompensate the seller significantly.

It might seem that the law should require that every contract contain a liquidated damages clause, on the theory that the parties know better than the courts what the damages are likely to be. But this would be a mistake. The costs of estimating damages may be lower when the damages arise than much earlier, when the contract is signed. Under a regime of compulsory liquidated damages clauses, those estimation costs would be incurred in every contract negotiation rather than just in the small fraction of cases in which the contract is broken and a suit ensues.

A rule related to the prohibition of penalty clauses is the prohibition of awarding punitive damages for breach of contract. The rule makes sense, for remember that a breach of contract is rarely concealable; liability for breach is strict, so that many breaches are involuntary rather than willful, and even deliberate breaches may be efficient and therefore socially desirable rather than wrongful; compensatory damages can usually be calculated with a fair degree of accuracy; and potential victims of breaches of small contracts may be compensated in the contract price for not having a good legal remedy for breach. But it’s been argued that punitive damages should be awarded for a willful breach, because it reveals the promisor to be a “bad” person who should be punished.7 As long as the victim of the breach is fully compensated, however, the other party is not “bad”; he is merely exercising the option of breach, which contract law, according to Holmes, grants him. (We’ll return to Holmes’s option theory of contract in §4.16 infra.)

The principal exception to the law’s refusal to award punitive damages for even “willful” breaches of contract is an insurance company’s bad-faith refusal to honor the insurance contract. By “bad faith” is meant simply groundless; and if it’s groundless the insured has a solid claim for the insurance proceeds and can sue for them with excellent prospects for winning. Why then should he be allowed to obtain punitive damages to boot? It is not a good answer that “there are no efficient breaches in the insurance context; breaches of insurance contracts can only be opportunistic”;8 often there is genuine factual or legal uncertainty about the insurer’s duty to indemnify the insured. In some jurisdictions the result of the bad-faith rule is that insurers who do not consider themselves liable on the policy bring declaratory judgment suits to establish their nonliability. A better reason for the rule, though only in some cases, is that the insured may be highly dependent on prompt receipt of the insurance proceeds (for example, if his house has burned down), and this might enable the insurance company to drive a hard bargain in settlement negotiations. But this problem could be handled, as are other opportunistic breaches of contract, by the doctrine of duress, without need to award punitive damages.

Another end run around contract law that the courts allow is suing one’s doctor for the tort of professional malpractice rather than just suing for breach of the plaintiff’s contract with him. The reason may be that tort law is oriented toward cases involving a physical injury, and contract law is not. But this consideration is inapplicable when the malpractice suit is against one’s lawyer rather than against one’s doctor. The reason given for the tort remedy in that case is that the lawyer is a fiduciary of his client rather than merely a seller of services, and breach of a fiduciary obligation is a tort. It would be more forthright to say that a fiduciary duty is an implicit term of some contracts, rather than use the presence of such a duty to change a dispute arising out of a contract from a contract case to a tort case.

The common law, at the same time that it forbids penalty clauses and punitive damages, allows sellers to keep deposits and installment payments even if the result is to give the seller more money than any reasonable estimate of his damages. The Uniform Commercial Code has changed this policy of tolerance for forfeitures with regard to sales of goods. But the older rule persists in other cases, particularly cases involving land, although with an important limitation: A mortgagee who forecloses does not thereby become the owner of the property. If the property is sold at a foreclosure sale, the mortgagor is entitled to the excess (if any) of the sale price over the amount due on the mortgage.

Why are forfeitures treated more leniently than penalties? Enforcing a forfeiture doesn’t require a lawsuit; hence it is a cheaper remedy for the legal system to administer; the party subject to a forfeiture is normally the payor; the paying party is less likely to commit an involuntary breach than the performing party (and we don’t want penalties imposed for involuntary breach); and a forfeiture is unlikely to be ruinous, since it is limited to money already paid over by the party against whom the forfeiture is sought.

The common law refuses to enforce a contract clause that forbids the parties to modify the contract. (This might seem unrelated to penalties and forfeitures, but read on.) The “theory” is that the parties can always agree to delete the no-modification clause and, having done so, agree to modify the contract. But they can agree to do this only if the law forbids a binding no-modification clause. There are good reasons why parties might want to forbid modification—to protect against duress (remember how the seamen in Alaska Packers’ used duress to force a modification of their employment contract, though the modification was undone by the court). But serious problems would arise in cases in which failure to modify would impose crushing costs, if recontracting to permit modification were forbidden.

§4.13  Specific Performance

When a court decrees specific performance, this means that it orders the party that has broken the contract to perform, on penalty of being held in contempt of court if he does not.1 Logical as this remedy may seem, in Anglo-American law it is exceptional. As the dictum of Holmes quoted earlier suggests, the promisee must make do with damages2 unless they are very difficult to compute because there are no good market substitutes for the performance of the contract breaker. The exception has tended to swallow the rule in the case of contracts for the sale of real estate. If I have a contract to buy a house and the seller defaults, the estimation of damages may be very difficult, since, as we saw in §3.4 supra, I may value the house more than the market does. To remit a purchaser to damages in such a case might result in a systematic underestimation of the costs of a breach, since a court will perforce be guided by market price and be reluctant to credit the buyer’s unverifiable self-serving testimony concerning the idiosyncratic value of the house to him.3 And the market price may be difficult to determine because buildings are not a fungible product; the sale price of one house is often not a reliable indication of the market value of another, superficially similar, house.

Although the problem of valuation is avoided by decreeing specific performance, another problem is created. The fact that the seller defaulted may indicate that there is another transaction that would be worth more than completion of the contractually agreed-upon sale would be. The results of decreeing specific performance in such a case are not catastrophic; the seller can always pay the buyer to surrender the right to obtain specific performance and presumably will do so if a substitute transaction would yield a higher price. But the additional negotiation will not be costless. We are once again in the presence of bilateral monopoly, with a bargaining range bounded from below by the costs of the breach to the promisee and from above by the costs of performance by the promisor.4 But this is not a problem when specific performance is used to compel a property owner to convey the property in accordance with a contract of sale. There is no risk that specific performance will, if implemented, impose steep production costs to fulfill the contract, because the contract does not call for producing anything. This may be another reason why specific performance is routinely ordered in real-property cases.5

A further reason for preferring damages remedies to specific performance in general is that a damages judgment is, for the court, a one-shot deal. The court enters judgment and the sheriff goes and sells some of the defendant’s assets if the defendant refuses to pay the judgment voluntarily. But specific performance, like other equitable remedies, requires the court to keep the case on its docket until performance of the ordered undertaking is complete, so that if necessary it can respond to the plaintiff’s argument that the defendant is failing to perform in good faith.

§4.14  Self-Help, Contract Conditions, and Substantial Performance

Suppose a person buys an automobile on the installment plan, takes possession, but fails to complete his payments. The amount in default may be too small to warrant the costs of suit, although small-claims courts—used more by sellers than by buyers, be it noted—facilitate the collection of small contract claims. Instead the dealer may repossess the car, sell it, and remit the proceeds of the sale to the buyer minus the costs of sale and the amount due the dealer on the contract. Were the dealer allowed to keep the entire proceeds, this would be a forfeiture and is no longer allowed.

Should it matter whether the dealer resells the car at retail or at wholesale? It might seem that since retail prices are higher than wholesale prices, the dealer should be required for the buyer’s sake to sell at retail. But the law rightly does not require this. Since retailing and wholesaling are competitive industries, both the retail and the wholesale price of a good should be equal to the cost of selling it. The retail price will be higher only because the costs of retailing are greater than the costs of wholesaling. The net proceeds to the owner of the good sold should be the same.

The right of repossession can be restated in the language of “conditions,” an important concept in contract law. The buyer’s right to compel the seller to perform a contract to sell him a car is conditional on the buyer’s paying the seller in full for the car. If the buyer breaks the contract the seller is entitled to cancel his performance and thus retake the car. If the buyer defaulted before the car was delivered, the seller could invoke the doctrine of conditions as a ground for refusing delivery. But he could not keep the money that the buyer had already paid him on the contract of sale. The payments might greatly exceed the seller’s damages from the breach, in which event the self-help remedy would deter efficient breaches.

Buyer’s self-help,1 however, normally is unproblematic. B orders widgets from A, but when they arrive and are inspected, B realizes they’re defective and sends them back. This is a cheaper remedy, socially as well as privately, than B’s keeping the widgets and suing A for damages, or even selling them on A’s account. A presumably has a better sense of what to do with the defective widgets than B (repair them, scrap them, sell them to someone else as “seconds,” etc.).

But is this approach consistent with the seller’s remedy when the buyer breaks the contract (§4.10 supra)? There we saw that the seller is allowed to sue for the contract price once he’s delivered the goods to the buyer, in effect forcing the buyer to buy them, on the theory that once the buyer has the goods it is probably cheaper for him to resell them (it is assumed that he doesn’t want to keep them) than for the seller to do so. The difference between that and the case of seller’s breach is that in the latter case we don’t want to impose on the buyer the burden of having to resell the goods (to mitigate his damages) and sue the seller for his damages, presumably including the transaction costs of reselling that he incurred. Instead we let the buyer return the goods; his damages will usually be zero or slight, and the total transaction costs involved in remedying the breach will probably be no smaller.

If B fails to inspect the goods when they arrive and as a result doesn’t discover the defects until much later, he may be deemed to have accepted the goods and will have to pay for them. This may seem a pointless requirement, since the law allows B to sue for A’s breach of warranty in supplying defective goods, notwithstanding acceptance. But the longer B delays in returning the goods, the more the goods will have depreciated—the more costly, in other words, the buyer’s self-help remedy will be to the seller.

Now suppose you contract for the construction of a house, and when the day arrives for the builder to turn over the completed house to you, you notice that the house does not comply with all the specifications in the contract. Should you be allowed to refuse the tender, although you have not yet paid anything toward the price of the house? Again the key issue is the relation between the cost of your self-help remedy to the builder and the damages to which you would be entitled if you had sued instead. Suppose that because the house was custom-designed to your idiosyncratic tastes, its resale value is very low; the builder will incur a $50,000 loss if you are allowed to walk away from the contract, whereas the damages to which you would be entitled would come to only $1,000. Self-help is not an efficient remedy in this instance. Hence we predict (and find) that the law does not allow the promisee to avoid payment because of a minor breach by the promisor.2 The law implicitly compares the cost of the self-help remedy to the promisor with the promisee’s damages and refuses to allow self-help when the former cost substantially exceeds the latter. We can therefore expect self-help to be allowed more frequently in cases of fungible goods than in cases of customized ones.

Still, if there was a breach in the construction case, what should the remedy be? In Ruxley Electronics & Construction Ltd. v. Forsyth,3 the defendant had agreed to build a swimming pool for the plaintiffs that would be 7 feet 6 inches deep at its deepest point. After the pool had been built, the plaintiffs discovered that it was only 6 feet 9 inches deep at its deepest point and only 6 feet deep at the point where people would dive into the pool. The plaintiffs were awarded some damages, but less than the cost of rebuilding the pool to the contractually specified depth, which was what they had sought. That cost would have been disproportionate to the diminution in the market value of their property as a result of the breach. The diminution was found to be zero—a bit implausibly, but maybe the fact that the shallower pool would be cheaper to operate and maintain would, for most buyers, have offset the diminution of pleasure in its use.

Such diminution had not been an issue in Jacob & Youngs.4 The breach had been the installation of the wrong brand of water pipe. The pipe was concealed in the walls, and the wrong brand was just as good as the one that had been specified in the contract; so damages really were zero. But could the buyer have argued for another remedy? The contract may have specified a particular brand in order to curtail the builder’s discretion, because of a concern that any deliberate substitution might well be of an inferior brand.5 Or the buyer might have wanted the specified brand—and no other—for some idiosyncratic reason, which a court could not value. In both situations restitution of the builder’s profit from the substitution arguably would have been justified.6

A counterargument is that building contracts are understood by the parties to give the builder leeway to make substitutions in response to changes in the price and availability of the various components, and that the buyer is compensated for the builder’s freedom by being charged a lower price in exchange for giving the builder flexibility.7 The specifications in the contract are legally enforceable, so the buyer has a remedy in damages against a substitution that, whether or not approved by the architect (and there may not be an architect), reduced the value of the property.

Although the award of damages for loss of amenity in the Ruxley case seems the happy medium between zero and the cost of rebuilding, the assessment of such “subjective” damages, as already noted, is fraught with uncertainty. One of the judges in Ruxley used the economist’s concept of “consumer surplus” (see §1.2 supra) to sharpen the issue. The consumer surplus generated by the sale of a product is the area under the demand curve at the market price, minus the total cost (price times output) to the consumers. If the product is sold under competitive conditions, there is likely to be considerable consumer surplus, CS in Figure 4.2. It is a measure of the benefit that the consumers of the product, as a group, derive from being able to buy it at the competitive price. If swimming pools are sold in a competitive market, consumers will value the pools more than their price. That is, most consumers will. At the intersection of demand and price will be found the marginal consumer, who values the pool at just what it costs him; he obtains no consumer surplus.
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So the swimming pool that the plaintiffs in Ruxley wanted would probably, though for the reason just given not certainly, have conferred on them a nonpecuniary benefit in excess of its price. They did get a pool, so the real loss was the difference between the consumer surplus that the desired pool would have conferred and the consumer surplus that the substituted pool conferred. Unfortunately consumer surplus is very difficult to measure. One of its essential parameters, the demand curve, is a schedule of hypothetical rather than real prices. Moreover, consumer surplus is an aggregation of the subjective value (net of price) that all consumers derive from the product. The aggregate may be easier to determine than the surplus obtained by one of the consumers, the plaintiff in a suit. The downward slope of the demand curve signifies that the amount of surplus may vary greatly among consumers.

The court might have offered the plaintiffs in Ruxley a choice between its estimation of their subjective loss and the savings to the contractor from the breach. Suppose the “real,” unknowable subjective loss is $500, the savings to the contractor from having broken the contract are $400, and the damages that the court will award for the plaintiff’s subjective loss are only $300. A contractor who correctly foresees the outcome of a suit will know that he can “earn” $100 by the breach. This contractor’s temptation to break his promise can be discouraged by the court’s offering the plaintiffs the alternative that I have suggested ($400 in the example). That seems a better solution than the draconian remedy of awarding the cost of rebuilding, a remedy that fails to consider the inevitability of minor breaches of building contracts. The contractor’s profit is a second-best remedy, however, because it assumes that there is no loss of consumer surplus. It is a restitutionary remedy designed to deter fraud rather than to compensate a buyer fully for a loss.

§4.15  Implied Contracts

A doctor chances on a stranger lying unconscious on the street, treats him, and later demands a fee. Has he a legal claim? The law answers yes. The older legal terminology spoke of an implied contract between the physician and the stranger for medical assistance. This idea has been attacked as a fiction, and modern writers prefer to base the physician’s legal right on the principle of unjust enrichment. This term smacks of morality, but the cases are well explained in economic terms. (The law uses moral language mainly because it supplies a familiar vocabulary in which to discuss duties and entitlements. To take it literally is a common source of mistakes in legal analysis.) The concept of an implied contract is a useful shorthand for an economic approach; it underscores the continuity between issues in express contracts and the issues nowadays treated under the rubric of unjust enrichment.1

In the case of the doctor, the costs of a voluntary transaction would be prohibitive. The reason is incapacity. In other cases it might be time (for example, the stranger is conscious but bleeding profusely, and there is no time to discuss terms). In such cases, the law considers whether, had transaction costs not been prohibitive, the parties would have come to terms, and if so, what (approximately) the terms would have been. If a court is reasonably confident both that there would have been a transaction and what its essential terms would have been (that the doctor use his best efforts and that the patient pay the doctor’s normal fee for treatment of the sort rendered), it does not hesitate to write a contract between the parties after the fact. Note the analogy to maritime salvage.

Should it make a difference whether the defendant can prove that he was a Christian Scientist and would not, if conscious, have contracted for the doctor’s services? It should not—unless in the other cases of treating unconscious people doctors are given premiums to compensate them for the risk that the unconscious person doesn’t really want (and hence won’t be made to pay for) their services.

But now suppose that a man stands under my window, playing the violin beautifully, and when he has finished, knocks on my door and demands a fee for his efforts. Though I enjoyed his playing, I nonetheless refuse to pay anything for it. The court would deny the violinist’s claim for a fee—however reasonable the fee might appear to be—on the ground that, although the violinist conferred a benefit on me (and not with the intent that it be gratuitous), he did so officiously. Translated into economic terminology, this means he conferred an unbargained-for benefit in circumstances in which the costs of a voluntary bargain would have been low. In such cases the law insists that the voluntary route be followed—and is on firm economic grounds in doing so. There is no bilateral-monopoly because there is no negotiation.

Should it make a difference if the violinist had been hired by my neighbor and by mistake played under my window instead? Perhaps, since there is no deliberate market bypassing and a benefit has been conferred. And what if instead of playing his violin he mistakenly paid an installment of my mortgage?2 Since there is no problem in valuing the benefit, restitution should be awarded.

§4.16  The Option Theory of Contract Law Versus the Moral Theory

Many students of contract law believe that because a contract is a promise, breaking a contract, at least if done deliberately (remember that many breaches of contract are involuntary), is a wrongful act. Those who hold this view are apt to think that the remedies for breach of contract are inadequate.

But is it a sound view? We have seen that Oliver Wendell Holmes argued, in the spirit of positive economics, that when you sign a contract in which you promise a specified performance (supplying a product or providing a service), you buy an option to perform or pay damages. The option feature is particularly pronounced when the contract contains a liquidated-damages clause. You are promising that you will either perform or pay the amount specified in the clause. But the optional character of contract compliance is general: As long as you pay the damages awarded by the court in the promisee’s suit for breach of contract, whether they are specified in the clause or computed according to the principles of contract damages, no blame can attach to your not performing, even if it was deliberate—even if, for example, you did not perform simply because someone offered you more money for the product or service that you had undertaken to supply in the contract, and you lacked the capacity to supply both the promisee and the new, more necessitous customer. You have not really broken your promise, because what you promised (though that is not how the contract will have been worded) was either-or: not performance but either performance or compensation for the cost of nonperformance to the other party to the contract.

The option theory is thus a “no-fault” theory of contract law. As such it explains why such remedies as punitive damages and restitution are rarely awarded in contract cases. Restitution is normally awarded when the law wants to deter the defendant’s conduct rather than just make him internalize its costs. In a copyright case, for example, the infringer may be the more efficient exploiter of the copyrighted work, but, if so, limiting the owner of the copyright to compensatory damages would create a regime of compulsory licensing. Anyone who thought himself the more efficient producer could infringe with impunity, treating the damages that he would owe the copyright owner as a licensing fee. Restitution of the infringer’s profits, by making the infringement worthless to him, forces the would-be infringer to negotiate with the copyright owner, thus preserving the property-rights regime of copyright law. But to award restitution in contract cases (other than in cases of rescission, where the object is to return the parties to their precontractual position, which may require one of the parties to give up a benefit it received from the other) would create a property right in the enforcement of a contract; and that would give rise to a bilateral-monopoly problem. The promisor who had a superior opportunity could not avail himself of it (more precisely, could obtain no profit from seizing the opportunity) without a negotiation with the promisee. The problem is less acute in copyright cases, where often there are multiple potential infringers who, if prevented from keeping profits from infringement, will instead compete for obtaining a license from the copyright owner.

That the victim of a breach of contract can sometimes obtain specific performance—injunctive relief—does not contradict the no-fault theory of contract law. Injunctive relief is possible only when the “remedy at law”—that is, damages—is unavailable. For in such a case the contractual undertaking loses its either-or character; instead of a promise of performance or damages, it is a promise of performance or (because damages are unavailable) nothing, and that is not a choice the promisee would have agreed to. In contrast, a general entitlement to specific performance would indeed make contract law fault-based. A court would be unwilling to command a nonperforming party to perform, on pain of civil and criminal contempt and potentially astronomical fines if he did not, without considering whether the costs to him of performing would exceed the benefits to the other party. And a general entitlement to specific performance would thwart some efficient breaches. If A breaks his contract with B to sell to C because C will pay more than the harm (equals damages) to B from the breach, the breach increases the social product: B is no worse off, and A and C are both better off. But if B is entitled to specific performance, A cannot sell to C without paying B to agree to terminate A’s contract with him, creating a situation of bilateral monopoly.

The option theory of contract implies that liability for breach of a contract is strict, that is, that the victim of the breach need not prove fault by the contract breaker (another reason why specific performance can’t be the standard remedy for breach). For the option theory is a no-fault theory. The promise is to perform or pay damages, and so if you choose not to perform—even if you are prevented from performing by circumstances outside your control—you must pay damages. It wouldn’t make sense to excuse you just because the cost of performance would exceed the benefits; for that would make the option nugatory.

Another way to put this is that an option has an insurance component. If you promise me either performance or compensation in lieu of performance, you are insuring me against the consequences of your nonperformance. As Holmes explained, “the consequences of a binding promise at common law are not affected by the degree of power which the promisor possesses over the promised event.…In the case of a binding promise that it shall rain to-morrow, the immediate legal effect of what the promisor does is, that he takes the risk of the event, within certain defined limits, as between himself and the promisee. He does no more when he promises to deliver a bale of cotton.”1 You will make such a promise—grant me such an option—if you are the cheaper insurer against the risk of nonperformance. Strict liability for nonperformance reduces transaction costs by optimizing risk bearing, the function performed in the tort setting by formal liability insurance.

A settled doctrine of the common law of contracts is the duty of good faith in the performance of a contract, and that duty may seem to inject a moral element into contract law. Actually it’s a response to the fact noted at the outset of this chapter that performance by the parties to a contract often is not simultaneous and that as a result one party will frequently find itself at the mercy of the other during the course of performance—the other will have a temporary monopoly. The fact that the law uses moral terms like “good faith” doesn’t mean that legal duties are moral duties. The law uses moral language mainly, as noted earlier, because it supplies a familiar vocabulary in which to discuss duties and entitlements.

The best-efforts duty read into exclusive-dealing contracts is a parallel example: The exclusive gives the dealer a monopoly of the product during the life of the contract, and the best-efforts obligation prevents him from exploiting it. The duty of the victim of a breach of contract to mitigate his damages is similarly explicable in monopoly terms. A breach creates a bilateral monopoly: The parties would prefer to settle the victim’s legal claim, but they can do so only by transacting with each other. The victim of the breach would like the damages that he has not yet incurred to mount up because that will increase the other party’s maximum settlement offer. The duty to mitigate damages prevents the victim from exploiting his temporary, contract-conferred monopoly.

In short, the legally enforceable contract duty of “good faith” is just a duty to avoid exploiting the temporary monopoly position that a contracting party will sometimes obtain during the course of performance. There is no general duty of good faith in contract law and so no need to go outside economics to explain the doctrine. If you offer a low price for some good to its owner, you are not obliged to tell him that you think the good is underpriced—that he does not realize its market value and you do. You are not required to be an altruist, to be candid, to be a good guy. You are permitted to profit from asymmetry of information. If you could not do that, the incentive to discover information about true values would be blunted. (It is an example of the traditional economic paradox that private vice can be public virtue.) And if through no fault of his own the other party to your contract cannot perform his duties under the contract, you are not obliged to forbear to enforce your rights, even if the result of your hardheartedness is to force him into bankruptcy. You may want to forbear, in your self-interest, because creditors don’t usually do well in bankruptcy. But if forbearance were required by the law, interest rates would be higher because creditors’ rights would be diminished.

The mention earlier in this section of restitution provides apt occasion for introducing the concept of “unjust enrichment”—another example of the law’s use of moral language that can be made more perspicuous by economic analysis. Restitution is the standard remedy for “unjust enrichment,” which has a broader meaning than just profiting from one’s violation of someone else’s rights. Suppose you receive a check in the mail and, although it is made out to you, this is obviously the result of a mistake. If you cash the check and keep the proceeds, you are said to be unjustly enriched, and the intended recipient of the money can sue you for restitution. The injustice is simply the disproportion between the mistake and the consequences if you are allowed to keep the money. The inconvenience to you of returning it is slight relative to the costs of never making a mistake. People would take excessive care were there no limits on a person’s right to take advantage of someone else’s mistake. Note the analogy to the limits on the rights of finders (§3.12 supra).
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        Problems

 1.    Suppose that courts, in determining the rights and duties of parties to contracts, do not use the criterion of efficiency to guide their decisions, but instead some noneconomic criterion of fairness. What effect would their decisions have on the process of exchange?

 2.    Paradine v. Jane, Alleyn 26, 82 Eng. Rep. 897 (K.B. 1647), was an action for rent by a landlord. The lessee’s defense was that he had been dispossessed by the army of Prince Rupert, an invader. As a matter of economics, should the court have accepted this defense?

 3.    Discuss the following propositions:

 

        (a)   Reliance rather than expectation damages are the proper measure of damages for breach of contract in cases (for example, mistake) where there was no actual meeting of minds.

        (b)   Reliance loss corresponds in general to short-run variable cost, expectation loss to long-run variable cost (cf. §10.7 infra).

 

 4.    Why isn’t it rational never to pay one’s debts, and instead always put the creditor to the cost of collection proceedings, on the theory that he will compromise the debt rather than incur those costs? See Arthur Allen Leff, Injury, Ignorance, and Spite—The Dynamics of Coercive Collection, 80 Yale L.J. 1 (1970).

 5.    If insurance is an important function of contracts, which contract remedies perform this function best (and worst), and should the winning party be entitled to have his legal fees paid by the loser?

 6.    A pays $100 for a ticket to a Super Bowl game. Through some mix-up caused by the ticket broker, the ticket is never delivered to A, and he misses the game. He would have paid $10,000 for the ticket. Assume that the mix-up was not avoidable at reasonable cost by the broker but that he has broken his contract. What should A’s damages be? See Samuel A. Rea, Jr., Nonpecuniary Loss and Breach of Contract, 11 J. Legal Stud. 35 (1982).

 7.    Section 3 of the Harter Act, 46 U.S.C. §192, provides:

         If the owner of any vessel transporting merchandise or property to or from any port in the United States of America shall exercise due diligence to make the said vessel in all respects seaworthy and properly manned, equipped, and supplied, neither the vessel, her owner or owners, agents, or charterers, shall become or be held responsible for damage or loss resulting from faults or errors in navigation or in the management of said vessel.

Can you think of any possible economic function of this law?

 8.    Illegality (for example, a violation of antitrust law) is more likely to be a defense to the enforcement of an executory contract than to the enforcement of a partially executed one. Why the difference?

 9.    Is the requirement in promissory estoppel cases of reasonable reliance circular, on the theory that the reasonableness of reliance depends on the enforceability of the promise?

 10.    Evaluate the following argument: The Statute of Frauds, which requires that certain contracts be in writing and declares them unenforceable otherwise, is unnecessary and paternalistic, since either party can insist, as a condition of making the contract, that it be in writing. See Jason Scott Johnston, The Statute of Frauds and Business Norms: A Testable Game-Theoretic Model, 144 U. Pa. L. Rev. 1859 (1996); Eric A. Posner, Norms, Formalities, and the Statute of Frauds: A Comment, 144 U. Pa. L. Rev. 1971 (1996).

 11.    Should contracts between the government and private parties be governed by the same rules as fully private contracts? We saw in §3.6 supra that the public-use doctrine limits the power of government to make contracts for the sale of public property. No similar doctrine limits the contracting power of private owners of property. Is there an economic reason for the difference? Or for the rule that, while an agent’s apparent authority can bind his principal to a private contract negotiated by the agent, actual authority is required for a government agent to be able to bind the government to a contract negotiated by the agent? And is the case for prohibiting penalty clauses in contracts stronger or weaker in the case of government contracts? See Daniel R. Fischel & Alan O. Sykes, Governmental Liability for Breach of Contract, 1 Am. Law & Econ. Rev. 313 (1999). See also Abraham L. Wickelgren, Damages for Breach of Contact: Should the Government Get Special Treatment? 17 J. Law, Econ. & Organization 121 (2001).

 12.    Suppose A makes a substantial investment in obtaining a contract with B. B later breaks the contract, and A sues. Should A be able to claim damages for the loss of that investment (precontractual reliance)? See Lucian Arye Bebchuk & Omri Ben-Shahar, Precontractual Reliance, 30 J. Legal Stud. 423 (2001); Richard Craswell, Precontractual Investigation as an Optimal Precaution Problem, 17 J. Legal Stud. 401 (1988).

 13.    A and B make a written contract. Later A sues B claiming that during the negotiations B deliberately misrepresented the benefits that A would derive from the contract. A does not sue for breach of contract. He can’t; the parol evidence rule would bar a claim that promises made during the negotiations but not repeated in the contract should be deemed contractually binding. So A sues B in tort, charging fraud. The parol evidence rule is not a rule of tort law. But suppose the written contract had a clause stating that neither party was relying on any representations not embodied in the written contract. The “no reliance” clause (often called a “big boy” clause—can you explain why?), if valid, scotches A’s fraud suit because you cannot obtain damages for fraud unless you relied on the fraudulent representations, and A has disclaimed such reliance. So, though B is assumed to have acted wrongfully, A has no remedy either in contract or in tort if the “big boy” clause is enforceable. Should it be? See Extra Equipamentos e Exportação Ltda. v. Case Corp., 361 F.3d 359 (7th Cir. 2004).

 14.    In discussing insurance contracts, I said that “if an insurance company cannot attach a probability to a risk, it cannot calculate the correct premium to charge for bearing the risk.” And yet the insurance collective known as Lloyd’s of London is famous for insuring against genuine uncertainty (that is, a risk that cannot be quantified), for example, the risk to a concert pianist that he will suffer an injury to his hands that will terminate his career prematurely. There are too few concert pianists, and too many differences among them (for example, in the care they take to avoid an accident), to enable such a risk to be quantified. What then is the economic incentive to write such insurance?
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CHAPTER 5



FAMILY LAW AND SEX LAW1

The central institution of the family is marriage, a relationship that hovers uneasily at the border of contract. So a chapter on family law is a natural sequel to one on contract law, and the role of marriage law in channeling sexual and procreative activity makes economic analysis of the regulation of sexual activity a natural extension of economic analysis of the family. However, several topics within this broad area—rape, inheritance (which is largely familial), and sex discrimination (a topic inseparable from the family)—are deferred to later chapters.

§5.1    The Theory of Household Production

The economic analysis of the family is founded on the perception that the household is not merely a consuming, but more importantly a producing, unit in society. The food, clothing, furniture, medicines, and other market commodities that the household buys are inputs into the production of nourishment, warmth, affection, children, and the other tangible and intangible goods that constitute the household’s output. One of the critical inputs is not a market commodity at all; it is the time of the household members, in particular—in the traditional family—of the wife. (With homosexual marriage increasingly accepted, one can no longer confine analysis to heterosexual marriage; but I defer discussion of homosexual marriage to the last section of the chapter.)

The persistence of the family as a social institution suggests to an economist that it must have important economizing properties. What might these be? Economies of scale (for instance, from sharing a kitchen)? But these could be, and often are, achieved outside of marriage and in any event are often smaller than the costs of having to adapt one’s tastes, schedule, etc., to another person’s. A more important factor is the division of labor, yielding gains from specialization. In the traditional family the husband specializes in market employment that yields money income that can be used to purchase the market commodities needed as inputs into the final production of the household, while the wife devotes her time in part to processing market commodities (for example, groceries) into household output (for example, dinner) and in part to producing nonmarket services such as child rearing. By specializing in production for the market the husband maximizes the family’s money income with which to buy the market commodities that the family needs. By specializing in household production the wife maximizes the value of her time as an input into the production of the household’s overall output. This division of labor tends to maximize the total real income of the household by enabling husband and wife to specialize in complementary activities. It is the same principle that leads us to expect a person who works half-time as a doctor and half-time as a lawyer to produce less than one-half the total output of medical and legal services of two people of equal ability to his, one of whom is a full-time doctor and the other a full-time lawyer.

Gains from specialization are realized through trade. The specialized producer does not produce anywhere near the full range of goods and services that he would like to consume; and so he must trade his specialized output to other producers in order to obtain those goods and services. This can be seen most clearly in the marriage setting by focusing on the major “commodity” that marriage produces: children. Although many marriages are childless, only a small percentage, especially of first marriages, are childless by choice; and it is hard to believe that marriage would be a common institution if most people didn’t want children. Raising children requires an enormous amount of parental (traditionally maternal) time, especially in their early years, and a woman who is busy raising a child won’t have time to work in the market for the money she needs for complementary inputs (food, clothing, shelter, etc.). So she “trades” her work in the home for the husband’s work in the market; he “buys” her care of children that are his as well as hers.

The reasons why the primary market producer is likely to be the husband and the primary household producer the wife are twofold. First, to the extent that sex discrimination in the labor market depresses women’s market earnings relative to men’s, it makes household work relatively more attractive to the wife than to the husband. Second, insofar as women bear the children and are better adapted, probably for reasons of evolutionary biology, to child (especially infant) care, the wife’s costs of household production will be lower than the husband’s. Women who take time off from work to bear children and to take care of them as infants, even if they do this because it is efficient, will have lower average wages, even if there is no sex discrimination, when they return to the labor market. Their labor-market skills may have deteriorated through disuse, and not having expected to work continuously they would have invested less in their market human capital—their earning capacity. The lower wage they can expect as a result of this lesser investment will reduce the number of married women who return to the labor market. As women’s labor-force participation and wages have increased, husbands have increased their participation in household production, though there are still very few stay-at-home husbands, other than unemployed men whose wives have jobs.

How old-fashioned the traditional economic model of the household sketched above is coming to seem! We shall see that it has become important for women to hedge their bets on marriage by becoming established in the labor market, despite the resulting sacrifice of gains from specialization on the part of both spouses. The resulting reduction in the gains from marriage has been one of the factors reducing the marriage rate and increasing the divorce rate. Increasingly marriage is giving way to cohabitation; and especially among blacks and Hispanics, single-parent households are becoming the norm (invariably the single parent is the mother). The decline of traditional marriage is discussed further below.

While traditional marriage is a “partnership,” with a definite resemblance to a small business, there are important differences between business and familial organization. For example, the division of the marital income may not be determined by the relative value of each spouse’s contribution, as it would be in a business partnership, because of the altruistic relationship between the spouses—each may derive utility from the consumption expenditures of the other. A related point is that specific tasks within the modern Western marital household are not directed and monitored in a hierarchical, bureaucratic, or even contractual manner. Again the reason is altruism, a common substitute in marriage for the allocative and control mechanisms in a business firm. Altruism is the state in which the welfare of one person is a positive function of the welfare of another. If H loves W (with love interpreted as implying altruism toward the loved person), an increase in W’s happiness or utility will be felt by H as an increase in his own happiness or utility. A further point is that much of the consumption in a household is joint.

Though an efficient substitute for formal contracting, altruism it is not the solvent for every conflict in the marriage relationship.1 Even though H values W’s utility, he may not value it as highly as he values his own. Suppose the cost to W of doing one more hour of housework is 10 and the benefit as she perceives it is 8. And suppose that W’s utility enters into H’s with a discount factor of 50 percent, so the cost of that extra hour to him is only 5, and let us assume that the value of it to him is 9. So H has a net gain of 4 from the extra hour of her work and W a net loss of 2. In the market we would expect H to compensate W by paying W between 2 (the minimum price she would demand) and 4 (the maximum price H would pay). There is empirical support for a bargaining model of marriage as distinct from a model in which a perfectly altruistic head of household allocates resources among family members in accordance with their needs. The evidence is that married women’s consumption relative to married men’s is higher the higher the sex ratio (male to female) is and the more favorable the divorce laws are to women—in other words, the greater the married woman’s bargaining power.2

Marriage rates have declined steeply in the United States and other Western nations. The number of marriages in the United States in 1950 per thousand population was 11; it is now 6.8—and it’s lower in Western European nations. The U.S. rate of divorce per thousand has risen to 3.6; only two-thirds of American marriages last more than 10 years. Cohabitation has taken the place of marriage for many Americans; 11 percent of women are cohabiting and 40 percent of children are born out of wedlock. These statistics indicate that the net benefits of marriage to both men and women have declined. The value of having more than one or two children declined with the abolition of child labor, the decline in the number of farm families (children can be productively employed by their parents on farms without violation of the child-labor laws), the substitution of social security for the support of elderly people by their children, and the decline in infant mortality (it requires fewer births to create a reasonable confidence of attaining a target number of grown children). But these are not new changes. New is that the cost of children has increased markedly, particularly the opportunity cost to their mothers, for the advent of cheap household labor-saving devices and the increasing fraction of jobs that do not require great physical strength have reduced the cost to women of working in the market and increased the market demand for their services by employers. The resulting rise in the net income that women can earn in the market (wages minus costs of work including loss of time for household production) has raised the opportunity cost of being a housewife, for that cost is the net market income forgone by staying home. About 54 percent of adult women are employed today, compared to 68 percent of men; and the average income of a full-time employed woman is 78 percent of the average income of a full-time employed man.

An increase in the opportunity cost of a woman’s household production increases the shadow price of children to the household. In addition, being abler than in the past to support themselves, women are more picky about marriage, and that has reduced the marriage rate. And both sexes have greater access to sex outside of marriage; marrying for sex is becoming a thing of the past as taboos against extramarital sex disappear. Legal changes, moreover, have reduced the difference between marriage and close substitutes like cohabitation: No longer are children who are born out of wedlock subjected to disadvantages associated with “illegitimacy,” such as being denied rights of inheritance. And no-fault divorce has lowered the cost of divorce. All this makes cohabitation a closer substitute for marriage than it used to be, and cohabitation has the advantage over marriage of enabling the partners “to insure themselves against uncertainty regarding the match quality of the relationship.”3 The fewer the gains from marriage, the larger that “match quality” looms as a factor in the relationship, especially since, when both spouses work in the market the gains from one partner specializing in market production and the other in household production are reduced; the relationship is thus less productive and therefore less likely to persist if mutual affection declines.

One tends to think of children as an ultimate “commodity,” but it is possible to treat them instead as an input. The economist speculates that children are produced (1) as an unintended by-product of sexual activity, (2) as an income-producing investment, (3) as a source of other services to the parents, (4) (really a subset of (3)) out of an instinct or desire to preserve the species or perpetuate the genetic characteristics, the name, or the memory of the parents, or (5) simply because it is expected. In an age of widely available contraception and abortion, (1) has become relatively unimportant; it was never very important, except where law or custom confined sexual activity to marriage. (2) was once important in our society (as it is in very poor societies today), but, as noted above, no longer. This has made (2) obsolete and incited a search for less tangible services that parents might derive from a child (for example, respect). (3) through (5) are the most plausible explanations for the desire to have children in contemporary society, but (5) is diminishing as the marriage and birth rates fall. Liking children is a subset of (3): The pleasure we get from our children and grandchildren comes from consuming the intangible services that they render us.

§5.2    Formation and Dissolution of Marriage

Commercial partnerships are voluntary contractual associations, and so, up to a point, are marriages. The “marriage market” is an apt metaphor for the elaborate process of search by which individuals seek marital partners with whom to form productive households. The marriage market is rational. For example, bright men tend to marry bright women; an agricultural analogy will reveal why. Suppose there are two farms, and the soil of one is (untreated) twice as productive as the soil of the other (untreated). A chemical will double the yield of whichever farm it is applied to, but there is only enough chemical for one farm. Should it be applied to the farm with the poorer soil, on the theory that that farm needs it more? Should it be divided between the two farms? (Half the chemical will increase the output of a farm by 50 percent.) Or should it all be applied to the farm with the richer soil? The last. Suppose the output of the farm with the richer soil is (before treatment with the chemical) 2, and the output of the other farm 1. If the chemical is applied all to the poorer farm, the total output of the two farms will be 4 (2 + 2); if applied half and half, it will be 4.5 (3 + 1.5); but if applied all to the better farm, 5 (4 + 1). Similarly we can expect that law firms that had the best partners would hire the best associates to work with them, that the best judges would have the best law clerks, that law schools with the best students would have the best teachers, and that business firms in thriving markets would have better executives on average than firms in declining ones. And so in marriage as well if the positive qualities of spouses are related multiplicatively as in the farm, law firm, law clerk, law school, and corporate examples, and not just additively.

Might the proper analogy to marriage instead be the international trade in unlike commodities—say, wheat for aircraft—where there is no presumption that the best of one is being exchanged for the best of the other, the second best for the second best, and so on? These goods are not used together, as in the previous examples; so the potential multiplicative effect, which might in the marriage example include the production of children of superior intelligence or beauty, is missing. Another reason for positive assortative mating is that it may reduce friction, and therefore transaction costs, within the household. Offsetting this, though, is the reduced possibility for specialization when spouses have very similar preferences.

Despite the resemblance that marriage bears to a business partnership, the marital relationship is not—or at least was not before no-fault divorce (about which more later) came on the scene—an unalloyed example of free-market principles. Three features in particular, which seem at once odd from the perspective of the last chapter and incompatible with one another, mark off traditional marriage law from contract law.

First, the parties are not free to set the term of the contract or even to end the contract by mutual consent; the term is life, subject to termination for cause. Today, either party can divorce at will—that is what no-fault divorce means—but I am describing traditional marriage law. And marriages for a term fixed in advance, such as five years, are still forbidden.1

Second, the sanction for breach is more severe than in the case of a regular contract. The husband who abandons the wife not only must continue to support her (which is analogous to having to pay damages for breach of contract) but also may not marry anyone else. It’s as if a contract breaker could be enjoined from making a substitute contract for the one he had broken—and for the rest of his life. And in fact breaches of contracts for personal services cannot be enjoined at all, unless the promisor’s services are unique and so make the promisee’s remedy in damages inadequate. Despite the locked-in nature of their relationship, if spouses have a dispute during the course of the marriage the courts will not intervene to settle it even if the spouses have a signed contract allocating rights and duties that one spouse alleges has been broken; the spouses will be compelled to work it out for themselves, or split.

Traditional marriage law is thus a puzzling amalgam of legal intrusiveness (in regard to the term of the contract and the sanctions for breach) and legal hands-off-ness. The explanation may be that the marriage “contract” affects nonconsenting third parties, the children of the marriage. Of course, even in a system of consensual divorce parents who love their children will take the costs to them of divorce into account in deciding whether to divorce; but unless they are completely selfless they will not fully internalize the costs to the children and thus may decide to divorce even though the total costs to all concerned exceed the total benefits. Public education, child labor laws, laws against child abuse, and legal obligations of support are examples of policies that recognize and seek to correct serious deficiencies of parental altruism toward children.

It might seem that locking parents into a miserable marriage, by making divorce impossible, would condemn the children to misery too. But this ignores the fact that forbidding divorce may induce more careful search for a marriage partner in the first place. The more costly a mistake is, the less likely it is to be committed; and a mistake in choosing a spouse is more costly in a system that forbids divorce (or makes it very difficult or expensive) than in one that permits it. The lengthier the marital search, moreover, the higher the average age of spouses at marriage; and more mature, experienced people are less likely to make mistakes than greenhorns. So there is the curious paradox that making divorce more difficult may actually foster happy marriages!

The easier divorce is, the less the married state differs from the single; the lower, therefore, the cost of postponing marriage and so the lower the cost of a protracted premarital search, and longer search might lead to a reduction in the divorce rate of couples married after no-fault divorce replaced divorce for good cause.2 Consistent with this suggestion, a study finds that no-fault divorce laws generate an increase in the divorce rate of couples that had married before the laws were adopted, but that couples who married after the laws were adopted divorce less because the greater likelihood of divorce causes more careful marital search.3 Yet it’s hard to believe that the protracted premarital search induced by the no-fault regime produces marriages as stable as those that require the commitment entailed by marriage when divorce is difficult.

A further difference between fault divorce and no-fault divorce is that the latter provides a quick-exit option, which is especially valuable for wives. An empirical study has found that the passage of no-fault laws reduced husbands’ violence toward wives and wives’ suicide rate.4

The fact that marital search is likely to be protracted under virtually any divorce regime may explain the law’s reluctance under a fault-based regime—so at variance with contract law—to recognize fraud as a ground for annulling a marriage, unless the fraud involves sex (typically, the husband failed to disclose before the marriage that he was impotent). The rule both reflects and encourages a courtship lengthy enough to enable each prospective spouse to unmask most of the deceptions by which people try to represent themselves in personal relationships as having better qualities and prospects than they really do. The greater the precontractual search, the fewer legal remedies are necessary. But fraud as to sex not only strikes at the heart of the marriage contract; it was difficult to detect at a time when premarital sex was frowned on; and dissolution of a childless marriage involves minimum social costs.

The refusal of English law until well into the nineteenth century to recognize any grounds for divorce may have protected the weaker spouse (invariably the wife) more effectively than allowing divorce for cause would have done. In a system that allows divorce for cause, a husband who wants out of the marriage will have an incentive to so mistreat his wife that she will be driven to sue for divorce, provided that alimony or other remedies would not visit the full costs of the mistreatment on him, as often they would not in a system in which litigation was slow, costly, and uncertain. But if the remedial difficulties can be overcome (and so the importance of the quick-exit option discussed earlier reduced), then allowing divorce for cause makes economic sense, as it enables at least a rough comparison between the costs to the children of divorce and the cost to a wronged spouse of remaining married. Moreover, the traditional grounds of divorce, with one partial and very interesting exception (adultery), seem to have been limited to cases in which the husband’s misconduct was likely to hurt the children as well as the wife: cases of insanity, extreme cruelty, and criminality.

Traditionally, a single act of adultery by the wife was grounds for divorce, while the husband had to be a habitual adulterer in order to entitle the wife to a divorce. An economic explanation is that the wife’s adultery is more costly to the husband than the husband’s adultery to the wife. An adulterous wife may conceive a child who is not the child of her husband; and since the capacity of women to bear children is distinctly finite, the benefits of the marriage to the husband will be significantly impaired, assuming he wants to have children of his blood. The husband’s adultery, in contrast, need not reduce the number of children that his wife will bear or the support that he’ll give each of them; the benefits of the marriage to her, at least in terms of children, may not be impaired at all (though it may be, if he sires and supports illegitimate children). If, however, the husband is a habitual adulterer, he may be so distracted from his wife’s and (legitimate) children’s needs (and so likely to father an illegitimate child) as to impose on her a cost as high as a wife’s isolated adultery would impose on the husband.

The problem with recognizing any grounds for divorce is that it erodes the policy, plausibly designed for the protection of the children of the marriage, against voluntary dissolutions of marriage. An agreement to dissolve a marriage involves only two people. Although there is a bilateral-monopoly problem, transaction costs should not be prohibitive. Once the parties have arrived at mutually agreeable terms, they need only manufacture evidence of conduct that is a legal ground for divorce in order to get around a law against consensual divorce. The manufacture of evidence is not costless, so a stringent divorce law will preserve some marriages by increasing the costs of dissolution. But were society determined to preserve marriages, it would at least prevent the parties from controlling the evidence; it would allow divorce only when the public prosecutor, or some other third party, had proved the commission of a breach of the marriage contract. As the gains from marriage declined, mainly because of women’s greater opportunities for market employment and the resulting reduction in the demand for children, the pressure for liberalized divorce rose, making the enforcement of the law against consensual divorce increasingly costly, which paved the way for more liberal divorce laws.

No-fault divorce, which by allowing either spouse to terminate the marriage at will is a step beyond consensual divorce, makes a marriage similar to a partnership. So should the law take the next step and permit the parties to the marriage to specify at the time of marriage the duration of the marriage, their respective rights and duties, and the grounds for termination? If so, should the only remedy for breach be dissolution of the marriage, or should the courts award damages as in an ordinary breach of contract suit? These questions are interrelated. A major economic objection to converting marriage to a pure contractual regime is the difficulty of determining damages for breach as well as the fact that the bilateral-monopoly relationship between spouses should facilitate informal resolution of disputes. But if the only legal remedy for breach is dissolution of the marriage the objections to contractual marriage are diminished; courts will not be called upon to assess damages every time the spouses have a squabble over compliance with the contract.

But consensual divorce is less likely to be an equilibrium than either fault-based divorce or no-fault divorce. Consensual divorce creates bilateral-monopoly problems that no-fault divorce avoids. In consensual divorce a spouse can by refusing to agree to a divorce force the other to make concessions. In no-fault divorce there is still a negotiation—the party not wanting the divorce can try to compensate the other for remaining in the marriage—but there is no hold-up possibility. In divorce based on fault, there need be no negotiation, just a judicial determination of fault.

Might the forces discussed in this section push the marriage rate all the way down to zero, or close to it, replacing marriage by a pure contractual regime—a triumph of freedom of contract? Unlikely. Marriage continues to signal commitment in a way that no other adult relationship does—if only because marrying couples exaggerate the likelihood of never divorcing. Partly because of the exaggerated expectations that people bring to marriage (an example of optimism bias, a common cognitive deficiency), partly because divorce is still widely regarded as a sign of failure, and partly because divorce followed by remarriage complicates relations with one’s children from the previous marriage, it is socially and emotionally much more difficult to terminate a marriage than a cohabitation. And it is difficult to imagine satisfactory contractual substitutes, which would have to define obligations and their satisfactory performance and specify sanctions for breach, that would create a comparable commitment. Commitment to marriage, like a ban on divorce, encourages cooperation and relationship-specific investments by the parties.

§5.3    Consequences of Dissolution

When a conventional partnership is dissolved, the assets of the partnership must be distributed among the partners, and it is the same with marriage. But determining the spouses’ respective shares of the assets acquired by the household during the marriage is difficult. If the wife has had very little market income, all or most of the household’s tangible assets will have been bought with the husband’s money. Yet his earning capacity may owe much to her efforts. She may have supported him while he was a student in law school or medical school, reducing her own consumption and also forgoing opportunities to increase her own earning capacity through advanced training. Having invested in his earning capacity, she is entitled to repayment out of his assets or earnings, as courts and legislatures now understand.1 But what if the divorce occurs many years after the marriage—might she not have been fully repaid during the marriage? Yes—if the investment she made in her husband’s earning capacity is analogized to a loan rather than to an equity investment. An equity investment is not “repaid”; the investor retains his interest until either he sells it or the firm liquidates.

Suppose that because of liquidity constraints and the difficulty of borrowing against an uncertain asset the divorcing husband cannot pay the wife a lump sum equal to the value of her share of his professional degree. Would it make more sense to treat her as an equity investor and thus entitle her to a percentage of his earnings as they accrue, or to treat her as a lender entitled to a fixed periodic payment? If the former, the husband in the post-divorce period may have an impaired incentive to work hard because he gets to keep only part of what he earns, indefinitely; but if the latter he may have an incentive to take excessive financial risks because a lender shares losses but not gains with the borrower.2

Even if the couple was married after the man completed his professional training, and the wife specialized exclusively in household production, it would be an error to attribute all the household’s assets to the husband’s production. The value of the wife’s nonpecuniary contribution may have been as great as the husband’s3 and in any event is unlikely to have been negligible. If the husband had had to devote substantial time to household production, his market income would have been lower and fewer assets would have been accumulated; some of those assets were thus bought by the wife’s labor in the household.

But the rule in community-property states that 50 percent of the assets accumulated during the marriage are the wife’s property upon dissolution is arbitrary, especially when applied to the increasing number of superrich people in the United States. Suppose two people marry when they are very young, and they bring no financial assets to the marriage. H becomes a fabulously successful businessman. By age 50 he’s accumulated a net worth of $150 million. W stays home and raises the couple’s children, though with considerable assistance from a paid staff. If H and W now divorce (let us assume without fault on either side), what should W’s entitlement be? One can approach this question by asking how much H would have had to pay to hire someone (or ones) to provide the services that W provided (maybe not much, if she’s had so much staff assistance paid for by him). The question can be sharpened by asking how H and W would have agreed to divide their assets (in the event of divorce) when they got married had they thought about the possibility of H’s becoming fabulously successful and made provision for this contingency in a prenuptial agreement. While H’s success in business might well be attributable in significant part to W’s contributions even if she never worked in the market, it is unlikely that the fabulous dimension of his success was, and this would argue against giving her anything near $75 million. Such an entitlement would overpay her, and H presumably would not have agreed to this ex ante. This hypothetical-contract approach to the issue of valuation might be operationalized by examining the terms of prenuptial agreements to see what provision they typically make for unexpected financial success by either spouse. This would provide a market benchmark for use in cases in which there was no prenuptial agreement.4

It has been suggested that a spouse who plans to specialize in household production should be given a legally enforceable lien (“premarital security agreement”) in his (more likely her) spouse’s income to the extent of the monetizable value of that production.5 Are women more likely to be helped or hurt by this explicit commodification of marital relations? There is no economic objection to commercialization in general, but one can think of individual instances in which the market is an inefficient alternative to contract—for example, as noted above, the governance of relations between spouses.

Besides prescribing the division of the marital assets, a divorce decree will typically order the husband to pay the wife (1) a fixed amount periodically unless and until she remarries (alimony) and (2) a part of the cost of raising the children of the marriage, of whom she will ordinarily have custody (child support).6 Alimony is analytically complex. It appears to serve three distinct economic functions:

 

1. It is a form of damages for breach of the marital contract. But if this were all there was to alimony one would expect it to be paid in a lump sum, like other forms of damages, in order to minimize the costs of judicial supervision. And it would never be awarded to the spouse who was at fault, as it often is.

 

2. It is a method of repaying the wife (in the traditional marriage) her share of the marital partnership’s assets. Often the principal asset to which the wife will have contributed by her labor in the household or in the market—as in our example of the wife who supported her husband while he was in graduate school—is the husband’s earning capacity. This is an asset against which it is difficult to borrow; the lender can’t foreclose by making the borrower his slave. And the thing loaned against—the borrower’s earning capacity—is inherently uncertain and repayment may have to be delayed for many years if a lengthy period of education or apprenticeship precedes substantial earnings. So it might be infeasible for the husband to raise the money necessary to buy back from the wife, in a lump sum, as much of the asset as she can fairly claim is hers by virtue of her contributions; instead he must pay her over time out of the stream of earnings that the asset generates. But this is not a complete explanation of alimony either, because if it were the law would not terminate alimony when the wife remarries.

 

3. The most important economic function of alimony may be to provide the wife with a form of severance pay or unemployment benefits. In a traditional marriage, in which the wife specializes in household production, any skills she may have had in market production depreciate and eventually her prime employment possibilities—should the present marriage dissolve—will narrow down to remarrying and forming a new household where she can ply her trade. Because the search for a suitable spouse is often protracted and because age reduces a person’s ability to form a new marriage that will yield her as much real income as the previous one did, it makes sense to include in the implicit marriage contract a provision for severance pay to maintain the divorced wife’s standard of living during the search (which may be futile, in which event alimony will continue for the rest of her life) for a new husband. Consider an analogy to law practice. By agreeing to work for a law firm that specialized exclusively in negotiating oil-tanker mortgages, a lawyer might make it very difficult for himself, in the event he was ever laid off, to find an equally remunerative position; his skills in alternative legal employments would have depreciated by virtue of his concentration on a narrow specialty. But that is all the more reason why he might demand, as a condition of working for such a firm, that it agree that should it ever lay him off it will continue to pay his salary until he finds equally remunerative work, even if the search is protracted.

An alternative in both the housewife’s and the lawyer’s case would be a higher wage, to compensate for the risk of prolonged unemployment in the event of layoff. But a husband may be incapable of making the necessary transfer payments to the wife, especially during the early years of the marriage, when the household may not have substantial liquid assets. Since, moreover, the date of divorce and the length of time (following divorce) to remarriage could not be estimated in advance, ex ante compensation would shift substantial risk to the divorced wife. Remarriage uncertainty is also a compelling reason for awarding alimony on a periodic basis rather than as a lump sum.

Just as severance pay generally is independent of whether the employer was at fault in discharging the worker, so alimony, viewed as a form of severance pay, does not depend on notions of fault. But just as an employee might forfeit his entitlement to severance pay by having quit in breach of his employment contract, so alimony should be denied or reduced (and sometimes it is) if the wife was seriously at fault in procuring the dissolution of the marriage. Better, any damages she caused the family by walking out on the marriage could be subtracted from her alimony payments if her share of the marital assets was insufficient to cover them.

Did the advent of no-fault divorce make it more or less important that courts adopt a careful economic approach to the calculation of alimony? More. The reason is that when divorce was based on fault, a man who wanted a divorce would as a practical matter have to obtain his wife’s consent, and this enabled her to bargain for generous alimony.

§5.4    The Legal Protection of Children

To realize their potential as adults—in economic terms, to achieve a high level of lifetime utility—children require a considerable investment of both parental time and market inputs (food, clothing, tuition, etc.). Since costs as well as benefits must be considered in any investment decision, the optimal level of investment in a particular child is the level that maximizes the combined welfare of the child, his parents, and other family members. That level will vary from family to family depending on such factors as the child’s aptitudes, the parents’ wealth, and how much the parents love the child. The more they love it, the lower will be the cost of investing in its upbringing; for to the extent that the investment in the child’s education benefits the parents as well as the child because the child’s welfare enters positively into the parents’ utility function, the cost of investing in the child’s education is offset by a gain. Parents who make great “sacrifices” for their children are not worse off than those of the same income who make few sacrifices, any more than people who spend a large fraction of their income on housing or travel are worse off than people who spend a smaller fraction of the same income on those things.

Yet even when parents love their children very much, there is a danger of underinvestment. Suppose a child is born to poor parents. The child has enormous potential earning power if properly fed, clothed, housed, and educated, but his parents can’t afford these things. This would not matter if either the child or the parents could borrow against the child’s future earning capacity. But the costs of borrowing against a highly uncertain future stream of earnings, and also the infeasibility of using a person’s earning capacity as collateral for a loan (you cannot make him your slave if he defaults), make such loans an inadequate method of financing a promising child.

This problem, plus the fact that some parents love their children little or not at all and, at the same time, that there is widespread altruism toward children in general (that is, not just toward one’s own children), may explain why legal duties are imposed on parents to provide care and support, including education, for their children. Other social responses, besides the compulsory schooling laws, to the problem of underinvestment in children’s human capital1 include child labor laws and the public provision of education to the children of the poor at no charge. But this does not explain why the children of the rich are also entitled to a free public education. One argument for such a subsidy is that educated people are a source of external benefits. They are better workers, who by reducing the costs of the companies they work for generate consumer surplus, and more responsible voters. Some of them produce new ideas that confer benefits that producers cannot fully appropriate. For example, the patent laws, by placing durational and other limitations on patents, can prevent inventors from capturing the full social benefits of their inventions (see Chapter 11).

A serious practical problem with laws forbidding neglect is what to do with the child if the threat of fine or imprisonment fails to deter the parents from neglecting it. The law’s answer has been to place the neglected child either with foster parents or in a foster home. Both solutions are unsatisfactory because of the difficulty of monitoring the custodian’s performance. The state cannot trust the foster parents. Because they have no property rights in the child’s lifetime earnings, they have no economic incentive to make the investment that will maximize those earnings.

Another solution to the problem of the neglected or unwanted child is to allow the parents (or mother, if the father is unknown or uninterested) to put up the child for adoption, preferably before they begin to neglect it. Adoption enables the child to be transferred from the custody of people unlikely to invest optimally in its upbringing to people much more likely to do so. But effective contraception and the decline in the stigma of being an unwed mother have reduced to a trickle the supply of children for adoption. Recent advances in the treatment of fertility (perhaps spurred in part by the decline in the supply of babies for adoption) may have capped the demand for babies for adoption, but the demand continues to exceed the supply, in part because women are marrying later and thus encountering more fertility problems. The waiting period to obtain a baby from an adoption agency is several years, and sometimes the agencies have no babies for adoption. The baby shortage (which has been alleviated in recent years, however, by the availability of abandoned baby girls in China for adoption by Americans) would be considered an intolerable example of market failure if the commodity were cellphones rather than babies.

In fact, the shortage is an artifact of government regulation, in particular the state laws forbidding the sale of parental rights. Since many people who are capable of bearing children do not want to raise them, many other people who cannot produce their own children want to raise children, and the costs of production to natural parents are lower than the value that many childless people attach to children, a market in babies for adoption would be feasible. There is already a black market in babies. Its necessarily clandestine mode of operation imposes heavy information costs on the market participants as well as expected punishment costs on the middlemen (typically lawyers and obstetricians). The result is higher prices and smaller quantities sold than would be the case in a legal market.

This is shown in Figure 5.1, where po is the free market price of parental rights and qo the free market quantity, and government regulation places a ceiling on price at pr, well below po (pr is not shown as zero both because adoption agencies and other legal suppliers do charge fees to adoptive parents and because children are expensive to raise). The price ceiling causes a reduction in the quantity supplied to qrs, creating excess demand of qrd – qrs. A black market springs up, but such a market is much more costly to operate than a free market would be (because of punishment costs, poor information, and lack of enforceable warranties), and clears at price pb (where D intersects Sb, the higher, black market supply curve), which is higher than the free market price. So only qb babies are supplied, compared to qo at the free-market price.
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Not all babies are adopted through the black market, of course: only qb – qrs. Adoption agencies—private, nonprofit organizations licensed by the state—use queuing and various nonmarket criteria (some highly intrusive and constitutionally questionable, however, such as requiring that the adoptive parents have the same religion as the natural parents) to ration the inadequate supply of babies that they control. The principal objection to the agencies is not the criteria they use to ration their supply of babies but their monopoly of legal adoptions, which ensures (given their profit function) that the supply will remain inadequate.

Many states permit independent adoption of babies; the natural parents (normally just the mother) arrange for the adoption without using an adoption agency. This avoids the sometimes irrelevant and demeaning criteria of the agencies, but since the mother is not permitted to sell her parental rights it does not create a real market. The lawyer who arranges the adoption, however, is permitted to exact a fee for his services plus payment for the mother’s hospital and related childbearing expenses, and since these charges are difficult to police, in practice they will often conceal a payment for the parental right itself. Also close to an outright sale is the “family compact.” The mother agrees to give up the child to a close relative in exchange for financial consideration running to the child. Such contracts have been enforced where the court was satisfied that the arrangement benefited the child.2

The economist’s standard response to a black market is to propose abolition of the price control that has brought it into existence. Applied here, this would mean allowing a pregnant woman to make a binding contract to give up her child for adoption, with no limit on the price specified in the contract. Against this it is argued that there is no assurance that the adoptive parents who are willing to pay the most money for a child will provide it with the best home. But the persons who value a child the most are likely to give it the most care,3 and at the very least the sacrifice of a substantial sum of money to obtain a child attests to the seriousness of the purchaser’s desire to have the child. Granted that the high-paying adoptive parents may value the child for the wrong reasons—to subject it to sexual abuse or otherwise to exploit it—the laws forbidding child neglect and abuse apply fully to adoptive parents (as they do under present law, of course). One might want to screen adoptive parents for possible criminal proclivities, but that is being done already.

But couldn’t the payment of a large sum to obtain parental rights exhaust the adoptive parents’ financial ability to support the child? Or, more realistically, reduce their investment in the child’s upbringing? Only if a free market would generate high prices. That is an unusual objection to free markets, and is misplaced here. The market price might not exceed the opportunity costs (mainly the mother’s time and medical expenses) that the adoptive parents would have incurred had they produced the child themselves rather than bought parental rights to it. For that would be the competitive price. The net cost to the adoptive parents would thus be close to zero, except that the adoptive parents would incur some costs in locating and trying to ascertain the qualities of the child that they would not have incurred had they been its natural parents. The black market price is high because it must cover the sellers’ expected punishment costs for breaking the law and because the existence of legal sanctions prevents the use of the most efficient methods of matching up sellers and buyers.4

Opponents of the market approach also argue that the rich would end up with all the babies, or at least all the good babies. (Recall the parallel argument against permitting the sale of radio and television frequencies.) That is hardly likely. People with high incomes tend to have high opportunity costs of time, and child rearing is a time-intensive activity (even wealthy Americans don’t want to contract out the upbringing of their children). The total demand for children on the part of wealthy childless couples must be very small in relation to the supply that would be generated were there economic incentives to produce children for childless couples.

The poor may actually do worse under present adoption law than they would in a free market. In screening prospective adoptive parents in order to ration the limited supply, adoption agencies attach importance to the applicants’ income and employment status. People who may flunk the agencies’ criteria on economic grounds might, in a free market with low prices, be able to adopt children, just as poor people are able to buy color television sets. The point can be generalized: A disfavored group (the poor, homosexuals, members of a racial minority, and so forth) can often do better in a private market regulated by contract law than in the public or nonprofit arenas. Courts that would not grant special protection to the members of such a group might nevertheless enforce their contracts.5 Profit-making enterprises care more for the color of a person’s money, and less for the person’s color or other personal characteristics, than do nonprofit organizations.

Although the market for adopting infants is one of chronic excess demand, the market for adopting children who are no longer infants is one of chronic oversupply. An impediment to their adoption is the fact that foster parents are paid for foster care, but not for adopting a foster child, so that if they do adopt their foster child they incur even higher costs than other adoptive parents, since, as we know, forgone income is a cost. This problem could be overcome by subsidized adoption, which offsets the loss of income from changing from a foster to an adoptive parent. The subsidy need not be as large as the payment for foster care, because the adoptive parent has greater rights over the child—it can’t as easily be taken from him. This also means that adoption is superior to foster care because the adoptive parent, having a greater stake in the child, will invest more in its upbringing. Compare §17.6 infra.

§5.5    Surrogate Motherhood

The sale of parental rights is illegal in all states, but a closely related practice—surrogate motherhood—is not. Suppose H is fertile but W is not. H and W hire S, a fertile woman, to bear a child for the couple at an agreed price. S is then artificially inseminated with H’s sperm. When the child is born, S surrenders her parental right to W in accordance with the contract. This is the practice known as surrogate motherhood. In the Baby M case,1 the Supreme Court of New Jersey held that the enforcement of surrogate motherhood contracts was contrary to the public policy of the state.

The court gave a number of reasons for this conclusion that demonstrate a lack of economic sophistication and in consequence a need for a book like this. “A child,” the court said, “instead of starting off its life with as much peace and security as possible, finds itself immediately in a tug-of-war between contending mother and father.”2 But this tug-of-war is an artifact of legal uncertainty. Were the enforceability of surrogate contracts settled, the surrogate mother in the Baby M case would have had no grounds for challenging the contract. “The whole purpose and effect of the surrogacy contract was to give the father the exclusive right to the child by destroying the rights of the mother.” An obvious point is overlooked: no contract, no child. The purpose of the contract was not to extinguish a mother’s rights but to induce a woman to become a mother for the sake of another woman. The court does not understand the productive function of contracts. It mistakenly believes that contracts merely rearrange the consequences of accomplished facts, as the court regards the birth of Baby M.

“In surrogacy,” the court continues, “the highest bidders will presumably become the adoptive parents regardless of suitability.” The implication is of a fixed supply, such as the paintings of Van Gogh, being auctioned off. But the supply is not fixed, and competition among would-be surrogate mothers can be expected to force price down to cost, placing surrogacy within the reach of infertile couples of modest means. The court also expresses concern about “the highest paying, ill-suited, adoptive parents.” But as wealthy people invariably jump to the head of the queue in a system of regulated adoption, surrogate motherhood will improve the prospects for infertile couples of limited financial means. “The demand for children is great and the supply small. The availability of contraception, abortion, and the greater willingness of single mothers to bring up their children has led to a shortage of babies offered for adoption. The situation is ripe for the entry of the middleman who will bring some equilibrium into the market by increasing the supply through the use of money.” Precisely. But this is an argument for, not against, middlemen. The person who does something about an imbalance between demand and supply is blamed by the court because his motivation is financial. “It is unlikely that surrogacy will survive without money.…That conclusion contrasts with adoption; for obvious reasons, there remains a steady supply, albeit insufficient, despite the prohibitions against payment.” That “albeit insufficient” is the giveaway that the court does not understand the market system. The supply is insufficient because of the prohibitions against payment, and its insufficiency induces infertile couples to turn to market alternatives, such as surrogate motherhood. The market failure is in adoption, not in surrogate motherhood.

Michael Sandel, a well-known political theorist, combines approval of the sale of parental rights with condemnation of contracts of surrogate motherhood.3 Sandel reports that a doctor named Hicks, practicing medicine in the rural South during the 1950s and 1960s, had “a secret business selling babies on the side.” He was also an abortionist who sometimes “persuaded young women seeking abortions to carry their babies to term, thus creating the supply that met the demand of his childless customers.” Sandel points out that compared to Dr. Hicks’s “homespun enterprise, commercial surrogacy…is big business.” But Sandel is comparing one seller in a market to an entire market, and moreover one seller in an illegal market, where sellers conceal themselves, to an entire legal market. Since there are more than a million abortions a year in the United States, “baby selling,” if legalized, could eclipse commercial surrogacy.

Sandel’s principal ground of distinction between baby selling and surrogate motherhood is that surrogacy, unlike what Dr. Hicks did, encourages commercialization. Sandel says: “Dr. Hicks’s black market in babies responded to a problem that arose independent of market considerations. He did not encourage the unwed mothers whose babies he sold to become pregnant in the first place.” He didn’t have to. Demand evokes supply. A woman who knew there was a market for her baby if she didn’t want to keep it would tend to use less care to avoid becoming pregnant.

§5.6    Law and Population

Our focus thus far has been on the quality rather than quantity of children. But of course the number of children can, by affecting the size of the population, affect the welfare of society as a whole.1 In a densely populated country, a further increase in population may exacerbate already serious problems of congestion and pollution, imposing costs on other people which neither the new child nor his parents will ever be asked to defray. Conversely, in a sparsely populated country threatened by external enemies, the production of an additional child may confer a benefit over and above any private gains to the child and his parents, by (eventually) strengthening the country militarily. And maybe external enemies aren’t necessary for population growth to enhance social welfare. An increase in population enables a finer division of labor, causing costs to fall and increasing the nation’s average as well as total wealth.

Moreover, an increase in population increases the incentive for technological innovation by increasing the size of the market for new intellectual property without a corresponding increase in cost. The cost of producing and distributing a new software program, for example, is essentially invariant to the size of the market, so the larger the market, the greater will be the net revenues to the producer and so the greater will be the incentive to create the software in the first place.2 At the same time, however, increasing the number of innovators increases the probability of simultaneous invention, which reduces the returns to innovation.

Birth rates in wealthy countries today are very low, but since these countries are also crowded and since military technology has shifted against large armies, it is not clear that a low birth rate—even one below replacement level—should be a cause for concern. If it is, the problem is more easily rectified by reducing the barriers to immigration than by subsidizing births. A subsidy will require additional taxes, which may drive women out of the home and into the market in even greater numbers. (This depends on the form of the tax, however, and other factors discussed in Chapter 18.)

Some Asian countries are so concerned with overpopulation that they have tried to limit every family to a fixed number of children—in China, to only one (though with many exceptions, and lax enforcement of the remaining prohibition). Such an approach is inefficient, because families differ in their efficiency in producing children. It might cost family A less to produce a second child than it would cost B to produce a first child of the same quality. The same total growth (positive or negative) in the Chinese population could be produced at less cost by giving every couple one child permit and allowing the permits to be sold.

Current population policy in the United States is a confusing, perhaps accidental, mixture of subsidies and penalties for child production. The exemption from income taxation of the nonpecuniary income generated by household production subsidizes the production of children relative to market uses of the woman’s time, as does of course the exemption for dependents. The common rule that child-support payments required by a divorce decree will be reduced if the father remarries and produces children of the new marriage reduces the private cost to the father of having more children below the social cost. Cutting in the opposite direction is easy divorce, which reduces the incentive to make long-term marital investments, such as child rearing, and hence reduces the birth rate. But a rule absolutely forbidding divorce may have a similar effect by increasing the optimal length of premarital search and so increasing the average age of marriage and reducing the number of children produced.

Although the benefits and costs of population increase vary across countries, global population increases create global externalities when the external effect, whether positive or negative, is not geographically confined. On the negative side, the more human beings there are, and the more prosperous they are, the more land will be cleared and the more fossil fuels will be burned in internal combustion engines and electrical generating plants. The clearing of land is likely to reduce the number of species, and both it (when done by fire, as is common) and the burning of fossil fuels cause emission of greenhouse gases, and thus global warming (see §14.9 infra). However, increased prosperity in Third World countries would reduce the rate of population growth (possibly to zero), at least if it were correlated with increased market opportunities for women, since the existence of such opportunities increases the (opportunity) cost of having children. In addition, given a fixed though tiny percentage of individuals assumed to have the skills and motivation to devise and carry out schemes of catastrophic destruction, any increase in world population increases the absolute number of those dangerous individuals, just as the more planets there are, the likelier it is that at least one of them contains intelligent life. It might take only a handful of deranged or fanatical individuals with the relevant technological skills to cause a global catastrophe.

What is the effect of increased population on human welfare if additional people derive greater utility from living than the disutility they impose on the existing population? This is a fundamental ethical question, since maximizing total utility can result in minimal average utility, while maximizing average utility can minimize total utility. Imagine on the one hand hypothetical policies such as bans on abortion and contraception and enormous child subsidies that caused a significant increase in population but a significant reduction in the standard of living, and on the other hand policies that produced a substantial shrinkage in population but greatly increased the standard of living. If, however, the additional people produced by pronatalist policies derive positive utility from living without impairing the utility of existing people, there is a net gain in global utility. It doesn’t matter whether the additional people derive less utility from living than the existing population; if in a two-person society A has utility from living of 100 and B of 90, killing B does not increase welfare even though it raises average utility from 95 to 100.3

The effect of pro- or antinatalist policies on population can be quite complex. For example, the effect on the birthrate of forbidding abortion would be partially offset by increased demand for contraceptives (not fully offset, though, because contraceptives are not foolproof, and, more important, men often refuse to use condoms because they reduce sexual pleasure and women may not have access to effective female contraceptives), while restrictions on abortion that fell short of complete prohibition might, by raising the cost of pregnancy, actually reduce the birth rate.4 Abortion reduces the expected cost of sex (the cost in unwanted children) and hence increases the incidence of sex. So the fraction of unwanted births is smaller, but the number of sexual encounters, by which that fraction must be multiplied to yield the number of unwanted births, is larger. Notice, finally, that by reducing the number of unwanted children, abortion can reduce future crime rates, assuming that an unwanted child will receive less parental investment and therefore have poorer prospects for legal employment when he grows up.5

§5.7    Why Regulate Sexual Behavior?

Especially in Christian and Muslim societies, the state takes it upon itself not only to regulate marriage but also to regulate—or to try to regulate—sexual behavior directly, even when it is consensual behavior between adults. For example, many U.S. states continue to make fornication and adultery crimes (though the laws are rarely enforced); homosexual sodomy was a crime in many states until the Supreme Court held such statutes unconstitutional; and prostitution is a crime everywhere in the nation except for a few counties in Nevada.

Do these prohibitions make any economic sense, or are they unjustifiable interferences with freedom of contract?1 The answer may depend on whether the regulated activities impose significant costs on third parties. For example, adultery usually imposes costs on the adulterer’s spouse. Fornication may impose social costs in the form of an abandoned or neglected child. And any form of sexual intercourse other than monogamous intercourse between persons who were virgins when their relationship began creates a risk of spreading disease—AIDS has made everyone conscious of the dangers of sexually transmitted epidemics. Yet, odd as it may seem, the externality created by sexually transmitted diseases is smaller than in the case of other contagious diseases. Sexually transmitted disease is spread primarily by voluntary contact, implying (to the economist) that a person is compensated for assuming the risk of contracting the disease. A rational prospective sexual partner will demand some monetary or nonmonetary compensation for assuming the risk of contracting a sexually transmitted disease. Hence the number of cases of sexually transmitted diseases may be closer to the optimum than in the usual airborne or waterborne or insect-borne epidemics. Closer to, but not at: The person who voluntarily assumes a risk of infection imposes an expected cost on his future sexual partners (and often on his and their future children) without their consent.

The most difficult question about the third-party effects of sexual practices, and one an economist cannot answer, is whether the costs to an aborted fetus, in pain but more important in loss of expected utility of life, should be included in the cost-benefit analysis of abortion rights. Nothing in economics determines who shall be included in the population whose welfare is to be maximized. But note that a woman might have an abortion because she wanted to delay having a child, and in such a case abortion will affect the timing rather than number of children.

The Supreme Court has permitted greater governmental restrictions of late-term abortions than of abortions performed in the first trimester of pregnancy. The later the abortion, the more pain the fetus is capable of feeling and the more “like” a child, a recognized member of the society, the fetus is. Cutting against this approach, however, is the fact that since abortion is a more costly, stressful, and even dangerous procedure for the mother the later in the pregnancy the abortion is performed, the benefits of late-term abortion must be greater for those women who decide to have such an abortion. Notice also that if late-term abortions were prohibited, some women who feared having a deformed fetus would abort early, whereas if they could have delayed the decision they might have discovered that the fetus was normal and have avoided the abortion. (For a parallel argument concerning physician-assisted suicide, see §8.9 infra.)

The social issues presented by AIDS, abortion, and births out of wedlock (and hence adoption) are interrelated in a way that economic analysis can illuminate.2 Condoms are effective at preventing the transmission of disease; the birth control pill is totally ineffective for this purpose; but the pill is more reliable in preventing pregnancy than condoms are. Therefore the AIDS epidemic, by increasing the expected cost of sexually transmitted disease, was likely to induce a substitution away from the birth control pill and toward the condom. This substitution would have been retarded, and hence the spread of the disease accelerated, had the law forbidden abortion. Abortion backs up contraception as a method of avoiding a birth. If the backup is removed or made significantly more costly, the cost of imperfect contraception (for example, the condom) will rise, making it more likely that sexual partners will choose the better contraceptive (for example, the pill) over the better disease-preventive.

Social conservatives hoped that AIDS would discourage the pill and restricting abortion the condom, leaving as the only alternative abstinence—the perfect contraceptive and disease-preventive. In economic terms, they hoped that the demand for sex would turn out to be highly elastic with respect to disease and pregnancy risks, so that increasing those risks would cause a big drop in the amount of sexual activity outside of marriage. The hope was unrealistic, except that the availability of abortion as a backup to contraception does reduce one of the costs of sex (an unwanted birth) and this should increase the amount of sex, which should increase the amount of sexually transmitted disease, as conservatives fear not without cause.3 This could also result from the increasingly effective treatments of AIDS on the incidence of the disease. The more effective the treatment for a disease, the lower the full cost (death and suffering as well as pecuniary costs) of the disease to the patient, and so the less effort people will make to avoid contracting the disease.

Unwanted births are a small risk of prostitution and none at all of homosexual intercourse, but sexually transmitted disease is a large risk of both activities, though the exact weight that this point should be given in fashioning economic policy is, for the reason stated above, uncertain. In the case of bisexuals and also of men who patronize (female) prostitutes, there is an external cost to spouses—maybe; for it is arguable that if these outlets were closed to married men, such men would be more likely to seek sexual variety in forms more threatening to marriage—for example, long-term liaisons that might lead to divorce and remarriage. To put this in economic terms, prostitution may be both a substitute for and a complement to marital intercourse, in much the same way that pornography may be both a substitute for and a complement to rape—the former, to the extent that pornography makes masturbation a closer substitute for sexual intercourse; the latter, to the extent that it stimulates desire for sexual intercourse.

If society wants to reduce the amount of sexually transmitted disease, should it try to prohibit promiscuous intercourse, heterosexual or homosexual? The costs of repressing victimless (in the sense of consensual) crimes that are committed in private are immense. In the case of health-motivated restrictions on sex, the costs include the disincentive that criminalization creates to undergo medical tests, seek treatment, cooperate in studies, learn about methods of prevention, etc.—all measures that may be important in the control of an epidemic. Another and doubtless greater cost of repression is the reduction in utility caused by deterring people from engaging in practices from which they obtain enormous satisfaction—but that reduction might be offset, at least in part, by an increase in utility to people who abhor the practices (see next section of this chapter).

Laws forbidding fornication and adultery are quixotic in today’s society because the costs of nonmarital intercourse have fallen to such a low level. Effective contraception has reduced the costs of sex, especially of nonmarital sex, which is less often intended to be procreative. And since women increasingly work outside the home, the costs to their husbands of maintaining surveillance over them have risen, implying a fall in the probability of detection. In addition, nonmarital search costs have fallen because women mingle with men at work. With the decline in the benefits of marriage, more women are unmarried for a longer time, so the pool of unmarried sexual partners is larger. Even the costs of single parenthood have declined for women, because women now have market income with which to purchase the market commodities they need to raise a child. Being less dependent economically on men, women are less willing to surrender their sexual freedom in exchange for economic support (a trade men desire because they want exclusive sexual rights over women in order to assure that the children they support are their (the men’s) own). Hence the value of virginity—as evidence of self-control and a signal of probable marital chastity—declines.

When laws cannot be explained as measures for correcting externalities or otherwise promoting economic efficiency, the economist is inclined to consider the possibility that they are designed to redistribute wealth, perhaps at the behest of some interest group. Some of our sex laws may be of this kind. The anti-abortion movement in the second half of the nineteenth century, which produced the laws struck down in Roe v. Wade,4 was powered to a significant degree by physicians who, wanting licensed professionals to have a monopoly of medical practice, made abortionists—who were not regular physicians—the symbol of the moral and medical hazards of allowing nonregulars to provide medical services.5 Another example is the prohibition of bigamy (polygamy), which by limiting competition of men for women increases the sexual and marital opportunities of younger, poorer men. The prohibition is in effect a tax on wealth, for only wealthy men can afford multiple wives. The tax does not generate revenue directly, but by reducing the cost of a wife it transfers wealth from the more affluent to the less affluent (and more numerous) men.

§5.8    Homosexual Marriage

Homosexual marriage is now authorized in 15 foreign countries and 13 U.S. states plus the District of Columbia, though public opinion polls indicate that it continues to be opposed by roughly half the U.S. population. The opposition is based mainly on distaste for the idea of homosexual marriage. Should such distaste figure in the social-welfare calculus? John Stuart Mill thought not. He argued in On Liberty that an individual has no legitimate interest in the activities of other people that don’t affect him except psychologically. Mill had in mind the indignation felt by English people at Mormon polygamy, occurring thousands of miles away in Utah. But that is not an economic argument because there is no difference from a welfare-economics standpoint between physical and emotional harm; either one lowers the utility of the harmed person.

Some of the opposition to homosexual marriage is based on fear that making homosexual relationships fully respectable by permitting such marriage will encourage homosexuality. Most people don’t want their children to become homosexuals, and this aversion is a factor in the utility calculus. However, they are almost certainly mistaken in thinking that homosexuality is chosen; there is compelling evidence that sexual orientation is an innate rather than an acquired characteristic. If innate it is not affected by social acceptance. That is, the orientation will not be affected; the activity may be.

Some of the benefits to homosexual couples from marriage impose no significant costs on others. For example, a married person does not have to have a will in order to bequeath his property at death to his spouse. Other benefits to married couples impose costs on third parties; an example is social security spousal and survivor benefits, since they are not fully financed by the social security taxes paid by the persons bestowing or obtaining the benefits. And recently the Supreme Court has held that homosexual spouses whose homosexual marriage is valid under state law are eligible for the same benefits as heterosexual spouses.1 Increases in the cost of federal benefits programs can of course have economic effects, but the increases resulting from homosexual marriage are unlikely to be large, as it seems that only about 3 percent of the population is homosexual. Many heterosexuals don’t marry and this would doubtless be true of many homosexuals as well even if all states recognized homosexual marriage.

Allowing homosexual marriage would generate offsetting social benefits. Forbidding homosexual marriage raises the cost of monogamous homosexual relationships (and so increases promiscuity and therefore AIDS), because marriage is a subsidy to monogamy. Also, intolerance of homosexuality, which allowing homosexual marriage might reduce, encourages male homosexuals to marry women,2 which increases the risk of spreading AIDS if the homosexual husband has homosexual sex on the side.

A somewhat puzzling question is why, given the decline in heterosexual marriage and the fact that homosexual marriages are infertile (though that will doubtless change with advances in biological science that enable persons’ genetic material to be mingled in the production of a child without any sexual connection), homosexuals want homosexual marriage. The financial benefits of marriage, such as social security retirement benefits, is a factor, though probably a minor one. Demonstrating commitment is a larger factor. But probably the major factor is the desire for recognition of homosexual relationships as not only legal in the sense that homosexual cohabitation of adults cannot be forbidden, but also normal (hence the preferred term for making homosexual marriage legal: “marriage equality”). How would blacks feel if a state said to them: A black man and a black woman may cohabit with all the rights of a married couple but the name of their relationship is lawful cohabitation (or “civil union,” as some states now call what other states call homosexual marriage), not marriage.

A final, and very difficult, question is why there has been such an extraordinarily rapid change in public attitudes toward homosexual marriage. In 1988, 24 percent of Americans approved of such marriage; by 2013 the figure had risen to 50 percent, and was 67 percent of persons under the age of 30.

The growth of homosexual rights in general may be attributable in part to the fact that growing urbanization has increased the number of homosexuals who, because they are geographically concentrated, can organize more effectively for political action than if they were dispersed. Homosexuals are concentrated in cities because the cost of matching (a form of search cost) is higher the thinner the market in which the search takes place. They are only a small fraction of the population, so in a small town or a rural area the market for homosexual matches is apt to be exceedingly thin. They can reduce the cost of matching (specifically the travel cost) by moving to cities, where they will form a larger fraction of the population than they do in the nation as a whole.

But probably more important in the increased acceptance of homosexual marriage are the following developments: Wide acceptance of sex outside of marriage, and of oral and anal sex marital or otherwise, contributed to a growing acceptance of homosexual sex, which is both nonmarital and nonvaginal. The gay rights movement itself encouraged homosexuals to acknowledge their homosexuality publicly, and as they started to “come out” and were seen to be little different from heterosexuals other than in sexual preference, heterosexuals became more accepting of them. And finally after the Supreme Court held that homosexual sex between consenting adults could not be criminalized—and thus homosexual cohabitation was lawful—it became hard to argue against allowing the cohabitors to choose marriage.3
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        Problems

 1.    Can you think of an economic reason why husbands tend to carry much heavier insurance on their lives than wives? If husband and wife both work (in the market), should they carry more or less total life insurance than if only one does?

 2.    Might parents ever overinvest in their children’s education from the child’s standpoint? Why?

 3.    We read in Blackstone: “By marriage the husband and wife are one person in law: that is, the very being or legal existence of the woman is suspended during the marriage, or at least is incorporated and consolidated into that of the husband.” 1 William Blackstone, Commentaries on the Laws of England 442 (1765) (footnote omitted). Explain the economic basis of this rule and of its abandonment.

 4.    Is there a parallel between laws forbidding the sale of parental rights and usury laws and between the baby black market and loan-sharking?

 5.    In a regime of no-fault divorce, under what conditions will wives be more likely than husbands to decide to divorce? See Margaret F. Brinig & Douglas W. Allen, “These Boots Are Made for Walking”: Why Most Divorce Filers Are Women, 2 Am. Law & Econ. Rev. 126 (2000).

 6.    Analyze the following argument: If parents divorce, and one spouse is awarded custody, she (or he) will spend less on the child than she would in the marriage, because expenditures by one spouse on the child confer a benefit on the other. See Yoram Weiss & Robert J. Willis, Children as Collective Goods and Divorce Settlements, 3 J. Labor Econ. 268 (1985).

 7.    It is claimed that married women frequently consent to sex with their husbands without really desiring it. See, e.g., Robin L. West, Legitimating the Illegitimate: A Comment on “Beyond Rape,” 93 Colum. L. Rev. 1442, 1455–1457 (1993). If the reason is that men have on average a stronger sex drive than women, what economic sense can be made of Professor West’s rhetorical question about marriage, “Why is it okay for her to have sex even though she does not want to, but not okay for him not to have sex even though he wants to?” Id. at 1456.

 8.    Although, as noted in §5.2, the marriage rate in the United States has fallen sharply in recent years, the marriage rate of college-educated women, which used to be substantially lower than that of other women, has actually risen, though it remains slightly lower than theirs. Why has it risen?

 9.    There is considerable evidence that married people are happier and healthier than unmarried people. What explains the difference?
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CHAPTER 6



TORT LAW1

§6.1    The Economics of Accidents and the Learned Hand Formula of Liability for Negligence

Everyone takes precautions against being injured in an accident; the interesting questions are how extensive the precautions taken are and should be. If you were deciding whether to buy an auxiliary generator to make sure that a power failure didn’t cut off the oxygen supply to your collection of rare South American lizards, you would surely balance, at least in a rough and ready way, the benefits of the auxiliary generator in preventing the loss of the lizards against its costs. The benefits can be expressed, at least as a first approximation, as the product of the probability of the lizards’ being killed over some interval of time (say a year) by a power failure, and the dollar magnitude (including monetization of any emotional dimension) of the loss. Assume that the probability and the magnitude—P (for probability) and L (for loss), call them—are .001 and $10,000, respectively. Then the expected accident cost, PL, will be $10. Granted, this is a measure of expected disutility as well as expected cost only if you are risk neutral, but put risk aversion to one side by assuming that the insurance that you carry on the lizards’ lives will cover death through power failure at an additional premium equal to PL plus some modest loading charge (assumed for the sake of simplicity to be zero) to cover the insurance company’s expenses of administration. Thus the expected benefit of the auxiliary generator to you is $10 a year. Suppose its annualized cost is $8. Then you will buy the generator, provided of course that no cheaper alternative precaution is available. If the generator cost more than $10, you would not buy it.

When as in this example the person taking precautions and the person who may be injured if they are not taken are the same, the optimal precautions will be taken without legal intervention. But change the example; suppose the hazard is the loss not of your lizards but of your pinky finger in an automobile accident, and the cheapest way to avoid the accident is for some other driver—a stranger—to drive more slowly. Suppose that as before your expected accident cost is $10 (.001 × $10,000), and the cost to the other driver of driving more slowly (and thus taking longer to get to his destination) is $8. Efficiency requires that the driver drive more slowly. But because transaction costs with potential victims such as yourself are prohibitive, he will not do so unless the legal system steps in, as by holding him liable in damages (= $10,000) should an accident occur. Then he has (if we ignore legal expenses, legal error, and other frictions) an expected legal judgment cost of $10. This will induce him to invest $8 in a precaution that will drive his expected judgment cost to zero by preventing the accident.

The example illustrates the operation of the law of negligence as summarized in the negligence formula of Judge Learned Hand.1 Defining P and L as we have, and denoting by B the cost of the precaution, Hand wrote that a potential injurer is negligent if B < PL, which is what our example implied would be the formula for optimal accident avoidance. But there is an ambiguity both in Hand’s formulation and in ours. Suppose that while the PL of $10 would be eliminated by the driver’s reducing his speed by 25 mph at a cost to him of $8, it could be reduced to $1 by his reducing his speed by 5 mph at a cost to him of only $2. This implies that to get PL down from $1 to zero would cost the driver $6 ($8 − $2), for a net social loss of $5 ($6 − $1). Clearly we want him to reduce his speed just by 5 mph, which yields a net social gain of $7—the reduction in the expected cost of the accident, $9, minus the cost of the precaution, $2.

This example shows that expected accident costs and accident prevention costs must be compared at the margin, by measuring the costs and benefits of small increments in safety and stopping investing in more safety at the point where another dollar spent would yield a dollar or less in added safety.2 Fortunately, the common law method facilitates a marginal approach, simply because it will usually be difficult for courts to get information on other than small changes in the safety precautions taken by, or that should have been taken by, the injurer.
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The Hand Formula in its correct marginal form is presented graphically in Figure 6.1. The horizontal axis represents units of care, the vertical axis dollars. The curve marked PL depicts the marginal change in expected accident costs as a function of care and is shown declining on the assumption that care has a diminishing effect in preventing accidents. The curve marked B is the marginal cost of care and is shown rising on the assumption that inputs of care are scarce and therefore their price rises as more and more are bought. The intersection of the two curves, c*, represents due care. To its left the injurer is negligent; B is smaller than PL. To the right, where the costs of care exceeds the benefits in reducing expected accident costs, the injurer is not negligent; this is the region of accidents that (subject to qualifications discussed later) are unavoidable in an economic sense.

A possible objection to the Hand Formula is that it assumes risk neutrality. We waved this point aside by pointing out that people can buy insurance, and yet we know from Chapter 4 that the doctrines of contract law do not on similar grounds assume that the people affected by that law are risk neutral. There is an economic reason for this difference. It is difficult to buy insurance against business losses, because a businessman insured against loss will have little incentive to try to prevent loss and because business losses are potentially so open-ended; an unexpected rise in the price of a key input could cause even a large business to go broke. Hence contracts and contract law have a role to play in reducing risk—illustrating the more general point that market insurance is not the only social institution for risk reduction (diversified investment portfolios, discussed in Chapter 16, are another). But there have been well-developed markets in insurance against personal injury and death, and also against liability for causing injury or death negligently, for a long time. The resulting moral hazard problem is attenuated by the fact that most people try to avoid an accident even if they are fully insured against the consequences to themselves or others—most people are at least faintly altruistic even toward strangers and, more important, people don’t like to be hurt even if they are fully insured; insurance may compensate for pain but it doesn’t eliminate it. And money certainly won’t fully replace the lost utility from a serious injury—and almost never the lost utility from death (see §6.12 infra). Still, tort-related insurance is highly valued, and the losses to be insured against are not so unpredictable that an insurance company can’t calculate a reasonable premium. So the need for the tort system to provide nonmarket insurance to replace or supplement market insurance is less acute than in the domain of contracts.

Although the Hand Formula is relatively recent, the method it capsulizes has been used to determine negligence ever since negligence was first used as a standard of liability in accident cases.3 In Blyth v. Birmingham Water Works,4 for example, the question was whether a water company had been negligent in failing to bury its water pipes deep enough to prevent them from bursting because of frost and damaging the plaintiff’s home. In holding for the water company, the court emphasized that the frost had been of unprecedented severity—the probability of the injury to the plaintiff’s property had been low. The damage was not so great as to make the expected cost of the accident greater than the cost of prevention, which would have involved a heavy expense in burying the pipes deeper.

Blyth, however, illustrates a problem in the application of the Hand Formula—the problem of uncertainty (§1.1, supra). The Hand Formula assumes a calculable risk—P is a number between 0 and 1. But often the probability that an accident will occur unless some precaution is taken cannot be estimated. In Blyth, the unusual severity of the frost suggested that the probability was low, but no greater precision may have been possible. Since, however, B was very high and L only moderate, the fact that P was low was enough to justify a finding that the defendant had not been negligent. If B is very low and L is very high, a crude estimate of P may be all that is needed to justify a finding of negligence.

In Adams v. Bullock,5 a 12-year-old boy, while crossing a bridge over the defendant’s trolley tracks, swung an 8-foot-long wire over the bridge. The wire touched the defendant’s trolley wire, which ran over the tracks and beneath the bridge, resulting in an electric shock that injured the boy, who sued. The court held for the defendant. P was low because it was unlikely that anyone using the bridge would touch the trolley wire. And B was high; the court, displaying economic insight in explaining the difference between ordinary electric wires and trolley wires, wrote:

         The distinction is that the former may be insulated. Chance of harm, though remote [low P], may betoken negligence, if needless [very low B]. Facility of protection may impose a duty to protect. With trolley wires, the case is different. Insulation is impossible. Guards here and there are of little value. To avert the possibility of this accident and others like it at one point or another on the route, the defendant must have abandoned the overhead system, and put the wires underground [very high B].

In Hendricks v. Peabody Coal Co,6 a 16-year-old boy was seriously injured while swimming in the defendant’s abandoned strip mine, which had become filled with spring water. The defendant, aware both that the mine was being used as a swimming hole and that it was dangerous because of a concealed ledge beneath the surface at the point where the boy had dived and been hurt, undertook to police the area but did not do so effectively. The court remarked, “The entire body of water could have been closed off with a steel fence for between $12,000 and $14,000. The cost was slight compared to the risk to the children involved.”

These cases show that the application of the Hand Formula depends on the interaction of the three elements—B, P, and L—rather than on any one of them taken separately. “It does not follow that, no matter what the circumstances may be, it is justifiable to neglect a risk of such a small magnitude [low P]. A reasonable man would only neglect such a risk if he had some valid reason for doing so, e.g., it would involve considerable expense to eliminate the risk [high B]. He would weigh the risk against the difficulty of eliminating it.”7

What if a precaution would benefit the potential injurer as well as the potential victim? In the usual case in which a driver endangers other users of the road, he is endangering himself as well. Does this imply that the standard of care should be lower because he already has an incentive to avoid an accident, or higher because the expected accident cost is now higher? Higher. Because the benefits of avoiding an accident are greater, the optimal expense to incur to avoid the accident is also greater.8 Suppose Lv (the loss to the victim if the accident occurs) is 100, Li (the loss to the injurer) is also 100, the probability of the accident (P) is .1, and the accident can be avoided at a cost (B) of 15. If both L’s are included in the formula, the injurer will be found negligent if he fails to take the precaution (because 15 < .1(200)), but if only Lv is included, he will not be found negligent (because 15 > .1(100)). In this example, even though the potential injurer is himself at risk, the risk is not great enough to induce him to take the precaution, while if he were made liable should an accident occur to another he would take the precaution and the result would be a net social benefit.

§6.2    The Reasonable-Person Standard

It might seem that if the Hand Formula really created the proper incentives to avoid negligent accidents, no one would be negligent and there would be no negligence cases, at least none won by plaintiffs, so eventually no cases would be brought. But of course there are many negligence cases won by plaintiffs, and one reason is that in deciding whether an accident could have been avoided by either party at a cost less than the expected accident cost, the courts do not attempt to measure the parties’ individual ability to avoid accidents. Rather they estimate the accident-avoidance costs of the average (in legal parlance, the “reasonable”) person. This approach is justified only by the costs of individualized measurement, which are thought to preclude the necessary fine tuning. If the average person could at a cost of $120 avoid an accident the expected cost of which was $100, yet an exceptional person could avoid the accident at a cost of less than $100, an efficient rule—information costs to one side—would impose a duty to avoid the accident on the second person but not the first. In contrast, the reasonable-person rule fails to deter that exceptional person because he is not held to be liable for causing the accident. If the average accident-avoidance cost were only $50, a person who could not avoid the accident at a cost of less than $110 would be held liable even though he couldn’t have avoided the accident. Notice, though, how the reasonable-person rule reduces the costs of litigation to the tort plaintiff. He doesn’t have to determine the actual capacity of the defendant to have avoided the accident in order to determine whether he has a solid claim.

Consistent with the information-cost basis of the reasonable-person standard, when differences in capacity to avoid accidents are ascertainable at low cost the courts do recognize exceptions to (or subclasses of) the reasonable-person rule. So blind people are not held to as high a standard of care as sighted ones, although within the class of blind people a uniform standard of care is imposed. Yet even when no allowance is made for individual differences in ability to take care, the reasonable-person standard tends not to produce a high error rate. People who incur high costs of care and as a result are accident prone can still protect themselves, by avoiding activities that place them at risk; and people who incur low costs of care and therefore are unlikely to be held liable for some of their accidents (accidents the average person could have avoided) are unlikely to become involved in accidents, given the normal reluctance to be involved in an accident and the above-average accident avoider’s superior ability to avoid such involvement at low cost.

§6.3    Custom as a Defense

A recurrent question is whether the defendant’s compliance with the standard of safety that is customary in its industry should be recognized as a defense to a negligence suit. If so, only firms that lag behind the average firm in their industry in adopting safety precautions will be held liable. This is a satisfactory result if there is reason to expect the average firm to take all cost-justified precautions without the coercion of law. But a firm will have no incentive to take precautions against accidents dangerous only to people with whom the firm does not, and because of high transaction costs cannot, deal. The potential victims will not pay the firm to take precautions. Nor will its customers; they don’t benefit from the precautions, so if the firm tried to pass on the added costs of the precautions to them, in the form of higher prices, it would be undercut by a competitor. Since in these circumstances there is no presumption that the average safety level in the industry is optimal, the law properly rejects compliance with custom as a defense.

In cases in which the danger is to the industry’s customers, the customary level of precautions taken by sellers is more likely to be efficient. Customers should be willing to pay a higher price for the industry’s product or service up to the point where the last dollar spent buys just one dollar in reduced accident costs. It is therefore ironic that the classic statement of the principle that compliance with custom is not a defense to a negligence action should have been made—and by Judge Hand!—in a case in which the plaintiff was the defendant’s customer.1

In one area of negligence, that of medical malpractice, the courts, consistent with the distinction just suggested, have traditionally allowed a defense of custom. A doctor’s duty of care toward his patient requires him only to comply with the customary standards of the medical profession in the area and specialty in which the doctor is practicing. The potential injurers (doctors) have an incentive independent of the law to provide the level of care for which potential victims are willing to pay, because the latter are customers.

Observe the overlap here between tort and contract principles. The doctor implicitly promises to treat the patient with the care customary among doctors in the area. If he does not use that much care he is guilty of malpractice, a tort, but he has also and by the identical conduct violated his contract with the patient. Yet in this instance tort liability is likely to be more efficacious than contract liability. A tort rule, applicable to all doctors, will provide greater deterrence than contracts requiring careful contract, because many patients will not have such contracts, either because they trust doctors or because doctors refuse to voluntarily assume liability for negligent performance.2

§6.4    Victim Fault: Contributory and Comparative Negligence, Assumption of Risk, and Duties to Trespassers

The fact that the burden of precaution is less than the probability times magnitude of loss if the precaution is not taken is a necessary rather than sufficient condition for the precaution to be efficient. A precaution that would do the trick at even lower cost would be more efficient. Since, as every pedestrian knows, many accidents can be prevented by victims at lower cost than by injurers, the law must be careful not to impair the incentives of potential accident victims to take efficient precautions. Suppose that an expected accident cost of $1,000 could have been avoided by the defendant at a cost of $100 but by the plaintiff at a cost of only $50. The efficient solution is to make the plaintiff “liable” by refusing to allow him to recover damages from the defendant. If the defendant is liable, the plaintiff will have no incentive to take preventive measures because he will be fully compensated for his injury, and the efficient solution will not be obtained.

No doubt there is exaggeration here. As mentioned earlier, tort damages are not always fully compensatory, especially where serious personal injuries are concerned. To the extent they fall short, potential victims will have an incentive to take precautions even if their failure to do so would not reduce their entitlement to damages by a penny were they to be injured. But the incentive will be less (maybe zero in cases of property damage, as in the railroad spark case discussed in Chapter 3 and infra).

The traditional common law approach, which goes by the name of “contributory negligence,” was for the judge or jury, after finding that the defendant had been negligent (if he were found not to have been negligent that would be the end of the case), to turn around and ask whether the plaintiff had been negligent (and whether the accident would have been avoided if he had not been). If the answer was “yes,” the plaintiff lost. This works fine in the example given above, but suppose we reverse the cost-of-precaution figures, so that the cost is $50 to the defendant and $100 to the plaintiff. It seems that the defendant will be deemed negligent but that the plaintiff will be contributorily negligent (because $100 is less than $1,000) and so will lose, and therefore that the defendant will have no incentive for the future to take a precaution that by hypothesis is the efficient one. Not so, because the law defines due care as the care that is optimal if the other party is exercising due care. Since, in our example, if the defendant is exercising due care the plaintiff’s optimal care is zero, the plaintiff will have no incentive to take care, and knowing this the defendant will spend $50 on care and the accident will be avoided at least cost. The court won’t listen to the defendant if he says that if the plaintiff were exercising due care the defendant’s optimal care would be zero, so he should be let off the hook. For then the potential injurer would exercise no care, and the accident would be avoided, by the potential victim, at a higher cost: $100 versus $50.
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The examples assume that the efficient solution is for one party, but not both, to take care, so that the lower-cost avoider is encouraged to take care. But sometimes it is more efficient for each party to take some care than for one to take care and the other do nothing. Table 6.1 illustrates with an example involving flax and locomotive sparks. PL is $150. Different levels of care by railroad and by farmer are costed, and the total costs compared on the third row of the table. S.A. means spark arrester; a super spark arrester is just a better-quality (and more expensive) spark arrester. The number of feet is the distance of the flax from the tracks. The greater the distance, the safer the flax is, but there is a cost to the farmer. Thus the three columns represent three different combinations of safety precautions by the railroad and the farmer, all of which have the same benefits ($150, the expected accident cost that the combination averts) but different costs.

The middle combination, in which the railroad installs a spark arrester of average quality and the farmer moves the flax 75 feet from the tracks, is the least costly, and a negligence/contributory-negligence rule will induce the parties to adopt it. For suppose that the railroad does nothing, hoping the farmer will be deemed negligent because he can prevent the accident at a cost ($110) less than the expected accident cost ($150). Knowing that he will be deemed contributorily negligent only for failing to keep his flax at the distance that will prevent its destruction if the railroad takes the precaution that it is supposed to take (i.e., installs the spark arrester), the farmer will place the flax just 75 feet from the tracks. It will be destroyed, but since the railroad will be held negligent and the farmer will not be held contributorily negligent, the farmer won’t care.1 Knowing all this, the railroad will be driven to install the spark arrester. The analysis for the farmer if he starts by placing his flax right next to the tracks is similar. The railroad will not buy the super spark arrester, because the farmer would be held contributorily negligent if there were a fire, and contributory negligence is a complete defense to liability.

Should it be a complete defense, though—or indeed any defense? Under a negligence regime, unless the injurer is negligent the victim will bear the whole cost of the accident whether negligent or not. The defense of contributory negligence comes into play only when the injurer is negligent as well as the victim. And if the injurer is negligent, why should he get off scot-free and the victim be left to bear the whole cost of the accident? The economic answer is that shifting the cost from the victim to the injurer will do no good as far as creating incentives to take due care in the future is concerned. Both parties already have incentives that in the generality of cases are adequate. The injurer has an incentive to take care to avoid having to pay damages if he is careless, an accident occurs, and the victim was not careless. The victim has an incentive to take care to avoid the accident if it occurs though the injurer was careful.

Since efficiency is not increased by making the negligent injurer pay damages to the negligent victim, the common law used to allow the cost of the accident to lie where it fell in order to minimize the costs of administering the legal system. A transfer payment from injurer to victim costs something to make (just calculating how large the payment should be is a daunting prospect, as we’re about to see) but does not increase the wealth of society by creating incentives to efficient behavior. Yet virtually all common law jurisdictions have replaced contributory negligence with comparative negligence, whereby if both parties (injurer and victim) are negligent the plaintiff’s damages are reduced, but not to zero.

Surprisingly, comparative negligence has—at least as a first approximation, and setting administrative costs to one side—the same effects on safety as contributory negligence. Go back to Table 6.1 and suppose that even if the farmer takes no precautions at all, the damages that the court will award him for the loss of his crop will be reduced by only 10 percent—not 100 percent as under contributory negligence. It might seem that since he therefore faces an expected accident cost of only $15 (10 percent of the PL of $150), he will not spend the $25 that due care requires him to spend on precaution. But then the railroad, knowing it will not be liable whatever happens unless it is negligent, will have every incentive to invest $50 in precautions to avert an expected judgment cost to it of $135 (90 percent of $150). Knowing this the farmer will have an incentive to incur the $25 cost of moving his flax back 75 feet,2 as otherwise he’ll end up bearing the whole accident cost because unless the railroad is negligent comparative negligence doesn’t come into play, and the victim gets nothing. So the optimal allocation of resources to safety is achieved, just as when contributory negligence is a complete defense to liability.

The economic difference between contributory and comparative negligence is that the latter is more costly to administer. There are more claims and therefore more suits because comparative negligence bestows a positive expected value on claims that would have a zero expected value under a system of contributory negligence.3 And having to resolve an additional issue—the relative fault of the parties—injects additional uncertainty into the litigation of a negligence case and therefore makes it harder to settle out of court. The added uncertainty is considerable because there is no objective way to determine relative fault; this is an aspect of the problem of allocating joint costs, discussed in later chapters. Yet there is an offset: It may be quite uncertain in a close case governed by contributory negligence whether a jury would award a large judgment or a zero judgment, whereas if the same case were governed by comparative negligence it might be apparent that the verdict would be somewhere in the middle of that range. This difference might make the settlement rate in cases governed by comparative negligence higher than in cases governed by contributory negligence.

A further complication in comparing the two regimes is that the effect of uncertainty on the amount of care taken by injurers and victims respectively is unclear.4 A major empirical study finds, however, more careless driving in comparative-negligence jurisdictions.5 More suits and more careless driving may seem to make a convincing case against comparative negligence. Yet it is implausible that a change from contributory to comparative negligence induces less care by drivers, since contributory negligence provides a complete defense for the negligent defendant and comparative negligence only a partial defense.

Comparative negligence makes most economic sense when, owing to difficulty in insuring against accidents, society uses the tort system to provide insurance to accident victims. Comparative negligence gives the careless victim of a careless injurer something; contributory negligence gives him nothing. So it is no surprise that comparative negligence got its initial foothold in admiralty law. Until modern times, maritime transportation was an extraordinarily risky business because of the great value of ships and their cargoes and the significant probability of disaster, yet market insurance was difficult to come by and as a result there was a demand for insurance by means of the tort system. The demand was met by several doctrines, of which divided damages was one:6 In a collision in which both vessels were at fault, each owner was liable for half the total damage to both ships. The result was that the owner of the less heavily damaged ship picked up part of the tab for the damage to the other ship. Divided damages has the attractive property of providing insurance without encouraging the insured to be careless, for if he is careless and the other party to the collision is not, he bears the full accident cost. But admiralty law has now moved toward adoption of a comparative-fault approach akin to comparative negligence.

Another doctrine of victim responsibility is assumption of risk, which like contributory negligence is a complete bar to recovery. Suppose a person enters a roller-skating derby with full awareness of the risks of falling down, and indeed he does fall down and is hurt. He may have been careful in the sense that, given the decision to enter the derby, he conducted himself as would a reasonable roller-skate racer. And the risk to which he was subjected may have been substantial. Suppose that by reducing the speed limit by 2 mph the owner of the roller-skating rink could have prevented all accidents at a seemingly trivial time cost to the patrons; the owner will nevertheless be protected by the assumption-of-risk defense from liability to the injured patrons.

To understand the economic function of the defense, we must ask why the patrons do not demand greater safety precautions by the owner. There are several possibilities:

 

1. The Hand Formula has been misapplied. The cost of the lower speed limit is not a trivial time cost but a substantial diminution in the thrill of racing.

 

2. The formula has been applied too narrowly. It might have been easy for the victim to avoid the accident simply by not skating. Care in conducting an activity is only one method of precaution; another is avoiding the activity, or doing less of it (see next section).

 

3. The speed at which patrons are allowed to skate would be an undue hazard to most people, but this particular rink attracts skaters of greater than average skill. The defense of assumption of risk enables people with different capacities for avoiding danger to sort themselves to activities of different dangerousness and thus introduces some play into the joints of the reasonable-person rule.

4. The rink attracts risk preferrers. The Hand Formula assumes risk neutrality and will therefore induce potential injurers to take precautions that are excessive for potential victims who like risk.

 

A related rule of victim responsibility is that a landowner is not liable for negligent injuries to trespassers. Such an injury can usually be prevented at lower cost by the trespasser, simply by not trespassing, than by the landowner. If the cost of avoidance by the trespasser is higher, he can purchase the land (or an easement in it) and so cease to be a trespasser. The rule thus serves the function—by now familiar to the reader—of encouraging market rather than legal transactions where feasible.

Occasionally a transaction between landowner and trespasser will not be feasible, as in the famous case of Ploof v. Putnam.7 The plaintiff, caught in a storm, attempted to moor his boat at the defendant’s pier. An employee of the defendant shoved the boat away, and it was later wrecked by the storm. The plaintiff sued for the loss and won. The value of being able to trespass on the defendant’s property during the storm was great, the cost to the defendant of preventing the wreck small, and negotiations for landing rights were, in the circumstances, infeasible.

But the plaintiff would probably have been held liable to the defendant for any damage caused by his boat.8 Such liability is appropriate to assure that the rescue really is cost-justified, to encourage pier owners to cooperate with boats in distress, relatedly to discourage pier owners from investing in “defensive” measures to prevent a ship in distress from damaging a pier in an effort to save itself9 (in other words to induce the socially optimal amount of investment in piers; see §6.9 infra), and in short to simulate the investment and the market transaction that would have occurred had transaction costs not been prohibitive. Notice that this implies that the owner of the pier should be entitled to a fee, as well, for the use of his pier. Cf. §4.15 supra.

In cases of public necessity (Ploof was a case of private necessity), as where the fire department pulls down a house to make a firebreak, compensation is not required. This illustrates a common technique of common law regulation—that of encouraging the provision of external benefits (saving the rest of the city from the fire) by allowing costs (the cost to the person whose house is pulled down) to be externalized.10 Another example is Mouse’s Case,11 cited in Ploof. Mouse was a passenger on a boat. The boat started to sink, and passengers flung baggage overboard to keep it afloat. Among the objects jettisoned was a casket owned by Mouse that contained £113. He sued the passenger who had jettisoned his casket and lost, on the ground that saving passengers’ lives (including Mouse’s) was worth more than the casket and its contents. To impose liability in such a case probably wouldn’t deter rescues (the passenger who threw Mouse’s casket overboard doubtless preferred saving his life to avoiding having to pay a legal judgment) but would just confer a windfall on a passenger whose baggage had made the boat less safe.

The defendant in Ploof v. Putnam might not have been adjudged negligent had there been no effort to shove off the plaintiff’s boat but the pier simply was in bad repair and collapsed when the plaintiff attempted to moor his boat. The probability of a boat’s being in distress in the vicinity of the pier may have been so slight that, under the Hand Formula, proper maintenance of the pier would not have been a cost-justified precaution. But at the moment when the plaintiff’s boat attempted to land, the probability of a serious accident was high, the expected accident loss great, and the cost of avoidance small.

So viewed, Ploof v. Putnam is a special application of the doctrine of “last clear chance.” A man is using the railroad track as a path. He is a trespasser. The railroad has no duty to keep a careful lookout for him (see §3.4 supra). But if the crew happens to see him and realizes that he’s oblivious to the train’s approach, it must blow the train’s whistle and take any other feasible precautions to avoid running him down. Even though the accident might have been prevented at least cost had the trespasser simply kept off the track, at the moment when the train is bearing down upon him it is the engineer who can avoid an accident at least cost, and this cost is substantially less than the expected accident cost. Alternatively, the case may be viewed as one in which although the cost to the victim of preventing the accident is lower than the accident cost, the cost to the injurer of preventing the accident is lower still.

One might think that were there no doctrine of last clear chance there would be fewer trespassers—the expected cost of trespassing is higher without a last clear chance doctrine because more of the expected cost of trespassing is visited on the trespasser—and maybe therefore there would be fewer accidents than with the doctrine. But this ignores the probabilistic character of taking care. To stray across the center line in a two-way highway is negligent, but everyone does it occasionally because it would be too costly to adopt a driving strategy that reduced the probability of straying to zero. Some normally careful people will occasionally find themselves trespassers. And so the fact that the last clear chance doctrine slightly reduces the incentive not to trespass is not a decisive objection to it, any more than the similar effect of the trespassing-cattle and attractive-nuisance cases discussed in §3.5 supra is a decisive objection to those doctrines imposing liability on landlowners to trespassers.

§6.5    Strict Liability

Strict tort liability means that someone who causes an accident is liable for the victim’s damages even if the injurer could not have avoided inflicting the injury by the exercise of due care (PL might be $150 and B $300).1 As a first approximation, strict liability has the same effects on safety as negligence liability, provided that there is a defense of contributory negligence, as there usually is though often under a different name. The defense is actually more important for strict liability than for negligence. A potential injurer can always avoid liability under a negligence system by not being negligent, which is assumed to cost less than the expected accident costs of negligence. Under strict liability, he cannot avoid liability by being nonnegligent, so if there is no defense of contributory negligence he will incur costs to avoid accidents that the victim could have avoided at lower cost.

If B is lower than PL, the strictly liable defendant will take precautions to avoid the accident, just as the defendant in a negligence system will, in order to reduce his net costs. Less obviously, if B is larger than PL, the strictly liable defendant will not take precautions, just as under negligence. True, he will have to pay the victim’s damages. But if those damages, discounted by the probability of the accident, are less than the cost of avoidance, the expected cost of liability (= PL) will be less than the cost of avoidance, so avoidance won’t pay.

But there are significant economic differences between negligence and strict liability. One way to avoid a highway accident is to drive more carefully, but another is to drive less. Rarely will a court in a negligence case try to determine the optimal level of the activity that gave rise to the accident. The court will not inquire whether the benefit of the particular trip (maybe it was to the grocery store to get gourmet food for the driver’s pet iguana) was equal to or greater than the costs, including the expected accident cost to other users of the road; or whether driving was really cheaper than walking or taking the train when all social costs are reckoned in. Such a judgment is too difficult for a court to make in an ordinary tort case. Only if the benefits of the activity are obviously very slight, as where a man runs into a burning building to retrieve an old hat and does so as carefully as he can in the circumstances but is seriously burned nonetheless, will the court find that the decision to engage in the activity was negligent even though once the decision was made, the actor (plaintiff or defendant) conducted himself with all possible skill and circumspection. (Thus the hat case could also be thought a case of assumption of risk.)

Potential injurers subject to a rule of strict liability will automatically take into account possible changes in activity level, as well as possible changes in expenditures on care, in deciding whether to prevent accidents. Suppose in our locomotive spark example that spark arresters don’t work but the railroad could achieve the same results, at the same costs as in Table 6.1, by running fewer trains. That would be a change in activity level and might well escape notice under a negligence rule—in which event the farmer would be induced to take all the precautions, an inferior solution.
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Figure 6.2 depicts the effect of strict liability in reducing accident costs by inducing changes in activity level. The industry demand curve is depicted, since the rule of strict liability is presumably imposed on all members of the industry. Accident costs unavoidable by due care and borne entirely by strangers to the industry (hence external to the industry) are assumed to be proportional to the industry’s output. The curve labeled MCp is the industry’s private marginal cost curve. The curve labeled MCs is the industry’s social marginal cost curve; that is, it includes the costs of accidents. Under strict liability, MCs becomes the industry’s private marginal cost curve, inducing it to reduce output from qo to q*, which results in eliminating socially wasteful accident costs (the shaded area in the diagram).

The problem with basing a universal rule of strict liability on this example is that changes in activity level by victims are also a method of accident avoidance, and one that is encouraged by negligence liability but discouraged by strict liability. Suppose that the cost to the railroad of preventing damage to the farmer’s crops, whether by more care or by less activity, is greater than $150, the expected loss, so that the railroad will do nothing, but that the farmer could prevent the loss by switching to a fire-resistant crop at a cost of $100. Strict liability will give him no incentive to do so, because failing to change his activity will not be deemed contributory negligence and so the railroad will have to pay for the damage. But under a regime of negligence liability, since the railroad will not be liable for the damage, the farmer will switch to the fire-resistant crop, a switch that will now give him an expected gain of $50.

Only when a class of activities can be identified in which activity-level changes by potential injurers are the most efficient method of accident prevention is there a compelling argument for imposing strict liability. Conversely, in a class of activities in which activity-level changes by potential victims are the most efficient method, there is a strong argument for a rule of no liability, as when the doctrine of assumption of risk is applied to participation in dangerous sports.

Strict liability is the rule for “ultrahazardous activities”—activities that involve a high degree of danger that cannot be negated by the actor’s being careful or potential victims’ altering their behavior. An example is strict liability for injuries by wild animals. If my neighbor has a pet tiger, there is little I can do (at reasonable cost) to protect myself. And there is only so much the owner can do, in the way of being careful, to keep the tiger under control. The most promising precaution may simply be not to have a tiger—an activity-level change.2 But suppose the tiger is not a neighbor’s but a zoo’s. It’s unlikely that the most efficient way to prevent accidents to visitors at zoos is to exclude dangerous animals from zoos; they are major zoo attractions. So the courts have carved an exception to the rule of strict liability for injuries caused by wild animals in zoos, circuses, and other animal parks and shows. Not that strict liability would actually induce zoos to foreswear dangerous animals. The zoo would balance the cost of liability against the cost of loss of patronage, and the latter cost would dominate given that the precautions zoos take to prevent accidents for which the zoo would be deemed liable under a negligence standard reduces the likelihood of an accident to a very low level. Stated differently, care is a superior substitute, in the zoo context, for activity reduction (fewer or no dangerous animals).

Another ultrahazardous activity is blasting with explosives. No matter how careful the construction company is, there will be accidents; and since construction goes on everywhere, it is unlikely that the best way to minimize these accidents is for potential victims to alter their activities. The best way may be for the companies to switch to alternative methods of demolition that are less dangerous; and strict liability gives them a financial incentive to consider such alternatives.

There is a tendency to apply the “ultrahazardous” label to any new activities (often called “nonnatural”), such as reservoirs in England3 at one time, or ballooning in early nineteenth-century America.4 New activities tend to be dangerous because there is little experience with coping with whatever dangers they present. For the same reason, the dangers may not be avoidable simply by taking care—yet the fact that the activities are new implies that there probably are good substitutes for them. The best method of accident control may therefore be to cut back on the scale of the new activity (as in Figure 6.2)—to slow its spread while more is learned about how to conduct it safely.

The distinction between care and activity is not the only dimension along which negligence and strict liability differ. Another is the relative cost of administering the two legal standards. The trial of a strict liability case is simpler than that of a negligence case because there is one less issue—negligence—and the fewer the issues, the easier it should be to settle the case without a trial. On both counts we can expect litigation costs to be lower under strict liability than under negligence—for the same number of claims. But as when comparative negligence is substituted for contributory negligence, the number may not be the same. In principle, under strict liability every accident that results in damage or injury can give rise to a claim, not just every accident in which the defendant may have been negligent.5 If the accident rate in some activity will fall dramatically should strict liability be imposed, because accident costs exceed the costs of avoiding them through changes in the level of the activity, there may well be fewer claims under strict liability; and since the average cost of processing claims should be lower under strict liability, the substitution of strict liability for negligence will be an unequivocal economic gain. But if most of the accidents that occur in some activity are unavoidable in an economic sense, whether by taking greater care or by reducing the amount of the activity (because the costs of greater care, or less activity, exceed any savings in reduced accident costs), the main effect of switching from negligence to strict liability will be to increase the number of damages claims.

Another difference is that strict liability operates to insure victims of unavoidable accidents. But this is a social plus only if the cost of insurance through the tort system is less than the cost to potential victims of buying accident insurance policies in the insurance market; almost certainly it is greater. All sides of the no-fault debate agree that the tort system is a very costly method of providing insurance; the debate is over whether it provides another good, the deterrence of non-cost-justified accidents. See §6.14 infra. A related point is that, as was shown in Figure 6.2, the size of, and economic rents earned in, an industry subject to strict liability will be smaller than if the industry were subject to negligence.

Courts make mistakes; which regime—strict liability or negligence—is more robust against them? On the one hand, an erroneous finding that an injurer is not negligent cannot have misallocative consequences under strict liability, because the injurer’s negligence is not an issue. On the other hand, the consequences of a mistaken ascription of causation, or an overestimation of damages, are worse under strict liability. In a negligence regime a person is sanctioned only for inefficient conduct; under strict liability he may be sanctioned for efficient conduct, and if the costs of that conduct are exaggerated the conduct may be deterred. Suppose the cost of some precaution is 10, the expected accident cost under an error-free regime of strict liability is 9 (and this is the number used to determine whether failure to take the precaution is negligent), but the expected accident cost (really the expected legal-judgment cost) given errors as to causation or damages favoring plaintiffs is 11. Then the conduct will be deterred under strict liability (because 10 < 11) but not under negligence (because 10 > 9), unless mistakes as to causation or damages infect the determination of the standard of care.

Despite their differences, it would be a mistake to dichotomize negligence and strict liability. Negligence has a strict liability component (and in the next section we’ll see that strict liability has a negligence component). This is a result in part of the reasonable-person rule, as we have seen, and in part of the doctrine of respondeat superior (see §6.8 infra). And as we have also seen, care has a stochastic (probabilistic) component. Being careful means having attitudes, acquiring skills and knowledge, etc., that reduce the probability of a careless slip but do not eliminate it; to eliminate it would require an excessive investment in care. The law, though, does not recognize “optimal negligence”—the level of care that would minimize the sum of accident and accident-avoidance costs over the long run but not necessarily over a short interval. An accident that occurs once every ten years by reason of negligence may be cost-justified when the cost of eliminating all possibility of negligence is taken into account. No one can be careful all the time without superhuman efforts that may not be worth attempting.

It has been argued that by neglecting these points the law creates an inefficient bias in favor of preventing accidents by means of capital expenditures rather than by expenditures on careful operation of existing equipment and facilities.6 To illustrate, let the expected accident cost be 10 and the cost of eliminating it through better training, supervision, etc., be 15. So the accident will occur, at an expected legal-judgment cost to the company of 10. Suppose that a capital investment of 5 would not eliminate the accident but would eliminate the human error on which a finding of negligence would be based. Then the company will have a net gain of 5 (10 − 5) from the investment, even though the social gain is zero.

§6.6    Products Liability

The most controversial area of strict liability today is liability, now called strict in most states, for personal injuries (mainly to consumers) caused by defective or unreasonably dangerous products. But the term “strict liability” is something of a misnomer here, because in deciding whether a product is defective or unreasonably dangerous in design or manufacture the courts generally use a Hand Formula approach, balancing expected accident costs against the costs of making the product safer. So if a car is demolished in an accident, the manufacturer is not held strictly liable just because it wouldn’t have been damaged had it been built like a tank. The manufacturer is liable only if the design or construction of the car was defective, which in most cases means just about the same thing as negligent. The principal exception is where though the particular item that the consumer bought was indeed defective—a soft-drink bottle with mouse parts in it, for example—the manufacturer had taken optimal hygienic measures, and the defective item was a one-in-a-million product failure that could not have been prevented at a cost less than the (tiny) expected accident cost. The manufacturer would nevertheless be liable. This is genuine strict liability and can be explained by reference to the discussion in the previous section of activity level. There is nothing the consumer can do at reasonable cost to prevent the one-in-a-million product failure. It would not pay for him to inspect every soft drink bottle that he buys for such a minute hazard, or to investigate the possibility that there are safer substitutes; the expected accident cost is just too low to incite him to any self-protective measures. But a slight expected cost to each consumer, when aggregated over millions of consumers, may be substantial. By hypothesis, imposing this cost on the manufacturer will not lead him to take additional hygienic measures in his factory; otherwise he would be negligent in not having done so already. But it will lead him to increase his price;1 and although the increase will be small (again by hypothesis), it will lead some consumers to substitute other products that now are cheaper. If they are also safer, activity consisting of the manufacture and sale of this soft drink brand will diminish slightly and with it the number of product accidents.

The kind of product failures against which manufacturers expressly warrant their products are common and hence familiar to consumers and therefore enter into their buying decisions. But product failures that cause serious personal injuries are extremely rare, and the cost to the consumer of becoming informed about them is apt to exceed the expected benefit. (If the injury is common and consumer information therefore better, the defense of assumption of risk may bar the injured consumer from obtaining damages—the correct result from an economic standpoint.) Unless the manufacturer is made liable, the marketplace may fail to discipline him by diverting consumers to safer brands. Strict liability in effect impounds information about product hazards into the price of the product, causing a substitution away from hazardous products by consumers who may be completely unaware of the hazards.2

This analysis may explain the law’s refusal to enforce disclaimers of liability for personal injuries caused by product accidents. If the hazard is very small, it will not pay the consumer to be attentive to disclaimers, and for the same reason the manufacturer will not reap significant ill will when he enforces the disclaimer in those very few cases in which someone is injured. The solution is not perfect. In particular, if consumers differ in their ability to cope with product hazards, a disclaimer of liability could be a good way of sorting consumers according to that ability. Those best able to avoid the hazards would flock to manufacturers who disclaimed liability and charged lower prices made possible by their lower legal-judgment costs. But there may be a better way of sorting customers—by making the hazards of a product obvious by a disclosure, thus bringing the doctrine of assumption of risk into play.

The law of products liability has pioneered an interesting solution to the problem noted earlier of comparing the costs of accident avoidance to the injurer and to the victim in an alternative-care case. This is the doctrine of foreseeable misuse and is related to the point just made about obvious hazards. A manufacturer sells a machine whose moving parts are not shielded, and a worker is injured when he sticks his hand in them. He was careless in doing so, the danger being apparent, and yet the manufacturer could have shielded the moving parts, and thus prevented the accident, at a trivial cost. In many states he’d be held liable to the worker. This is efficient if the cost is trivial. Remember that it isn’t possible to reduce the probability of careless conduct to zero; hence it is good to have back-up liability if the cost of avoidance is truly slight. The issue is the same as in the analysis of last clear chance, where the injurer’s liability backstops the victim’s inability to avoid a possibility of injuring himself. But the doctrine shouldn’t be extended to the case of ordinary negligent use, where the user really is the lower-cost accident avoider. That would be analogous to using the doctrine of assumption of risk to eliminate all liability on the theory that everyone should know there’s some risk of being injured through the carelessness of another.

§6.7    Causation and Foreseeability

Suppose that in the Blyth case (§6.1 supra) the city had failed to take precautions against a normal frost, but, as we know, the frost that caused damage to the plaintiff’s property was abnormal and the precautions would have been unavailing. Since the damage caused by abnormal frost is not part of L in the Hand Formula (L being the loss that the precaution the injurer failed to take would have averted), to make the city liable for the frost damage would be akin to imposing punitive damages. If imposing punitive damages for simple negligence is a mistake, as we shall see later it would be, so is imposing liability for uncaused harms.

But now change the facts. A and B, out hunting, carelessly mistake C for a deer and shoot. Both hit him, and each shot is fatal. This means that, viewed separately, neither A nor B caused C’s death; he would have died anyway. Yet it would be an economic mistake to let both off scot-free, as that would reduce deterrence. C’s estate should be allowed to get damages from A and B—in what proportions we consider later. Oddly to anyone who thinks that causal principles ought to play an independent role, unrelated to economic considerations, in tort liability, the analysis is the same if only one bullet hits C and we do not know whether A or B fired it, provided that both A and B were careless.1

What if there is uncertainty about the victim’s identity rather than the injurer’s? Through negligence a nuclear reactor emits a burst of radiation that will cause 10 excess cancer deaths in the neighborhood of the reactor over the next 20 years. During this period 100 people would have died from cancer anyway; so now it will be 110; but we will never know which of the 110 would not have died but for the accident. If a 10 percent increment in the probability of death is deemed tort causation, then each of the 110 will be able to recover his full damages, and the owner of the reactor will be forced to pay 11 times the actual damage it caused. But if 10 percent is deemed too little for tort causation, the owner will pay nothing, and there will be no tort sanction for its negligence. Neither situation is satisfactory. A better approach is to define the injury as the increased risk of death from cancer rather than the cancer itself. The entire population exposed to the burst of radiation would be entitled to sue when the accident occurs, using the class action device (discussed in Chapter 22) to economize on the cost of litigating many small claims. Notice the symmetry with the previous example, in which the potential injurers were made liable as a group.

Consider now a case in which causality seems present but the law refuses to award damages. A train breaks down as a result of the railroad’s negligence, and a passenger is put up at a hotel and is injured when the hotel burns down. Had it not been for the train’s breaking down, the passenger would have gone on to his destination and slept in a different hotel that did not burn down that night. So there is negligence, and a kind of causation, but there is no liability. The risk of a hotel fire is not a part of PL, the expected accident cost that the railroad could have prevented by taking B precautions. True, harm to this particular passenger would have been prevented, but it was just as likely ex ante that the hotel in the next town would have been the one to burn down, in which event the railroad’s negligence would have conferred a benefit on this passenger for which the railroad would not have been allowed to charge him. To hold the railroad liable would thus be to impose (in effect) punitive damages for its negligence, just as in the superficially very different case with which we began this section.

In Rickards v. Sun Oil Co.,2 the defendant’s negligence put the only bridge between an island and the mainland out of commission. Merchants on the island who saw their business dry up as a result of the collision sued the defendant but lost, on the “theory” that pure economic loss is not recoverable in an accident case. Although the island merchants lost money, their loss was a gain to mainland merchants who picked up business from the island merchants when customers could no longer reach the island. Since the defendant could not seek from the mainland merchants restitution of the gains he had conferred on them, it would have been punitive to make him pay the losses of the island merchants. The damage to the bridge itself was a net social loss, but one recoverable in a suit by the bridge’s owner.

But we must consider whether the island merchants’ entire lost profits are likely to be captured by the mainland merchants or whether there will be some slippage, and therefore a diminution of aggregate wealth as well as a wealth transfer. There will not be if the costs to the mainland stores of selling to additional customers are not increased, as they would not be if, for example, the stores didn’t have to add staff, or pay a premium to obtain the additional goods they needed, in order to satisfy the increased demand—in other words if the stores had excess capacity. Although “excess capacity” sounds like waste, it need not be. Most retail establishments operate most of the time with some excess capacity in order to be able to handle spikes in demand (so a better term than “excess” would be “peak-load” capacity). In Rickards, provided the collapse of the bridge didn’t occur at Christmas or some other peak selling period, the stores to which the island merchants’ customers switched would have been able to handle the additional demand at little extra cost, especially if the customers distributed themselves across a number of the mainland stores rather than piling into one. If, however, the mainland stores did not have any unused capacity, the surge in demand brought about by the closing of the bridge would increase those stores’ costs and hence their prices to all their customers. In this scenario, island merchants lose, customers lose, and mainland merchants gain—but the more they gain, the more their customers lose by having to pay high prices to compensate the mainland merchants for higher costs.

The difficulty of calculating net loss in a Rickards type of case makes it very difficult for a firm that might precipitate such a loss to estimate its potential liability, and so argues against imposing liability. The firm would have a general idea of how many people it might hurt, or how much property damage it might do, if the bridge collapsed; but it could not estimate the costs arising from the interruption that the collapse might cause in business activities and from the inconvenience that it might inflict on the customers of those businesses. This uncertainty would prevent the firm from determining how much it should invest in precautions to prevent the accident and might make it impossible for it to buy insurance against liability for such consequences. In general, as we know, insurance can be purchased only if the insurance company can calculate the risk of loss, since without such a calculation there is no way to fix a premium.

In contrast to the debilitating uncertainty faced by the potential injurer, each business that might be harmed by such an accident knows the value of its inventory and of its fixed assets, knows its customers’ behaviors, the pattern of demands, staff expense, and so forth, and it can use that information either to take precautions (the commercial equivalent of fastening one’s seatbelt) that will minimize any business losses from an accident or to buy insurance. An insurance company should be able to calculate the risk of business loss from all accidents, as distinct from an accident caused by a collision with a particular bridge.

Business-loss insurance, it is true, is bound to be incomplete because of the moral-hazard problem of insuring a business against a loss of profits. But the limited liability of businesses that operate in the corporate form, and their ability to discharge their liabilities in bankruptcy, are, from a functional standpoint, forms of business-loss insurance. And if the victims of an economic tort are numerous and each incurs only a small loss, then letting the loss rest with them, rather than shifting it to the injurer, is an automatic if highly imperfect form of insurance. It is in fact self-insurance, with the victims constituting the insurance pool. Most people prefer to self-insure against risks of small losses—hence the deductibles found in most insurance policies, although deductibles have the additional function of inducing the insured to exercise care, which reduces the moral-hazard problem inherent in insurance.

Rickards underscores the importance of considering both the gains by whomever received, and the losses by whomever suffered, caused by an allegedly wrongful act. This can help us see why, for example, competition is not a tort. Suppose A is the only merchant in a small town, and B comes along and opens a shop in competition with A. Suppose that before that happened, A’s price for some good was $10, of which profit was $5, and he sold 1,000 units, for a total profit of $5,000. After B begins selling the same good, A is forced to cut his price to $6. Total output is now, say, 2,000 units (greater than before because the price is lower) and is divided evenly between A and B, who also sells at $6. A’s profits are lower by $4,000, but those customers who had bought 1,000 units before and continue to buy them are better off by the same amount, whether they now buy from A or from B. Assuming B just breaks even at $6 (let’s assume that as a newcomer he has higher costs than A), the only other group whose welfare must be considered is the consumers who are buying the good for the first time or buying more than they bought before. They must be better off or they wouldn’t have switched from whatever good they had been buying before. So there is a net social gain from the new competition even though A has suffered a loss.

Rickards is a poster child for the “economic loss” doctrine (discussed further in §8.2 infra), which distinguishes between physical injury and property damage, on the one hand, and purely “economic loss,” meaning a loss that is not a physical injury or a property loss, on the other hand, and generally denies recovery of economic loss unaccompanied by physical injury or property damage. So if a building crane collapses in front of a retail store and blocks ingress without damaging the store, the owner cannot sue for his loss of business. (Yet he could if the accident had also physically damaged his store. The reason is that if there’s physical damage, this limits the number of potential plaintiffs and prevents a proliferation of liability to persons who incur indirect damage.) The problem in such cases as we’ve seen is that economic loss often is offset by economic gain to someone else. But the economic loss doctrine is also applied in a class of cases in which that is not a factor—for example, where a builder installs windows in a new house negligently and the owner sues in tort for the cost of reinstalling them properly.

The economic rationale for denying relief in such a case is that transaction costs are so low that the owner should be remitted to a contract remedy. But pushed hard enough the doctrine would exclude tort liability in a host of cases of purely financial injury, such as fraud and legal malpractice, where transaction costs might appear to be as low as in the window-installation case. It is not pushed that far, because fraud and professional malpractice involve a severe information asymmetry between the parties—fraud is concealment and professionals have a knowledge advantage over their clients—that makes a contractual remedy inadequate to protect the potential victim.

A case that may seem inconsistent with Rickards is White v. Jones.3 A man of 78, who had cut his daughters out of his will, decided to reinstate them and instructed his solicitors to draw up a new will. The solicitors dilly-dallied without excuse, and as a result when the man died two months later the new will had not yet been prepared. So the daughters got nothing, and they sued the solicitors—and won. Imposing full liability on the solicitors for the loss to the intended legatees augmented the estate and thus conferred a windfall on the decedent’s survivors; for had the will been changed as desired by the decedent, the legatees in the previous will would have gotten less, maybe nothing. The difference between White and Rickards is that in White an economically “first best” solution—solicitors’ liability coupled with restitution by the recipients of the windfall—would have been feasible. The will could have been reformed4 so that the original legatees would have had to transfer so much of those legacies as necessary to carry out the decedent’s intentions to the intended legatees.

In some cases a defendant will escape liability for the consequences of his negligence because they were unforeseeable. If this just meant that the accident had been unlikely and therefore unexpected, it would arbitrarily and drastically truncate liability, for most accidents are low-probability events. It means two other things. One is that there is doubt whether the defendant’s negligence was really a cause of the injury. A man is told that his pet turtle has died through the negligence of a veterinarian, and upon hearing the news drops dead of a heart attack. Such a consequence would be deemed unforeseeable. But what is really meant is that either we can’t believe the shock was enough to kill him or we think that if he was in such a vulnerable state that he couldn’t have had long to live.

The other meaning of unforeseeability is that high costs of information prevented a party from taking precautions against the particular accident that occurred; put differently, B in the Hand Formula was prohibitive because information about risk is a cost of avoiding risk. A trespasser beds down for the night in a newly constructed but unoccupied house in a real estate development and is asphyxiated because the developer had accidentally spliced a gas main and a water pipe to the house. There is an economic basis for refusing to permit the developer to interpose the defense of no duty of care to trespassers. Sometimes the value of trespassing to the trespasser is greater than the expected accident cost (plus any damage to the owner) and transaction costs are prohibitively high. In these cases trespassing will increase value. Therefore we want prospective trespassers to weigh the relevant values and costs. But they cannot weigh costs that are unforeseeable. A newly constructed residential building is normally a safe place. The trespasser had no reason to foresee being asphyxiated. He may have made a perfectly rational judgment that the value of his trespass exceeded all expected costs, including accident costs.5

Observe the symmetry here between torts and contracts. The asphyxiated trespasser is like the contract breaker in Hadley v. Baxendale (see §4.11 supra): Neither could foresee (that is, inform himself at reasonable cost about) the consequences of his conduct, and neither was held liable for those consequences. The land developer is like the commercial photographer in our variant of Hadley v. Baxendale: Each could foresee the consequences of a failure to take precautions and should either have taken precautions himself or, if the other party could do so more cheaply, have communicated the danger to that party. The analogy is imperfect, because the developer was merely negligent and could not have communicated a risk of which he was unaware. But there is another reason for liability in the trespass case: The trespass increased the probability of injury. Whoever slept in the house was going to be asphyxiated, and it is happenstance that it was a trespasser. The trespasser may have “saved” the legitimate owner from being asphyxiated and thereby have rescued the developer from liability to the owner!

An apparent anomaly in the tort treatment of foreseeability is the “eggshell skull” rule. A tort victim is permitted to recover his damages in full even though the extent of his injury was unforeseeable by the defendant because of the victim’s unusual vulnerability. A reason for nevertheless imposing liability in such cases is that, in order for the total amount of tort damages that are awarded to equal tort victims’ total harm, there must be liability in the eggshell skull case to balance nonliability in the “rock skull” case (the case in which the victim has above-average resistance to injury). The alternative would be to award in every case the damages an average victim would have incurred, and this approach would distort potential victims’ incentives—potential eggshell-skull victims would take too many precautions, because they would know they wouldn’t be fully compensated if they were injured by tortious activity, and rock-skull victims too few precautions because they would be overcompensated (an illustration of moral hazard), as well as create severe measurement problems.6 (Notice that injurers’ incentives would not be affected unless injurers could distinguish between the two types of potential victim in advance of an accident.)

These considerations are not equally relevant to Hadley v. Baxendale because the existence of a contractual relation in a Hadley type of case enables the vulnerable victim to warn the potential injurer of his vulnerability.7 If he fails to do so, he cannot complain that the potential injurer failed to take account of that vulnerability. In contrast, the usual tort victim has no contractual relationship with the injurer and so cannot warn him in advance of his vulnerability in order to induce greater precautions.

§6.8    Joint Torts, Contribution, Indemnity; Herein of Respondeat Superior and Sexual Harassment

Some torts are committed by two or more persons, as where the two landowners negligently set fires on their properties and the fires spread, join, and roar down on the plaintiff’s house and either fire would have done all the damage. Both landowners, as we know, are liable. Or suppose an employee is negligent and injures someone; the employer will be liable too, by reason of the doctrine of respondeat superior, which makes an employer liable for the torts of his employees, committed within the scope of their employment, even if he was not negligent in hiring, training, supervising, or failing to fire them. Most employees lack the resources to pay a judgment if they injure someone seriously and therefore are unresponsive to the threat of tort liability. The employer, who is responsive, can induce them to be careful, as by firing or otherwise penalizing them for their carelessness. Making the employer liable for his employees’ torts will give him an incentive to use such inducements. His liability is strict—rightly so because activity-level changes by the employer (for example, substituting capital for labor inputs or reducing the scale of the enterprise) are potentially efficient methods of reducing torts by employees.

Respondeat superior is an example of collective punishment, which, though often criticized as unjust, is a conventional legal remedy, particularly in criminal law (see §7.3 infra; cf. §8.5 infra). The theory behind collective punishment is that someone other than the perpetrator of a wrongful act may have more information that he could, if motivated to do so, use to prevent the act than the government has. The employer may have been faultless in the particular case, but knowing that it is liable anyway will give it a strong incentive to exert control over its employees to prevent accidents—even by such indirect measures as reducing its work force by substituting robots or other mechanical devices for fallible human workers.

But the employer is liable only if the employee’s tort was committed in the course of employment. If the employee has an accident while commuting to or from work, the employer will not be liable. It wouldn’t pay to make the employer take steps to reduce his employees’ commuting accidents. The probability of such accidents is small, and since they do not occur during work time, the employer lacks the information he would need to take cost-justified measures to minimize them. It is different when an employee who is a traveling salesman injures someone while going about his rounds.

The employer is also not liable for the torts of his independent contractors. The independent contractor is more likely than an employee to be solvent. More important, while the employee is paid a wage to do work at the employer’s direction, the independent contractor is paid a price for a contractually specified undertaking. The principal does not supervise the details of the independent contractor’s work and is therefore less likely to be able to make him work safely than to make an employee work safely. But there is an exception to the exception for the case in which the independent contractor’s work is of a dangerous character. The cost-justified level of precaution will be higher, making it more likely that the principal can do something to prevent accidents efficiently; in addition, the independent contractor is likelier to have a solvency problem the more dangerous the work is and hence the higher his expected damages bill is. Yet even with that exception there is a problem with the rule that an employer is not liable for the negligence of his independent contractors: It gives him an incentive to contract out work that could be performed more efficiently by employees.1

Sexual harassment in the workplace is now widely recognized as a tort, and one might suppose, therefore, that if employee A harasses employee B, their employer C will be liable to B. But under the prevailing view of this tort, C will be liable only if A was B’s supervisor or if C had reason to know that sexual harassment was a problem in its workplace and failed to do anything about it. Thus in the case of coworker as distinct from supervisor harassment, the employer is liable only if negligent; respondeat superior is not applied. The virtual impossibility of an employer’s preventing all sexual harassment by low-level employees would deprive strict liability (via respondeat superior) of any beneficial allocative effects. But while an employer can’t monitor all interactions among its employees (unless the firm is very small), it picks supervisors with care and also should have an easier time monitoring their conduct.

But what exactly is a “supervisor”? In a recent case charging sexual harassment in violation of federal civil rights law, the Supreme Court limited the term to an employee empowered to alter the employment status of the subordinate employee who has been harassed, as by firing her or denying her a bonus.2 The idea is that the employer has “armed” the “supervisor” to harass the employees whom he supervises by empowering him to retaliate against an employee who refuses his advances. But this ignores situations in which the supervisor has that power without the specific weapons identified by the Court, as in a case in which the supervisor was the only company employee in an ice cream parlor and was in unsupervised charge of the underage girls who were the only other employees.3 The employer had placed him in a situation in which he could and did harass the girls sexually, even though he could not fire them or cut their wages—though of course he could recommend such measures to his superiors. In support of the Supreme Court’s approach it can be noted that acts like firing or demoting an employee are normally monitored by, and will often require approval by, higher-ups in the company, while if the supervisor uses threats to coerce sex from an employee, detection by the higher-ups will be extremely difficult. The ice-cream parlor case was intermediate, since obviously someone above the local supervisor had decided to allow the girls to be supervised by just one employee, who happened to be a young man.

We need to distinguish between an employer’s liability for torts committed by his employees and our earlier case of the two landowners’ liability for damage caused by the fires they had set. The first case can be termed an “alternative care” case—injury will be averted if either the employee refrains from harassment or the employer restrains him. The second is a “joint care” case—to avoid injury, both tortfeasors must change their behavior. The traditional common law rule in joint-care cases is “no contribution among tortfeasors” and in alternative-care cases “indemnity.”

No contribution among tortfeasors means that if the plaintiff gets a judgment against one of several tortfeasors the defendant can’t compel the others to contribute any share of the judgment, while if the plaintiff gets a judgment against a group of tortfeasors he can collect it from them in any proportions he wants, even if as a result one or more of them get off scot-free. It might seem that this rule would lead to underdeterrence, but it does not. The analysis is symmetrical with that of comparative negligence. Let there be two potential joint tortfeasors, X and Y. B is $10 for X, and $20 for Y, and PL is $80. Since this is a joint-care situation, the accident will occur if either X or Y fails to take precautions. Suppose X estimates that the probability of his being made to pay damages is only 10 percent. Then his expected accident cost is $8. Although this is less than Bx ($10), X knows that if the probability of his having to pay the plaintiff’s damages is 10 percent, Y’s must be 90 percent, so that Y will face an expected accident cost of $72 and will therefore have an incentive to spend $20 on By—in which event Y will not be negligent and the whole cost of the accident will come to rest on X. So X will have an incentive to spend Bx after all. Both parties will be careful.

Although the rule of no contribution is efficient in joint-care cases, it should be apparent from the analogy to contributory/comparative negligence that allowing a joint tortfeasor, made to pay more than his “fair” share of the plaintiff’s damages, to require contribution from the other joint tortfeasors will equally create the right safety incentives—and this regardless of how the contribution shares are determined (pro rata, relative fault, etc.). But contribution is more costly to administer than no contribution because it requires the courts to decide another issue and supervise another set of transfer payments.

In alternative-care cases, the joint tortfeasor who would incur the higher cost of preventing the accident can require the other tortfeasor to indemnify (reimburse) him in full. Thus an employer held liable under respondeat superior for an employee’s negligence is entitled to reimbursement by the employee of the full amount (though this is rarely feasible) of the judgment or settlement paid by the employer. And similarly the final assembler of a product who has been held liable to a consumer for injuries caused by a defect that the assembler couldn’t have discovered by a reasonable inspection is entitled to reimbursement by the supplier of the defective component.4 The economic explanation for these results is that in an alternative-care case we do not want both tortfeasors to take precautions; we want the lower-cost accident avoider to do so, since that will avert the accident. The liability of the other is a backstop in case insolvency prevents the threat of tort liability from deterring the cheaper accident avoider. Hence the need for a mechanism that will, where possible, shift the ultimate liability to the latter, and indemnity does this.

§6.9    Rescue: Liability Versus Restitution

While walking down the street I see a flowerpot fall out of a window, threatening another pedestrian, and although I could save him simply by shouting a warning, I keep silent. The expected accident cost is high, and the cost of my taking the precaution that would avert it trivial, yet I am not liable. The result seems inconsistent with the Hand Formula, since if transaction costs had not been prohibitive the endangered pedestrian would surely have paid me enough to overcome my reluctance to utter a warning cry. To make me liable, therefore, would seem to increase value. This point holds even if the attempt to warn or rescue might endanger the rescuer, provided that the danger to the rescuer (and hence the expected cost of precautions) is less than the danger to the person in distress (and hence expected accident cost) and that the victim’s life is at least as valuable as the rescuer’s. Although the bystander didn’t “cause” the accident, causal concepts play only an incidental role in the economic analysis of torts. But they are relevant in the following sense. Causation defines the pool of potential defendants: those who in some sense caused the plaintiff’s injury. Since the universe of those who might have prevented the injury is not so circumscribed, there would be practical difficulties in limiting Good Samaritan liability to those who really could have prevented the injury at reasonable cost.

Imposing liability on a Good Samaritan would also make it more costly to find oneself in a situation in which one might be called upon to attempt a rescue, and the added cost would presumably reduce the number of potential rescuers—the strong swimmer would avoid the crowded beach.1 Against this it can be argued that potential rescuers are often also potential rescuees. The disincentive that liability creates to be in a place where one might incur liability for failing to rescue a person may be offset by the greater safety of rescuees in such a place were there a legal duty of rescue. With a complete offset there will be as many potential rescuers on the beach as there would be were there no duty.2 But unless there are more rescuers, it is unclear what is gained by imposing liability.

It might seem that liability would impose a cost only on one who would not attempt a rescue were it not for the threat of liability—that altruists would be unaffected. But even the altruist wants to have a choice at the moment of crisis as to whether to attempt a rescue that may endanger him; he doesn’t want to be coerced by the law. And one of the benefits that a person receives from being an altruist is public recognition, as is suggested by the small fraction of charitable giving that is anonymous. Liability would remove this benefit by making it impossible for a rescuer to prove that he was motivated by altruism rather than by fear of the legal sanctions for failure to rescue.

An alternative to liability and altruism as spurs to rescue is restitution (§4.15 supra). But the common law is more chary about compensating people for rendering external benefits than it is about making them pay for the external costs they impose.3 Allowing someone who confers external benefits to externalize some of his costs is a more common technique for dealing with external benefits than giving him a right of restitution. A person who saves a city by pulling down a house in the path of a fire will not have to compensate the owner of the house, but neither will he be entitled to charge the city’s residents for the benefits he has conferred on them or even for just the costs that he’s incurred. The difference lies in the costs of administering a common law system. Legal sanctions for imposing external costs deter, especially when the legal standard is negligence rather than strict liability, there will be few lawsuits. But a right of restitution creates a legal claim whenever a benefit is conferred. Allowing the benefactor to externalize some of his costs is a cruder, but also a cheaper, method of encouraging the creation of external benefits.4

Notice finally that in Mouse’s Case (see §6.4 supra), the rescuer (the passenger who flung Mouse’s casket overboard) was saving himself as well as others, so didn’t need the motivation of a reward; nor would liability have deterred him from attempting the rescue.

§6.10  The Function of Tort Damages

Maintaining the credibility of the tort system requires that a defendant who is found liable must pay damages at least as great as L in the Hand Formula. And they must be paid to the victim rather than to the state as otherwise the victim will have no incentive to sue, and that incentive is essential to the maintenance of the tort system as an effective, credible deterrent to negligence. He also may take too many precautions. Recall that in Table 6.1 the optimal method of prevention was for the railroad to spend $50 on a spark arrester and the farmer $25 on moving his flax back, but that if the railroad did nothing the farmer could still prevent the accident, although at a cost of $110, by moving the flax way back. Unless the farmer will be compensated for the railroad’s negligence, the railroad, even if it would be punished by the state for damaging the farmer’s crops, will go ahead and be negligent, knowing that the farmer will have an incentive to incur a $110 cost to avoid expected damages of $150 and that if he does so, the accident will be prevented and the railroad will be off the hook.

It is just as important to avoid overcompensation as undercompensation. Overcompensation can increase the number of accidents by making potential victims careless and can make medical care more expensive if malpractice liability is excessive and safety devices more expensive because excessive products liability increases the price of safety devices by more than the expected cost of defects in those devices.1

§6.11  Damages for Loss of Earning Capacity

When an accident disables the victim, the court, rather than order the defendant to make periodic payments (analogous to alimony payments) during the period of disability, will order him to pay the victim a lump sum so calculated as to equal the present value of the expected future stream of his lost earnings. This is different from simply multiplying earnings per period of disability by the number of periods. That would overcompensate the victim (assuming no inflation during the period of disability, a matter taken up shortly). For by the time he recovered he would have received not only the sum of the periodic payments but interest on that sum, which he would not have received had payment been made periodically rather than in a lump at the outset. The lump sum should be equal to the price that the victim would have had to pay in order to purchase an annuity calculated to yield the periodic payment for the expected duration of the disability, and no more. That is the present value of the future loss, and paying it in a lump is preferable to periodic payments stretching into the distant future, both to minimize administrative expense and to avoid the disincentive effects of tying continued receipt of money to continued disability. Having received the lump sum the victim has every incentive to overcome his disability sooner than had been predicted. Periodic disability payments, in contrast, would be the equivalent of a 100 percent tax on earned income.1 A potential offset, however, is that the incentive to exaggerate one’s injury at the trial is less under the periodic-payments approach. Periodic payments imply periodic review of the plaintiff’s disability, hence a much greater likelihood that any exaggeration will be detected before payment is complete, thus reducing the expected value of the payments and so the benefit of exaggeration. But periodic review would mean more work for the courts.

Courts have had difficulty determining damages in cases involving disabled housewives. To value a housewife’s services by adding up the amounts that would be required to hire providers of the various components of these services (cleaning, child care, cooking, etc.)—the “replacement cost” approach, which is the one most commonly used by courts—is unsatisfactory because it ignores opportunity cost. The minimum value of a housewife’s services, and hence the cost to the family if those services are eliminated, is the price that her time would have commanded in its next best use. Suppose she’d been trained as a lawyer and could have earned $100,000 working for a law firm but that she chose to be a housewife instead and that the various services she performed as a housewife could have been hired in the market for $20,000. Since she chose to stay home, presumably her services in the home were considered by the family to be worth at least $100,000;2 if not, the family could have increased its real income by her working as a lawyer and hiring others to perform her household functions.3 So the minimum loss when she was disabled was at least $100,000. It may have been greater, just as the value (discounted lifetime earnings) of an opera singer may exceed her value in an alternative occupation. But valuing a housewife’s services is difficult because there is no market in housewives.4 Courts do, however, allow testimony about the quality of the housewife’s household services. This is an oblique method of avoiding the pitfall of valuing such services at the cost of domestic servants.5

The opportunity-cost approach involves its own problems of estimation. For example, if a woman becomes (and remains) a housewife, her market earning capacity will not reach the level it would have reached had she not become a housewife. Properly applied, the opportunity-cost concept would require estimating what her probable market earnings would have been (net of any cost of investment, for example, in education, related to her market job) had she entered the market at the time when instead she became a housewife.

When the earnings lost as a result of a disabling injury would have accrued over a substantial period, both the assumptions made concerning future changes in the victim’s earnings and the choice of the interest rate to use to discount those earnings to present value can greatly affect the size of the award. The effect of discounting is shown in Table 6.2. The starting point for the inquiry is the wage profile by age for the victim’s occupation. If he were a truck driver, age 25, we would need to know the wages not only of 25-year-old truck drivers but, assuming permanent disability and a retirement age of 65, those of 26- to 64-year-old truck drivers. The next step is to determine how the wages in the occupation are likely to change in the future. Many things that might alter the wage level in a particular occupation are likely to be impossible to foresee—such as changes in the demand for the output of the industry in which the worker is employed6 or in the level of unionization in the industry—and so will usually have to be ignored. But not all; foreseeable sources of wage change include the probability of layoff based on past employment experience in the industry, rising labor productivity, and inflation. Productivity is the ratio of output to input. An increase in the productivity of labor is an increase in the amount of output per hour of labor. By reducing the employer’s production costs, an increase in labor productivity enables him—and competition for workers will compel him—to pay higher wages. Rising labor productivity appears to be responsible for an average annual increase in the real (i.e., inflation-adjusted) earnings of workers of about 3 percent.7
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Having derived a rough estimate of the real wages that the truck driver would have earned in each year of his working life had he not been disabled, the court must next multiply each year’s estimated wages by the probability that he would still be alive at the end of that year. The court could also—though, we shall see, it need not—adjust the estimate of real wages to reflect the effect on nominal wages of expected inflation.

Investors’ expectations, as reflected in interest rates on long-term riskless financial instruments such as U.S. government bonds, can be used to estimate expected long-term inflation. An interest rate has three main components.8 The first is the opportunity cost of capital net of any risk of loss and of any expectation of inflation (or deflation). The second is the risk premium necessary to compensate the investor for the possibility that he will never get his capital back, a premium that will be affected by the investor’s attitude toward risk.9 But risk is not a factor in U.S. government securities. The third is the anticipated inflation rate over the period in which the loan will be outstanding. If the loan is for one year and the purchasing power of the dollar is expected to decline by 4 percent during that year, then even if there is no risk of default the lender will demand the opportunity cost of being without his capital for a year plus 4 percent to compensate him for the reduction in the buying power of that capital during the year. A reasonable estimate of the real riskless cost of capital is 2 percent;10 the current interest rate on long-term government bonds is about 7 percent;11 and subtraction of the first figure from the second results in an estimated long-term inflation rate of 5 percent, to be added (compounded) to each year’s estimate of the worker’s lost earnings.

The final step is to discount the estimates to present value—the amount of money that when invested today will accumulate to a sum (principal plus interest) equal to the lost earnings estimated for each year that the plaintiff will remain disabled from working. The higher the discount rate, the lower the present value (see Table 6.2). A higher rate will make that value grow more rapidly over time, and so the higher the rate the smaller the present investment necessary to generate the future earnings that the plaintiff has lost. Suppose the interest rate on long-term bonds—an interest rate with an inflation component—were used for this discounting. It would be a high rate and thus lead to a smaller damages award than if a lower interest rate were used, yet the plaintiff would not be hurt. The rate would be high because it contained an inflation factor that would already have been used to jack up the estimate of the plaintiff’s lost future earnings. If we figured the plaintiff’s lost future earnings in inflation-free terms, each estimate would be 5 percent (compounded) lower, but we would discount these estimates to a present value using a 5 percent lower interest rate. Since this is a wash, there is no need to use inflation estimates at all in calculating tort damages. Both wage estimates and interests rates can be used that abstract from inflation.

Whether inflation is considered or ignored, the riskless interest rate (the rate on federally issued or insured securities) should not be used. The stream of lost earnings of which the damages award is the present-value equivalent is not a riskless stream—death, unemployment, and disability from other causes could have cut it off, and other contingencies could have increased it (such as working beyond the normal retirement age). So if the plaintiff is risk averse, he will consider the riskless equivalent of his lost risky stream of earnings to be worth more to him. A risk factor must be added to the discount rate to bring the present value down to a level that confers the same utility as the risky stream of earnings that it is intended to replace.

Although the probabilities of death, unemployment, etc., were taken into account in estimating the lost earnings stream, it is not double counting to reject, because of those probabilities, the use of the riskless interest rate to discount future earnings to present value. The probabilities just determine the estimated amount of future loss. The fact that it is an uncertain loss makes it graver to the victim (if he is risk averse) than if it were certain.

A final complication: The theory of household production discussed in Chapter 5 implies that an individual’s real earnings are not limited to the market income that he earns in 40 of the 168 hours in a week.12 A serious accident that disables a person from working in the market may also impair the productivity of his nonmarket hours, which he would have been using to produce recreation, love, or other household commodities. Wage rates for second jobs (moonlighting) might be used to estimate the opportunity costs of being disabled from productive use of hours not devoted to earning market income. But if this is done, then the portion of a person’s moonlighting wages that represents compensation for the costs of working (including the forgone nonpecuniary income from leisure, and any hazards or disamenities involved in the job) must be subtracted to determine the worker’s net loss from disability.

§6.12  Damages for Pain and Suffering, the Problem of Valuing Human Life, and the Risk of Overcompensation

The layman’s confusion, remarked in the first chapter of this book, between pecuniary loss and economic loss explains the frequent criticisms of awarding damages (frequently quite substantial) for pain, disfigurement, loss of mobility, and other forms of suffering inflicted by accidents, even if earnings are unaffected. The criticisms are unsound. Such losses impose opportunity costs. People will pay to avoid them and will demand payment to risk incurring them.

Damages awards for pain and suffering, even when apparently generous, may well undercompensate victims crippled by accidents. Since the loss of vision or limbs reduces the amount of pleasure that can be purchased with a dollar,1 a very large amount of money will frequently be necessary to place the victim in the same position of relative satisfaction that he occupied before the accident. The problem is most acute in a death case. Most people would not exchange their lives for anything less than an infinite sum of money if the exchange were to take place immediately, since they would have so little time in which to enjoy the proceeds of the sale. Yet it cannot be correct that the proper award of damages in a death case is infinite. Apart from the impossibility of such an award, it would imply that the optimum rate of fatal accidents was zero, or very close to it (at some point efforts to promote safety—for example, making ambulances go no more than 5 mph—are bound to cost lives). Obviously people are unwilling, individually or collectively, to incur the costs necessary to reduce the rate of fatal accidents so drastically.

The courts have resolved the vexing problem of the proper valuation of life largely by ignoring it. Damages in a death case are generally limited to compensating the pecuniary loss to survivors (in some states, to the deceased victim’s estate), plus medical expenses and any pain and suffering experienced by the victim before death. The pecuniary loss to survivors is the victim’s lost earnings minus his living expenses. The test is thus the same as in disability cases except that since the victim’s personal consumption expenses are eliminated by death but not by disability, they are subtracted from the amount awarded in a death case but not in a disability case. The implicit assumption is that the person who has been killed obtained no utility from living!2

A frequent loser when a person is killed or disabled, besides his survivors, is his employer. Employers invest money in training their employees that they hope to recoup in the higher productivity that the training will generate. The human capital thus created is as real an asset of the employer as his machinery, and its destruction is as real a cost. Some foreign courts have implicitly recognized this in awarding damages to the employer for an injury to an employee.3 Common law courts used to award such damages but no longer do—erroneously regarding such awards as implying that the employer “owns” the employee.

Valuation of children’s lives presents a difficult problem. Although there may be no basis for estimating lost earnings, a minimum estimate of the parents’ loss, which can be used as the basis for awarding damages to them, is their investment of both money and time (the latter monetizable on the basis of market opportunity costs) in the rearing of the child up to the date of his death.4 The parents would not have made the investment had the expected value of the child to them been less than the cost of the investment. Of course the child’s value might be much greater, but the estimation of the full value would, as in the case of estimating damages for the loss of a housewife’s services, present grave difficulties.

This method of valuation becomes less reliable as the child gets older, because then the parents will have recouped more of their investment in the form of intangible services (for example, being bright, cute, cuddly) rendered them by the child. On the other hand, the older the child, the easier it is to predict his market earnings.
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The problem of determining the value of a person’s life to himself rather than to his survivors can be solved, though only partially, by distinguishing between ex ante and ex post changes in utility brought about by risky activity. If I drive down the street carelessly, I will create a risk of injuring many people. From data on wage premiums in dangerous occupations, the response of housing prices to proximity to hazardous sites, seat-belt use, cigarette smoking, and other behavior toward risk, actual or perceived, of death, economists have calculated how much money the average person would demand to incur a given such risk. Division of the “price” charged to bear a given risk by the risk yields the value-of-life estimate. Thus, if the risk of death is .001 and the price demanded to bear the risk is $7,000, the value of life would be $7 million ($7,000 ÷ .001)—which is in fact the current average estimate of the average value of an American life.5 So while valuing human lives sounds like an ethical or even a metaphysical undertaking, what actually is involved is determining the value that people place on avoiding small risks of death; the transformation into a “value of life” is done simply to determine how large the award of damages in a lump sum must be in order to be equivalent. So if the potential victim values the elimination of a .001 risk at $7,000, any precaution that would eliminate the risk at a cost of less than $7,000 would be efficient. (In other words, PL is $7,000.) Since P is .001, L, which can be calculated by dividing $7,000 (PL) by .001 (P), must be $7 million. If this is the amount that the injurer who fails to take a precaution that would eliminate the risk at a cost of less than $7,000 must pay if death ensues as a result of his failure, there will be the right amount of deterrence.

But this approach will not work when the probability of death is high. The fact that someone demands only $7,000 to incur a .001 risk of death does not imply that he will demand only $1,169,000 to play Russian roulette6—or $7 million to incur a certainty of death. But if we infer from this that the value of life is always infinite, then PL will also be infinite no matter how small P is, and people would never take any risks—an obviously false description of human behavior. It must be that the value of life (the vertical axis in Figure 6.3) rises faster than the risk of death (the horizontal axis). If every increment of risk produced the same disutility, the curve that relates disutility to risk would be linear. Its asymptotic shape indicates that people will demand much more money to take a large risk than the amount computed by multiplying the money demanded to take a small risk by the increment in risk. Thus cd in Figure 6.3 is much larger than ab, even though the increment in risk compensated by cd (p4 – p3) is the same as that compensated by ab(p 2 – p1).

Even when the probability of death is low, the economic approach to calculating the value of life can be questioned. Recall from Chapter 1 the criticism of imputing arbitrary numerical probabilities as a response to uncertainty (noncalculable risk). Suppose observation of people’s driving behavior shows that they will not incur a $1 cost in delay at arriving at their destination in order to reduce the probability of their being killed in a traffic accident by less than 1 in 7 million. Then, applying the value-of-life formula v = c/p, where c is the cost of avoidance and p the probability of death if the cost is not incurred, the value of life (v) is $7 million ($1 ÷ 1/7,000,000 = $7,000,000). But probably a driver would have no idea what p is. Hence the “preference” that he “reveals” by his behavior in incurring or not incurring c—revealed preference being a favorite method of economists for determining people’s valuations—is an unreliable index of his preferences.

A further complication is that some accident victims obtain little or no utility from an award of damages. The victim who dies, or lapses into a permanent coma, obtains none; the victim who is rendered a quadriplegic may obtain very little. In these and many other cases, the accident reduces the marginal utility of income to the victim. (This assumes, of course, that the damages award will cover his medical expenses, which may be huge.) A rational individual wants the most bang for his buck and therefore would want to reallocate income from the post-accident period, when his marginal utility of income is low, to the pre-accident period, when it is high.7 This could be done by the taxation of damages awards in cases of death or severe permanent disability, since the proceeds of the tax would go to increase (perhaps by enabling reductions in other taxes) the disposable income of the public at large, most of whom are not disabled. Potential accident victims might take more care, moreover, because their pre-accident income would be on average higher and so they would have more to lose from a fatal or disabling accident.

But this discussion assumes, perhaps unjustifiably,8 that the proper baseline for determining marginal utility of income is the pre-accident self. If the perspective of the future contingent disabled self is used instead, it becomes apparent that unless that future self is destined to be irreversibly comatose, it may well ascribe a higher marginal utility of income in the disabled state than would the pre-accident self, and thus attach a lower value to expenditures on consumption by the pre-accident self. On this view, tort law operates as a kind of trustee for the disabled self.

§6.13  The Collateral Benefits (Collateral Source) Rule

If an accident insurance policy entitles me to receive $10,000 for a certain kind of accidental injury, and I sustain that injury in an accident in which the injurer is negligent, I can both claim the $10,000 from the insurance company and obtain full damages (which, let us assume, are $10,000) from the injurer, provided I did not agree to assign my tort rights to the insurer (subrogation). To permit the defendant to set up my insurance policy as a bar to the action would result in underdeterrence. The economic cost of the accident, however defrayed, is $10,000, and if the judgment is zero, the defendant’s incentive to spend up to $10,000 (discounted by the probability of occurrence) to prevent a similar accident in the future will be impaired. Less obviously, the double recovery is not a windfall to me. I bought the insurance policy at a price presumably equal to the expected cost of my injury plus the cost of writing the policy. The company could if it wished have excepted from coverage accidents in which the injurer was liable to me for the cost of the injury, or it could have required me to assign to it any legal rights that I might have arising from an accident (this is known as subrogation, and is common). In either case my premium would have been lower.

Some courts have had trouble when the collateral benefit was not rendered pursuant to a contract but instead was “gratuitous.” However, most gratuitous benefits turn out to be ones for which the beneficiary has paid indirectly. If an employer pays for his injured employees’ medical treatment, this just means he pays for their labor partly in money and partly in kind, so that the money wage would be higher if the “gratuitous” benefits were lower.

Suppose a worker is discharged from his job because someone slanders him to his employer; he sues the slanderer, and he recovers damages for the period during which he was unemployed as a consequence of the discharge. Should any unemployment benefits that he received be deducted from the award? As a first approximation, they should not be. The social cost of his being unemployed is the value of his output had he retained his job and is not reduced by the fact that the financial consequences to him were buffered by unemployment insurance. To the extent that unemployment insurance is financed by the government, however, there is an argument for deducting the benefits from the employee’s award of damages and permitting the government to sue to recover them. In effect, the government is another victim of the accident.

§6.14  Negligence with Liability Insurance and Accident Insurance, No-Fault Automobile Accident Compensation, and Capping Medical-Malpractice Judgments

The negligence system has had a bad press for many years.1 The principal criticism is that it is an expensive and inadequate compensation system. Attention initially focused on automobile-accident cases, the most frequent type of negligence case, and we’ll begin there, although nowadays there is greater concern with medical malpractice and products liability.

Studies show that administrative costs, mainly legal expenses, are a high fraction of the total amounts paid to automobile-accident victims in settlements and judgments and that many people injured in automobile accidents receive little or no compensation—sometimes because the victim himself was negligent, sometimes because the defendant was uninsured and insolvent or was a hit-and-run driver and unknown.

If compensation is the only purpose of the negligence system, it is indeed a poor system, being both costly and incomplete. Its primary economic function, however, given the existence of accident and liability insurance, is not compensation; it is the deterrence of inefficient accidents. If the system yields substantial savings in accident costs, its heavy administrative costs, which relate primarily to the determination of liability, may be justified.

Automobile liability insurance is now almost universal, though this is partly because states require drivers to buy liability insurance or present equivalent evidence of financial responsibility for accidents. Even without compulsion, liability insurance would be common. The prevalence of risk aversion is a necessary but, surprisingly, not a sufficient condition for this phenomenon. Theoretically, there is a cheaper way to avoid the risk of being held liable for an automobile injury: Don’t be negligent. But because courts make mistakes and negligence contains as we saw a strict liability component, there is always some risk to a driver of being adjudged negligent and hence a demand for liability insurance.

With such insurance, however, the cost of an accident to the negligent injurer is no longer the victim’s loss; it is the present value of any premium increase that the injurer may experience as a result of being found negligent. As a result of information costs, regulatory hostility toward “discriminatory” premium rate structures, and governmentally mandated assigned-risk pools that allow even the most dangerous drivers to buy liability insurance at rates only moderately higher than the normal rates, liability insurance premiums are not tailored with precision to the expected accident costs of particular drivers. Although the premiums are not uniform, the differences frequently reflect criteria, such as accident involvement (whether or not the insured was negligent) or what age group the insured belongs to, that are only loosely related to negligence. The variance in expected accident costs within each premium class is high, and so liability insurance rates overdeter some drivers and underdeter others.

In an unregulated market, insurance companies might peg premiums more closely to expected liability.2 But mistakes would still be frequent because of the cost of obtaining enough information about an applicant for insurance to make an accurate estimate of the likelihood of his causing injury for which a court would hold him liable. So there would be more accidents than if liability insurance were forbidden. But if victims are fully compensated, liability insurance is efficient even though it results in more accidents. The insurer and the insured are better off, or the insurance contract would not have been made; and no one else is worse off on the assumption that victims of the insured’s negligence are fully compensated. So while liability insurance does blunt the deterrent thrust of tort law somewhat, this need not make it an inefficient system of accident control—but only if tort compensation for all injuries is full compensation; and for serious (especially fatal) injuries, it is not.

The abiding criticism of the negligence system is that it is psychologically unrealistic to expect people who are not deterred from careless conduct by fear of bodily injury to be deterred by fear of a money judgment, or, in the case where the negligence of the victim is a bar to recovery, by inability to obtain compensation for the injury from the injurer. The criticism has merit, but requires qualification. It is inapplicable to injurers not themselves in personal jeopardy, to employers of injurers (such as a trucking or taxi company), and to accidents in which the only significant danger is to property. And it ignores the effect of liability insurance premium rates that are so high, reflecting the large expected liability of some insureds, that they discourage some people from becoming drivers. For example, the high premiums charged young male drivers delay their beginning to drive.3 The less driving, the fewer driving accidents. Furthermore, experience with no-fault automobile accident compensation has yielded considerable empirical evidence, discussed below, that tort liability does deter. And finally, although this is not a point about automobile accidents, it shouldn’t be forgotten that negligence has a much broader domain. Few commentators think that medical malpractice or products liability has no effect on the behavior of doctors and manufacturers respectively.4 Some think it has too great an effect, especially, as we’ll see, on the behavior of doctors.

In sum, “tort law provides something significant by way of deterrence”5—despite which some states have enacted no-fault automobile accident compensation laws, laws concerned not with creating better incentives for accident avoidance but instead with increasing compensation and reducing the cost of insurance. These goals are inconsistent with each other as well as with deterrence.

The Keeton-O’Connell plan,6 the model for these statutes, illustrates the dilemma. Under the plan, every motorist is required to carry basic protection that entitles him in the event of an accident to recover his medical expenses plus lost earnings, regardless of the injurer’s negligence or his own freedom from negligence. Pain and suffering are not compensated, and any collateral benefits are deducted. The victim may waive basic protection and sue in tort in the usual way if he sustains more than $10,000 in damages other than for pain and suffering. Basic protection is first-party (accident) rather than third-party (liability) insurance. The motorist pays premiums to and collects damages from his own insurer. The injurer and his insurance company are liable only if the victim waives basic protection and sues in tort.

Why exclude damages for pain and suffering and require deduction of collateral benefits? Apparently not because the authors do not consider pain and suffering to be real losses, or consider collateral benefits to be pure windfalls, for they do not exclude these items in serious accidents. But they needed some way of reducing the average damages award in order to prevent the plan from increasing the cost of insurance. Because the plan compensates victims of faultless drivers and victims themselves at fault, its coverage is broader than that of the tort system. Hence if the average claim were no smaller under the plan than under the existing tort system, the total amount paid out in claims, and therefore insurance premium costs, would probably be greater (even assuming lower administrative costs) than under the fault system. The savings from the deduction of collateral benefits might well prove to have only a transitory effect; people might reduce their existing accident insurance to offset the accident insurance that they are forced to buy under basic protection. The strategy of the plan, however, is clear: to increase the number of accident victims who are compensated but to reduce the average compensation.

One study found that states whose no-fault statutes place tight restrictions on tort liability can expect 10 to 15 percent more automobile accident deaths.7 This result may seem weird, since no-fault statutes leave tort liability intact in death cases. Bear in mind, however, the probabilistic character of care. If no fault induces more careless driving, there will be more accidents, and some fraction will be fatal. But no fault could lead drivers to drive defensively because they expect other drivers to be careless, and could thereby reduce the accident rate or at least leave it unchanged.

Premiums for medical malpractice liability insurance have soared in recent years, and physicians are protesting vigorously and calling for caps on malpractice judgments. Their protests are supported by people concerned about the continuing rise in total U.S. health-care costs, although malpractice premiums represent only about 1 percent of total U.S. health-care costs. Yet there is evidence that malpractice liability increases the quality of health care.8 Opponents of liability concede this but argue that it increases quality too much! Since most medical care is paid for by insurance rather than by the patient directly, physicians may engage in more precautionary (“defensive”) medicine than is optimal in order to protect themselves against potential malpractice liability,9 since the patient will probably not bear the cost. Another concern is that because malpractice insurance is not experience-rated—premiums are based not on a physician’s personal liability experience but rather on his specialty (gynecology, orthopedic surgery, etc.)—liability may have only a blunt effect on physicians’ methods or care, except insofar as physicians are pressured by their insurers to change their methods in order to reduce the amount of malpractice litigation. Moreover, as a practical matter (and this is generally true when the defendant in a tort suit is an individual rather than a corporation or other institution), the damages obtained (usually in a settlement) in a suit against a doctor are capped at the limit of his insurance coverage; his personal wealth is not in jeopardy. And since plaintiffs are unlikely to refuse a settlement at the defendant’s insurance limit, “physicians often set their policy limits below their patients’ expected losses.”10

Notice that insofar as malpractice liability transfers wealth from physicians to (some) patients, the aggregate costs of health care are unaffected. The real cost of malpractice liability (apart from the cost of defensive medicine) is the cost of valuable resources consumed by such liability, principally the time of lawyers and expert witnesses. The part (roughly half) of the malpractice premium that pays for lawyers and expert witnesses should be understood as the cost of maintaining a system for increasing medical safety and should be compared to the benefit in reduced malpractice.

Some critics of the medical malpractice tort propose abolishing it in favor of a contractual regime: The standard of care would be negotiated between physician and patient.11 Since there are only two parties to a contract for medical treatment, transaction costs should not preclude a negotiated determination of the optimal level of care, given such considerations as price and the patient’s fear of medical error—or so one might think. But apart from the fact that many medical treatments involve multiple parties on the treatment end (for example, internist, surgeon, radiologist, anesthesiologist, nurses, technicians, hospital), pushing up transaction costs, there is a collective-action problem. Knowing that whether he demands or waives physician liability will have little effect on the likelihood of a medical error—a medical error is unlikely to be deliberate; a physician will not deliberately use less care because a patient has waived his right to sue for medical malpractice—a patient will have little incentive to resist the waiver. (In effect, he will be free riding on other patients’ refusal to waive and by doing so motivate the physician to use more care.) There is also an adverse-selection problem: Healthy or fearless patients will waive contractual liability for medical error, and the unhealthy or the fearful will insist on it. Not knowing exactly why a patient wants liability, the physician may charge a fee that on average will be greater than the actual higher expected error cost. Since many patients will not seek contractual protection against malpractice, the contractual alternative to tort liability will have less effect in incentivizing physicians to avoid malpractice than tort liability, which governs all physicians.12

§6.15  Intentional Torts

Up to now this chapter has dealt with accidental or, as they are often called in the law, unintentional torts. We have now to consider the other great category of tort law—intentional torts. As with many legal distinctions, this one is imprecise, in part because the term “intentional” is vague. Most accidental injuries are intentional in the sense that the injurer knew that he could have reduced the probability of the accident by taking additional precautions. The element of intention is unmistakable when the tortfeasor is an enterprise that can predict from past experience that it will inflict a certain number of accidental injuries every year. Conversely, in many intentional torts the element of intention is severely attenuated, as when a surgeon who unwittingly exceeds the limits of the patient’s express or implied consent to a surgical procedure is held to have committed a battery. In the usual medical battery case, the issue is whether there was a sufficient emergency to justify a procedure to which the patient’s consent had not been obtained in advance. This in turn depends on whether the costs of delay (such as the risk that the patient’s condition might deteriorate, and the added danger of again subjecting him to a general anesthetic) exceeded the value to the patient of an opportunity to consider whether to undergo the procedure; if so, implied consent to the procedure will be found. The case is much like the implied contract cases discussed at the end of Chapter 4.

Or consider the old “spring gun” cases. The defendant in Bird v. Holbrook1 owned a valuable tulip garden about a mile from his home. Although the garden was walled, some tulips had been stolen, so he rigged a spring gun. A neighbor’s peahen escaped and strayed into the garden. A young man followed the peahen into the garden in an attempt to recapture it for its owner, tripped the spring gun, and was injured. The court held that the owner was liable for the injury because he hadn’t posted notices that a spring gun had been set. The incident had occurred in the daytime.

The issue in the case, as an economist would frame it, was the proper accommodation of two legitimate activities, growing tulips and raising peacocks. The defendant had a substantial investment in the tulip garden; he lived at a distance; and the wall had proved ineffective against thieves. In an era of negligible police protection, a spring gun may have been the most cost-effective means of protection for the tulips. But since spring guns do not discriminate between the thief and the innocent trespasser, they deter owners of domestic animals from pursuing their animals onto other people’s property and so increase the costs (enclosure costs or straying losses) of keeping animals. The court in Bird implied an ingenious accommodation: One who sets a spring gun must post notices that he has done so. Then owners of animals will not be reluctant to pursue their animals onto property not so posted. A notice will be of no avail at night, but animals are more likely to be secured then and in any event few owners would chase their straying animals after dark. The analysis thus turns out to be the same as in a negligence case—the archetypal unintentional tort case.

The intentional torts that are economically distinct from unintentional ones include deliberate trespass (see §3.6 supra), assault,2 simple battery (for example, mugging, as distinct from medical battery or the technical battery that is committed in an illegal prizefight), fraud, and conversion (the tort counterpart of theft)—torts that resemble such common law crimes as rape, murder, robbery, burglary, and larceny. These torts and the corresponding list of crimes involve not a conflict between legitimate (productive) activities but a coerced transfer of wealth to the defendant in a setting of low transaction costs. When market transaction costs are low, people should, as we know, be required to use the market if they can and forgo the transaction if they can’t. It is not as if theft (or conversion), for example, were a costless transfer payment—the objection to which must therefore be sought outside of economics—even when the thief values the good stolen as highly as the owner does.3 For if such transfers were permitted, owners would spend heavily on protection and thieves would spend heavily on thwarting the owners’ protective efforts. Their joint expenditures would be wasted from a social standpoint; this waste is the economic objection to theft.

The Hand Formula can illuminate the difference between intentional and unintentional torts, an important distinction in tort law. Consider a railroad that because it runs many trains every year knows with a confidence approaching certainty that it will kill 20 people a year at railroad crossings. Is it therefore an intentional tortfeasor? It is not, either in law or in economics. The same thing that makes PL high—the scale of the railroad’s operations—makes B high. The ratio of B to PL is unaffected by the scale of the potential injurer’s operation, and it is the ratio that distinguishes intentional and unintentional torts in an economically relevant sense.

Suppose I want a car and I decide to get it by stealing your car. B is not only lower than in an accident case, it is actually a negative number, because rather than saving resources by injuring the victim (implying a positive B) I would save resources by not injuring the victim (implying a negative B), since it must cost me something to steal the car. Of course there is an offsetting gain, or I would not steal it, but that gain does not represent a net social benefit, because it is offset by the loss of the car to the victim. P, furthermore, is very high—much higher than in an accident case—because wanting to do someone an injury makes it much more likely that an injury will occur than if the injury would be an undesired by-product of another activity, such as carrying freight from one point to another. Thus, not only is B lower than PL in a case of intentional wrongdoing, as it is in a case of negligent wrongdoing; it is dramatically lower.

This has two important implications for legal policy.

 

1. We would expect, and we find, the law to be much more willing to award punitive damages in “real” intentional tort cases than in cases that lack the characteristics, just described, of such a case—that is, that do not involve a pure coercive transfer. We know that in a strict liability case punitive damages would lead to overdeterrence. Less obviously, the same thing is true in a simple negligence case. Because of judicial mistake and the strict liability component of negligence, negligence cannot be completely avoided by spending B on care. So if PL is artificially raised by adding punitive damages to L, potential injurers will be induced to spend more than B on accident prevention, and that is inefficient. But since the gap between B and PL is so much larger in the “real” intentional tort case, the danger of deterring socially valuable conduct by making the damages award greater than L is minimized and other policies come to the fore, such as making sure that the damages award is an effective deterrent by resolving all doubts as to the plaintiff’s actual damages in his favor; this can be done by adding a dollop of punitive damages to the estimate of his actual damages.

Moreover, because we want to channel resource allocation through the market as much as possible, I must not be allowed to be indifferent between stealing and buying my neighbor’s car. The damages award must therefore be made greater than the value of the car, so that I don’t consider conversion an acceptable substitute for purchase. Punitive damages are one way of doing this. Another way, also common in intentional tort cases, is to make the tortfeasor pay the victim what the thing taken was worth to the tortfeasor rather than what it was worth (if less) to the victim. This is the restitutionary measure of damages mentioned in Chapter 4. It is used in intentional tort cases to make the tort worthless to the tortfeasor and thereby channel resource allocation through the market.

But the restitutionary measure is inadequate when the probability of apprehending the tortfeasor is less than 1. Compensatory damages are likewise inadequate. If a tort is concealed (as in a hit-and-run accident), punitive damages or a criminal penalty must be added to the defendant’s profit or the victim’s loss to provide adequate deterrence. Suppose PL is 100 but the probability that if the tort is committed the tortfeasor will be caught and made to pay L is only 50 percent; then he faces an expected judgment cost of only PL/2, and so the award of compensatory damages should be doubled to bring the expected judgment cost back up to PL (i.e., 2 × .5PL = PL).

 

2. There is no reason to allow a defense of contributory negligence in a “real” intentional tort case (pure coercive transfer), since the cost of avoidance is plainly lower to the injurer than to the victim—is indeed negative to the injurer and positive to the victim. The victim cannot be the lower-cost avoider.

There are intermediate cases between the pure coercive transfer, with its negative B, and the ordinary negligence case, with its B positive though lower than PL, or a strict liability case in which B may exceed PL. Take the case of recklessness. I decide to rest my eyes while driving and plow at high speed into a flock of pedestrians. B is positive but extremely low, while P and L are both extremely high. The “resolve doubts” argument for punitive damages is in play, as is the argument against allowing a defense of contributory negligence. It’s no surprise that in such a case the law both allows punitive damages to be awarded and denies a defense of contributory negligence.

Thus far our discussion of intentional torts has focused on acquisitive torts—conversion, robbery (conversion plus assault, in tort terms), killing for money, etc.—but some intentional torts have a different motivation: interdependent utilities. We encountered interdependent positive utilities in Chapter 5. Here we meet interdependent negative utilities. A, to humiliate B, spits in his face. There is no transfer of wealth, but A’s utility is increased by reducing B’s utility. If that increase exceeds the reduction in B’s utility, the transaction is utility maximizing. But a court could not determine the relative utilities; and the aggregate disutility of allowing such practices—the fears and protective measures that would be incited—would be very great. There is also a question whether the utility of the tortfeasor should be given the same weight as the utility of his victim (see §7.1 infra).

The spitting case suggests a further economic basis for awarding punitive damages in some tort cases: to relieve pressure on the criminal justice system both directly and indirectly by providing a substitute for violent self-help (itself criminal). The expectation of punitive damages provides an incentive to victims of minor criminal conduct to shoulder the cost of legal action against the perpetrators, substituting a tort remedy for criminal punishment. Without a meaningful tort remedy, which requires punitive damages if compensatory damages would be slight or impossible to prove or if the defendant is wealthy and would not be deterred by the prospect of having to pay modest damages, victims of criminal-type conduct too minor to engage the interest of the district attorney are more likely to retaliate directly against their assailant, and a historical purpose of law is to deter breaches of the peace. The Supreme Court has said that “few awards [of punitive damages] exceeding a single-digit ratio between punitive and compensatory damages, to a significant degree, will satisfy due process.”4 The Court went on to suggest that “four times the amount of compensatory damages might be close to the line of constitutional impropriety.” There are good reasons for wanting to place some limits on awards of punitive damages. Excessive punishment can overdeter; a defendant should have reasonable notice of the sanction for unlawful acts so that he can make a rational determination of how to act; and sanctions should be based on the wrong done rather than on the status of the defendant—a person should be punished for what he does, not for who he is, even if the who is a huge corporation. This is the essence of Aristotle’s theory of corrective justice, which, as we’ll see in Chapter 8, can be given an economic interpretation.

What follows, however, is that punitive damages should be admeasured by standards rather than in a completely ad hoc manner, and this does not tell us what the maximum ratio of punitive to compensatory damages should be in a particular case. The limit suggested by the Supreme Court makes sense when the compensatory damages are very large; for if they are slight, limiting punitive damages to a single-digit multiple could fail to achieve the purposes for awarding punitive damages.5 Suppose compensatory damages in the spitting case were $50, so that if punitive damages may not exceed a single-digit multiple of compensatory damages the maximum damages award would be $500 ($50 + (9 × $50)). That would be too small a sum to motivate the bringing of what might be a highly meritorious suit. It would make more economic sense for the amount of punitive damages to be inverse to the amount of compensatory damages.6 For the smaller the compensatory damages, the less incentive the victim has to sue, and the greater therefore the need for punitive damages to create an incentive to sue, and thus to deter the wrongful conduct.
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The defendant’s wealth should figure in the calculation of punitive damages if his wealth enables him (more likely it—a corporation or other institution) to mount an extremely aggressive defense against suits having small stakes and by doing so to make litigating such cases against him very costly. That in turn may make it difficult for a plaintiff to find a lawyer willing to handle his case on the usual 33-40 percent contingent-fee basis. In other words, the defendant is investing in developing a reputation intended to deter plaintiffs. A stiff award of punitive damages would blunt that strategy.

A subtle issue of intentionality is presented by the concept of “deliberate indifference,” which plays a critical role in many constitutional torts, such as infliction of cruel and unusual punishments. Prisoners frequently charge that the conditions of health and safety in the prison are so ghastly that the prison officials should be deemed to be inflicting punishment. The courts, while insisting that the officials’ neglect be intentional, they allow “deliberate indifference” to the prisoners’ health and safety to satisfy this requirement. The term means that the defendants are aware of the dangerous conditions and decide to do nothing about them. As pointed out earlier, large enterprises engaged in hazardous activities such as building bridges or tunnels “know” that their activities will entail an occasional accident and “decide” not to do anything about it (which would require abandoning the activities) without being labeled intentional tortfeasors. But this means only that “deliberate indifference” is a necessary rather than, as the judicial formula might be taken to imply, a sufficient condition of liability as an intentional tortfeasor. The higher that PL is (especially P), the likelier it is that the potential injurer knows that his conduct is dangerous. So knowledge becomes a proxy for a high PL, and, other things being equal, the higher PL is, the greater the defendant’s fault. And the information-costs component of B is smaller if the defendant was actually aware of the risk and decided to do nothing about it. So deliberate indifference increases the likelihood of a big spread between PL and B.

Table 6.3 sets forth hypothetical numerical values for P, L, and B in order to illustrate degrees of culpability. In the first four rows, PL < B, so there is no liability; in the remaining rows, PL > B, so there is liability. The last row, labeled “malicious,” describes the case in which B turns positive because the tortfeasor by forgoing the tort would lose the satisfaction that his victim’s suffering would confer on him (so safety would be costly for him); this is the case of interdependent negative utilities.

Deliberate indifference is not shown separately. As a practical matter it is indistinguishable from recklessness, since if the risk is very great relative to the costs of averting it, a judge or jury is very likely to infer that the defendant was aware of, and inexcusably failed to do anything about, the risk.

§6.16  Defamation

Usually classified as an intentional tort because writing or speaking critically about a person is a deliberate act, defamation has a flavor of strict liability, as in the rule that it is no defense that the defendant may have made a reasonable effort not to defame the plaintiff. In Jones v. E. Hulton & Co.,1 the author of a fictitious newspaper story accidentally gave a character in the story the name of a real person, Artemus Jones, who sued for libel and won by showing that his neighbors thought the article was about him. Jones was helpless to avoid the injury, and even if the newspaper had been careful, the writing of fiction in the guise of truth is not so valuable an activity that the injury could not have been avoided at reasonable cost by a change in that activity. The incident had even a flavor of recklessness. Like a man who shoots out the windows of a house he thinks is unoccupied and accidentally kills someone, the newspaper was libeling what it thought was a nonexistent person but someone with the name and some characteristics of the fictitious character would be hit by the blast, and was. But the newspaper distributor would not have been liable to Jones unless negligent in failing to spot the libel; for it’s hard to see what change in activity level would be optimal for the distributor.

The law of defamation has two puzzling gaps that economics may be able to explain. The first is that group libels (for example, “All doctors are quacks”) are not actionable. The libel is not likely to hurt members of the group because substitution away from an entire trade is much more costly than substitution away from an individual. If the libel were “Dr. Jones is a quack,” Jones’s patients could easily switch to other doctors. But what can they do if all doctors are quacks? They might as well stick with old Jones, whom at least they know. The second, and oddly related, rule is that you cannot (with an exception noted below) defame the dead. Defamation is injury to reputation, and reputation, as we saw in discussing the tort of invasion of privacy back in Chapter 3, is a basis for inducing others to engage in market or nonmarket transactions with you. So if you are dead, and thus have ceased transacting, the injury has ceased. But if the libel were that the deceased had had an inheritable disease, the adverse consequences would not terminate with death, and the law recognizes an exception for such cases.

The law treats written defamations (libel) more harshly than oral (slander). The cost of preventing defamation is lower in a written than in an oral communication. Writing is a more deliberative activity; there is time to consider the possible impact of one’s words, as there often is not in speaking. So there is less danger that liability for defamation will deter socially valuable communications that are written than that it will deter those that are spoken. This implies—and there is judicial support—that a radio or television speech read from a script rather than spoken spontaneously should be classified as libel rather than slander. And likewise if it is spoken, but from notes. The speaker will have had time to marshal his thoughts and should thus have been able to avoid committing defamation inadvertently.

Consider now the defense of privilege, for example, the employer’s privilege to give a character reference for an employee that may contain defamatory material. The benefit of a candid reference would inure to the prospective rather than to the current employer, and it would be difficult for the former to compensate the latter. Although in principle he could promise to indemnify the latter for any damages and costs resulting from a defamation suit, the benefits are too trivial to make such arrangements worthwhile. The law’s answer is to externalize the costs of giving a character reference in order to encourage the conferral on the prospective employer of an external benefit. The privilege is not absolute; it is forfeited if the employer giving the character reference knew it contained false aspersions on the employee; no external benefit conferred in such a case, so there’s no reason to permit the employer to externalize a cost. But truth is an absolute defense because there is an external benefit of truthful speech even if the defendant thought he was lying.

If a newspaper publishes a defamatory article, and a second newspaper merely reports the contents of that article (perhaps prefaced by, “The Times has reported that…”), should the second newspaper be liable or only the first? Both should be and are liable. Otherwise each newspaper would be reluctant to be the first to publish a controversial article that might give rise to a defamation claim. Each would want to be a close second in order to avoid the cost of being sued, without being “scooped” too badly. With all newspaper publishers thinking this way, there might be a significant delay in the publication of controversial articles. With the original publisher and the republishers all liable for any defamation in the original article, there is no longer an incentive for a publisher to hang back; as a result, news gets out faster. Even if there is no contribution among joint tortfeasors, the expected judgment of the original publisher will be lower, and so the incentive to publish first will be greater than under a system in which subsequent publishers are immune from suit.

Defamation of a public figure, such as a politician or well-known professional athlete, presents a free-speech issue discussed in §29.2 infra.

§6.17  Successor Liability

The growth of scientific knowledge has increased the awareness of long-delayed adverse consequences of activities such as the sale of asbestos or DES. The longer the delay between an activity and its consequences, the greater the likelihood that the actor will no longer be around when suits for damages are brought. The question then becomes whether the actor’s successors should be liable. Another way to put this question—a way that will identify one of the critical economic considerations—is to ask whether assets should be impressed with a contingent liability. Suppose a corporate manufacturer of asbestos had many years ago sold its assets, distributed the proceeds to the shareholders, and then dissolved. Should the shareholders be liable to victims of asbestosis (perhaps just up to the amount distributed to them upon the dissolution of the corporation, in order to preserve the principle of limited liability; on which see Chapter 15)? Or the purchasers of the assets? If no one is liable, the corporation will have succeeded in externalizing the health costs of asbestos. But if the shareholders or purchasers are liable, the costs of corporate transactions will be higher.

The tradeoff is a difficult one, but a couple of relevant factors can be identified. One is whether the corporation’s tort liability was foreseen at the time of dissolution. If it was, successor responsibility will not be as costly as it would be if tort liability had not been foreseen, because it should be possible to estimate the cost of that liability and adjust the purchase price accordingly. Successor responsibility will also be less costly if the corporation is sold in a lump rather than its assets’ being dispersed among many purchasers, for then the number of successorship lawsuits will be reduced from many to one.

The general rule of the common law is that successor entities are not liable for the torts of their predecessors unless the liability is expressly assumed in the contract of sale. The rule reflects a time when delayed tort consequences were less common than they are today, so that the transaction costs of successorship liability dominated the externalization of accident costs. With delayed consequences more common today, the rule is eroding, as economic analysis predicts it would.

A sale of assets is not the only way to avoid full liability for torts; another is to make sure that one will never have enough assets to pay a huge tort judgment. That may seem a recipe for bankruptcy, but consider: Suppose the cost of averting a $40 million accident would be $200,000, and the probability of the accident is .01 if nothing is spent on trying to prevent it. So any expenditure up to $400,000 that prevented the accident would be cost-justified from a social standpoint. Suppose also that at relatively little cost (and let’s assume it’s zero), the firm can avoid ever having more than $1 million in assets that could be seized to pay a legal judgment. Then the expected judgment cost to the firm is only $10,000 (.01 × $1 million), and the firm will not spend $200,000 on accident prevention. Consistent with this analysis, it has been found that risky industrial undertakings are disproportionately concentrated in small firms, because their potential tort liability is truncated as in the example.1

§6.18  Immunities1

Suppose a paramedic is accused of negligence in failing to save a patient’s life.2 Even if he were found negligent, he would not be liable, because emergency medical personnel are immune from simple negligence liability; their conduct must be found “willful and wanton” (reckless) to create tort liability. Liability for simple negligence would be likely to deter even competent rescuers from volunteering their services, since if the rescue failed they might face a lawsuit. The problem is especially acute if as will usually be the case the rescuer cannot seek restitution for the benefit conferred by a successful rescue. We don’t want the paramedic to balance the likely cost to him of a rescue that fails and results in his being sued against the benefits to the person in need of being rescued; we want him to go ahead and try to rescue the person. Only if he responds recklessly, a response more likely to harm the person than help him, perhaps by getting in the way of a competent rescuer, is liability imposed.

On similar grounds police and other government officers are frequently granted what is called official immunity, which shields them from tort liability for injuries resulting official acts (such as arresting criminal suspects), again provided that they are not acting recklessly. Without such immunity they might be timid about performing their duties because they would be balancing the legal risks to themselves against the social benefits of performing their duties.3
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        Problems

 1.    Evaluate the following proposition: The standard measure of damages in tort cases is equivalent to the contract standard of reliance damages, and therefore results in underdeterrence of tortious conduct.

 2.    Appraise the following statement from the standpoint of economics:

         Indeed one of the major practical concerns created by the increase in malpractice insurance premiums is the inability of young physicians starting out in practice to meet their insurance costs, which are, after all, only one of the many costs to be covered by the gross income from their practice.

                In general, it is safe to say that too much has been made of the ability of physicians and insurance companies to pass on the costs of increased malpractice losses. To the extent that these losses arise out of incidents in past years, there is no way for either physicians or insurance companies to recoup these “sunk costs” by charging high rates for future services.…

 

Richard A. Epstein, Medical Malpractice: The Case for Contract, 1 Am. B. Found. Res. J. 87, 88 n.3 (1976).

 3.    Melvin M. Belli, The Use of Demonstrative Evidence 33 (1951), challenges the practice of discounting future earnings to present value. Belli argues that the plaintiff’s earnings should be multiplied by the period of the plaintiff’s disability and then multiplied again to reflect the estimated increase in the cost of living during the period of disability. Is this the correct economic approach? How would you argue to a judge or jury that it is not?

 4.    An airplane crashes as the result of a nonnegligent defect in an instrument supplied by A. The airplane was manufactured by B from various components, including the instrument supplied by A, and is operated by C, an airline. What economic difference does it make, if any, whether A is liable for the damages resulting from the crash, or B, or C? Cf. Goldberg v. Kollsman Instrument Corp., 191 N.E.2d 81 (N.Y. 1963); §4.5 supra.

 5.    Suppose there is a class of automobile accidents in which the injurers are all very wealthy men. The opportunity costs of their time are so great that the expected accident costs are lower than the costs to them of preventing the accidents by driving more slowly, slower driving being the only method by which the accidents could be prevented. In these circumstances, which rule of liability would be more efficient: strict liability, with no defense of contributory negligence, or no liability at all?

 6.    Is it arguable that there is a greater economic justification for strict products liability to bystanders than for strict products liability to purchasers of the product?

 7.    Suppose a doctor chances upon an injured person lying in the street in great pain. The doctor insists as a precondition to treating him that the injured person execute a waiver of the doctor’s liability for any malpractice claim arising from the treatment. Should the courts enforce the waiver?

 8.    If the tort system were deemed a method of social insurance rather than one of deterrence of uneconomical accidents, would awards in tort cases be on average higher or lower than under the deterrence rationale?

 9.    It has often been observed that when miners are trapped in a coal mine or a mountaineer is stranded on a mountain top, society will devote enormous resources to saving their lives—resources seemingly disproportionate to society’s expenditures on preventing people from endangering themselves. Explain the paradox.

 10.    The chapter points out that ordinarily a potential accident victim is entitled to assume that potential injurers are using due care, and therefore he need not take precautions that would be optimal only if potential injurers were behaving negligently. Yet there is an exception for the case where the danger is palpable, as where a traveler at a crossing, though he sees a speeding train bearing down on him, takes no more precautions than he would take to prevent injury from a safely operated train. Explain the economics of this exception and compare it to the doctrine of last clear chance.

 11.    Discuss the economic pros and cons of making social hosts liable for accidents caused by guests who have drunk too much liquor at the host’s party. See Note, Turn Out the Lights; the Party’s Over: An Economic Analysis of Social Host Liability, 6 N. Ill. U. L. Rev. 129 (1986).

 12.    Apart from the consideration mentioned in §6.12 supra, should damages awards in personal-injury cases be taxed, or not? Cf. Caterpillar, Inc. v. Lewis, 519 U.S. 61 (1996).

 13.    We saw that there are three different methods of valuing a housewife’s services: replacement cost, opportunity cost, and determining how much of the total output of the household is contributed by the housewife. (The three methods are discussed, from the standpoint of forensic economics—the use of economics by expert witnesses at trial—in Charles C. Fischer, The Valuation of Household Production: Divorce, Wrongful Injury and Death Litigation, 53 Am. J. Econ. & Sociology 187 (1994).) How would you expect them to differ in practice?

 14.    Suppose that as an alternative to awarding an injured tort victim his damages, the law awarded him the profit that the injurer had made from injuring him (the restitutionary method of measuring monetary relief). What would be the economic rationale for such an approach, and would it be an efficient alternative to conventional damages?

 15.    How, if at all, should the doctrines of tort law be changed in light of current understanding (which the doctrines predate) of the relevant human psychology? See Michael G. Faure, The Impact of Behavioural Law and Economics on Accident Law (2009); Barbara Luppi & Francesco Parisi, Behavioral Models in Tort Law, Social Science Research Network, 2012, http://papers.ssrn.com/sol3/papers.cfm?abstract_id=2165856.
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CHAPTER 7



CRIMINAL LAW1

§7.1    The Economic Nature and Function of Criminal Law

The types of wrongful conduct examined in previous chapters, mainly torts and breaches of contract, subject the wrongdoer to having to pay money damages to his victim, or sometimes to being prohibited (that is, enjoined), on pain of being sanctioned for contempt of court, from continuing or repeating the wrong—but only if the victim sues. Crimes are prosecuted by the state, however, and the criminal is ordered to pay a fine to the state or to suffer a nonpecuniary sanction such as being imprisoned. Trial procedure is also different in the two kinds of case, but examination of the procedural differences is deferred to Chapter 22. For now our interest is in why there should be distinctive sanctions, sought by the state, for some types of wrongdoing and what substantive doctrines such sanctions entail.

Five principal types of wrongful conduct are made criminal in the American legal system.

 

1. Intentional torts, examined in the last chapter, that represent a pure coercive transfer either of wealth or of utility from victim to wrongdoer. Murder, robbery, burglary, larceny, rape, assault and battery, mayhem, theft by false pretenses, and most other crimes that, like these, were punishable under the English common law correspond to such intentional torts as assault, battery, trespass, and conversion, although we shall see that the requirements concerning the defendant’s state of mind and the presence of an actual injury sometimes differ for the criminal counterpart of the intentional tort. Here, however, are some problematic examples of crime as pure coercive transfer:

(1) Counterfeiting can be viewed as a form of theft by false pretenses—the pretense being that the payor is paying with legal tender. If the counterfeiting is discovered, the victim is whoever ends up holding the worthless currency. If it is not discovered, the loss is more widely diffused. Since counterfeiting increases the amount of money in circulation relative to the total stock of goods and services in society, everyone’s money is worth less (inflation); everyone but the counterfeiter, and a debtor whose repayment obligation is in fixed dollar terms, is a loser. More important—for unless counterfeiting is widespread the effect on the supply of money will be slight—counterfeiting imposes deadweight costs in the form of the counterfeiter’s tools and time (and resulting loss of productive employment) and of self-protective measures by merchants, banks, and other enterprises that receive money from the public.

(2) Rape bypasses the market in sexual relations (marital and otherwise) in the same way that theft bypasses markets in ordinary goods and services. But some rapists derive extra pleasure from the fact that the woman has not consented. For these rapists there is no market substitute—market transaction costs are prohibitive—and an economist might therefore argue that for them rape is not a pure coercive transfer and should not be punished if the pleasure to the rapist (as measured by what he would be willing to pay—though not to the victim—for the right to rape) exceeds the victim’s physical and emotional pain. There are practical objections, such as that these rapists are hard to distinguish empirically from mere thieves of sex; that giving them free rein would induce women to invest heavily in self-protection, which would in turn incite heavy spending by rapists to overcome that investment; and that there is no objective method of measuring the rapist’s utility and the victim’s disutility for the purpose of deciding which is greater. But the fact that any sort of rape license is even thinkable within the framework of the wealth-maximization theory that guides the analysis in this book is a limitation on the usefulness of that theory. What generates the possibility of a rape license is the fact that the rapist’s utility is weighted the same as his victim’s utility. If his utility were given a zero weight in the calculus of costs and benefits, a rape license could not be efficient. But such a weighting would be based on ethical rather than economic thinking.

(3) Marital rape.1 Until recently marriage was a complete defense to a charge of rape. In a society that prizes premarital virginity and marital chastity, the cardinal harm from rape is the destruction of those goods and is not inflicted by marital rape. In such societies the seduction of a married woman is a more serious crime than rape, as it is more likely to produce children—and they will not be the husband’s. In such societies, moreover, the main services that a wife contributes to the marriage are sexual and procreative, and to deprive her husband of these services is to strike at the heart of the marriage. A right to demand something does not entail a right to take it by force, but it can dilute the felt impropriety of force. Furthermore, the lower the divorce rate, the fewer separations there are; and proving lack of consent is harder if the married couple is still together. The exception to the negative correlation between divorce and separation is where, as in Catholic countries until recently, divorce was forbidden but formal separations, often permanent, took their place.

The reasons for not making marital rape a crime have lost force with time. For example, the increasing financial independence of women, based on their improved access to the labor market, has increased their demand for control over their reproductive capacity, so that the timing and number of their children are coordinated with their market career. Any form of involuntary intercourse impairs that control, at least in principle (for there are of course effective contraceptives), by creating the threat of a birth that will disrupt the woman’s career.

Continuing with our typology of types of wrongful conduct that the law makes criminal:

 

2. Deliberate commission of acts that reduce social welfare, such as price fixing (on which see Chapters 9-10), as may not have been recognized at common law.

 

3. Voluntary, and therefore presumptively (but only presumptively, as we know from Chapters 3 through 6) value-maximizing, exchanges involving activities that the state has outlawed, such as prostitution, trafficking in child pornography, selling babies for adoption, selling regulated transportation services at prices not listed in the carrier’s published tariffs, and trafficking in narcotics.

 

4. Certain menacing but nontortious preparatory acts, such as unsuccessfully attempting or conspiring to murder someone when the elements of a tortious attempt are missing (as they would be if, for example, the victim was not injured and didn’t even know of the attempt when it was made).

 

5. Conduct that if allowed would complicate other forms of common law regulation. Examples are leaving the scene of an accident and fraudulently concealing assets from a judgment creditor.

 

Why, though, can’t all five categories be left to the tort law? An answer leaps to mind for categories 3 and 4: No one is hurt. But this is a superficial answer; we could allow whomever the law was intended to protect to sue for punitive damages. A better, but incomplete, answer is that detection is difficult when there is no victim to report the wrongdoing and testify against the wrongdoer. Punitive damages can be adjusted upward to take account of the difficulty of detection; in principle this device could take care of category 5 crimes as well. But the higher the punitive damages, the less likely they are to be collectible. Another question about categories 3 and 4 is, why punish acts that don’t hurt anybody? For category 3, the answer lies outside of economics; it is difficult for an economist to understand why, if a crime is truly “victimless,” the criminal should be punished—though of course ostensibly victimless crimes may, like other contractual exchanges, have third-party effects; the sale of liquor to a drunk driver is an example. For category 4, the answer is bound up with the question—to which we now turn—why tort law is not adequate to deal with categories 1 and 2 (coerced transfers in violation of common law or statutory principles).

We know from the last chapter that the proper sanction for a pure coercive transfer such as theft exceeds the law’s estimate of the victim’s loss—the extra something being designed to confine transfers to the market whenever market transaction costs are not prohibitive.2 Damages equal to market value would thus be inadequate even if the owner valued the good in question at its market price. He might well value it at a higher price (remember that the market price is the value to the marginal, not the average, purchaser). The law cannot readily measure subjective values, so this is an argument for adding a hefty bonus to damages based on market value and thus for heavy punitive damages in a case of theft.

In the case of crimes that cause death or even just a substantial risk of death, properly computed damages will often be astronomical. Recall from Figure 6.3 in Chapter 6 the nonlinear relation between risk and full compensation for bearing the risk. The risk of being killed by accident is more or less randomly distributed throughout the population. But the risk of being murdered is concentrated on the relatively small number of people who constitute obstacles to the goals of persons willing to murder. The probability of those people being murdered may exceed the probability of their dying accidentally, making the proper damages award greater than in the case of a normal death, even a death caused by negligence.

We must also consider the effect of concealment on the correct level of damages. Being for the most part a by-product of lawful, public activities, accidents usually are difficult to conceal and breaches of contract usually impossible to conceal. But someone who is deliberately endeavoring to take something of value from someone else will naturally try to conceal what he is doing, and will often succeed because he has planned the concealment in advance. A handy formula for deciding how much to award in damages if the probability that the tortfeasor will actually be caught and forced to pay the damages is less than one is D = L/p, where D is the optimal damages award, L the harm caused by the tortfeasor (including any adjustment to discourage bypassing the market by coercing wealth transfers), and p the probability of his being caught and made to pay D. If p = 1, L and D are the same amount. But if, for example, L = $10,000 and p = .1, meaning that nine times out of ten the tortfeasor escapes the clutches of the law, then D, the optimal penalty, is $100,000. Only if the penalty is jacked up to this level is the expected penalty cost to the prospective tortfeasor (pD) equal to the harm caused by his act (L).

Once damages in the pure coercive transfer case are adjusted upward to discourage efforts to bypass the market, to give effect to the nonlinear relationship between risk of death and compensation for bearing the risk, and to offset the defendant’s efforts at concealment, the level of damages will often exceed the tortfeasor’s ability to pay. Three responses are possible, all of which society uses. One is to impose disutility on the criminal in nonmonetary forms, such as imprisonment or death. Another is to reduce the probability of concealment of the offense by maintaining a police force to investigate crimes. A third, which involves both the maintenance of a police force and the punishment of preparatory acts (category 4), is to prevent criminal activity before it occurs. If, for reasons that will be discussed in Chapter 23, public policing is more efficient than private, the state is the enforcer and has a claim to any monetary penalties imposed. So these penalties are paid to the state as fines rather than to the victims of crime as damages. The victims can seek damages if the crime is also a tort, whether common law or statutory.

When tort remedies are an adequate deterrent because damages, including any punitive damages, are within potential defendants’ ability to pay, there is no need to invoke criminal penalties, which, as explained below, are costlier than civil penalties even when only a fine is imposed. Although in some cases, such as antitrust and securities fraud, affluent defendants are both prosecuted criminally and sued civilly, criminal sanctions generally are reserved, as theory predicts, for cases in which the tort remedy bumps up against a solvency limitation. It might seem that the double punishment (tort and criminal) of the affluent in these cases would produce excessive punishment (punishment more severe than optimal, because the added severity costs more to achieve, and/or imposes greater disutility on the defendant, than the benefit in whatever slight deterrence the added severity produces). But wealth enables affluent criminal defendants to hire excellent lawyers, reducing the probability of conviction (even if the defendant is guilty) and hence the deterrent effect of the threat of criminal punishment. More important, a wealthy defendant who “gets away” with just having to pay a tort judgment, even if the judgment confiscates all his existing wealth, may be able to recoup quickly because the human capital (skills, contacts, etc.) that generated that wealth remains intact.

The decisive argument for imposing criminal sanctions on the affluent is that their wealth, however great, may fall short of the optimal level of damages because of concealment of the offense. Suppose the defendant has through criminal violations of securities law amassed $100 million, and the probability of his being caught and subjected to a tort suit is 20 percent. Then his expected punishment cost is only $20 million and is insufficient to have deterred him from the criminal activities that brought him $100 million. Which means that even the prospect of a $100 million damages award would not be sufficient to deter him, because the probability of its imposition is less than 100 percent.

The argument that the criminal law system is primarily (though not exclusively) designed for the nonaffluent is not refuted by the use of fines as a criminal penalty. They generally are much lower than the corresponding tort damages, and even then are often forgiven because of the defendant’s indigence.

§7.2    Optimal Criminal Sanctions

A person commits a crime because he thinks, though often erroneously or in the grip of madness, that the expected benefits, whether pecuniary or emotional, exceed the expected costs. Many criminals have a low IQ or psychological problems (or both) that make it difficult for them to obtain legal employment or make a competent assessment of the relative benefits and costs (including expected punishment costs) of criminal activity. Nevertheless the empirical literature on crime finds that criminals respond to changes in opportunity costs of criminals’ time, in the probability of apprehension (and so in the number of police), in the length of prison terms, and in other relevant variables—and this regardless of whether the crime is committed for pecuniary gain or out of passion, or by well-educated or poorly educated people,1 or for that matter by minors.2

The costs of crime include various out-of-pocket expenses (for guns, burglar tools, masks, etc.), as well as the opportunity costs of the criminal’s time and the expected costs of criminal punishment. The last will be our focus, but it is useful to mention the others in order to bring out the possibility of controlling the level of criminal activity in ways other than by tinkering with the level of law enforcement activity and the severity of punishment. For example, the opportunity costs of crime could be increased, and thus the incidence of crime reduced, by reducing unemployment, which would increase the gains from lawful work.3 The benefits of theft, and hence its incidence, might also be reduced by a redistribution of wealth away from the wealthy—or increased. It is easier to fence goods in common use, and they are more widely possessed in an egalitarian society; and a welfare system (a standard component of a program for reducing income inequalities) reduces the opportunity costs of crime by taxing legitimate income heavily. Losing welfare benefits is a cost of making enough money to get off welfare, and (like an explicit income tax) reduces the net income from working.

Although criminal punishment aims to deter, we must consider the possibility that the only effect of such punishment—since for most major crimes it takes the form of imprisonment (sometimes, though rarely, execution) rather than a fine—is to incapacitate criminals, and that the mere threat of punishment has no deterrent effect. That would suggest not only that criminals were irrational and hence incapable of grasping the significance of a cost that they have only a probability and not a certainty of incurring, but also that the price elasticity of supply (the effect on quantity supplied of a small change in price) of criminals is zero, so that taking criminals out of circulation would not, by increasing the returns to crime, induce new entry into criminal activity.

Partitioning the deterrent and incapacitative effects of punishment is an empirical challenge. Studies of “three strikes and you’re out” punishment schemes find that the deterrent effect is substantial.4 Under such schemes, a person who commits three felonies is sentenced to life imprisonment for the third, even if it is relatively minor. When such a law is passed, applicable of course only to people who commit a third felony after its effective date (for criminal punishments cannot be increased retroactively without falling afoul of the constitutional prohibition against ex post facto laws), there is no immediate incapacitative effect, because no one has yet committed the third felony that would subject him to the new law. The law’s only immediate effect is to increase the threat of punishment for committing a third felony, which means that if as the studies find there is an immediate drop in the crime rate (holding other factors influencing the crime rate constant), it can be due only to the deterrent effect of the law.

We saw earlier that the criminal sanction ought to be calibrated to make the criminal worse off by committing a crime. But now a series of qualifications has to be introduced. Suppose I lose my way in the woods and, as an alternative to starving, enter an unoccupied cabin and steal a trivial amount of food that I find there. Do we really want to make the punishment for this theft death, on the theory that the crime saved my life, and therefore no lesser penalty would deter? Of course not. The problem is that while the law of theft generally punishes takings in settings of low transaction costs, in this example the costs of transacting with the absent owner of the cabin are prohibitive. One approach would be to define theft to exclude such examples; and in fact the criminal law contains a defense of necessity that probably could be invoked successfully in this example (see §7.8 infra). But as we shall see in Chapter 21, the costs of attempting so detailed a specification of the crime might be very great, and the alternative is to employ a more general, albeit somewhat overinclusive, definition but set the expected punishment cost at a level that will not deter the occasional crime that is value maximizing.

There is a related reason for placing the ceiling on criminal punishments below the level at which all crimes would be deterred. If there is a risk either of accidental violation of the criminal law (as there is for any crime that involves an element of negligence or strict liability) or of legal error, a savage penalty will induce people to forgo socially desirable activities at the borderline of criminal activity. For example, if the penalty for driving more than 55 mph were death, people would drive too slowly (or not at all), in order to minimize the likelihood of an accidental violation or an erroneous conviction. As long as the category of criminal acts is limited, through the concept of intentionality and through defenses such as necessity, to cases in which, in Hand Formula terms, there is a very great disparity between B and PL, the risk of either accident or error will be slight, and the legal system can feel freer in setting heavy penalties. But not totally free. For if the consequences of error are sufficiently enormous, even a slight risk of error will generate avoidance measures that may be socially very costly. And as there are costs of underinclusion if the requirements of proving guilt are set very high, it may make sense to make proof easier but at the same time make the penalty less severe in order to reduce the costs of avoidance and error.

How to determine the best combination of probability and severity for imposing the desired expected cost of punishment on the criminal? Suppose to begin with that the punishment takes the form of a fine; economists like fines as a mode of punishment because they are much cheaper than prison, since the fine is revenue to the government and once it’s been collected the government has no further expense of punishment of the person fined; that is very different from having to pay the living costs of a prison inmate.

An expected punishment cost of $1,000 can be imposed by combining a fine of $1,000 with a probability of apprehension and conviction of 1, a fine of $10,000 with a probability of .1, a fine of $1 million with a probability of .001, and so on. If the costs of collecting fines are assumed to be zero regardless of the size of the fine, the most efficient combination is a probability arbitrarily close to zero and a fine arbitrarily close to infinity. For while the costs of apprehending and convicting criminals rise with the probability of apprehension—higher probabilities imply more police, prosecutors, judges, defense attorneys, etc., than when the probability of apprehension is very low5—the costs of collecting fines are by assumption zero regardless of their size. Thus every increase in the size of the fine is costless, while every corresponding decrease in the probability of apprehension and conviction, designed to offset the increase in the fine and so maintain a constant expected punishment cost, reduces the costs of enforcement—to the vanishing point if the probability of apprehension and conviction is reduced arbitrarily close to zero.

But there are problems with assuming that the cost of the fine is unrelated to the size of the fine. To begin with, some criminals are risk averse. The reason why in the model of punishment by fine the only cost of a fine is the cost of collection, and not the dollar amount of the fine, is that either the fine is not paid (because the crime is deterred) or, if paid, it transfers an equal dollar amount from the criminal to the taxpayer. But in the case of risk-averse criminals, every reduction in the probability of apprehension and conviction, and every corresponding increase in the fine for those who are apprehended and convicted, imposes a disutility not translated into revenue by the state.6 Nor is this effect offset by the effect on risk-preferring criminals, even if there are as many of them as there are risk-averse ones, assuming the two classes cannot be distinguished in the sentencing process. To the extent that a higher fine with lower probability of imposition increases the utility of the risk preferrer, the fine has to be put up another notch to make sure that it deters him, which makes things even more painful for the risk-averse criminal.

The stigma effect of a fine (as of any criminal penalty) is not transferred to the state either. Like the disutility imposed on risk-averse criminals, it is a deadweight social loss, though insofar as the stigma hurts a criminal merely because it conveys useful information to potential transactors with him (recall the discussion of the right of privacy in §11.4 infra) it creates social value that may offset the hurt.

Another cap on severity of fines is that the cost of collection rises with the size of the fine, and another is that without a cap all crimes would be punished by a uniformly severe fine, since for each crime, considered separately, the optimal fine would be, according to our analysis to this point, close to infinite in order to minimize the cost of apprehending and prosecuting criminals. But uniform punishment of crimes of different gravity is inconsistent with marginal deterrence—the creation of incentives for incorrigible criminals to substitute less for more serious crimes. If robbery is punished as severely as murder, the robber may as well kill his victim to eliminate a witness, for this will reduce the likelihood of his being apprehended without increasing the punishment if he is apprehended, and thus will reduce pD. Marginal deterrence can be preserved by varying the probability of punishment with the gravity of the crime—that is, by looking harder for the more serious offenders. This is done to a considerable extent, but it increases the cost of the criminal justice system.

Yet eliminating marginal deterrence, at least in some classes of case, might not be an altogether bad idea. Make robbery punishable by death and the probability that if a robbery were committed someone would be murdered will indeed rise, but the probability that the robbery would be committed in the first place will fall. The total number of murders committed during robberies may therefore fall because there will be fewer robberies, even though robbers’ incentive to kill will be greater. Still, eliminating marginal deterrence of a crime would unequivocally increase the incidence of the crime if the less serious offense that is now to be punished just as severely as the more serious one is a substitute for, rather than a complement of, the more serious offense. Robbery, and murder in the course of robbery, are complements, because an increase in the former will, other things being equal, lead to an increase in the latter as well. But if, for example, the punishment for bicycle theft were raised to the same level of severity as the punishment for auto theft, the incidence of auto theft would rise, as all that had changed would be that the relative price of a substitute had risen. Bicycle thieves would start stealing cars instead of bicycles.

Fines are not a punishment panacea. Because most criminals lack the wherewithal to pay heavy fines, criminal justice systems perforce rely heavily on nonpecuniary sanctions. Imprisonment does impose pecuniary as well as nonpecuniary costs on the violator, by reducing his income during and normally after the period of confinement. But this is just a further reason to prefer imprisonment to fines as the normal sanction for criminal conduct. Imprisonment reduces the wealth even of criminals (by far the majority) who can’t pay any fine.

Since fines and imprisonment are simply different ways of imposing disutility on violators, the Supreme Court is wrong to regard a sentence that imposes a fine but provides for imprisonment if the defendant can’t pay the fine as discriminating against the poor.7 A rate of exchange can be found that equates, for a given individual, a number of dollars to a number of days in jail. But maybe the Court’s real objection is to the fact that most criminal statutes establish a rate of exchange highly favorable to people who have assets. Five hundred dollars is a milder sanction than 100 days in jail (Williams v. Illinois), even for people of low income; it is a trivial sanction for other people—those most likely to be able to pay the fine in lieu of serving a jail term.

The social costs of imprisonment greatly exceed the costs of collecting fines from solvent defendants. There is the expense of constructing, maintaining, and operating prisons, the loss of the incarcerated individual’s lawful production (if any) during the period in which he’s in prison, the disutility of imprisonment to him (which generates no corresponding benefit to the state, as a fine does), and the likely impairment of his productivity in legitimate activities after release. The impairment relevant here is not that caused by the stigma of conviction, for that is independent of the specific form of the punishment (though not of its severity); it is that caused by the depreciation of skills, loss of contacts, etc., during the period of imprisonment—the depreciation, in short, of the convict’s human capital. Since the forgone income from lawful employment is an opportunity cost of crime, a reduction in the prisoner’s lawful earnings prospects reduces the cost of criminal activity to him and thereby increases the likelihood that he will commit crimes after his release. But imprisonment yields one important benefit that a fine does not: It prevents the criminal from committing crimes (at least outside of prison!) for as long as he is in prison.

Much can be done to improve alternative punishments to imprisonment. Fines can be made payable in installments. They can be made proportionate to and payable out of earnings, rather than being a fixed dollar amount. Exclusion from particular occupations can be used as a sanction. Freedom of action can be (and nowadays often is) restricted in ways that permit remunerative activity, such as by imprisonment at night and on weekends only, that might enable the criminal to pay a fine. But some of these methods share the drawbacks of imprisonment. A fine payable in installments or proportionate to future earnings will reduce the offender’s income from lawful activity and therefore also his incentive to choose it over criminal activity. So will exclusion from an occupation.

If fines are indeed a more efficient method of punishment than prison when the criminal is solvent, how to explain the increasing use of prison sentences to punish the typical crimes of the affluent, such as price fixing, tax evasion, securities and other corporate fraud, and bribery? The question is not identical to why affluent criminals are prosecuted at all, rather than left to the tort system, because a criminal conviction carries a stigma, even when the only punishment is a fine, that may impair the defendant’s human capital, as well as trigger collateral consequences such as being banned from future employment in the securities industry, if it is a criminal violation of securities law. The more human capital a defendant has, the greater the impairment of it by a criminal conviction.8 Nevertheless the solvency limitation discussed earlier remains a decisive argument for a nonpecuniary penalty, though if efficiency concerns do figure in sentencing practice we expect (and find9) heavier fines and shorter prison sentences for wealthier defendants (holding constant other characteristics of the crime and the criminal) because imprisonment is more costly to the government than a fine, when the fine is collectable, and also because imprisonment imposes greater disutility the larger the difference between the prisoner’s standard of living before he was imprisoned and his standard of living in prison.

The cost of collecting fines and of imprisonment has revived interest in “shaming” penalties,10 which used to be common (for example, the stocks), and which are cheaper than prison yet do not encounter the liquidity problems that frustrate the collection of heavy fines. A pure shaming penalty inflicts disutility in the form of embarrassment or humiliation, but often also provides useful information, as when a man who has been found guilty of soliciting women for prostitution is required to post a public notice to that effect on his front lawn or the rear window of his car. Yet the dissemination of such information (the most important example today is requiring convicted sexual abusers of minors to register in public databases) may reduce the criminal’s lawful job opportunities even more than his having a criminal record would do, and if so the opportunity cost to him of committing future crimes will decline. And if punishment and shame are complements, so that the heavier the punishment the more shame will attach to the criminal act, reducing the fine or jail term for a crime by partial substitution of a shaming penalty may make that penalty less effective by reducing the shamefulness of the crime, while if the shaming penalty is merely tacked on to an unchanged fine or jail term there is no cost saving to the government.

Even prolonged incarceration may not impose on a murderer costs equal to those of the victim, but this is not in itself an economic justification for the increasingly embattled practice of capital punishment. What is important is not that the punishment for murder be commensurate with the cost to the victim but that it be high enough to make murder not pay—and imprisonment for the remainder of one’s life costs a murderer, with very rare exceptions, more than the murder could possibly gain him. But just as in the case of fining wealthy criminals, this analysis implicitly treats the probability of apprehension and conviction as one. If it is less than one, as of course it is, the murderer will not be comparing the gain from the crime with the cost if he is caught and sentenced; he will be comparing it with the cost of the sentence discounted by the probability that he will be caught and sentenced.

The case for capital punishment on deterrent grounds is particularly strong when criminals have very high discount rates (see next section of this chapter) and so are relatively insensitive to the length of a prison term, or face very high risks of death from other causes and as a result have a short life expectancy. But the case is not conclusive. Because the cost of mistaken imposition is so high, substantially greater resources are invested in the trial of a capital case (see §23.4 infra) and the added cost has to be offset against any added deterrence—which may be slight. For we must distinguish between capital punishment as a standard punishment for murderers and capital punishment as it is currently administered in the United States. Common sense suggests that, if routinely imposed, capital punishment would indeed deter because of people’s dread of death; after all, it is extraordinarily rare for a prisoner under sentence of death to refuse commutation of his sentence to life imprisonment without possibility of parole. But partly because of procedural restrictions imposed by the Supreme Court, capital punishment is so rarely imposed that the prospect of it is unlikely to deter. “Despite increases in capital punishment in recent years, the likelihood of being executed conditional on committing murder is still less than 1 in 200. Even among those on death row, the annual execution rate is only 2 percent, or [only] twice the death rate from accidents and violence among all American men.”11

In special cases, however, the argument for capital punishment is strongly supported by considerations of marginal deterrence. If the maximum punishment for murder is life imprisonment, we may not want to make armed robbery also punishable by life imprisonment. But if we therefore step down the maximum punishment for armed robbery from life to 20 years, we shall not be able to punish some lesser crime by 20 years. It does not follow, however, that capital punishment should be the punishment for simple murder. For then there would be no marginal deterrence of the multiple murderer. Maybe capital punishment should be reserved for him, so that murderers have a disincentive to kill witnesses to the murder. An important application of this point is to prison murders. If a prisoner is serving a life term for murder, he has no disincentive not to kill in prison unless prison murder is punishable by death.12

Problems of this sort vexed medieval thinkers. Because most medieval people believed in an afterlife and life expectancy was short, capital punishment was not quite so serious a punishment in those days as it is in our modern, and (it had seemed until recently) increasingly secular, world. In an effort to make capital punishment a more costly punishment, ghastly methods of execution (for example, drawing and quartering) were prescribed for particularly heinous crimes, such as treason. Boiling in oil, considered more horrible than hanging or beheading, was used to punish murder by poisoning. Poisoners were especially difficult to apprehend in those times, so a heavier punishment than that prescribed for ordinary murderers was (economically) indicated. Another example of the general point—that the lower the probability of punishment, the more severe the punishment must be to maintain deterrence—is the hanging of horse thieves in the nineteenth-century American West. Still another is England’s prescribing the death penalty (though it was not always imposed, especially on first offenders) for all serious, and many not so serious, crimes in the eighteenth century, when there were no organized police forces and, as a result, the probability of punishment was very low. A further consideration was that capital punishment used to be much cheaper than imprisonment. The procedural costs of capital punishment have risen enormously in the United States, as has the interval between trial and execution (a result of the provision of elaborate postconviction remedies), as a result of which the condemned person is likely to be on death row for at least a decade before he is executed. In effect the cost of capital punishment is additive to a substantial prison cost.

Even if capital punishment for murder has no incremental deterrent effect, it confers utility on the family and friends of the murder victim. From an economic standpoint there is no reason not to factor that utility into the decision whether to retain capital punishment. Against this it can be argued that the victim’s family and friends derive this additional utility from the fact that capital punishment imposes greater disutility on the murderer than imprisonment does (in other words, it is a case of interdependent negative utilities, as discussed in §6.15 supra), and so there may be no net gain in social welfare.

Since the law must continue to rely heavily on imprisonment as a criminal sanction, there is an argument—subject to caveats that should be familiar by now based on risk aversion, overinclusion, avoidance and error costs, and (possibly) marginal deterrence—for combining long prison terms for convicted criminals with low probabilities of apprehension and conviction. Consider the choice between combining a .1 probability of apprehension and conviction with a 10-year prison term and a .2 probability of apprehension and conviction with a 5-year term. Under the second approach, twice as many individuals are imprisoned but for only half as long; so the total costs of imprisonment are similar under the two approaches; but the costs of police, court officials, etc., are less under the first. But isn’t a system under which probabilities of punishment are low unfair, because it creates ex post inequality among offenders? Many go scot-free; others serve longer prison sentences than they would if more offenders were caught. To object to this result, however, is like saying that all lotteries are unfair because ex post they create wealth differences among the players. In an equally significant sense both the criminal justice system that creates low probabilities of apprehension and conviction and the lottery are fair so long as the ex ante costs and benefits are equalized among the participants.

One of the caveats requires emphasis, however. Risk preferrers prefer a criminal justice approach that combines heavy penalties with low probabilities of imposition. If as seems plausible criminals are more likely to be risk preferring than risk averse, because crime is an inherently risky undertaking, the high-probability-of-apprehension, low-penalty approach may be superior. Another problem with the low-probability, high-penalty approach arises from the fact that a prison term is lengthened, of course, by adding time on to the end of it. At a discount rate of 10 percent, a prison term of 10 years imposes a disutility only 6.1 times the disutility of a one-year sentence, and a sentence of 20 years increases this figure to only 8.5 (the corresponding figures for a 5 percent discount rate are 7.7 and 13.5). Criminals tend to have high discount rates, because a high discount rate will lead a person to invest less in education and therefore have reduced legitimate earnings opportunities and therefore lower opportunity costs of crime. This is incidentally an argument for shorter statutes of limitations in criminal than in civil cases. The short statute of limitations places pressure on the police to catch criminals sooner rather than later, which makes for greater deterrence if most criminals have high discount rates.13

Another argument for the high-probability-of-apprehension, low-penalty approach is that if people lack good information about the probability of apprehension and conviction and as a result some prospective criminals overestimate it and others underestimate it, both overdeterrence and underdeterrence can be reduced by raising the probability and lowering the punishment accordingly. Suppose f (the punishment) is 500 with p = .02 (so that the expected cost of punishment, fp, is 10), and half the relevant population overestimates p by 1 percent, thus reckoning p as .03, so that for them the expected sanction is 15, and the other half underestimates it by 1 percent and so reckons p at only .01, implying an expected sanction of 5. There will be over- and underdeterrence. If instead f is set at 100 and p at .1 (yielding the same expected cost of punishment, 10), the overestimating half of the population will reckon the expected sanction at 11 (100 × (.10 + .01)) and the underestimating half will estimate it at 9; both figures are close to the actual expected punishment cost of 10.14

§7.3    Preventing Crime: Multiple-Offender Laws, Attempt and Conspiracy, Aiding and Abetting, Recidivism, Entrapment

In the simplest economic model of criminal punishment, the state reduces the demand for crime by setting a “price” for it in the form of an expected cost of having to pay a fine or go to prison for committing crimes, but people are actually fined or imprisoned only to maintain the credibility of the deterrent. The model leaves important features of the criminal justice system unexplained. For example, a convicted criminal who has been convicted of previous crimes will usually be punished more severely than a first offender even if he served in full whatever sentences were imposed for the earlier crimes. In competitive markets consumers are not charged higher prices just because they have bought the same product previously. They certainly are not required to give back the thing they have bought if they have not consumed it yet, as a thief would be required to do. Also puzzling from this standpoint is the punishment of the so-called inchoate crimes, such as attempts and (unsuccessful) conspiracies. If the purpose of the criminal law is to compel the criminal to take fully into account the costs of his acts, why should he be punished when his conduct, because thwarted, imposes no costs? And why is it considered an additional point in favor of imprisonment that it prevents further criminal acts by the imprisoned criminal—the acts he would commit were he not in prison? If the criminal justice system maintains a proper schedule of prices for unlawful acts, why should anyone care that the criminal, if not imprisoned but punished with equivalent severity by some method that left him at large, might commit further criminal acts? Presumably he would do so only if the acts were socially cost justified.

To answer these questions we begin by noting that the emphasis on preventing, rather than simply pricing, crime falls on the common law crimes—crimes whose essence is a coerced transfer in a setting of low transaction costs. Very little of the criminal activity in this category is socially cost justified; examples such as theft from a cabin under conditions of dire necessity are rare, and that example may not be a crime, because of the defense of necessity. The high incidence of the common law crimes thus reflects not their social desirability (which is close to zero1) but the infeasibility of setting punishment at a high enough level to achieve 100 percent deterrence. If, were it not for the high cost of criminal sanctions, the optimal level of criminal activity would be zero or close to it, these sanctions are not really prices designed to ration the activity; their purpose is, so far as costs permit, to extirpate it.2

This analysis explains the criminal law’s emphasis on prevention, which would make no sense in a market setting or even in an unintentional-tort case. It explains why a thief who is caught should be required to give up what he has stolen on top of whatever other punishment is meted out to him, even if the victim is not seeking restitution (maybe the victim is another thief!). And it provides a further explanation for why fines should be proportional to the criminal’s wealth, quite apart from any notions of a just distribution of wealth. The principle of diminishing marginal utility of income implies that a heavier fine is necessary to impose the same disutility on a rich as on a poor person, provided that rich and poor people have on average the same marginal utility functions. (For the significance of this qualification, see §17.2 infra.) The point is not that equalizing disutilities is an aim in itself, but that optimal deterrence may require price discrimination against the wealthy.

Similarly, the practice, systematized in multiple-offender laws and the federal sentencing guidelines, of punishing repeat offenders more severely than first offenders, raises the price of crime to people who, judging from their past behavior, value crime more than other people do. Since the objective is to minimize the amount of crime, people who value the activity more are charged more to engage in it.

There are still more reasons to punish repeat offenders more heavily than first offenders:

 

        1. The stigma effect of criminal punishment may diminish with successive punishments; the effect of a criminal record on employment opportunities, which is an important part of the stigma effect, is likely to be complete or nearly so after the first conviction.

        2. The fact that the defendant has committed previous crimes makes us more confident that he really is guilty of the crime with which he currently is charged; the risk of error if a heavy sentence is imposed is therefore less.

        3. Punishing repeat offenders more heavily counteracts a “learning by doing” effect: Offenders will become more skillful at committing crimes, hence less likely to be detected, as they become more experienced. So p will decline, requiring an increase in D even if L is unchanged (see §7.1 supra). However, the recidivists who are caught may be the ones least likely to be able to get away with their crimes.

        4. The punishment bonus for recidivists counteracts a last-period problem. The older the criminal, the less deterrable he is by threat of imprisonment, because the length of the maximum prison term for his crimes will be truncated by his diminished life expectancy. The heavy punishment of recidivists operates to remove the career criminal from the criminal population before he reaches the age at which the deterrent effect of the threat of imprisonment will decline sharply.

 

The premise of the preventive theory of criminal punishment is that the elasticity of supply of offenders is not infinite. If it were, a small increase in the expected return to criminal activity would result in an enormous (literally, an infinite) increase in the supply of offenders, as people in lawful activities flocked into criminal activities because such activities had become more profitable; and then putting one offender behind bars would, by creating opportunities for another, simply draw one person from lawful into criminal activity or cause a part-time criminal to commit more criminal acts. The elasticity of supply of acquisitive crimes may in fact be quite high, but it is not infinite, and presumably the elasticity of supply of crimes of passion is lower. Greed is a universal human trait, so a rise in the expected income from criminal activity can be expected to draw new participants into the market. Crimes of passion tend to be situation-specific; the fact that fewer people happened one year to kill their wives would not have much effect on Husband X’s decision whether to kill his wife.

Consider now the punishment of attempts. A man enters a bank, intending to rob it, but a guard spots him and seizes him before he can do any harm. The fact that he came so close to robbing the bank indicates that he is likely to try again unless restrained, so by putting him in prison we can probably prevent some robberies. Making the attempt punishable also increases the expected costs of bank robbery to the robber without making the punishment for bank robbery more severe. He can’t be certain that his attempt will succeed, and if it fails he will not merely forgo the gains from a successful robbery but will incur additional (punishment) costs. Punishing attempts is thus like maintaining a police force: It raises the expected punishment cost for the completed crime without increasing the severity of the punishment for that crime, and this is often the efficient combination.

The attempt will not be punished as severely as the completed crime. There are two economic reasons for this: (1) to give the offender an incentive to change his mind at the last minute (a form of marginal deterrence) and (2) to minimize the costs of error, since there is a higher probability that the defendant really is harmless than that someone who completed the crime is. But the fact that the attempt caused less harm than the completed crime would have done is not a good economic reason for punishing the attempt less severely. The purpose of punishing an attempt is to prevent a future crime, the completed crime toward which the attempt was an unsuccessful effort. The relevant cost is therefore the cost that would be inflicted by that crime rather than the cost inflicted by the attempt, which may indeed be zero.

What if the defendant had said to a friend (who turned out to be a police informant), “I intend to rob that bank,” yet had taken no steps toward accomplishing his aim? This would not be deemed an attempt. The probability that he would actually rob a bank is lower in this case than when he is caught on the verge of doing so, so the social benefits from imprisoning him are less; put differently, the expected costs of error are higher. Of course, the graver the crime, the stronger the case for punishing remote preparatory activity; in the calculation an expected harm, PL, a reduction in P can be offset by an increase in L. After the terrorist attacks of September 11, 2001, showed that terrorism was a greater threat to the United States than previously realized, Congress made “material support,” broadly defined, of terrorism a crime. The Smith Act, which criminalized conspiracy to advocate the violent overthrow of the government, was based on similar thinking.

Sometimes attempts fail not because they are interrupted but because the attempter has made a mistake. He may have shot what he thought was a man sleeping in a bed, but it turned out to be a pillow. Or he may have made a voodoo doll of his enemy and stabbed it repeatedly in the mistaken belief that this would kill the enemy. The economic question is whether the nature of the mistake makes it unlikely that the attempter will ever succeed. If so, a crime is unlikely to be prevented by imprisoning him. Yet even in the case of the voodoo doll, if we assume that the attempter would learn from experience and therefore switch to a more efficacious method the next time, the fact that the first attempt could not possibly have succeeded would not be a compelling reason for letting him off.3

The attempt that fails because of a mistake rather than because it is interrupted provides the strongest case for punishing an attempt less severely than the completed crime. Were the punishment for attempted murder the same as the punishment for murder, one who shoots at his intended victim but misses (and is not caught immediately) might as well try again, for if he succeeds, he will be punished no more heavily than for his unsuccessful attempt. This is a dramatic example of the importance of marginal deterrence. For marginal deterrence to be effective in this situation, however, the utility to the offender of committing the completed crime must decline after the attempt. If the utility is the same after the attempt, he’ll try again. Often it will decline, however, because the intended victim will take greater precautions (if he knows the attempt was made, even if he doesn’t know who made it) or because the attempter will change his mind, which is especially likely if the attempt was impulsive rather than deliberated.

A conspiracy that does not succeed in committing any criminal acts is a form of attempt, but unlike an attempt is punishable even if the conspirators do not get anywhere near the scene of the crime but are apprehended in the earliest preparatory stage of their endeavor. If conspiracies are on average more dangerous than one-man crimes, the expected harm may be as great as in the case of the one-man attempt even if the probability of the completed crime is lower because the preparations are interrupted earlier. Conspiracies can be more dangerous than one-man crimes.4 If they were more dangerous only in the sense of enabling the commission of more or more serious crimes, there would be no need for extra punishment; the punishment would be greater anyway. But they are also more dangerous in being able to commit crimes more efficiently (in a private, not social, sense) by being able to take advantage of the division of labor—posting one man as a sentinel, another to drive the getaway car, another to fence the goods stolen, and so on. Their costs thus are lower (a conspiracy simulates a market approach to the commission of crime), and they are also more likely to be effective both in completing the crime and in avoiding being caught; on both counts, the optimal punishment is greater. It’s true that a conspiracy is more vulnerable to being detected because of the scale of its activities and (what is closely related) the number of its participants, some of whom may get cold feet and inform to the government. But scale may also enable the conspiracy to escape punishment by corrupting law enforcement officers. And some of the most serious crimes, such as insurrection, can be committed only by conspiracies.

A rule called the Pinkerton doctrine, after the case that established it, makes all members of a conspiracy liable for any crime committed by any member within the scope of the conspiracy, provided the crime was foreseeable to the other members. So if one member of a drug gang beats up a defaulting customer, the other members are apt to be deemed guilty of assault and battery as well even though they had nothing to do with the beating. A related rule, the felony-murder rule, makes a criminal guilty of first-degree murder if a killing occurs in the course of his crime, even if the killing is by someone else and he did not authorize or even expect it, as where a policeman in the course of trying to thwart the crime accidentally kills a bystander.

These are examples of collective punishment, a practice that, as noted in Chapter 6, makes economic sense when someone other than the actual perpetrator of a wrongful act may have more information—information that he could, if motivated, use to prevent the act—than the government has. Conspirators have an incentive to police each other in order to avoid getting themselves into unnecessary trouble; and the perpetrators of a bank robbery have an incentive to avoid being armed or provoking bank guards or police.

Closely related to the crime of conspiracy is that of aiding and abetting. Compare two cases: (1) a merchant sells a fancy dress to a woman he knows to be a prostitute; and (2) a merchant sells a gun to a man who tells him he’s planning to use it in a murder. In both cases criminal liability will raise the expected costs of the (principal) criminal only slightly because the prostitute or murderer will incur little added cost by shopping at stores that don’t know her occupation or his intentions. But in the second case the benefits from imposing criminal liability on the merchant are greater because the principal offender’s crime is so much more serious—and that’s the case in which the law imposes liability.5

Entrapment is closely related to attempt, even though it is a defense to a criminal prosecution and attempt is a crime. Often the police solicit a person to commit a crime. For example, they send an undercover agent or informant to buy narcotics from a drug dealer, who is then prosecuted for an illegal sale. It may seem odd that the law should punish such a harmless act, for obviously the sale of narcotics to an undercover agent who then destroys the narcotics does no harm to anyone. The only important thing, it might seem, would be to get the money used for the purchase back from the seller. But the rationale is again prevention.6 This act is harmless, but it is altogether likely that the dealer unless arrested will make illegal sales, and we arrest and convict him now because it is cheaper to catch him in an arranged crime than in his ordinary criminal activities. The benefits of imprisonment are virtually as great, the costs of apprehension and conviction much lower.

This sort of entrapment is perfectly lawful. Entrapment is a legal defense only if the entrapped person was not “predisposed” to commit the crime: predisposed in the sense that he would have committed the same crime, only in circumstances that would have made it harder for the police to catch him, had he not fallen into the police trap. Suppose that instead of simulating the target’s normal criminal opportunities the police offer him such inducements as would persuade him to commit crimes that he would never commit in his ordinary environment. For example, he is a petty thief and the police offer him $100,000 to steal a thoroughbred horse. Police inducements that merely affect the timing and not the level of criminal activity are socially productive; those that induce a higher level of such activity are not.7

A favorite method of lawful entrapment is the “stash-house sting.” A stash house is a place where illegal drugs are stockpiled. In a stash-house sting, police persuade drug criminals to agree to rob a stash house, but there is no stash house; nevertheless if they agree and the requirement of proving predisposition is satisfied, they are heavily punished for conspiracy. Because the gravity of punishment is increasing in the amount of the intended theft, the police make up a large figure for the value of the (fictitious) stash house’s inventory of illegal drugs.

This form of entrapment is perverse; it is more likely to increase the sale of illegal drugs than to reduce it. Stash-house robbers do not increase the amount of drugs in circulation, since they steal their drugs instead of making or importing them. The effect of a fictitious stash-house sting is therefore to make stash houses more secure by reducing the likelihood of their being robbed. The sting both eliminates some potential stash-house robbers and deters others from agreeing to join in stash-house robberies, since the “robberies” may turn out to be stings. The greater security that fictitious stash-house stings confer on real stash houses—security obtained at no cost to the operators of stash houses—reduces their cost of self-protection, which is a principal cost of the illegal-drug business. The lower a business’s costs, the lower the prices charged consumers, and so the greater the demand for illegal drugs and so the greater the sales and consumption of them. The operators of stash houses would pay law enforcement to sting potential stash-house robbers.

The distinction stressed in this section between deterrence and prevention has counterparts elsewhere in the law. For example, we might rely on the tort system to deter restaurateurs from serving tainted food, but we do not. Instead we require restaurants to be licensed and submit to inspections. The difference is between ex post and ex ante regulation. The graver the consequences if deterrence fails, and hence the more severe the optimal ex ante sanction, the stronger the economic argument for ex ante regulation. (More on this in §7.7 infra.)

§7.4    Pardons

Thus far the emphasis in this chapter has been on ways of making crime more costly to the criminal. Can the economist make any sense of the power of the President (in the case of federal crimes) and governors (in the case of state crimes) to pardon criminals? Although pardons can be granted at any time after the offense is committed—even before the offender is charged—they are most often granted after the offender has served his sentence. Why might anyone want a pardon when he’s already served his sentence? The answer depends in part on the legal effect of a pardon. One view is that it’s as if the offense had never happened. The offense is purged from the offender’s record, his civil rights are restored (the right to vote, the right to own guns, etc.), the conviction cannot be used to impeach his testimony in a trial (see §23.6 infra), and the conduct underlying the offense cannot be used as evidence against him in a civil proceeding (to disbar him, for example, if he’s a lawyer). It’s as if he’d not been convicted in the first place. The other view, currently in the ascendant, is that the only effect of a pardon is to eliminate the express statutory disabilities of a conviction, such as denial of the right to vote or disqualification from obtaining government contracts.

These are merely the legal consequences of a pardon, however, and the nonlegal consequences loom larger for many pardoned individuals. Since some are pardoned because it is believed they were unjustly convicted or sentenced, a pardon carries some connotation of vindication, even though, in fact, many pardons are granted for unrelated reasons, mainly political, although sometimes they are granted in recognition of postconviction good behavior by the individual. Because there are no clear criteria for a pardon, persons who receive pardons for reasons unrelated to the justice of their conviction or to the goodness of their postconviction behavior in effect free ride on the recipients of the “merits” pardons.

The availability of pardons for postconviction good behavior opposes recidivism with a carrot to complement the more common stick (heavier punishment for recidivists than for first offenders). Hence pardons, while reducing punishment ex post and hence the expected punishment cost of crime, might actually reduce the crime rate by virtue of their effect on criminals’ postsentence behavior. And likewise with commutation, which means reducing the length of the defendant’s sentence rather than reducing any of the collateral consequences of conviction. Commutation can also increase punishment ex ante: Judges may be less reluctant to impose heavy sentences if they think that the President or governor may commute the sentence if it is too long.

§7.5    Criminal Intent

The state of mind of the accused criminal is a pervasive consideration in the criminal law. This is puzzling to the economist; one can read dozens of books on economics without encountering a reference to intent. In fact the concept of intent in criminal law serves economic functions. One is distinguishing pure coercive transfers from economically distinct conduct that resembles them. If I carry off from a restaurant an umbrella that I think is mine, but, as I discover later (and return it), it is not, I am not a thief; but if I know the umbrella is not mine and take it anyway I am. The first is a case of simple negligence, since B in the Hand Formula is positive (I would have to expend resources to avoid taking the wrong umbrella) and L (the owner’s temporary loss of the use of his umbrella) is slight; and in a case of simple negligence, the risk that a criminal penalty will overdeter is great. But in the second case, where I expend resources in order to take someone else’s umbrella (maybe I went to the restaurant for the sole purpose of stealing an umbrella), B is negative and P is high (see §6.15 supra). The problem is that the observable acts in these two transactions are the same, and the state of mind with which they are done may be the only clue to their economic difference.1

But we must be careful to distinguish intent from awareness, lest we fall into the trap of thinking that the managers of a railroad are murderers because they know with an approach to certainty that their trains will kill some people at railroad crossings this year. They know, but they derive no benefit from killing. They derive a benefit only from saving the resources necessary to prevent the killing; and the benefit, social as well as private, may exceed the cost. The intent relevant to criminal liability is the intent to bring about a certain (forbidden) object by investing resources in its attainment.

When the social costs of steering clear of some lawful activity because of fear of erroneous criminal punishment are deemed slight, the law does not insist on proof of bad intent. A well-known example is statutory rape. The girl may look 17 (assume that is the age of consent), but if she is younger, a reasonable mistake will not excuse the male. Another example is felony murder. In these examples, we do not care about deterring activity in the neighborhood of the activity at which the basic criminal prohibition is directed (felonies, in the case of felony murder). In other words, we do not count the avoidance of that activity as a social cost. And so it pays to reduce the cost of prosecution by eliminating from the case the issue of intent. We inject an element of strict liability into criminal law when, as in tort law, a change in activity is an efficient method of avoiding a social cost (see §6.5 supra).

Premeditated murder is punished more severely than murder committed in a fit of anger. The economic justification is that a person who plans a murder is likely at the same time to plan his escape, whereas a murder in the heat of passion is likely to be committed in circumstances in which concealment neither has been considered nor can be accomplished. So p in our formula D = L/p is lower in the first case, and this implies that the punishment should be more severe. Notice, though, that the required state of mind is purposive deliberation rather than simply knowledge of the facts that make a taking a coercive transfer.2

Another argument for punishing the impulsive crime less severely than the deliberated one is that the impulsive criminal is less deterrable; punishment is therefore less efficacious and therefore society should buy less of it. But while it’s true that the criminal who is sufficiently thoughtful to plan his crime in advance is more likely to weigh the full range of costs and benefits associated with the crime, including the expected cost of punishment, the fact that a given increment of punishment will deter the impulsive criminal less than the deliberative one could argue for heavier punishment of the former. Suppose that a 20-year sentence is enough to deter virtually all murders for hire, but to achieve the same deterrence of impulse murders would require a 30-year sentence. The cost to the government of the additional prison time may be less than the social benefit of the additional deterrence produced. And don’t forget the preventive effect of imprisonment. The fact that certain criminals may not be effectively deterrable argues for greater emphasis on their incapacitation, which implies long prison terms.

The conflict between deterrence and prevention as objectives of the criminal sanction is keenest in relation to the defense of insanity. If a person is insane, either in the sense that he does not know that what he’s doing is criminal (he kills a man who he thinks is actually a werewolf) or that he cannot control himself (he hears voices that he believes are divine commanding him to kill people), he will not be deterred by the threat of punishment. So if deterrence were all there is to the criminal sanction, such people should not be punished as criminals;3 the resources consumed in punishing them (including the disutility of the punishment to the “criminal” himself) would be wasted because they would buy no deterrence. Actually this is an overstatement; the existence of a defense of insanity will attract resources to proving and disproving it, and deterrence will be impaired to the extent either that criminals succeed in faking insanity or that a reduction (for whatever reason) in the number of people punished reduces the deterrent signal that punishment emits. But all this to one side, once the preventive goal is brought into play the case for the insanity defense is weakened because the defense increases the cost of the criminal process without reducing in the least the need to incapacitate the defendant.

The stigma of criminal punishment, however, would be reduced if a class of complete undeterrables were punishable. The stigma depends on popular perception that criminal punishment is imposed on bad people, and people who kill because they are insane will be thought, by some people at least, sick rather than evil. This is an argument for using civil rather than criminal law to incapacitate the criminally insane if stigma is considered an important component of criminal punishment. In this analysis, recognizing the insanity defense paradoxically increases the deterrent effect of criminal punishment.

Insanity is rarely recognized as a defense in tort law, as stigma is not a significant feature of tort law’s remedial arsenal; and if an insane person has assets, his family or other caretakers will have an incentive to keep him from committing torts.

Some problems in criminal intent can be understood by reference to the costs of information. For example, it often is unclear whether a buyer of stolen goods knows they are stolen. The test for his criminal liability is whether, suspecting they were, he consciously avoided acquiring the knowledge that would verify or dispel his suspicions. This test in effect places on the buyer a legal duty, enforceable by criminal punishment, of investigating the provenance of the goods when the costs of investigation are extremely low.4 Or consider the maxim that ignorance of the law is no defense to criminal liability. Because unclear criminal laws can create substantial avoidance (steering-clear) costs, these laws are generally rather clear, though less by being clearly drafted than by being confined to a type of conduct that everyone knows is antisocial. As a result, the cost of acquiring knowledge of one’s duties under criminal law is normally quite low. When it is very high the cost of acquiring such knowledge is high, the criminal law usually requires proof of “specific intent,” that is, knowledge not just of the facts establishing the crime but also that it is a crime. Income tax evasion is an example. If a person knows he owes more tax, B in Hand Formula terms is zero. If he doesn’t, B may be substantial, bringing the case into the range in which tort remedies are preferable.5

§7.6    Hate Crimes

Crimes motivated by hatred for a particular group, such as blacks or homosexuals, tend nowadays to be punished more heavily than the same crimes differently motivated. If particular groups, such as southern blacks during the Jim Crow era, are less likely than other victims of crime to report a crime against them or to receive effective protection from police and other law enforcement authorities if they do, the expected benefits to criminals of preying on members of the group will be greater, warranting heavier punishment. Heavier punishment is also warranted if the psychological harm to the victim of a hate crime is greater when the victim knows that the criminal is motivated in part or whole by hatred of the group to which the victim belongs rather than by greed or personal hostility, or if such crimes are more difficult for potential victims to avoid (see §7.7 infra). But the benefits of added punishment must be traded off against the costs to the government of having to prove an additional element of crime, namely the defendant’s motive.

Hate-crime laws are sometimes criticized for singling out specific groups for greater protection by the criminal justice system. A person who kills homosexuals because he hates them is more dangerous than a person who kills the man who has cuckolded him, but not more dangerous than one who kills prostitutes because he hates prostitutes. Another criticism is that hate-crime laws punish thought rather than action. Compare two blackmailers of homosexuals. One commits blackmail purely for money, the other partially out of hatred of homosexuals.1 Blackmail by the first blackmailer is not a hate crime; blackmail by the second is. To punish the second more heavily might seem to punish (to the extent of the increment of punishment of the second blackmailer over the first) an opinion about homosexuality. Nevertheless it may be a far more hurtful crime to the victim because of the criminal’s motive. This concern is reflected in the federal sentencing guideline that calls for enhanced punishment of crimes against “vulnerable victims.”2

§7.7    Recklessness, Negligence, and Strict Liability

We’ve seen that because criminal sanctions are severe, applying them to accidental conduct (and a fortiori to unavoidable conduct) creates incentives to steer clear of lawful activity in order to avoid the risk of erroneous criminal punishment. But among the exceptions, highly reckless conduct is sometimes equated, in criminal as in tort law, to deliberate conduct. If X just for the hell of it fires a rifle at the lighted windows of a moving train and a passenger on the train is killed, X will be guilty of first-degree murder. Both P and (especially) L are high in this case, and B is negative because X has expended real resources to endanger the passengers. Of course, there is an offset: the satisfaction that X derives from shooting. X could not have obtained the same satisfaction at a target range because the satisfaction he obtained from at the trial doubtless depended to an extent on endangering people’s lives. That makes it a variant of the malice case (interdependent negative utilities) discussed in §6.15 supra, and for reasons explained there this type of satisfaction should not count in the social welfare calculus.

Consider a killing in the honest but unreasonable belief that it is necessary in self-defense. As this is a deliberate killing, both P and L are high. B is also high, however; the killer by definition fears for his own life. Nevertheless the gap between PL and B may well be substantial, which together with the fact that L is large warrants criminal punishment of conduct that is in an important sense accidental. In the example the crime would be manslaughter, not murder. The gap between PL and B is smaller than in a case of reckless killing punishable as second-degree murder, and so the punishment should be lighter.

Even simple negligence is sometimes criminalized—and there are even strict liability crimes, such as selling adulterated foods even if the seller took all cost-justified precautions. The explanation involves the distinction between ex ante and ex post sanctions1 and thus points to the analysis in Chapter 14 of safety regulation. In the case of life-endangering conduct—an element of most crimes in which liability is based on simple negligence or is strict—attempting to compensate the victim in a tort suit may turn out to be a futile act because the tortfeasor lacks the money to pay a large judgment. With the tort system unable to play a deterrent role, or compensate the victim, it becomes the government’s responsibility to deter. This is another example of the deep connection between the criminal law and solvency limitations.

In Commonwealth v. Mixer,2 a driver for a truck company was punished for violating a statute that forbade common carriers and their employees to transport liquor into certain localities. The court explained that the legislature had been at its wits’ end to prevent the illegal transportation of liquor, had doubted there were many instances in which the carrier or its employee didn’t realize that it or he was transporting liquor illegally, and had hoped by imposing strict criminal liability to induce common carriers and their employees to be more careful. The court’s analysis nicely captured the three principal reasons for sometimes imposing strict criminal liability: difficulty of proving knowledge, skepticism that the defendants really are ignorant of the critical facts, and the incentive to take extra care that strict liability creates.

Another example: Federal law provides that “if death or serious bodily injury results from the [defendant’s] use of [illegal drugs, the defendant] shall be sentenced to a term of imprisonment of not less than twenty years or more than life.”3 This strict liability creates an incentive for a drug dealer to warn his customer about the strength of the particular batch of drugs being sold and to refuse to supply drugs to particularly vulnerable people. And strict liability does not offend against the principle of marginal deterrence in this instance because it does not give the seller an incentive to commit a more serious crime, as in the case where robbery is punished as severely as murder.

But precisely what meaning should be ascribed to “results from”?4 Suppose a defendant sells an illegal drug to a person who, not wanting to be seen ingesting it, takes it into his bathroom and while he is there the bathroom ceiling collapses and kills him. Had he not bought the drug he would not have been killed. But the sale of the drug did not increase the risk posed by the unsafe ceiling. Punishing drug sellers does not deter building accidents.

§7.8    The Defense of Necessity (Compulsion)

The notorious case of Regina v. Dudley and Stephens1 involved a murder trial of two men who, in extremis in a lifeboat, killed and ate another person on the boat, a cabin boy. A defense of necessity or compulsion was raised but rejected, though after being sentenced to death the defendants were quickly pardoned. In the modern law, this defense, although still regarded with disfavor except when it takes the form of self-defense, will usually succeed if there is a very great disparity between the cost of the crime to the victim and the gain to the injurer. Notice also that unlike the case of insanity—a fundamentally different type of defense—no incapacitative goal would be served by rejecting a defense of necessity; we don’t want incapacitation in this case.

But change the example slightly: I am starving and beg a crust of bread from a wealthy gourmand, who turns me down. If I go ahead and snatch the bread from his hand, I am guilty of theft and cannot interpose a defense of necessity. The economic rationale for this hard-hearted result is that since transaction costs are low, my inability to negotiate a successful purchase of the bread shows that the bread is really worth more to the gourmand. Transaction costs were prohibitive in our earlier example of stealing food from a cabin in the woods, so that is a better case for the defense.

Now back to Dudley and Stephens. There was evidence that the cabin boy was near death anyway and that killing and eating him saved the lives of the defendants and another man on the boat, who wasn’t charged because he hadn’t participated in the killing. Yet unless the victim knew he was about to die anyway, he probably would not have sold his life to the others at any price. Therefore the case seems similar to that of the starving beggar. Yet something must be wrong. Even though transaction costs were not high in the usual sense most people would think that at some point a sacrifice of one person so that others will live increases social welfare. If it could be shown that in advance of the voyage the members of the crew had agreed to the sacrifice of the weakest if that became necessary to save the others, there would be an economic argument for allowing a defense of necessity.2

Would casting lots be a better or worse method of selecting the victim, from an economic standpoint? (Notice the analogy, weird as it may seem, to the admiralty rule of general average, discussed in §6.4, n.6 supra.) It would provide more insurance protection for the weak and is also a somewhat less manipulable criterion. It can, however, result in waste—the sacrifice of a strong person for a weak person too far gone to be saved, resulting in two deaths where a different method of selection would have resulted in only one.

§7.9    Precautions by Victims; Herein of Provocation and Gun Control

In discussing the treatment of pure coercive transfers in tort law, we saw that it would be inefficient to allow a defense of contributory or comparative negligence because by definition the injurer (coercer) can avoid the injury at lower cost than the victim (§6.15 supra). Indeed, the cost of avoidance, while positive for the victim, is negative for the injurer. Should the same principle apply in the criminal law, at least when that law is punishing pure coercive transfers? Perhaps not.1 Because criminal sanctions are more costly than tort sanctions, the cost of using the criminal law should not be ignored in deciding whether to impose a duty on victims. Even though the criminal can avoid the injury to the victim at a lower cost than the victim can, throwing responsibility onto the victim might minimize aggregate social costs. It costs something, though very little, to lock one’s car—less than it would cost the criminal justice system to bring the thief to justice.

Although the criminal law does not recognize a full defense of victim negligence, it recognizes a partial defense, similar to comparative negligence in tort law, under the name of provocation. One who provokes a crime against himself should know that the criminal will not be punished as heavily, implying less deterrence of provoked crimes, which in turn gives potential crime victims a greater incentive to avoid provocation. And recall that the federal sentencing guidelines provide for heavier sentences for crimes against “vulnerable victims,” and the class includes not only persons likely to be injured more severely by the criminal act but also persons who lack the average ability to avoid becoming a victim of crime.

Victim precautions, such as burglar alarms or locking one’s car doors, are sometimes criticized as shifting rather than reducing crime. And it is true that the precaution imposes an external cost by making the people who don’t take the precaution more attractive targets of crime. But the validity of this criticism depends on whether the precaution is apparent to the criminal before he commits the crime. If not, the precaution unequivocally increases the expected cost of crime. Lojack, a concealed radio transmitter installed in a car, enables the police to determine the car’s location. Lojack dramatically reduces the incidence of auto theft; and it has been estimated that 90 percent of the benefits in reduced theft are externalized—that is, bestowed on persons who do not have Lojack.2 Potential car thieves, not knowing whether a car is equipped with Lojack, are less likely to steal it even if it isn’t so equipped. Since Lojack’s social benefits greatly exceed its private benefits, should it be subsidized or made compulsory? Not necessarily; if enough people have Lojack to deter most car thieves because of uncertainty about whether a particular car has the device, the incremental benefits of subsidizing or compelling all or most other drivers to install the device may be less than that the additional cost. But were it known that very few cars were equipped with Lojack—that most car owners were free riding—the deterrent effect of the device would be reduced; a thief would know there was a good chance that a car he wanted to steal would not be so equipped.

The most controversial victim precaution against crime is the possession of a gun. Gun-control laws have two opposite effects: They make it more costly for criminals to obtain guns, thus raising the expected cost of crime; but by making it more costly for crime victims to obtain guns, they lower the expected cost of committing a crime. Empirically, neither effect seems to be large.3 Although the Supreme Court has now interpreted the Second Amendment to the Constitution to create a right to own a gun for self-defense, it has made clear that only the law-abiding have that right. But the more law-abiding people who have guns, the more criminals will have them, both to offset the enhanced defensive capabilities of crime victims and because the more guns in circulation the greater access criminals will have to them through theft.

Supporters of gun-control laws point out that police support such laws, but this is not compelling evidence that such laws reduce crime. The police are safer if criminals don’t have guns; if the law abiding don’t have guns, that may increase the crime rate but will not endanger the police unless it leads to more criminals having guns.

When victim precautions are an effective means of preventing crime, the crime rate may be stubbornly resistant to governmental efforts to reduce it.4 Suppose the crime rate is high, even though potential victims are taking many precautions, as the high crime rate encourages them to do. If the government tries to lower the crime rate by pouring resources into the criminal justice system, at first it will succeed; the crime rate will fall. But as the rate falls, potential victims of crime will take fewer precautions because the expected benefit of such precautions is less the lower the crime rate. As a result, the crime rate will rise. Public expenditures on crime prevention may merely have replaced private expenditures.

§7.10  The Economics of Organized Crime

Criminals are sometimes organized into illegal firms that may be linked up in national or even international cartels, operating in such criminal fields as loan-sharking, prostitution, gambling, and narcotics but also in legitimate fields as well, and employing threats of violence and the corruption of police as key business methods. From an economic perspective some of the alleged characteristics of organized crime are realistic, others not. The activities associated with organized crime primarily involve willing buyer-seller relationships rather than forced exchanges. Since such relationships ordinarily entail a degree of organization and specialization, one should not be surprised to find firms rather than merely isolated individuals engaged in these activities. The relative conspicuousness of an organization in comparison with an individual might seem to make it highly vulnerable. But because the activities of organized crime involve willing victims, the organization is in little danger of apprehension by the usual method of victim complaint. (Hence the importance of undercover agents, wiretapping, stings, and other proactive methods of criminal law enforcement.) Corruption of the police is facilitated by the continuing nature of the criminal activity; a continuing relationship gives rise to methods of informal but effective contractual enforcement that can substitute for the legal methods that are unavailable in an illegal activity, thus making the bribery “contract” more likely to be complied with.

It’s no surprise that organized crime should sometimes employ violence (and more often the threat of violence), since it is forbidden to enforce its contracts by lawful means. Because most organized crime is victimless, the violence is primarily directed at rivals, disloyal members of the organization, and the occasional defaulting customer. Threats of violence are central, however, to extortion rackets (other than those in which the extortionist is a government official threatening to withhold a legal benefit from or impose a legal cost on the victim). Since threats of violence are cheaper than violence itself, actual violence by extortionists represents a breakdown of the extortion “market,” in much the same way that a strike represents a breakdown of the labor-relations market and a trial a breakdown of the dispute-resolution market. Just as uncertainty about the outcome of litigation is an important cause of trials (see §22.5 infra), so uncertainty about the wealth of the extortion victim might cause violence if the extortionist thought the victim was refusing a demand out of stubbornness rather than lack of resources.1

All this said, organized crime may employ violence less frequently than unorganized crime. Violence frightens the public and therefore incites greater efforts by the police to prevent the activity that gives rise to it. This consequence of violence is external to the individual criminal but not to a large criminal organization. The organization therefore has an incentive to curb its members’ violent propensities.

The unavailability of legal sanctions for breach of illegal contracts also implies that organized crime depends more on trust than do parties to legal contracts. We therefore expect family relationships to be more common in criminal than in noncriminal organizations. More subtly, because trust is fostered by repetitive transactions, we can expect organized crime to have a larger role in activities in which workers turn over at a lower rate. This may explain why criminal organizations involved in prostitution often operate brothels but rarely employ streetwalkers. Turnover of streetwalkers is more rapid than that of prostitutes employed in brothels.2 Streetwalkers are more likely to be arrested, and thus to build up a criminal record that may eventually result in severe punishment; and the work is riskier, resulting in more frequent departures from the trade.

Nor is it surprising that criminal organizations should try to enter legitimate businesses; such businesses provide attractive investment opportunities for people with money to invest and with entrepreneurial skills. Should such entry be encouraged or discouraged? On the one hand, one way of reducing the incidence of organized crime is to increase the expected return of alternative, legitimate activities. On the other hand, to the extent that profits earned in organized crime can be safely invested in legitimate activities to yield additional profits, the expected return to organized crime is higher than it would otherwise be.

The least plausible features in this composite description of organized crime are the alleged national and even international scale of operations and the alleged monopoly profits. Large-scale operations in the usual organized crime fields would encounter substantial diseconomies for two reasons. First, these are mostly fields of wholesale and retail distribution, and distribution is highly decentralized, indicating the presence of diseconomies of scale. Second, the covert form that criminal enterprises are constrained to assume prevents them from establishing the elaborate control machinery, involving voluminous communication, that is required for the efficient operation of large firms in the legitimate business sector.

One area of organized crime in which monopoly is important, however, is the protection racket, a form of extortion. To persuade the victim to pay protection, the gang must be able to guarantee that no one else will beat him up or destroy his property; the gang must in other words have a local monopoly of extra-legal violence.

Should public policy favor or disfavor the monopolizing of criminal markets? Where the criminal activity consists of selling illegal goods or services such as narcotics or prostitution, the effect of monopolization is, by raising the price of the goods or services, to reduce the amount consumed (see §9.3 infra). Almost no one thinks that law enforcement activities can actually eliminate these illegal markets; what law enforcement does is increase the price, and hence reduce the consumption, of the products sold in these markets. Making the markets more competitive would thus undermine law enforcement.

It once was argued that legal sanctions for typical organized crime businesses such as prostitution and gambling have the effect of creating a “tariff” that enables people willing to assume the risk of criminal punishment to obtain monopoly profits by entering those businesses.3 But since expected punishment cost is a cost of doing illegal business and must be covered like other costs, a price that includes this cost is not a monopoly price but a competitive price, albeit a higher one than would prevail if the activity were legal and involved no punishment costs.4 The kernel of truth in the “crime tariff” argument is that the higher prices created by legal sanctions may attract entry by risk-preferring crime entrepreneurs or persons having special skills for avoiding apprehension; for either group, expected punishment costs may be low and expected income therefore high. More on this in the next section.

§7.11  The “War on Drugs”

There is an enormous commitment of law-enforcement resources to fighting trafficking in illegal drugs, such as cocaine, heroin, marijuana, LSD, Ecstasy, and methamphetamine, and there are severe—even savage—punishments for this trafficking. It’s been estimated that legalizing these drugs (which would require repealing both federal and state prohibitions) would reduce government expenditures by $41.3 billion per year, with about two-thirds of the savings accruing to state and local government. The savings would involve reductions in expenditures on police, prosecutors, courts, jails, and prisons.1

In addition, a major cost not counted in the $41.3 billion figure is the many deaths directly attributable to law enforcement activities directed against the drug trade. As we saw in the preceding section, criminal businesses, denied the aid of contract and tort law, resort to violence and the threat of violence to enforce their contracts with their customers and regulate competition with each other. When police arrest a drug gang’s leader, thus weakening the gang, rival gangs may invade its turf, setting off a gang war; and such wars are fought with real guns and bullets, and hapless bystanders are among the victims. In addition, because illegal drugs are not subject to regulation by the Food and Drug Administration, quality problems abound, sometimes with fatal consequences.

In light of the high cost of the “war on drugs,” should the sale of “dangerous” drugs be punished at all? The arguments in favor of punishment are threefold: (1) drugs are destructive to the users; (2) but many users are ignorant of this (some are children); and (3) drug use has third-party effects—it causes accidents and crime. The first argument would have no standing in economics if all addicts were competent adults, but some addicts are children and some adult addicts became addicted as children. The second argument is economic in form, because who has an incentive to educate people about the dangers of drugs? The taxpayer pays for criminal law enforcement and presumably would pay for education in the danger of drugs were that a more cost-effective method of reducing drug use. It may not be, as we shall see. The third argument is persuasive concerning accidents because drugs have been implicated in accidents to third parties, but it is weak as far as crimes go. The principal reasons that drug use leads to crime are that criminal punishment raises the price of drugs above the level that many addicts can afford without committing crimes to augment their income and that drug traffickers are constrained to use violence to enforce their contracts because they are denied the use of legal remedies; hence “turf wars.”

These economic arguments for criminalization of the drug trade are unimpressive.2 They are so unimpressive with regard to marijuana that there is a nationwide movement to legalize it even for recreational and not just medicinal use. Arguments similar to those for maintaining the criminal laws against marijuana could be made for outlawing alcoholic beverages (whose third-party effects, via accidents, are greater than those of illegal drugs, though perhaps mainly because there is much more drinking than drug use) and even cigarettes (cigarettes are unlikely to be implicated in accidents, except the occasional bed fire, but they are more self-destructive, at least physically—and more addictive physically—than most illegal drugs). But they rarely are made. Maybe this is only because there are so many users of alcohol and tobacco that they have the political muscle to block efforts to prohibit their habits—yet precisely because alcohol and tobacco are close, and legal, substitutes for illegal drugs, even a complete victory in the war on drugs might not lead to a significant decline in the problems that motivate the war.

But taking the goal of extirpating the currently illegal drugs as a given, what is the best way to achieve it? Some argue that paradoxically it is to legalize the drugs, because the demand for drugs is inelastic and therefore drug usage wouldn’t increase (much) and because legalization would eliminate monopoly profits in the drug business and therefore reduce the incentive of drug sellers to push their wares, so that drug usage might actually fall even though price was falling. Both points are dubious. The long-run demand for addictive drugs appears to be elastic rather than inelastic.3 The reason is that the rational prospective addict knows that he is (or will be) “hooked,” so any permanent price reduction (as from the legalization of drugs) will reduce not only the current cost of consumption but future costs. As for the supposed monopoly profits in the drug trade, they are largely, as we saw in the preceding section, compensation for bearing the risks of punishment and the other abnormal costs of an illegal business and thus not profits at all.

A better argument for legalization is that all that public policy can realistically hope to achieve is an increase in the price of illegal drugs, and this could be accomplished more cheaply by legalizing and then taxing them than by punishing their sale.4 An excise tax not only reduces demand but generates revenues for the state, whereas expenditures on law enforcement designed to reduce demand generate no offsetting revenue5 but instead elicit additional expenditures by the drug dealers to counter the government’s expenditures. Notice that to the extent that demand is (contrary to the earlier suggestion) inelastic rather than elastic, expenditures on enforcement will force up price without curbing consumption proportionately. When demand is inelastic, a rise in price increases total expenditures. Inelastic demand means that a change in price leads to a less than proportional change in quantity demanded. If, for example, a 2 percent increase in price leads to only a 1 percent reduction in quantity demanded, total revenue will rise.

The tax can do better because it can be made very stiff at little cost. It will generate more revenue for the government the more inelastic the demand for the taxed article is. The more elastic the demand is, the less revenue for the government there will be but also the more substitution of other products.

Moreover, judging from the current prices of illegal drugs, severe punishment of drug dealers has not succeeded in raising those prices a great deal. One reason is that since the sale of illegal drugs is a “victimless” crime in the sense that the buyers have no incentive to report the sale to the police, the detection of such crimes and apprehension of the criminals are costly undertakings, inadequately financed because of the other demands for public expenditures. Another reason is the high elasticity of supply of drug dealers. One is arrested and another quickly takes his place. Persons attracted to drug dealing tend to have (or think they have) no comparable opportunities for earning a living wage legally. Given the elasticity of supply, the principal effect of widespread arrest and imprisonment of drug dealers is their rapid replacement at the existing wage level.

Another possibility would be to shift the emphasis in law enforcement from the producer to the retail dealer. Suppose the cost of producing an illegal drug is 5 percent of the street price but the cost of retail distribution is 50 percent of that price. Then if law enforcers, by going after the producer, manage to increase the cost of production by 20 percent, the street price will rise by only 1 percent (20 percent of 5 percent). But if, by focusing their efforts on the dealers, the law enforcers manage to increase the dealers’ cost by 20 percent, this will translate into a 10 percent increase in the street price (20 percent of 50 percent). If there are more retailers than producers, however, the cost of bringing them to justice may be greater. Moreover, one effect of vigorous enforcement of drug laws against retail sellers may be to induce dealers to reduce price so that sales are quicker (because the cheaper a product, the less negotiation involved in its sale) and the probability of arrest therefore lower.6 But a reduction in drug prices, by stimulating demand, undermines the goal of drug-law enforcement.

Still another suggested shift in emphasis is from punishment to education.7 Figure 7.1 compares the two methods. Punishment shifts the supply curve to the left (from S to S′), resulting in the production and sale of a smaller quantity of drugs (qs) at a higher price (ps). Education shifts the demand curve to the left (from D to D′). Again, a smaller quantity (also qs) is produced and sold, but it is sold at a lower price (pd); hence a major cost of drug enforcement—the inducement of addicts to commit crimes to support an expensive habit—is reduced.

But just how effective is education in the dangers of drugs likely to be? The full price of drugs to the consumer has two components: the nominal price, that is, the price the dealer charges; and the cost of drug use to the consumer in the form of diminished longevity, health, employment prospects, and so forth, as that cost is perceived by the consumer. Education in the dangers of using drugs raises that perceived cost, but mainly to consumers who have sufficient education, concern with the future, access to media, and so forth to understand and respond to the educative efforts: in short, middle-class consumers. Their demand for drugs will fall, pulling price down. The demand of lower-class consumers will fall much less, maybe not at all, in response to the efforts at education—and will rebound as the nominal price falls because middle-class consumers are buying less. In the end, education might merely shift the composition of users even more toward the poor and otherwise marginal elements of society than is the case today.
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Although the war on drugs is often thought (cost to one side) a failure because of its modest effect on the price of illegal drugs, and hence (it is assumed) on demand, we must not confuse the cost of a good with its dollar price. The cost to the buyer includes not only the price but also search costs, health risks, and possible criminal punishment. As a result of the war on drugs, it takes some effort to find a seller, there is a risk of arrest and prosecution, and there is a risk of an accidental overdose resulting from lack of quality control in the manufacture of the product. (There is also a stigma to using illegal drugs, but this might remain if the drugs were legalized; heavy drinking, though legal, is stigmatized.) These costs would be eliminated if drugs were legal. It might seem that with the drugs worth more to consumers, their price would rise. But this is unlikely. Price would be constrained to cost by competition, and the additional benefits of the drugs—that is, the benefits generated by eliminating the costs resulting from criminalization—would therefore be realized by consumers as consumer surplus. With the good more valuable to consumers but the price no higher, consumption would increase.

§7.12  Criminal Punishment of Terrorists

There is debate over whether international (mainly Islamist) terrorism should be considered a crime problem or regarded instead as a form of war. Against the former position it can be argued that criminal law has only a very limited deterrent or incapacitative effect against terrorists. Even if they are not suicide bombers, they are very difficult to deter because of the immense utility they obtain from their terrorist activities; and incapacitation has little effect because the supply of terrorists appears to be extremely elastic, since terrorist enterprises can draw on a vast pool of Muslim extremists the world over. A further impediment to deterrence is that political criminals have a reasonable expectation that they will be released long before their term of imprisonment ends, often in a swap for hostages or because the political climate has changed. Yet the deterrent effect of punishment is not zero even for suicide bombers; they may be willing to die in an attack yet be highly averse to spending many years in a prison should the attack be thwarted.

Terrorist groups are larger, more sophisticated, and better financed than even very large criminal gangs; their resources may exceed that of prosecutors. More important, the potential harm caused by terrorism (especially in an era of proliferation) is so much greater than that caused by ordinary crimes that the procedural protections accorded ordinary criminals may impose excessive social costs. The rule requiring proof of guilt beyond a reasonable doubt, for example, weights false positives (the conviction of innocent persons) much more heavily than false negatives (the acquittal of guilty persons). This makes sense if the false positive is more costly than the false negative, but it may not be if a terrorist acquitted by mistake could be expected to go on to mount a horrendous terrorist attack.

The broader point is that prevention is a much more important policy goal in the case of global terrorism than in the case of ordinary crime. The nation can live with 30,000 ordinary murders a year, but not 30,000 murders by terrorists. Criminal punishments are designed to limit the crime rate but not to reduce it to zero; the costs would be disproportionate to the benefits. This is much less clear in the case of terrorism.

Proof beyond a reasonable doubt is only one example of how criminal law is configured to deal with “ordinary” crimes. Another example is the requirement that the defendant be given access to the evidence against him, that his trial be public, and that he be entitled to a jury. In the case of terrorism, giving the defendant access that may disclose sensitive information concerning the government’s counterterrorism methods; a public trial may give him a platform to incite further terrorism; and jurors may be intimidated by terrorist groups.

The need for prevention, coupled with the limitations of criminal law enforcement as a means of coping with terrorism, suggests that greater emphasis should be placed on detection of impending terrorist activity than on investigation after the fact. This in turn argues for allowing government greater latitude in conducting electronic surveillance than is permitted in law enforcement, in conducting interrogations, in detaining people on suspicion as distinct from proof of terrorist activities, and in punishing preparatory and supportive activity (as in laws punishing “material support” of terrorism).

§7.13  Crime Waves

Can the extraordinary fluctuations in the U.S. crime rate be explained in economic terms? I think they can be.1

Crime rates were very low during World War II because so many young males were in the armed forces and unemployment was virtually nonexistent, and remained low until the 1960s, when they took off, apparently for reasons related to the disorders of the 1960s and early 1970s, such as the growth of black militancy, which caused the police to reduce their presence in black communities, with the result that black-on-black crime surged.

At first the crime wave did not generate a significant increase in imprisonment, and this amplified the wave. But beginning in the early 1970s and continuing until the economic downturn triggered by the financial crisis of 2008 socked government budgets, the inmate population soared. It had been 118 per 100,000 Americans in 1950. It was actually lower in 1972—93 per 100,000. But by 2000 it had grown to 469 per 100,000. Even though the overall crime rate fell by a third in the 1990s (and by two-thirds in many large cities)—the murder rate by more than 40 percent—the inmate population continued growing.

Crime waves cause political backlash. The crime wave caused by large-scale immigration in the late eighteenth and early nineteenth centuries did so, as did the crime wave that began in the early 1960s. The liberal criminal-procedure decisions of the Supreme Court during the chief justiceship of Earl Warren (and in particular during the 1960s, when liberal Justices constituted a solid majority) gave criminal suspects and defendants more rights. This increased the prosecutorial resources required for the conviction of a criminal defendant (and there were more defendants because there were more criminals). Until prosecutorial resources were augmented, the percentage of criminals who either were not prosecuted or successfully plea bargained for light sentences increased, reducing the expected punishment cost of crime.

A Supreme Court soft on crime and indifferent to the sharp rise in criminality to which its decisions contributed created a backlash in Congress and state legislatures. The backlash resulted not only in more police and prosecutors, but also in a combination of higher maximum sentences (as by abolition of parole), especially for federal crimes, for which sentences were already typically higher than for similar state crimes, with a proliferation of new criminal prohibitions, many of which did not require much proof. The kernel of that approach is old; it is famously illustrated by the conviction of Al Capone for federal tax evasion, when Illinois law enforcement authorities were unwilling or unable to nail him for his more serious crimes, which were violations of state rather than of federal law. Nowadays prosecutors often have multiple options for nailing an offender, and the existence of these options, combined with extremely heavy sentences, persuade most criminal suspects to plead guilty, often to stiff sentences, rather than go to trial and receive an even stiffer sentence. The more defendants who plead guilty, the more who can be prosecuted without any augmentation of prosecutorial resources. And so the backlash regime of heavy sentences enabled a relatively inexpensive increase in the number of convictions, which combined with longer sentences increased both deterrence and the inmate population (so prison expense rose). The crime rate flattened at a high level in the 1980s before plunging in the 1990s (and staying down). In 1960, the homicide rate was 4.6 per 100,000 persons; in 1970, 7.9; in 1980, 10.2; in 1990, 9.4—but in 2000, 5.5, and it is about the same today, which is to say, it is almost back to where it was in 1960, before soaring crime rates made crime a big social and political issue.
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        Problems

 1.    Evaluate the following argument from Stephen F. Williams, Book Review, 45 U. Colo. L. Rev. 437, 450 (1974): “It is hard to believe that a $500 fine has the same deterrent effect on our billionaire as on our postal clerk; yet presumably the social cost of an offense committed by a rich man is no less than that of the same offense committed by a poor man.”

 2.    It is commonly said that people who occupy positions of trust should be well paid in order to reduce the temptation to betray their trust. Can you think of an economic basis for this view?

 3.    Suppose it costs $1 in government expenditures on law enforcement to reduce the expected costs of crime by 99 cents. Would such an expenditure be socially cost justifiable?

 4.    Should the gains to a criminal from committing a crime be counted as social gains? (Notice that this question is different from whether the cost to the criminal of his punishment should be counted as a social cost; everyone writing from an economic standpoint assumes it should be.) To help focus the question, assume the law contains a sufficiently expansive defense of necessity to make it impossible for cases like the hypothetical starving man’s theft from the cabin, or perhaps even Regina v. Dudley and Stephens, to be prosecuted as criminal cases. Now answer the question. (Hint: First explain what difference it makes how the question is answered.)

 5.    Would statutory rape be committed more or less often if the girl were subject to criminal punishment as well as the man? Cf. Michael M. v. Sonoma County Superior Court, 450 U.S. 464 (1981).

 6.    Discuss the costs and benefits of giving prisoners job training; forcing them to work while in prison; forbidding employers to refuse to hire a person (for a nonsensitive job) because he has a criminal record.

 7.    If mental incapacity is self-induced, as when a person kills in a drunken fit, should the law excuse the crime? If not, should it punish it less severely?

 8.    Suppose the defendant would not have committed the crime of which he is accused but for the fact that he was brought up in conditions of severe poverty that prevented him from acquiring any marketable skills. Should the crime be excused? Should the punishment be diminished, increased, or left unchanged?

 9.    Consent normally is not a defense to a criminal charge. Putting aside the victimless crime, is this principle consistent with economic analysis?

 10.    Should entrapment by a private individual ever be a defense to a criminal charge?

 11.    An attempted murderer, even if he does not hurt his intended victim or anyone else, is usually punished more severely than a successful thief. What is the economic logic of this pattern?

 12.    From a deterrence standpoint, if soldiers commit violations of the laws of war should their commander be held criminally liable (a) if he knows about the violations but makes no effort to prevent them, (b) regardless of his knowledge or lack of knowledge, or (c) only if he orders or encourages them? (Cf. §15.15 infra.)

 13.    Discuss the economic consequences of programs in which the government offers to buy back handguns from their owners in an effort to reduce gun crimes. See Levitt, §7.2 supra, n.1, at 174; Wallace P. Mullin, Will Gun Buyback Programs Increase the Quantity of Guns?, 21 Int’l Rev. Law & Econ. 87 (2001).

 14.    Are violent movies substitutes for or complements of violent crime? See Gordon Dahl & Stefano DellaVigna, Does Movie Violence Increase Violent Crime?, 124 Q.J. Econ. 677 (2009).
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CHAPTER 8



THE COMMON LAW, LEGAL HISTORY, AND JURISPRUDENCE

Although our economic study of the common law is not yet complete—in particular, Chapter 19 will examine trust and estate law, and Chapter 22 the common law of civil and criminal procedure, including conflict of laws—we have come far enough to make it possible to think about the common law as a whole, bringing together some of the insights developed in the preceding chapters and building from them. This chapter also considers some topics normally covered in courses in jurisprudence, legal history, and legal anthropology.

§8.1    The Implicit Economic Logic of the Common Law

The common law is to most lawyers a collection of disparate fields, each with its own history, vocabulary, and bewildering profusion of rules and doctrines; indeed, each field may seem a collection of only tenuously related doctrines. Yet we have seen that the law of property, of contracts, commercial law, and torts, of restitution and unjust enrichment, of criminal and family law, and of admiralty law all can be restated in economic terms that not only explain the principal doctrines, both substantive and remedial, in these fields of (largely) judge-made law but also demonstrate their economic unity.1 Another way to put this (albeit with some exaggeration) is that economics is the deep structure of the common law and the doctrines of that law are the surface structure. In settings in which the cost of voluntary transactions is low, common law doctrines create incentives for people to channel their transactions through the market (whether implicit—the marriage market, for example—or explicit). They do this by creating property rights (broadly defined) and enforcing them by means of remedies designed to prevent coerced transfers—remedies such as injunctions, restitution, punitive damages, and criminal punishment. In settings in which the cost of allocating resources by voluntary transactions is prohibitively high, making the market an infeasible method of allocating resources, the common law prices behavior in such a way as to mimic the market. For example, the tort system allocates liability for accidents between railroad and farmer, driver and pedestrian, doctor and unconscious patient whom the doctor comes upon and treats without a prior contract, in such a way as to bring about the approximate allocation of resources to safety that the market would bring about if the market could be made to work. The law of contracts does the same thing in regard to unforeseen contingencies that may make it impossible to perform a contract; it places liability on the party better able either to prevent the contingency from occurring or to minimize the disutility of its occurrence by buying insurance or by self-insuring. The law of property does the same thing by limiting property rights in situations in which insistence on an absolute right would prevent a value-maximizing exchange. To reverse the previous order of discussion, the common law establishes property rights, regulates their exchange, and protects them against unreasonable interference—all to the end of facilitating the operation of the free market, and, where the free market is unworkable, of simulating its results.

Consistent with the “deep structure” metaphor, the economic analyst of law can move easily among common law fields. For example, almost any tort problem can be restated and solved as a contract problem simply by asking what the people involved in an accident would have agreed upon in advance with regard to safety measures had transaction costs not been prohibitive. Consider Eckert v. Long Island Railroad.2 The defendant’s train was going too fast and without adequate signals in a densely populated area. A small child was sitting on the tracks oblivious to the oncoming train. Eckert ran to rescue the child and managed to throw it clear but was himself killed. The court held that Eckert had not been contributorily negligent, and therefore his estate could recover damages for the railroad’s negligence. For “it was not wrongful in him to make every effort in his power to rescue the child, compatible with a reasonable regard for his own safety. It was his duty to exercise his judgment as to whether he could probably save the child without serious injury to himself.”3 If as implied by this passage the probability that the child would be killed if the rescue was not attempted was greater than the probability that Eckert would get himself killed saving the child, and if the child’s life was at least as valuable as Eckert’s life, the expected benefit of the rescue to the railroad in reducing an expected liability cost to the child’s parents exceeded the expected cost of rescue. In that event, had it not been for prohibitive transaction costs, the railroad would have hired Eckert to attempt the rescue, and so it should be required to compensate his estate ex post.4

Equally, almost any contract problem can be solved as a tort problem by asking what sanction is necessary to prevent a party to a contract from engaging in socially wasteful conduct, such as taking advantage of the vulnerability of the party who performs his side of the bargain first. And both tort and contract problems can be framed as problems in the definition of property rights. The law of negligence, for example, could be thought to define the “property” right we have in the safety of our persons against accidental injury. The definition of property rights can itself be viewed as a process of figuring out what measures parties would agree to, if transaction costs weren’t prohibitive, in order to create incentives to avoid wasting valuable resources.

The important distinctions in the economic analysis of the common law cut across conventional subject-matter lines. One is between cases in which compensation is required only if there has been a failure to take some cost-minimizing loss-avoidance measure and cases in which compensation is required regardless. A contract breaker usually is required to pay damages even if his breach of contract leads to a more valuable use of resources; likewise a trespasser. But one who accidentally inflicts a personal injury in circumstances in which no cost-justified precaution could have prevented the accident is generally not liable; and intent to do harm is required in most cases of criminal liability. There are economic reasons for these differences. The high costs of criminal sanctions argue for confining them to cases in which the risk of legal error is small. The compensation rule in contract cases is a corollary of making strict liability the standard for breach of contract, which we have seen is economically justifiable, in part because of the insurance function of many contract promises. The rule of strict liability in trespass cases, but not in ordinary accident cases, rests on the distinction between cases in which transaction costs are very high (most accident cases) and cases in which, because there is either an actual or a potential buyer-seller relationship between the parties to the interaction (the trespasser could negotiate for a license to use land owned by someone else), and other conditions are satisfied (good information, mental competence of parties, absence of monopoly including bilateral monopoly, a recurrent problem, as we have seen, in small-number cases), transaction costs are relatively low and voluntary transactions should therefore be encouraged (see, for example, §3.4 supra).

The last distinction should not be taken to imply that the law’s assignment of rights or liabilities is unimportant in cases in which transaction costs are low. Correcting externalities, positive (external benefits) as well as negative (external costs), is only one economic function of law; another is to reduce transaction costs and thus enable or facilitate, as distinct from simulating, market processes. Gap-filling rules of contract interpretation are an example of this function; they reduce negotiation and drafting costs. Another example is the law’s sensitivity, exhibited, for example, in the admiralty doctrine of salvage, to bilateral monopoly. Bilateral monopoly increases transaction costs, sometimes to the point at which value-maximizing transactions fall through. But even when the transaction takes place, the cost of the transaction is greater than if there were no bilateral monopoly. In the presence of a bilateral monopoly the court may try to guess the deal that the parties would have negotiated had negotiations been feasible at reasonable cost, rather than try to force them to negotiate.

If the common law is an economic unity, we should expect economically similar cases to be decided the same way even if they arise in different fields. Here is an example.5 A buys a printing press from B, who hires C to transport the press to A’s premises. C performs the task carelessly and as a result it takes A an unexpectedly long time to place the press in service and during this period A suffers a loss in profits. He sues C in tort, charging negligence. Were it a contract suit, the rule of Hadley v. Baxendale would bar A from obtaining his lost profits, but it’s a tort suit; A has no contract with C. Nevertheless A will be barred from obtaining lost profits. The reason is that C could not readily have determined the impact of delay on A’s business—they were strangers—while A could have protected himself by negotiating a liquidated-damages clause with B. B might then have selected a different contractor or impressed on C the need for full compliance with its undertaking.

But how is it possible for the common law—an ancient body of legal doctrine, which has changed only incrementally in the last century—to make as much economic sense as it seems to? A complete answer (so far as it is possible to give one) must await Chapters 20 through 22, where the procedures and institutional environment of the common law are discussed. But here are a few suggestions.

 

1. Many common law doctrines are economically sensible but not economically subtle. They are commonsensical. Their articulation in economic terms is beyond the capacity of most judges and lawyers, but their intuition is not.

 

2. What Adam Smith referred to as a nation’s wealth, what this book refers to as efficiency and a layman might call the size of the pie, has always been an important social value—and never more so than in the nineteenth century, the age of laissez faire (free-market) principles, when the common law acquired much of its modern shape. It is not surprising that this value has influenced judicial decisions—especially since laissez-faire principles have made a remarkable comeback in American and indeed world thought in the last quarter century.

 

3. Social values that compete with efficiency are both more controversial and more difficult to implement with the limited tools that judges possess. Those values have mainly to do with ideas about the just distribution of income and wealth—ideas around which no consensus has formed. Anyway the effective redistribution of wealth requires taxing and spending powers that judges lack (see, for example, §17.7 infra). As they cannot do much to alter the slices of the pie that the various groups in society receive, they might as well concentrate on increasing its size.

 

4. The fact that with few exceptions lawyers and judges are not self-consciously economic in their approach to law is a trivial objection to the positive economic analysis of the common law. The language of economics is a language designed for scholars and students, not for the people whose behavior the economist studies. Poets do not use the vocabulary of literary critics; judges do not use the vocabulary of economists.

 

All this is not to suggest that every common law doctrine has a sound economic rationale. Among exceptions are the method of computing damages in death cases (and the common law’s refusal to award any damages for loss of life—such awards are a nineteenth-century statutory innovation), and the substitution of comparative for contributory negligence and of contribution for no contribution among joint tortfeasors.

Some of the discrepancies between law and economics may be the result of lags explicable in economic terms, the phenomenon economists call “path dependence” (see §21.4 infra). Law, because it places great value on continuity (and there are good economic and political reasons for this), tends to lag behind changing social and economic conditions. A recent literature finds that differences in the modern laws of the different countries are determined in great part by whether, for example, a country’s legal system descends from the English common law or from French law, even though those origins lie hundreds of years in the past (see §31.1 infra).

§8.2    Economic Torts

I mentioned the overlap among common law fields. The overlap between torts and contracts is well illustrated by what are called “economic torts.” The economic loss doctrine (see §6.7 supra) cuts off liability for inflicting an economic loss without inflicting any property damage or personal injury. Of course property damage and personal injury are “economic” losses also, but the legal concept of “economic torts” (a term that includes harmful acts rendered nonactionable by the economic loss doctrine) excludes them.

A puzzle is why the economic loss doctrine is no longer applied in most jurisdictions to cases of misrepresentation: why, in short, Cardozo’s opinion in the Ultramares case1—the origin of the principle that an auditor who misrepresents the financial condition of the firm that he audited is not liable to the firm’s lenders for the consequences of the misrepresentation even though they reasonably relied on it in deciding to lend to the firm—is now a minority view. It is true that the victims are better delineated in such a case than in many economic loss cases: They are the firm’s lenders (or in some cases their other creditors, or their shareholders), which is a matter of public record. And it is true that the auditor will have a better idea of the potential magnitude of a misrepresentation, since he will know a lot about the company he is auditing. But the gap between private and social cost, which the reader will recall is the main justification for the economic loss doctrine, is also at its widest in the auditor case. His misrepresentation will ordinarily consist of concealing bad news about the company being audited. That bad news will eventually leak or otherwise become public, and so its concealment will have transferred wealth from one group of lenders or shareholders to another rather than have brought about a net diminution of total lenders’ or shareholders’ wealth. The net economic loss will be the injection of additional uncertainty into credit or securities markets, rendering those markets slightly less efficient. That is a loss different from and smaller than the private losses of the lenders who decided to lend or not to lend to the firm, or of the shareholders induced to buy or not to sell its shares.

Ultramares belongs to a class of cases in which a breach of contract (as distinct from a tort, as in the Rickards case, see §6.7 supra) injures a third party. The simplest such case is one in which the breach results in a mistaken wealth transfer, such as White v. Jones (discussed with Rickards), where a lawyer negligently failed to include in the will he drafted for a testator a bequest to the testator’s daughters, and was held liable in tort for this mistake. Could he have been sued for breach of contract instead, on the theory that the daughters were third-party beneficiaries of the contract by which the lawyer was hired to draw up the will? A person is a third-party beneficiary if the parties to the contract intended him to have the rights of a party, and specifically to sue in the event of a breach and recover the damages caused him by the breach. Deeming intended legatees third-party beneficiaries of a contract between the testator and his estate lawyer would expose the lawyer to greater liability and so he would charge more for preparing a will. The client would decide whether the higher fee was worth paying in order to reduce (by making the intended legatee a third-party beneficiary and thus a potential enforcer of the will) the risk that the wrong legatee would inherit.

Recasting tort as contract will not work when the negligent performance of a contract between an employer and a third party has adverse consequences for the employee. Suppose the employer requires an employee to take a urine test for the presence of illegal drugs in his body and the lab to which the urine specimen is sent mistakenly reports that the employee tested positive. It is unlikely that the parties to the contract—the employer and the lab—intended the employee to be able to enforce their contract, which expressly or by implication required the lab to use due care in evaluating the test results; so the employee is not a third-party beneficiary. Should he be allowed to bring a tort suit against the lab? The courts are divided over the question. The argument against liability is that the employer has an adequate incentive to enforce the contract, and if he discovers the erroneous result he will terminate it or insist on better care or a lower price and will rehire the erroneously fired employee. But this is implausible. Generally it’s only lower-level employees who are required by their employers to submit to drug tests, and an occasional false positive will do little harm to the employer; he will easily find substitute workers. The principal victim and therefore logical enforcer of the lab’s duty of due care is the employee.

Another example of recasting contract as tort is the tort of intentional interference with a contract (or, what does not require separate discussion, intentional interference with advantageous business relations that have not yet crystallized in a contract).2 If A and B have a valid contract, and C induces B to break it and recontract with him (C) instead, C has committed the tort. At first blush the result seems contrary to the dictates of efficiency, and in particular to the doctrine of efficient breach. Suppose the contract had specified that A would pay B $100,000 for B’s performance and that if B broke the contract A would sustain damages of $10,000. Then B would not agree to break his contract with A and recontract with C unless C agreed to pay B at least $110,000 ($100,000 for the performance itself and $10,000 to compensate A for B’s breach of contract). C would not agree unless B’s performance was worth at least $110,000 to him, so that would be the minimum price in the new contract, the contract between B and C. At the end of the sequence of breach and recontracting, A would be no worse off and no better off than before; B would be no worse off—for he would have at least $110,000, and he might be better off, if C paid him more—and C would be better off by the difference between what he’d agreed to pay B and what B’s performance was worth to him. One party and maybe two parties would be better off and none worse off, so the sequence is efficient, and why then should C be guilty of a tort? Of course, if deterred by the threat of tort liability from dealing directly with B—if forced instead to orchestrate a three-cornered deal in which A would voluntarily terminate his contract with B—C might achieve the same result, but the cost would be higher because of the complexity of the transaction.

But suppose B is judgment-proof. There are no longer grounds for confidence that the breach and recontracting would produce a net gain in economic welfare; A’s uncompensated loss might exceed the benefit to B and C. Or suppose there is no recontracting but merely a breach induced by mistaken information conveyed by C to B; then C should be liable for the consequences of having procured it. None of the considerations that supports the economic loss doctrine argues against tort liability in such a case.

Bad-faith breach of contract is sometimes reclassified as a tort in order to entitle the victim of the breach to punitive damages, which are not awarded in a suit for breach of contract. The principal example is an insurance company’s bad-faith refusal to honor the insurance contract (see §4.12 supra). Another end run around contract law discussed in that section is allowing a suit by a patient against his doctor for the tort of professional malpractice rather than just a suit for breach of the plaintiff’s contract with him.

§8.3    The Common Law, Economic Growth, and Legal History

Economic analysis can help clarify the controversial role of the common law in the economic growth (the increase over time in the output of a society) of the United States. A common view is that the common law helped promote economic development in the nineteenth century by adopting a permissive, even facilitative, stance toward entrepreneurial activity. A variant is that it subsidized growth by failing to make industry bear all of the costs that a genuine commitment to efficiency would have required it to bear. The permissiveness of the common law in the nineteenth century is contrasted with the many restrictions imposed on economic activity by the law in both the preceding and following periods.1

Since economic growth is fostered by using resources efficiently, there is a sense, but a rather uncontroversial one, in which the common law, insofar as it has been shaped by a concern with efficiency, may be said to have fostered growth. Society can, however, force the pace of growth by compelling people to consume less and save more and by increasing the returns to capital investment. If the common law played any role in accelerating economic growth it must have been by making capital investment more profitable.

In this vein, it has been argued that nineteenth-century contract law consistently favored the performing over the paying party in order to encourage entrepreneurship.2 The argument is unpersuasive. Every business firm is simultaneously, and more or less equally, performer and payor. It is the performer with respect to contracts for the sale of its output; it is the payor with respect to contracts for the purchase of its inputs. It derives no clear gain from having the law tilted in favor of performers.

It has been suggested that the common law of industrial accidents favored industry.3 But as between parties already in a contractual relationship, the efficient level of safety might be achieved even if the law imposed no liability for accidental injury. This would be true even if wages were at the subsistence level—the level at which any further reduction in wages would cause the worker to starve or become so weak that he couldn’t work. At a subsistence wage, workers would refuse to trade a reduction in wages for an increase in job safety—but this would be the optimal decision for them to make: better to take some risks than to starve. Even in nineteenth-century America, however, industrial wages were far above subsistence levels (that is one reason there was so much immigration4). So there must have been competition for workers, and one way to compete for workers is by offering safer working conditions. The costs of advertising a safer job might be high—especially when many workers do not speak the language—but ignorance of hazards must have been as widespread in eighteenth-century England, yet we know that workers in dangerous or disagreeable jobs received significant wage premiums then.5 Today many potential workplace hazards are so subtle that workers would find it difficult or even impossible to evaluate them. That was less true in the nineteenth century; then subtle dangers were likely to escape anyone’s notice.

The common law of industrial accidents was supplanted in most industries, early in the twentieth century, by the system now known as workers’ compensation (originally called “workmen’s” compensation). Workers’ compensation makes the employer strictly liable for injuries resulting from industrial accidents but awards fixed, limited damages in lieu of the individualized assessments made by tort law. Because the awards are lower than the awards in common law cases would be, the employer’s incentive to take care is reduced and that of the worker increased. (The latter effect is similar to that of deductibles in insurance policies.6) The net effect on the accident rate therefore varies from industry to industry.7 Also workers’ compensation litigation is less costly than common law tort litigation8; the stakes are lower because the compensation, being fixed by a schedule rather than computed anew in each case, is less. And there is no issue of fault to be tried. Lower litigation costs would primarily benefit workers—yet the lower level of compensation explains why employers did not strongly resist its substitution for common law liability.9 Recall that this is the kind of trade proposed by advocates of no-fault automobile accident insurance (see §6.14 supra).

Strict liability for industrial accidents is most likely to make sense if the costs of information about workplace safety are high. For if information costs preclude effective self-protection by the employee, the only care or activity changes likely to optimize accidents will be changes made by the employer. This is the strongest argument for the superiority of workers’ compensation to common law liability for industrial accidents. The parallel movement in products liability, from virtually no liability in the nineteenth century to quasi-strict liability today (see §6.6 supra), may also be related to rising information costs of potential victims.

The argument that nineteenth-century common law favored growth is slightly more plausible with regard to accidents to nonemployees. Consider two alternative rules of law, one that a railroad is liable to travelers injured at railroad crossings only if the railroad was negligent, the other that it is strictly liable unless, perhaps, they were contributorily negligent. The accident rate will be similar under both rules but the railroad’s costs will be higher under the second, which will lead to an increase in its prices and a fall in its output and profits, as we saw in Chapter 6. The first rule encourages and the second discourages railroading, although perhaps trivially.

Yet it does not follow that the first rule constitutes a subsidy to railroading in any invidious sense. As we saw in Chapter 6, the neutral social planner’s choice between negligence and strict liability involves a complex calculus, and it is not clear that the calculus points to strict liability for railroad accidents. Even if it did, so that the choice of negligence could be said to have been a subsidy to railroading, there may have been an economic justification for subsidizing railroading. The construction of a railroad line in the nineteenth century increased the value of land up and down the line by giving farmers and manufacturers better access to markets. Unless the railroad owned the land, however, or could negotiate in advance of construction with every landowner, it would be unable to capture the entire increase in value and so would not invest in new construction up to the point at which the last dollar spent increased land values10 by a dollar. If the courts chose the less costly (to railroads) of the two efficient liability rules because they sensed that railroad revenues were lower than they should be to stimulate the economically correct level of investment in the railroad industry, they may have been nudging the economy a bit closer to the most efficient employment of its resources. We also saw in Chapter 6 that externalizing accident costs is one method of stimulating the provision of external benefits.

Consider in this connection the traditional immunity of charitable enterprises from tort liability. As we shall see in Chapter 17, a free-rider (external-benefit) problem prevents the market from providing the efficient level of charitable services. One way to reduce the severity of this problem is to allow charities to externalize some of their costs. Yet virtually all states have abolished the charitable tort immunity, perhaps because charity is a superior good—a good the demand for which increases more than proportionally with increases in income. Hence rising real incomes would result in more than proportional increases in charitable giving, making it less necessary to allow charities to reduce their costs by being immune from tort liability. Furthermore the charitable deduction from income tax provides a more efficient method of stimulating the provision of charitable services (see §18.8 infra). The immunity arbitrarily favors charities that engage in activities likely to give rise to tort suits; the tax deduction does not.

One critic offers the following “important example of [the common law’s] class bias”:11 In an employment contract for an agreed period (usually one year) with wages to be paid at the end of the period, an employee who broke the contract was not entitled to recover the value of his work done up to the breach (minus any damages caused the employer); yet if a builder broke a building contract without fault, he was entitled to such a recovery. The criticism overlooks an important distinction. Deferral of payment in the employment case was a device for assuring that the employee completed the agreed term of work. Were he paid periodically and quit, the employer would have no practical legal remedy. The building cases assume that the builder has completed the job contracted for but that the completed performance differs in minor particulars from that agreed upon; in such a case the owner is properly remitted to his damages remedy against the builder for reasons explained in Chapter 4.

The argument continues that the rule in the building cases fostered enterprise, while the rule in the employment cases did not discourage it because “penal provisions in labor contracts, by contrast, have only redistributional consequences, since they can hardly be expected to deter the laboring classes from selling their services in a subsistence economy.”12 Not only did nineteenth-century America not have a subsistence economy, but people living at a subsistence level could not be induced to sign contracts under which they agreed to receive no wages for a full year. And had workers been living at a subsistence level, no form of contract could have redistributed wealth from them to employers, since they would have had no wealth.

The emergence of impossibility and related doctrines in the law of contracts has been said to demonstrate the decline of free-market principles of law since the nineteenth century.13 That is incorrect. As we have seen, impossibility and related excuses are necessary to make the law of contracts efficient; they are implicit in the positive economic theory of contract law. The mistake is a puzzling one in view of the same author’s assertion that nineteenth-century contract law consistently favored the performing party,14 who would be expected to favor a liberal doctrine of excuses.

§8.4    Common Law as Custom: Hayek’s Challenge to the Economic Analysis of the Common Law

The economic analysis of the common law was challenged by a famous economist—Friedrich Hayek—whose theory1 can be summarized as follows. There are two ways of establishing norms to guide human behavior. In one, which Hayek calls “constructivist rationalism,” they are prescribed from the top down by a legislature, a bureaucracy, or a judiciary—in other words by experts who gather the information necessary to formulate analytically the best possible set of norms. This approach, of which the economic analysis of the common law is one version, Hayek rejects as requiring too much information. The other approach is that of custom, or social norms (see §8.8 infra), and is preferable, Hayek argues, because it is a “spontaneous order,” as distinct from one brought about by plan or design. Markets are another example of “spontaneous order” in Hayek’s sense. They emerged thousands of years ago; they were not invented or designed; and their operation does not involve central planning.

Judges’ traditional aversion to appearing to be creative led the English common law judges to say that they were not making any new rules of law but merely enforcing immemorial custom. Hayek took this claim literally and argued that the only question a judge is entitled to decide is “whether the conduct under dispute conformed to…the established custom which [the parties] ought to have known.”2 Alternatively but equivalently, the judges’ duty is to enforce the expectations created by custom. Hayek acknowledges that there are gaps in legal rules and, what amounts to the same thing, that “new situations in which the established rules are not adequate will constantly arise,” requiring the “formulation of new rules” by the judges. But they are to fill these gaps with custom. They are not to engage in a “balancing of the particular interests affected [by the rules] in the light of their importance” or concern themselves “with the effects of [the rules’] applications in particular instances.” In fact, “neither the judges nor the parties involved need to know anything about the nature of the resulting overall order, or about any ‘interest of society’ which they serve.”3

Contract law is the paradigm of law as custom. It provides merely a framework for private action, leaving the identity of the parties, and the price and other terms of the contract, to private determination. It abstracts from all the particulars of people’s voluntary interactions and so maximizes their freedom, their “spontaneity.”

But in insisting on obeisance to custom Hayek overlooked the fact that customs often support cooperative activities that are harmful to society as a whole. We saw in Chapter 6 that the customary standard of care in an industry might be suboptimal. Left to their own devices, competing firms might evolve a custom condemning price cutting as unethical. Manufacturers would if permitted evolve a custom of ignoring the pollution they caused (unless perhaps it affected their workers and customers). And being acephalous (there is no “custom-giver” analogous to a legislature, which is a lawgiver), customs tend to change very slowly. So if economic or other social practices are changing rapidly, custom may fail to keep up and become a drag on progress.

§8.5    Primitive Law

One of the reasons that negligence liability for railroad accidents has seemed to legal historians to demonstrate law’s tilt toward business is that in the eighteenth century, before the advent of the railroad, accident liability had been to a significant extent strict liability. The nineteenth century saw the culmination of a long trend away from strict liability in the law—in contract law and criminal law as well as tort law. The trend has an economic explanation.1 The spread of literacy and the growth of scientific knowledge enhanced the factfinding capacities of courts, thus reducing the costs of information bearing on the merits of legal disputes. There were also advances in the market provision of insurance. We know from Chapter 6 that strict liability both requires less information than negligence liability because it avoids what is often a difficult factual and analytical inquiry, and provides (in tort and contract, not criminal, law) a form of insurance. Both advantages were greater in times past than they are today; and since, as we know, strict liability involves certain costs that negligence liability does not, it is not surprising that as the benefits of strict liability diminished there was a movement away from it. Similarly, early law tended to treat contracts in highly literalistic terms; meliorative doctrines such as substantial performance, mutual mistake, and promissory estoppel had to await improvements in judicial procedure that enabled judges to adjust contractual duties to the circumstances in which contracts were actually performed.

The difficulty that courts had in making factual determinations explains their heavy reliance on supernatural assistance, as in the medieval trial by ordeal, where, for example, a defendant would be acquitted if his arm healed rapidly after being thrust into a flame. Apparently the judges (though not the defendants) realized that the procedure was bogus and therefore assumed that anyone who refused the ordeal (and thus was deemed guilty, just as today refusing to take a sobriety test establishes guilt of driving under the influence of alcohol or mind-altering drugs) was guilty, and anyone who consented to take it innocent, and hence the judges made sure that the ordeal wasn’t severe enough to “prove” the defendant guilty.2

If we cast the beam of economic light even farther back in time, we can understand the very origins of law. Even before there is government, there is a recognizable form of strict liability: vengeance. If one person strikes or steals from another, the victim is quite likely to retaliate, and this prospect provides deterrence against aggressive behavior. Information costs in a society without adjudicative institutions will make it difficult to differentiate among intentional, reckless, or negligent injury on the one hand and accidents unavoidable at reasonable cost on the other; and so liability will tend to be strict. Retaliation is likely even if the cost is greater than any gain that the victim could expect to obtain from retaliating. This may seem irrational. Yet if “rational” thinking prevailed—that is, if the costs of being victimized were treated as sunk, so that the victim would retaliate only if the expected gain from retaliation exceeded the expected cost to him—retaliation would rarely be undertaken, and the system of deterrence would collapse. Willingness to retaliate even if the expected costs exceed the expected benefits at the moment when the decision whether to retaliate must be made (that is, after the aggression against the victim has occurred)—the kind of willingness that maintained the “balance of terror” during the Cold War by the creation on the part of the United States and the Soviet Union of a second-strike capability—can be a cost-minimizing strategy ex ante. For it to be a credible strategy, however, and thus achieve its deterrent aim, the potential victim must be able to precommit to retaliate.3 The emotion of vengeance, plausibly part of our genetic endowment, supplies the precommitment. It’s difficult to see how, without a genetic predisposition to vengeance, order could be maintained before there was government.

Retaliation is quite likely to be directed against members of the aggressor’s family as well as, or even instead of, the aggressor himself. This not only minimizes the cost of retaliation by giving the retaliator more potential targets; it gives the aggressor’s family an incentive to prevent him from aggressing in the first place. This is an example of collective punishment, which continues to play an important role in law. Besides the examples in §7.3 supra, consider the case of Ybarra v. Spangard.4 The plaintiff had an appendectomy under general anesthesia and awoke with a serious injury to his shoulder. He sued the doctors and nurses who had been present at the operation but was unable to identify which of them had caused the injury. The court held that since it was likely that one or more of them had caused it, the burden was on them to explain what had happened; failing to carry the burden, they would lose the case. The decision gave each of them except the actually guilty one an incentive to reveal the identity of the wrongdoer.

Collective punishment not only enlists additional enforcers—the potential victims of collective punishment (family or other associates of the original offender)—but also minimizes detection costs. The enforcer doesn’t have to determine who the wrongdoer is—it’s enough if he can determine some members of the family or other collective to which the wrongdoer belongs. But it may dilute marginal deterrence; the offender is less likely to be punished if the victims’ retaliation is distributed among the offender’s associates rather than focused entirely on him.

A vengeance system for maintaining law and order has a more serious weakness: It sacrifices the considerable economies enabled by specialization. Not everyone is well suited to being a revenger (that is one of the themes of Hamlet); nor is it efficient for all adult males to be part-time revengers. A modern criminal justice system is staffed by professionals who chase and prosecute and punish criminals, not out of hatred or family obligation but because they are paid to do those things. Yet these professionals depend heavily on private citizens for aid in enforcement, including crime victims, the victims’ families, bystanders, jurors, and others who generally have no pecuniary stake in the apprehension and prosecution of criminals. There is no inconsistency between an economic theory of punishment and a recognition that emotion plays a role in law enforcement as an alternative motivator to career incentives for bringing criminals to justice.

The next stage after vengeance in keeping order in early societies is permitting the aggressor to pay the victim of his aggression not to retaliate. In other words, a system of transfer payments is substituted for the socially more costly system of force; the analogy is to the substitution (where feasible) of fines for imprisonment. But rather than varying the payment with the particular harm to the particular victim, as in a modern tort system, the payments (called “tariffs” but not to be confused with taxes on imports) were determined according to a fixed schedule—so much for killing a man, so much for killing a woman or a child, so much for knocking out a tooth, etc. Such a system represents a sensible adjustment to high information costs, especially since, if potential injurers cannot calculate the precise extent of the injury in advance, resources spent on determining that extent after the fact will not alter incentives.5

Economics can cast light on such historical curiosities as the surprisingly stable system of law in medieval Iceland—a society that was virtually stateless. Adjudication by lay judges (equivalent to our jurors) flourished along with informal arbitration, even though neither judicial nor arbitrable decrees were enforceable by public officers—there were none. If a losing litigant refused to obey a decree (the most common judicial decrees were outlawry and exile), the winner would, to enforce it, have to rally his kin. But that didn’t make resort to litigation futile. A decree would often have enough suasive force to discourage the loser’s kin from exerting themselves to protect him from the winner’s kin and to encourage the latter to assist the winner in enforcing the decree. A facilitating factor was that Icelanders reckoned kinship through both the male and female sides of the family. So everyone had many kin and this made it more likely that sparring litigants would have some relatives in common, who would help to lower the temperature of the dispute, either fostering settlement or allowing the law to take its course.6

Before there was market insurance or social insurance, or even contracts that provided a form of insurance by requiring the performing party to a contract to compensate the other party if there was a breach, even a breach beyond the ability of the performing party to have prevented, there was informal insurance provided by families, and other small groups, to their members. Through a system of reciprocal exchange, kin and clan members protected each other from starvation and other acute deprivations common in primitive societies. The age-old resistance to “usury” (in the original sense of charging interest for a loan, as distinct from its modern sense of excessive interest) may reflect the inconsistency of charging interest for extending help that the lender hopes one day to be reciprocated when he gets in trouble. Moreover, so long as there was a strong norm of reciprocal exchange, borrowers could not be trusted to repay their loans, for they would know that even if they dissipated the proceeds of the loan and ended up penniless they could still count on help from their kin group or clan.7

§8.6    Law and Modernization

There is growing awareness that the failure of governments in poor countries to provide the basic legal infrastructure of a capitalist economy is an important factor in keeping these countries poor. The required infrastructure centrally includes a machinery for the enforcement of legal rights, especially property and contract rights. In its ideal form the machinery consists of competent, ethical, and well-paid professional judges who administer rules well designed for the promotion of commercial activity, who are numerous enough to decide cases without interminable delay, who are insulated from interference by the legislative and executive branches of government, whose decrees are dependably enforced by sheriffs, bailiffs, police, or other functionaries (again, competent, ethical, and well paid), and who are advised by competent, ethical, and well-paid lawyers, who operate against a background of rules and practices, such as accounting standards, bureaus of vital statistics, and public registries of land titles and security interests, that enable them to resolve factual disputes with reasonable accuracy and at reasonable cost to the disputants.

Yet even wide deviations from this ideal may not seriously impede economic efficiency. This is suggested by the economic success of states of the United States that have elective, politicized judiciaries of questionable professional competence; the economic success of Asian nations, such as China, in which the rule of law is weak (in China, it can barely be said to exist); the fact that England, with one of the finest judicial systems in the world, was for many decades one of the poorest economic performers among the developed countries; and the fact that India, whose legal system is modeled on the English and which has a vast lawyer population, has underperformed China, which began its economic takeoff in the 1980s at a time when it had only a rudimentary legal system.

How to explain these anomalies? One possible explanation is that because the “ideal” legal system is an expensive undertaking for a poor country, the attempt to achieve it would impose heavy social opportunity costs. Another is that a legal system does many things besides enforcing contract and property rights, including enforcing bad laws that reduce economic efficiency.1 Also there are many private substitutes for judicial protection of property and contract rights. They include arbitration, with or without the legal enforcement of the arbitrator’s award; reputation, in turn enabling retaliation, including the blacklisting of people who default on their contracts, and other forms of ostracism; merger between firms, so that disputes formerly handled by the legal system become purely internal disputes resolved by management; bilateral monopoly, which can provide a substitute for legally enforceable employment contracts (see §12.4 infra); strong-arm tactics of the kind found in illegal markets, such as the illegal drug trade in the United States; and altruism, which enables many family-owned firms, especially if they draw their workers and customers from a tightly knit ethnic or religious community, to operate effectively outside a legal framework.2 Altruism and ostracism go hand in hand, for together they create a close-knit community compact enough to be manageable, united against the world: “We few, we happy few, we band of brothers” (Henry V).

The importance of private substitutes for law is shown by the fact that property and contract are methods of coordinating and optimizing economic activity that long predate the state and formal legal institutions. Even in the highly litigious culture of the United States, the vast majority of contract and property disputes are resolved informally and would be even without a background threat of resort to law—a threat that often is empty because of the expense of legal proceedings.

Nevertheless, some approximation to the “ideal” legal order undoubtedly contributes significantly to economic growth.3 When law is weak or nonexistent, the enforcement of property and contract rights frequently depends on the threat and sometimes the actuality of violence, on cumbersome methods of self-protection, and on family and clan alliances that may be economically inefficient and also interfere with impersonal legal justice, which has an independent economic value discussed in §8.9 infra. These substitutes also create a prejudice against new firms, which do not have a reputation they can use to persuade potential contracting partners of their reliability, a prejudice against outsiders generally (for law is a substitute for trust), and a bias in favor of simple, simultaneous exchanges over more complex transactions, since, as we know from Chapter 4, the more nearly simultaneous the performance of the parties to a contract is, the less need there is for a legal remedy against nonperformance.

Unless there is an effective machinery for the impartial enforcement of contracts, people will be reluctant to do business with strangers. In such a culture, barter and other forms of reciprocal dealing based on (and constructing) relations of trust, along with clan ties and extended-family relationships, will organize significant economic activity and make it natural for people to think of public officials as people who sell public services to their friends and relatives. In contrast, corruption should be rare in a free-market system with courts that enforce contracts honestly and dependably.

A poor country may not be able to afford a good legal system, but without a good legal system it may never become rich enough to afford such a system. It can be argued, therefore, that since it is much more costly and time-consuming to create efficient legal institutions than to enact efficient rules for the existing inefficient institutions to administer, the focus of reform should be on the latter.4 The creation and dissemination of a rule involve small fixed costs and (like other information goods) negligible marginal costs, while legal institutions require heavy inputs of high-priced, educated labor. This implies that the rules-first strategy is better the more populous a country is, because the cost of creating a rule is invariant to the number of people the rule will apply to.5 China, the most populous country, has followed the rules-first strategy.

Two types of rule efficiency should be distinguished. A rule is substantively efficient if it sets forth a precept that if obeyed will internalize an externality or otherwise promote the efficient allocation of resources; a rule forbidding the use of another person’s property without his consent (that is, forbidding trespass) is an example. A rule is procedurally efficient if it is designed to reduce the cost or increase the accuracy of using the legal system. Examples are a rule that contracts must be in writing to be enforceable, a rule that no claim of infringement of legal rights is enforceable unless filed within three years of the alleged infringement, a rule requiring that certain disputes, say between employers and employees or between securities brokers and their customers, must be referred to binding arbitration, and a rule entitling a litigant who obtains a judgment for damages to receive interest on the judgment at the market rate from the date on which the suit was filed. The first two procedural rules in this list are designed to reduce the information costs of the legal system, the third to reduce judicial workloads by shunting some disputes to an alternative method of dispute resolution, and the last to enable the judges to use queuing to cope with a heavy workload without devaluing court-awarded compensation to persons whose rights have been infringed. Requiring arbitration of certain disputes has additional importance as a method of encouraging the formation of trade associations and other business groups, which in a commercial society are important intermediate institutions between the individual and family on the one hand and the state on the other; they steer between nepotism and statism.

The easier administrability of rules than of standards6 has two consequences for the kind of weak judiciary common in a poor country. The application of rules places fewer demands on the time and competence of the judges and is therefore both cheaper and more likely to be accurate. And rules facilitate the monitoring of judges and so reduce the likelihood of bribery and the influence of politics in the judicial process. The less discretion a judge has in making decisions, the easier it will be for observers to determine whether he has decided a case contrary to law or is systematically favoring one class or group of litigants over another.

Other economic measures for reducing judicial corruption and incompetence include:

 

1. Backloading judicial compensation by creating generous pension rights that are forfeited if the judge is removed from office for incompetence or venality, thus increasing the punishment for judicial misbehavior.7

 

2. Having judges sit in panels rather than by themselves, or having them sit with juries. In either case, both the transaction costs of bribery and the likelihood of discovery of bribery will rise.

 

3. Reducing legal penalties in order to reduce the gain from bribing judges and other officials not to impose the penalties. If the fine for speeding were $1,000, the incentive of a police officer to demand, and of the speeder to pay, a bribe to avoid a ticket would be great. This is another reason why the criminal justice system does not combine the heaviest possible punishment with the lowest probability of imposing it (see Chapter 7).

4. Prioritizing. If the greatest danger to a developing nation’s prosperity is that the government may confiscate people’s property, it may make sense to establish a special court whose sole mission is to check the government (the French approach—the Conseil d’État is that court). The judges of this court will have to be competent, ethical, and well paid, but since the court’s jurisdiction will be so circumscribed, the aggregate human and physical capital required to equip the court will be modest. And if the court is confined to purely economic issues, the political authorities may be willing to tolerate its independence, especially if they understand what such an institution can do for the country’s prosperity.

 

5. Finality. Terrible delays afflict litigation in a number of countries, in part because of failure to appreciate the importance of finality—of bringing litigation to a timely and definitive end. A case in point is Brazil, which has a problem of judicial delay of unbelievable proportions from a U.S. perspective. More than 70 percent of the cases pending in Brazilian courts in 2010 had been filed in earlier years—often many years earlier.8 And since 1988, “the backlog of cases in judicial dockets has multiplied by a factor of ten, and as a consequence trial delays have more than doubled.… Some cases have been pending since the 1940s.… Conservative statistics estimate the number of lawsuits awaiting final decision to be more than 50 million. Between 1995 and 1999, 32.2 million processes [cases] entered the Brazilian courts. However, only 22.6 million of these were decided during the same period. This leaves a deficit of almost 10 million processes left unjudged.”9 The reasons for such delay are various, but one is that the Brazilian judicial system has only a weak concept of finality. Apart from allowing interlocutory appeals promiscuously, Brazil’s judicial culture permits reopening promiscuously. The costs in judicial overload are very great.

 

Corruption, not limited to judicial corruption, flourishes when an economy is heavily regulated but the legal framework is weak. The more heavily regulated the economy, the more irksome restrictions there will be, and this will create a demand for ways of avoiding compliance with them. Bribery of the enforcers of the restrictions is one such way. The weaker the legal framework, the harder it will be for the government to prevent bribery, a classic “victimless” crime because it is a voluntary transaction. A sophisticated legal machinery is required to detect and punish such crimes.

How destructive, economically, is corruption (and how important, therefore, is an efficient legal system)? Perhaps very, because the heaviest burden falls on innovation.10 Innovative activities are fragile and risky. Bribes exacted by public officials may kill the golden goose at the outset. Moreover, if the innovative venture is successful, the officials are likely to seize a large share of the benefits, while if it fails, the costs will fall entirely on the venturers. These prospects make innovation unattractive.

§8.7    The Rule of Law

The essential insights of the preceding section are summarized in the concept of the “rule of law” (law’s “formal rationality” in Max Weber’s phrase). The philosopher John Rawls identified four elements of the concept: Law (1) must be capable of being complied with by those to whom it is addressed; (2) must treat equally persons similarly situated with respect to a given legal rule; (3) must be public; and (4) must provide a means for determining the truth of any facts necessary to the application of a legal rule.1 Oddly missing is the source of law: If the law of a society is the whim of a dictator, do Rawls’s four elements, if all are present, nevertheless suffice to establish that the society is under the rule of law? A more traditional conception of the rule of law, based on Aristotle’s distinction between corrective and distributive justice, requires only the presence of the second of Rawls’s four factors. See §1.2 supra. More on this below.

Rawls’s elements turn out to be central to the economic concept of law. The primary aim of law, viewed from an economic perspective, is to alter incentives. This implies that law does not command the impossible, since a command impossible to fulfill will not alter behavior.

The requirement that law treat equals equally is another way of saying that the law must have a rational structure, for to treat differently things that are the same is irrational. Economic theory is a system of deductive logic: When correctly applied, it yields results that are consistent with one another. Insofar as the law has an implicit economic structure, it must be rational; it must treat like cases alike.

But there is more to the notion of “equality before the law,” and the “more” ties the concept of the rule of law to that of equal protection of the laws. The more general the law, the harder it is for government to punish dissenters, exploit unpopular individuals, or engage in other abuses. Suppose the government wants to injure A, but is constrained by the concept of equality before the law to do so by means of a rule that will also injure B, because B falls within the classification made by the rule along with A. If the government does not want to injure B, the requirement of generality will protect A by increasing the cost to the government of oppressing him.

Law must also be public. If its contents become known only after the events to which it’s applicable have occurred, the law can have no effect on the conduct of the parties subject to it. A threat that’s not communicated can’t deter. The major exception is the prevention or incapacitation theory that lies behind some doctrines of criminal law and that also has, as we saw in the last chapter, an economic rationale.

The economic theory of law presupposes a machinery for ascertaining the existence of the facts necessary to the correct application of a law. Law’s deterrent effect is weakened (and in the limit would disappear) if enforced without regard to whether the circumstances are present to which the law was intended to apply. Suppose there is a law against price fixers but no effort is made to ascertain who is fixing prices; instead, one in 10,000 people is selected at random and punished as a price fixer. Then there will be no deterrence of price fixing. The only difference between the price fixer and the person who does not fix prices is that the former has profits from price fixing; the expected liability of the two is the same.

The idea of the rule of law, elements of which have just been sketched, originated in Aristotle’s concept of “corrective justice,” a concept itself rich in economic significance. Aristotle argued that if someone engages in wrongful behavior that disturbs the preexisting balance of wealth or other advantages between himself and another person, to the injury of the latter, that other person is entitled to some form of redress that will, to the extent feasible, restore that preexisting balance, or in other words rectify the departure from equilibrium caused by the wrongful act.

Aristotle’s concept of corrective justice is highly abstract. What shall count as wrongful behavior is not specified; nor the forms of redress that shall be deemed appropriate. The meat is in a corollary that Aristotle drew from the concept. The corollary is that corrective justice has no regard for the personal qualities, the merit or desert, of the wrongdoer and his victim. The victim may be a bad man and the wrongdoer a good one, if we have regard for the character of a person and his entire career—the summation of all his good and bad deeds and not just the particular episode that resulted in the injury to the victim. Nevertheless the victim is entitled to redress. The reason that this is a corollary of corrective justice rather than a separate principle of justice is that corrective justice seeks to redress a preexisting equilibrium rather than to change it. The court doesn’t use the occasion to enrich or impoverish the wrongdoer or the victim on the basis of a judgment about their merits or deserts apart from the circumstances of the injury itself. For that would not restore the parties to the preexisting equilibrium; it would create a new equilibrium.

This concept of justice “without regard to persons”—the concept famously symbolized by the statue of justice as a blindfolded goddess—is indispensable to efficiency. If obtaining redress for injuries depended on one’s reputation, people would invest inordinate resources in becoming well liked, well regarded, influential. To the extent that such investments took the form of doing genuinely good things, they would enhance social welfare. But often it would be easier to obtain a good reputation by currying favor with the powerful, allying with the powerful through marriage, avoiding unpopular stands, and taking other steps unrelated, indeed often detrimental, to the good of society. The result would be a society riven by clientelism, clannishness, nepotism, and bribery. Even when a person obtained a good reputation by proper means, once he had that reputation he could use it to inflict injuries with impunity on persons who lacked a good reputation. The friendless would be an outlaw class on whom any of the “good” could prey with impunity. Energies would be deflected from socially constructive activities into rent-seeking and the building of alliances.

§8.8    Law and Social Norms

The legal system of medieval Iceland (see §8.5 supra) brings into focus the important question of the relation between law and social norms, that is, rules of behavior that are not enforced by courts or other public authorities. Customs, discussed earlier in connection with Hayek’s criticisms of legal rationalism, are examples of social norms. States that have no or a weak government (the absence of world government makes the modern world a good example of a “stateless” society), states struggling to modernize under the handicap of a dysfunctional legal system, are nevertheless rarely anarchic. This suggests that defining law in terms of the commands of a sovereign or other official promulgations, and leaving it at that, is inadequate. Lawlike social norms are often obeyed despite the absence of legal sanctions for their violation. Sometimes they are enforced by emotion—a point vital to understanding the emergence of law, as we have seen.

Social norms are also enforced by expressions of disapproval, by ridicule, and by ostracism. The efficacy of the milder sanctions lies in their implicit threat of ostracism, that is, of refusal of advantageous transactions. A person who dresses bizarrely or spits in public may find himself shunned. He will suffer the same kind of loss as a seller who loses customers because he is discovered to be cheating them, or the foreign speaker who cannot make himself understood.

Because ostracizers are unpaid norm enforcers, there is a potential free-rider problem. Often, however, the cost to the enforcer is slight or even negative. When violation of a social norm signals unfitness to transact with the violator, as in the case of the promise breaker or the individual who acts bizarrely, ostracism is likely to be privately as well as socially cost-justified because it avoids future costs of dealing with the norm violator. There was a great deal of arbitration even before courts enforced arbitration awards (medieval Iceland is an example), because a party to an arbitration agreement who refused to abide by the result of an arbitration to which he had agreed would risk ostracism by his commercial community.1 And even if risk of ostracism would generally induce parties to adhere to their contracts and so obviate the need for arbitration, they will often need an arbitrator to determine whether the contract has been broken.

Social norms are more effective the smaller the group subject to them is, because repetitive transactions, which not only reduce the cost of ostracism to the ostracizers but also make it easier to identify the norm breakers, are more frequent among members of a small group. Norms are also more effective the greater the cost of being ostracized and the slower the rate of social change. The free-rider problem that results from the absence of a centralized authority to create or change norms makes large or frequent norm changes very difficult. Evolution, being a process of small incremental changes, gets around this problem; and when the cost of a norm innovation is small the fact that the innovator cannot capture most of the benefits need not be a big obstacle. But evolution takes a long time to bring about a large change, so if a society is changing rapidly governance by norms may not meet the society’s needs.2 All three conditions (small group, high cost of being ostracized, and static society) are likely to be satisfied in isolated, primitive communities. This may explain how law could evolve as a system of social norms before there was any centralized authority.

Social norms that are internalized are obeyed out of a sense of guilt or shame. Parents motivated by altruism or by narrow self-interest, and teachers paid by the parents or by the state, try to drum norms into a child’s head—transform them into habits that a person will feel uncomfortable breaking even after becoming an adult. Incentives to instill norms in children and other family members are especially powerful in societies in which punishment is collective—a common feature of revenge-based normative systems.

The cost of being ostracized is negatively related to the income level. In a wealthy society the individual is less dependent on the good will of his particular community, either because he’s wealthy himself or because he has a social safety net under him. So it may be unrealistic to think that in a wealthy society the amount of legal regulation can be reduced by substituting normative regulation. A further reason is that privacy, a superior good like education, reduces the private costs of violating norms by making it more difficult for private citizens, potential norm enforcers, to observe the behavior of other people. The more that law protects privacy, the more it increases the demand for law as a substitute for regulation by norms. A breakdown of regulation by norms may explain why legislatures found it necessary to empower courts to enforce arbitration awards.

Law can be expected to attach a sanction to a violation of a good norm when the private benefits of violation are great or the private costs (whether in loss of advantageous transactions or in guilt) are slight, and when the violation inflicts substantial social costs. Unless both conditions are satisfied, the benefits of the legal sanction are unlikely to exceed the costs of legal regulation. So the law penalizes murder but not rudeness, and negligent injuries but not (in general) injuries that are the result of a pure accident even though people feel guilt when they inflict even an unavoidable injury—showing there is a norm, though not in general a law, of strict liability for inflicting injury.

§8.9    The Moral Content of the Common Law

The theory that the common law is best understood as a system for promoting economic efficiency will strike many readers as incomplete—if not severely impoverished—particularly in its apparent disregard of law’s moral dimension. (That is, its substantive moral dimension; the procedural morality of law, summarized in the concept of the rule of law, is implicit in the economic theory of law, as we have seen.) Surely, it will be argued, the true purpose of law, especially of those fundamental principles of law embodied in the common law of the United Kingdom and the United States, is to correct injustices and thereby vindicate the moral sense. (In fact, the preceding section of this chapter ended with a reference to a moral norm.)

But are morality and efficiency inconsistent? The economic value of such moral norms as honesty, truthfulness, frugality, trustworthiness (as by keeping promises), consideration for others, charity, neighborliness, hard work, and avoidance of negligence and of coercion will be apparent to the careful reader of the previous chapters. Honesty, trustworthiness, and love reduce the costs of transactions. Forswearing coercion promotes the voluntary exchange of goods. Neighborliness and other forms of selflessness reduce external costs and increase external benefits—indeed, economists sometimes call externalities “neighborhood effects.” Charity reduces the demand for costly public welfare programs. Being careful reduces social waste.1 Granted, adherence to moral principles sometimes reduces the wealth of society—“honor among thieves” illustrates this point. And in Chapter 10 we’ll see that cartelization is often thwarted by free-rider problems that would disappear if members of cartels were completely selfless or completely trustworthy. But on balance adherence to generally accepted moral principles increases the wealth of society more than it reduces it, especially if the principles are appropriately ordered, so that selflessness, trustworthiness, and other instrumental traits are made instrumental to social rather than to private welfare when the two clash.

To the extent that adherence to moral principles enhances an individual’s ability to maximize his satisfactions, there is no occasion for attempting to impose them coercively. To some extent it does. The slogan “Honesty is the best policy” was intended as an appeal to self-interest. Failing to honor one’s promises is (most of the time) poor business judgment even in the absence of effective legal sanctions for breach of contract, because it will reduce one’s future transactional opportunities—and the more so the weaker the sanctions for breach of contract. Empathy for consumers will make it easier to design a product that will sell. A market economy rests on consent and so promotes the social, the cooperative, virtues. There is competition, too, of course; but a seller can compete only with the cooperation of his customers. In this respect the law of the market is unlike the law of the jungle, despite the undoubted parallelism between competition in nature and competition in markets.

The common law attaches costs to the violation of those moral principles that enhance the efficiency of a market economy but does not try to enforce any moral principle to the limit. The law of contracts, for example, enforces only a limited subset of promises; many morally objectionable breaches of promise give rise to no cause of action. The costs of enforcing all promises would exceed the benefits. Many promises either are self-enforcing (by fear of retaliation of one sort or another) or are so minor that enforcement would not improve welfare enough to justify the cost of legal remedies (for example, a promise to buy a friend lunch). Some promises are made in circumstances in which the costs of legal error exceed the benefits from enforcing the promise in the form made; an example is a contract made unenforceable by the Statute of Frauds because oral rather than written.

The common law’s commitment to efficiency is illustrated by such cases as Reed v. King2 and Stambovsky v. Ackley.3 These were suits to rescind contracts for the sale of homes. The issue in both cases was the materiality of information that the sellers failed to disclose to the buyers. In Reed, it was that the house had been the site of a multiple murder ten years before; in Stambovsky, that the house was believed to be haunted. In both cases, the information that the sellers withheld was deemed material because it reduced the value of the homes. The fact that no “rational” person would pay less for the properties on account of these facts was irrelevant; the courts accepted the subjectivity of values, a cornerstone of freedom of contract and modern economic theory.

But common law courts do sometimes flinch from fully embracing the implications of that theory. They have no patience for “efficient” rape (discussed in §7.1 supra). They do not enforce suicide pacts, penalty clauses, or racially restrictive covenants. They would not enforce voluntary contracts for slavery or for employment as a gladiator. Efficiency or wealth maximization is an important thread in the ethical tapestry, but it is not the only one.

Yet it is always a useful contribution of economics to assess the cost of policies that may be founded on strong moral, religious, or emotional inclinations, for such inclinations are not unchangeable. Consider the question of physician-assisted suicide, illegal in all but four states (Montana, Oregon, Vermont, and Washington). But would policy be so firm if it turned out that a cost of banning physician-assisted suicide was more suicide? Economics suggests that that might indeed be a cost of the ban. A person who believes but is not certain that he has a fatal disease may wish to defer suicide until he is certain, but he may fear that the progress of the disease will render him incapable of doing so at that time. In other words the cost of suicide may increase over time, which may precipitate an early suicide. If a doctor is permitted to assist a patient to commit suicide, the effect is to lower the cost to the patient of committing suicide later. The result is to make the wait-and-see option more attractive. So more would-be suicides will wait. Some fraction of these will be lucky and recover, or will for other reasons change their mind about killing themselves. Hence the rate of suicide may actually fall if physician-assisted suicide is permitted.4

A major ethical issue posed by the efficiency approach to the common law is the discrepancy between efficiency maximization and notions of the just distribution of wealth. We shall look at some theories of distributive justice in Part V. The point to be made here is that the common law is, for the most part, distributively neutral. The reasons for this neutrality have to do with the institutional characteristics of courts, and are explored later (see §20.2 infra).

Another area of tension involves paternalism. Economists are less likely than noneconomists to endorse paternalistic policies, ranging from prohibition of physician-assisted suicide to the “war on drugs.” A paradox of paternalism, moreover, is that the cognitive limitations and information deficiencies that provide the rationale for such interventions may afflict government officials as or more seriously.5 The incentive of a government official to resist the tug of those limitations and to become well informed about other people’s problems is actually less than that of the people themselves, because they pay a higher price for their mistakes. Yet we’ll see in subsequent chapters that there are examples of successful paternalistic policies in the areas of safety and health, such as restrictions on cigarettes and trans-fats, and automobile seatbelt requirements; and there are economic arguments for some of these policies.

An important issue of paternalism that economics can illuminate is that of forbidding athletes to use steroids and other drugs to enhance their performance. No objections are raised to athletes’ improving their performance by better training, more exercise, more practice, or abstention from alcohol and cigarettes. The difference is that performance-enhancing drugs have long-term deleterious effects on the health of the user. This in turn gives rise to an externality in athletic competition, since use by some athletes depresses the relative performance of the abstainers. Yet few objections are raised to self-destructive behavior in pursuit of athletic distinction as long as the behavior does not involve the use of drugs. A football lineman is not criticized for blowing himself up into a 400-pound giant if he does it without aid of drugs, even though the long-term effects of the added weight on his health (and that of the players whom he collides with) are very bad, and even though his weight gain may place pressure on other linemen to match it, and even though there is little improvement in the entertainment quality of football if 400-pound linemen confront each other rather than 200-pound linemen. (In contrast, overworked law firm associates increase the firm’s output.)

Yet the ban on doping in professional sports is rational though paternalistic. It is a rational means of protecting children, and “paternalism” loses any pejorative connotations when the people to be protected against themselves are children. Because successful athletes earn high salaries, because success as an athlete does not require a high order of intelligence, and because an athletic career to be successful must begin in high school (in the case of tennis, perhaps even earlier), there is enormous competition by minors to achieve athletic success. If performance-enhancing drugs were legal, their use by teenagers would be pervasive, and teenagers lack sufficient maturity to trade off the benefits of an athletic career (discounted by the very low probability that any given teenage athlete will have a really successful athletic career) against the long-term damage to their health. Of course, adult athletes could be permitted to use such drugs but minors forbidden to do so. But such a legal regime would be difficult to enforce, especially given the “role model” status of adult athletes in the eyes of minors. The lifting of the ban would remove all stigma from the use of such drugs.
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        Problems

 1.    Assess the argument that employers had such great bargaining power vis-à-vis employees in the nineteenth century that the employees were in no position to bargain for cost-justified safety precautions. Cf. §4.8 supra.

 2.    One of the infamous doctrines of the common law of industrial accidents was the “fellow servant” rule: If an employee was injured by a fellow employee, he could not sue their employer unless the employer had failed to exercise due care in hiring or supervising the employee who inflicted the injury. The rule was thus an exception to the doctrine of respondeat superior. Some courts limited the exception to workers in the same department of the company; others applied it companywide. Can you think of a neutral economic rationale for either the broad or the narrow version of the fellow servant rule? See Farwell v. Boston & Worcester R.R., 45 Mass. (4 Met.) 49 (1842); Pomer v. Schoolman, 875 F.2d 1262 (7th Cir. 1989).

 3.    What would be the effects on the distribution of income and wealth of a judicial ruling that shifted from farmers to railroads the cost of injuries to cattle resulting from failure to keep the cattle off the railroad’s right of way?

 4.    Should accident cases arising out of a contractual relationship (for example, between a railroad and its passengers, or a doctor and his patients) be treated as breach of contract rather than tort cases? Is there any utility to maintaining the distinction between tort and contract in such cases?

 5.    Analyze the moral and economic considerations involved in permitting imprisoned criminals to agree to undergo medical experiments in exchange for a reduction in sentence. For background, see National Commission for the Protection of Human Subjects of Biomedical and Behavioral Research, Staff Paper: Prisoners as Research Subjects (Oct. 31, 1975).

 6.    The Ford Motor Company decides to shut down a plant in South Bend, Indiana, and open a similar plant in Birmingham, Alabama. One effect of the move will be to reduce land values in South Bend and increase them in Birmingham. From the standpoint of efficiency, should Ford be required to compensate the adversely affected landowners?

 7.    Some students of jurisprudence think that legal duties are primary, rights secondary; others reverse the order. Which view is more congenial to economic analysis?

 8.    In Kentucky Fried Chicken of California, Inc. v. Los Angeles County Superior Court, 927 P.2d 1260 (Cal. 1997), a patron of a Kentucky Fried Chicken restaurant sued Kentucky Fried Chicken for negligent infliction of emotional harm. A robber had threatened to shoot her because the restaurant’s cashier refused to open the cash register promptly upon the robber’s demand. The plaintiff contended that Kentucky Fried Chicken should have trained its employees to comply with robbers’ demands unresistingly so as to minimize the risk to customers. From an economic standpoint, should the case be analyzed as a contract case or a tort case and who should win?



1. Remember that as noted at the beginning of Chapter 3 “common law” is used throughout this book in a nontechnical sense, as a synonym for law that is made primarily by judges rather than by legislators or the framers of constitutions. Technically, fields such as family law, admiralty, and even equity are, though judge-made, not common law fields because the judges who made them were sitting in courts that were not classified as common law courts.

2. 43 N.Y. 502 (1870).

3. Id. at 505.

4. What if the likelihood of Eckert’s being killed in the rescue attempt is very great? That might raise B in the Hand Formula to a point at which there was no net benefit to the railroad of his rescuing the child.

5. See Rardin v. T & D Machine Handling, Inc., 890 F.2d 24 (7th Cir. 1989).

1. Ultramares Corp. v. Touche, 174 N.E. 441 (N.Y. 1931).

2. Compare William M. Landes & Richard A. Posner, The Economic Structure of Tort Law 222–225 (1987), with Lillian R. BeVier, Reconsidering Inducement, 76 Va. L. Rev. 877 (1990).

1. This is the thesis of Morton J. Horwitz, The Transformation of American Law, 1780–1860 (1977). For criticism from an economic standpoint, see Stephen F. Williams, Book Review, 25 UCLA L. Rev. 1187 (1978); Herbert Hovenkamp, The Economics of Legal History, 67 Minn. L. Rev. 645, 670–689 (1983).

2. Grant Gilmore, Products Liability: A Commentary, 38 U. Chi. L. Rev. 103 (1970).

3. As by Professor Horwitz, note 1 supra, at 97–101. For contrasting views on the matter, see Richard A. Posner, A Theory of Negligence, 1 J. Legal Stud. 29, 67–72 (1972), and Gary T. Schwartz, Tort Law and the Economy in Nineteenth-Century America: A Reinterpretation, 90 Yale L.J. 1717 (1981). Though critical of industrial accident law, Professor Schwartz rejects the subsidy theory of nineteenth-century tort law.

4. Jeffrey G. Williamson, Late Nineteenth-Century American Development: A General Equilibrium History 240–243, 249 (1974); Maurice Wilkinson, European Migration to the United States: An Econometric Analysis of Aggregate Labor Supply and Demand, 52 Rev. Econ. & Stat. 272 (1970).

5. Adam Smith, An Enquiry into the Nature and Causes of the Wealth of Nations 112–113, 116–117 (Edwin Cannan ed., 1976). On the behavior of modern workers in this regard, see W. Kip Viscusi, Wealth Effects and Earning Premiums for Job Hazards, 60 Rev. Econ. & Stat. 408 (1978), and studies cited there; Viscusi, Risk by Choice: Regulating Health and Safety in the Workplace, ch. 3 (1983); and references in §6.12 supra, n.5.

6. See generally Safety and the Work Force: Incentives and Disincentives in Workers’ Compensation (John D. Worrall ed., 1983).

7. See Price V. Fishback & Shawn Everett Kantor, A Prelude to the Welfare State: The Origins of Workers’ Compensation 12, 77–83 (2000); Alan B. Krueger, Incentive Effects of Workers’ Compensation Insurance, 41 J. Pub. Econ. 73 (1990).

8. Emphasized by Fishback & Kantor, note 7 supra, at 11.

9. See ibid.

10. Net values: Any reductions in land value that are due to the construction of the line (the line might, for example, reduce the locational advantage of land closer to markets) would have to be offset against the increases. For estimates of the social benefits from railroading in nineteenth-century America, see Robert William Fogel, Railroads and American Economic Growth, in The Reinterpretation of American Economic History 187 (Robert William Fogel & Stanley L. Engerman eds., 1971); Patrick O’Brien, The New Economic History of the Railways (1977).

11. Horwitz, note 1 supra, at 188.

12. Ibid.

13. Grant Gilmore, The Death of Contract 80–82, 94–96 (1974).

14. Note 2 supra.

1. See Friedrich A. Hayek, Law, Legislation and Liberty: A New Statement of the Liberal Principles of Justice and Political Economy, vol. 1: Rules and Order (1973). A similar theory of law is propounded in Bruno Leoni, Freedom and the Law (3d ed. 1991).

2. Hayek, note 1 supra, at 87.

3. These quotations are from id. at 115–121 passim.

1. Richard A. Posner, The Economics of Justice 199–203 (1981). Id., pt. 2, is an economic study of primitive and ancient social and legal institutions. More recent studies include David Locke Hall & F. Douglas Raymond, Economic Analysis of Legal Institutions: Explaining an “Inexplicable” Rule of Roman Law, 61 Ind. L.J. 401 (1986); Saul Levmore, Variety and Uniformity in the Treatment of the Good-Faith Purchaser, 16 J. Legal Stud. 43 (1987); Bruce L. Benson, Legal Evolution in Primitive Societies, 144 J. Institutional & Theoretical Econ. 772 (1988); Geoffrey P. Miller, Ritual and Recognition: A Legal-Economic Interpretation of Selected Biblical Texts, 22 J. Legal Stud. 477 (1993); Robert C. Ellickson & Charles Dia. Thorland, Ancient Land Law: Mesopotamia, Egypt, Israel, 71 Chi.-Kent L. Rev. 321 (1995); Francesco Parisi & Giuseppe Dari-Mattiacci, The Rise and Fall of Communal Liability in Ancient Law, 24 Int’l Rev. Law & Econ. 489 (2004).

2. See Peter T. Leeson, Ordeals (George Mason U., Dept. of Econ., Jan. 10, 2010).

3. Compare the discussion of predatory pricing in §10.9 infra.

4. 154 P.2d 687 (Cal. 1944).

5. Louis Kaplow & Steven Shavell, Accuracy in the Assessment of Damages, 39 J. Law & Econ. 191 (1996). The “tariff” method is the one used in workers’ compensation in lieu of the individualized assessment of damages employed in conventional tort cases.

6. See David Friedman, Private Creation and Enforcement of Law: A Historical Case, 8 J. Legal Stud. 399 (1979); Thráinn Eggertsson, Economic Behavior and Institutions 305–310 (1990); Richard A. Posner, Overcoming Law, ch. 14 (1995).

7. Cf. Jared Rubin, Social Insurance, Commitment, and the Origin of Law: Interest Banks in Early Christianity, 52 J. Law & Econ. 761 (2009).

1. This may explain the negative correlation found in Kevin M. Murphy, Andrei Shleifer & Robert W. Visny, The Allocation of Talent: Implications for Growth, 106 Q.J. Econ. 503 (1991), between the number of lawyers in a nation and the nation’s rate of economic growth. The correlation is potentially misleading because much of the output of lawyers consists of nonmarket goods; but these may not be as important in poor as in wealthy countries.

2. See Paul H. Rubin, Growing a Legal System in the Post-Communist Economies, 27 Cornell Int’l L.J. 1, 17–25 (1994).

3. See, e.g., Robert J. Barro, Economic Growth in a Cross Section of Countries, 106 Q.J. Econ. 407, 437 (1991); Gerald W. Scully, The Institutional Framework and Economic Development, 96 J. Pol. Econ. 652 (1988); Daniel M. Klerman & Paul G. Mahoney, The Value of Judicial Independence: Evidence From Eighteenth Century England, 7 Am. Law & Econ. Rev. 1 (2005).

4. See Jonathan R. Hay, Andrei Shleifer & Robert W. Vishny, Privatization in Transition Economies: Toward a Theory of Legal Reform, 40 European Econ. Rev. 559 (1996).

5. The broader point is that since legal regulation of any kind involves fixed costs, the larger the regulatory jurisdiction the cheaper regulation is because the fixed costs can be spread farther. See, e.g., Casey B. Mulligan & Andrei Shleifer, The Extent of the Market and the Supply of Regulation, 120 Q.J. Econ. 1445 (2005).

6. For a fuller economic comparison between rules and standards as methods of legal governance, see §21.3 infra.

7. See Gary S. Becker & George J. Stigler, Law Enforcement, Malfeasement, and Compensation of Enforcers, 3 J. Legal Stud. 1, 6–13 (1974).

8. See CNJ (Conselho Nacional de Justiça [National Council of Justice]), Justice in Numbers 2010 6 (2010).

9. Augusto Zimmermann, How Brazilian Judges Undermine the Rule of Law: A Critical Appraisal, 11 Int’l Trade & Bus. L. Rev. 179, 192 (2008).

10. See Kevin M. Murphy, Andrei Shleifer & Robert W. Vishny, Why Is Rent-Seeking So Costly to Growth?, 83 Am. Econ. Rev. Papers & Proc. 409, 412–413 (May 1993).

1. John Rawls, A Theory of Justice, 237–239 (1971).

1. See Bruce L. Benson, An Exploration of the Impact of Modern Arbitration Statutes on the Development of Arbitration in the United States, 11 J. Law, Econ. & Organization 479 (1995).

2. Because small changes are readily incorporated into language, language can and does change substantially, although gradually. Of course, there has to be some positive benefit to the norm entrepreneur to motivate an innovation; in the case of language innovations the benefit is enabling the writer to express meaning more clearly or vividly. In contrast to changes within a language, imagine trying to switch a nation from one language to another. The costs would be enormous, and the benefits highly diffuse though they might exceed the costs.
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CHAPTER 9



THE THEORY OF MONOPOLY

§9.1    The Monopolist’s Price and Output

We observed in Chapter 1 that a seller would not charge a price lower than his opportunity cost, for that would mean forgoing a higher for a lower price. But what determines the upper bound of his price? Assuming his goal is to maximize profits (the difference between total revenues and total costs), his choice of price is constrained by the demand for his product and by the cost of production.

To relate price to revenue and thence to profit we need the concept of marginal revenue—the contribution to total revenue of selling one additional unit. As long as marginal revenue is positive, total revenue will grow with output. When marginal revenue falls to (or below) zero, an additional sale will not increase (or will reduce) total revenue.

If the demand schedule is known, the marginal revenue schedule can be derived mathematically from it; this has been done in Figure 9.1.1 The point at which the marginal revenue curve intersects the horizontal axis determines the level of output (q in Figure 9.1) at which total revenue is maximized. The price corresponding to that output is p. If the seller sold a smaller quantity, he would be to the left of that intersection, and additional output would increase his total revenues. If he sold a larger quantity, he would be in the negative region of the marginal revenue curve, signifying that a reduction in output would increase his total revenue.

The effect of price on quantity and hence on revenue (price times quantity) is summarized in the useful concept of elasticity—the proportional change in one variable caused by a proportional change in another. Here we are interested in the elasticity of demand with respect to price—in other words, the proportional effect on the quantity demanded of a proportional change in price. To illustrate, if a 1 percent price increase would cause the quantity demanded to fall by 2 percent, the elasticity of demand with respect to price (or, for brevity, simply the elasticity of demand2) is −2.3 If the elasticity of demand were −1, it would mean that a 1 percent increase in price would cause a 1 percent reduction in quantity demanded, and thus that total revenue was unchanged. This, the point of unitary elasticity, is the point at which the marginal revenue curve intersects the horizontal axis. At all points on the demand curve to the left of this intersection, demand is said to be elastic, because in that region a price increase will lead to a proportionately greater reduction in the quantity demanded and hence to a fall in total revenue. To the right, demand is said to be inelastic, because in this region a price increase will lead to a proportionately smaller reduction in the quantity demanded and hence to an increase in total revenue.

Since the seller is interested in his net revenue, or profit, rather than in his gross revenue, he needs to consider the effect of his choice of price on his total cost as well as on his total revenue. Price will affect that total by determining the number of units to be produced and also, if marginal cost varies with the level of output, the cost per unit produced. Marginal cost, we recall, is the change in total costs brought about by producing one more unit; equivalently, it is the addition to total costs of the last unit produced. There are also fixed costs (the expense of obtaining a patent would be a good example)—costs unaffected by output—but they are irrelevant to the determination of price and output, because, by definition, they are no greater, and no smaller, whether the monopolist charges a very high price and produces little or a very low price and produces much.

Because the profit-maximizing seller will continue expanding his output as long as an additional unit sold adds more to his total revenue than to his total cost, the profit-maximizing output is the quantity at which marginal revenue and marginal cost are equated: q in Figure 9.2. At this level of output, total revenue equals pq and total cost (average cost times quantity) equals cq.4 Notice that if output were smaller, profit would be smaller, too, since the seller would be at the left of the intersection, where additional output would add more to total revenue than to total cost. At a greater output, profit would also be smaller. The seller would be to the right of the intersection, in the region where each unit sold adds more to total cost than to total revenue (that is, where marginal cost exceeds marginal revenue).
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Another name for p in Figure 9.2 is the monopoly price, because it is the price that a firm having no competition, or fear of competition, would charge. Competition would make the price untenable. Suppose that A, initially the only seller of the product (widgets of course) whose cost and demand curves are shown in Figures 9.1 and 9.2, establishes a price of p and sells q widgets, and that other sellers can produce and sell widgets at the same cost as A. One of them, B, attracted by A’s large profits (pq−cq), decides to make and sell widgets, also at price p. Figure 9.3 shows the result. With B selling one-fourth as many widgets as A (B’s output is q′−q), the total quantity of widgets on the market (q′) is one-fourth larger than before. Consumers will not pay p for the larger quantity of widgets, but only p′. Maybe A and B will now cut their outputs—but C, D, E, and others are waiting to enter the market in order to capture a share of the profits that enticed B. Entry will continue until price is bid down to p″, where it is just equal to the opportunity cost of producing additional widgets. Until that point is reached, resources devoted to manufacturing widgets earn more than their opportunity cost and hence more than they could earn in competitive markets. The output of widgets will not be expanded beyond q″ (corresponding to p″) because then those resources would be earning less than their opportunity cost.5
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The possibility of entry may seem to make monopoly an academic concept. Since a monopoly return is greater than a competitive one, sellers in competitive markets will gravitate to a market in which a monopoly price is being charged. To obtain some of the monopoly profits in that market, the new entrant must sell his product, and his sales will increase the output of the market, causing price to fall. Most monopolies thus contain the seeds of their own destruction. But sometimes entry takes a long time, or is forbidden, or the new entrant is unable to produce at as low a cost as the existing firm, at least initially (because of the learning curve; see §11.2 infra). But the rate at which new firms enter a market in which a monopoly price is being charged is critical. If the monopolist has a patent or other legal monopoly, that rate may be zero, and the monopoly price will persist until the legal monopoly ends.

Sometimes monopoly will persist without any legal barriers to entry. The monopolist’s costs may be so much lower than those of any new entrant that the monopoly price is lower than the price that a new entrant would have to charge in order to cover his costs. (That may be the reason for the monopoly.) Or maybe the monopoly price, though higher than the entrant’s costs would be, holds no allure because the prospective entrant knows that if he enters the market the monopolist can easily charge a remunerative price that is below the entrant’s costs, the monopolist being the more efficient producer. Monopoly may also be a durable condition of the market because a single seller can supply the entire market at a lower cost than multiple sellers; that is what is called “natural monopoly” (see §13.1 infra).

But even if the costs of the new entrant are the same as those of the monopolist, it does not follow that the threat of entry will always deter the charging of a monopoly price. Since cost is negatively related to time6 (it would cost more to build a steel plant in three months than in three years), immediate entry into a monopolized market at costs comparable to the monopolist’s will often be impossible. So there will be an interval during which monopoly profits can be obtained, even though there are no barriers to entry in the sense of a cost disadvantage for a new entrant.7 And the learning curve, mentioned above, may give the monopolist a temporary cost advantage over a new entrant just by virtue of having been in the market longer.
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Monopoly may be anticipated and entry timed to coincide with its creation—but maybe not; the would-be monopolist (or cartel) will try to hide its intentions. Moreover, the prospective entrant’s plans to enter, if learned by the would-be monopolist, may discourage him from forming the monopoly. In that event the prospective entrant’s expenditures on preparing to enter will be wasted, because by assumption it was only the expectation that there would be a monopoly that motivated the planned entry.

§9.2    Effect of Changes in Cost or Demand on the Monopoly Price

Let’s see what happens to the optimum monopoly price and output if the monopolist’s costs rise or fall or if demand changes. If costs fall (unless these are fixed costs), the optimum monopoly price will fall and output will rise. Remember that the monopolist stops expanding output at the point where his marginal revenue and marginal cost curves intersect. If the marginal cost curve falls, the marginal revenue curve will now lie above it, and the monopolist will expand his output until that curve again intersects the marginal cost curve. This is shown in Figure 9.4.
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Suppose demand declines. That is, at any given price consumers will buy an equal percentage less of the good (in Figure 9.5, about 25 percent less). If marginal costs are constant, as in that diagram, the monopolist won’t change his price. Marginal cost is unchanged. So is the responsiveness (elasticity) of quantity demanded to a change in price: Although consumers will buy less at any price, the proportional change in quantity demanded brought about by a price change is unaltered. So the monopolist will charge the same price as before, but will sell less since demand is lower. This illustrates the important point, to which we’ll return in the next chapter, that the monopoly price depends only on the elasticity of demand and on marginal costs.

If demand falls and the monopolist’s marginal costs are not constant, the monopoly price will change. A nonhorizontal marginal cost curve implies that marginal cost is different at different levels of quantity produced. Since a change in demand will alter the monopolist’s optimal output, his marginal cost will change and therefore (from the earlier discussion) his price too.

§9.3    Efficiency Consequences of Monopoly: Deadweight Loss and Rent-Seeking

A glance back at Figure 9.3 will show that output under monopoly is smaller than under competition: q instead of q″. This is because the monopoly price causes some consumers to substitute products that the higher price makes more attractive. The substitution involves a loss in value. This can be seen most easily by assuming that for each use of the monopolized product there is a substitute product that is identical but simply costs more to produce; and so, though it is sold at the competitive price, it is priced higher than the monopolized product would be were it sold at its competitive price, but lower than the monopoly price. Monopoly will induce some consumers to satisfy their demands by switching to goods that cost society more to produce than the monopolized good. The cost is approximated by the triangle marked DW (for deadweight loss) in Figure 9.6. Imagine price rising gradually from Pc to Pm; at each rise consumers are deflected to more costly substitutes, and the last consumer deflected buys a product that costs infinitesimally less to produce than the monopoly price.1
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The concept of deadweight loss illustrates the distinction between economic and utilitarian conceptions of welfare. The conclusion that DW in Figure 9.6 is a net social cost rests on the assumption that a dollar is worth the same to consumers and producers, or, stated otherwise, that changes in the distribution of income and wealth are to be ignored in assessing social costs. MP, the transfer of wealth from consumers to producers brought about by increasing the price from the competitive to the monopoly level, is treated as a wash; the consumers’ loss is the producers’ gain. The social cost of monopoly would be higher than DW if a $1 loss to consumers were thought to yield less than a dollar’s worth of benefit to producers and would be lower than DW if the reverse were assumed. If consumers on average are poorer than producers (more precisely, than the owners of the producers), and therefore, because of declining marginal utility of income, a dollar is worth more to the average consumer than to the average producer, monopoly will reduce utility even if there is no effect on output and therefore no deadweight loss. This point is ignored in most discussions of the social costs of monopoly.

The transfer of wealth from consumers to producers brought about by monopoly pricing is the result of the conversion of consumer surplus into producer surplus. Consumer surplus is the area under the demand curve above the competitive price; in Figure 9.6 it is the triangle whose base is the line labeled MC=AC. MP is the part of the triangle that gets transformed into producer surplus, DW the part that gets lost. Consumer surplus is thus the aggregate value that consumers attach to a product over and above the price they pay for it. As price rises, those consumers who don’t value the product a great deal are deflected to substitutes, while those who stick with the product get less net value from their purchases because they are paying a higher price.
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Although MP, the part of the consumer surplus that is turned into producer surplus, looks like a pure transfer payment, it can be a source of social cost even if no distributional weights are assigned to transfers from consumers to producers. Assume that the market depicted in Figure 9.7 contains many firms but the government sets price at pm and forbids new entry into the market.2 Since each additional sale will yield a seller a monopoly profit of pm−pc, each seller will have an incentive to increase his share of the market. He cannot do so by cutting price, because that is forbidden, so he will try to make his product more attractive than his competitors’ product in other ways—by increasing its quality, providing better service, etc. The process of nonprice competition will continue, in the absence of some agreement to limit such competition, until the sellers’ marginal costs rise to the level of the fixed price, at which point additional expenditures on product enhancement would yield a loss. Although this competitive process will increase the value of the product to the consumer (i.e., demand will grow), the cost of the enhancements may exceed the consumer benefits, yielding a net social loss as in Figure 9.7. This of course is just our old friend rent-seeking (see, for example, §3.2 supra).

Until the deregulation of the airline industry in the early 1980s, the Civil Aeronautics Board prevented both price competition among the airlines that it regulated and the creation of new trunk airlines. As a result the prices charged by the airlines exceeded competitive levels. Yet the industry had no monopoly profits and indeed was periodically on the verge of bankruptcy. The potential monopoly profits had been transformed into costs by vigorous nonprice competition, especially the scheduling of too many flights relative to demand, resulting in low capacity utilization and therefore high costs per passenger carried.3

When government does not try to impede price competition and new entry, the problem of wasteful service competition is less acute. But if a firm or cartel has, or thinks it can obtain, monopoly profits, the market is in disequilibrium and will induce the expenditure of resources by firms on forming and maintaining monopolies and cartels and, once they are formed (in the case of a cartel), on engrossing as large a portion of the market as possible through nonprice competition. These resources will be (largely) wasted from a social standpoint.

Notice the close parallel to the analysis of the costs of pure coercive transfers, such as theft, in Chapter 6 and especially Chapter 7. Theft is also “just” a transfer payment; the victim’s loss is the thief’s gain. The economic objection to theft involves not the transfer as such but the fact that the opportunity to obtain such transfers will induce an expenditure of resources on thieving and on preventing theft. There is an identical economic objection to monopoly, hence an objection distinct from the output effect of monopoly pricing—an effect that has no counterpart in theft.

Don’t assume, however, that all potential monopoly profits or other rents are necessarily converted into costs. If expanding an activity encounters sharply diminishing returns (in other words, if marginal cost is rising steeply), the actor will stop expanding long before he has expended resources equal to the maximum potential gains from the activity. A rational firm bent on obtaining a monopoly will, rather than budget for this project an amount equal to the entire present discounted value of its monopoly profits, cease spending at the point at which an additional dollar (on advertising, service competition, lawyers, etc.) would yield less than a dollar in expected profits.4 But there may be duplication of expenditures by several would-be monopolists, as in our treasure-hunt example in §3.2 supra; these must be reckoned in as well in calculating the cost of monopoly.

§9.4    Other Economic Objections to Monopoly; Herein of Innovation and Cost Minimization

A monopolist may be able to shift the demand curve for his product outward—leading to overproduction rather than underproduction—by misrepresenting the price or quality of his product (see §4.7 supra) or by prevailing on government to reduce the supply of competitive products or increase the demand for complementary ones.1

Of greater significance is concern that monopoly reduces the incentive of a firm to innovate and to minimize its costs. This is an important issue because of the potential of innovation to swamp the benefits of static competition. Joseph Schumpeter famously argued that economic welfare is maximized over time as a result of a succession of monopolies, a process of dynamic competition that he called “the gale of creative destruction.”2 Each monopolist wrests control of the market from his predecessor by cost-reducing or product-improving innovations that give him, in turn, a temporary monopoly that enables him to recoup the expense of his innovation with a sufficient profit to compensate for the risk of failure, which is considerable in the case of innovation because of its inherent uncertainty. The succession of monopolies may indeed, as Schumpeter argued, increase social welfare more than static competition would. Compare a market in which marginal cost is $10 and price also $10—a market in competitive equilibrium—with an otherwise identical market in which marginal cost is $6 and price $8 because a firm with a novel process for reducing the cost of production entered the market, knocked out the existing firms by pricing below their costs (but above his, lower costs), and, having thus achieved monopoly, is obtaining a monopoly return and will continue to do so until knocked out of the box by a still more innovative firm. Consumers, and society as a whole, are better off under the second scenario, in which the prospect of monopoly profits creates the indispensable incentive to undertake risky, socially beneficial innovation.

But Schumpeter’s theory is agnostic on the optimal market structure for starting the gale of creative destruction. It is unclear whether it’s better to have a number of competitors each striving to become a monopolist through innovation or to have a single monopolist seeking to increase his monopoly profits, or (what may be the same thing) to fend off future competition, by innovating. Although neither theory nor empirical studies answer the question definitively,3 the weight of argument is against monopoly. About all that can be said in its favor is that the monopolist may be able to appropriate more of the benefits of an innovation, whereas the innovator in a competitive market will be benefiting his competitors as well as himself. But this ignores patent protection and other “first mover” advantages (the first firm to develop an innovation may be able to produce and market it more efficiently than copiers and create brand loyalty that latecomers may have trouble dislodging) that may give the innovator enough protection against competitors’ appropriation of his innovation to enable him to recover the cost of the innovation with a healthy profit. And against monopoly as the better environment for innovation it can be argued that:

 

1. The monopolist has less to gain from innovation than a competitive firm would. He already has appropriated much of the available consumer surplus; the competitive firm that might become a monopolist through innovation has not. This point applies to both product innovation and process innovation. A product innovation will allow the monopolist to appropriate a little more consumer surplus. A process innovation (a cheaper way of making the same product) will reduce the monopolist’s costs some. Either type of innovation may enable a firm to take over the whole market, and thereby appropriate a huge swatch of consumer surplus by raising his price from the competitive to the monopolistic level.

 

2. The monopolist also has less to lose than the competitive firm from not innovating. The competitive firm may go broke, and bankruptcy is more costly to the managers of a firm than just not making handsome profits is, because of managerial risk aversion (see Chapter 15). More of the managers’ wealth will be tied up in the one firm, and if the firm goes bust they will also lose earning capacity specific to that firm (“firm-specific human capital”). The English economist John Hicks famously said “the best of all monopoly profits is a quiet life.”4 In so saying he was denying the equivalence of out-of-pocket and opportunity costs. The monopolist who fails to run a tight ship is giving away money; and we know (this is another favorite dictum of economists) that no one fails to pick up a dollar bill that he sees lying on the sidewalk—that would be irrational because the time cost of picking up the dollar is bound to be less than a dollar. But realism about the management of firms, combined with uncertainty, risk aversion (a correlate of diminishing marginal utility of income), and loss aversion (all discussed in §1.1 supra), suggests that Hicks may have been right, and therefore that opportunity cost isn’t equivalent to out-of-pocket cost. If management is running a profitable business, or a profitable division of a business, there is a natural reluctance to change, because there is a risk of failure and management will be blamed. And if you are doing well, the chance of doing even better isn’t likely to dominate the chance of doing worse. (This is an example of loss aversion, discussed in §1.4 supra.)

In addition, change causes upset in a workplace. Workers fear for their jobs and may be pushed to work harder, and benefits may be cut or other steps taken to economize on labor costs, creating tensions and animosities that are real, though nonpecuniary, costs to management. As a result of reluctance to change, slack builds up in an organization in times of prosperity. When because of increased competition or a change in consumer preferences the organization falls on hard times, pressure to cut costs builds, and the slack built up in prosperous times provides an opportunity for economizing that can no longer be ignored. Thus out-of-pocket costs are slashed under adversity but opportunity costs are allowed to build up under prosperity.

 

3. Firms differ in their ability to innovate. A market of multiple firms is more likely to contain at least one firm that is an above-average innovator than a market that contains just one firm, and if so, the competitive market will be more innovative than the monopoly market.

 

4. When there is uncertainty about how best to achieve a goal, the pursuit of different paths may be more efficient than trying to figure out at the outset of the innovative process which path is the most promising. The analogy is to natural selection, in which the struggle for survival (analogous to economic competition) selects those mutant forms best adapted to a changing and uncertain environment. If innovation is similarly a process in which the market selects from among diverse approaches whose relative promise cannot be assessed in advance, then the more competing firms there are that follow different paths toward achieving some inventive breakthrough, the faster it is likely to be achieved.5 But could not a monopoly firm simulate the process by having different divisions of the firm take different paths? In principle, yes, but the practice is likely to be different. Different inventive paths are likely to require different organizational cultures, and it is difficult for a firm to internalize different cultures because that makes control of the enterprise difficult.

 

5. It is difficult to evaluate the management of a monopolist, because there is no benchmark—a similar firm that might have lower costs or engage in greater innovation because it had better managers, or at least managers who were more faithful agents of the shareholders.6 This suggests, in turn—and there is some evidence—that a competitive market is likely to be more successful than a monopolized one at minimizing existing costs, as distinct from inventing new processes or products.7 Competition, as noted above, provides a benchmark for evaluating a manager’s performance.

Monopoly might alter consumers’ preferences for quality or variety.8 The monopolist might use quality or variety to attempt to identify the elasticity of demand of different customer groups in order to practice price discrimination more effectively. For example, in the broadcasting industry a monopolist might serve minority tastes better (i.e., provide greater variety of programming) than competitive firms because firms would all be aiming at the median viewer or listener (a congestion effect) and ignoring the costs on each other; the monopolist internalizes this externality.

Since monopoly pricing can result from collusion among competing firms rather than from the absence from the market of any other firm, we need to consider the incentives to innovate and cut costs in a market that contains more than one firm but is effectively cartelized, and in which new entry is blocked. Unlike a single-firm monopolist, a cartel member must reckon with the possibility that the cartel will break down, throwing him back into the competitive arena where he will be in mortal danger if his costs exceed those of the other firms in his market. Even if the cartel is durable, the members that have the lowest costs will press for a reduction in the cartel price, since the lower a firm’s marginal costs, other things being equal, the lower the price that will maximize its profits (see §9.2 supra). Their pressure will have some effect, since they can credibly threaten to outcompete the other members should the cartel collapse.

Moreover, members of a cartel rarely find it practicable to agree not to compete in every dimension of possible rivalry. Usually it is just price and other terms of sale that are fixed, and the firms retain their freedom to compete in other respects. As we have seen, an effect of collusive pricing when nonprice competition is not restricted is to channel the profits generated by such pricing into expenditures on nonprice competition, including product and service improvements. If anything, therefore, we would expect cartelization to increase the incentive to invent compared to what it would be in a price-competitive market—and even to push invention beyond the optimal point. But suppose new entry is feasible. That would reduce the incentive to invent if the new entrant could free ride on the inventive activity of the incumbents, since the new entrant will not have contributed to the fixed costs of invention.

§9.5    Price Discrimination

Thus far the monopolist has been assumed to sell at a single price. Ordinarily the assumption is justified. If a monopolist sold at two different prices, purchasers charged the lower price would resell to purchasers charged the higher price, making an easy profit. Such reselling (known as arbitrage) would make it impossible for the seller to maintain different prices. But arbitrage is not always feasible. The product may be impossible to store for later resale (as in the case of many services) or there may be contractual restrictions on resale. A monopolist who does not face a danger of arbitrage is likely to fix different prices to different purchasers depending not on different costs of selling to them—for let us assume that the costs are the same, as they may well be—but on the elasticity of their demands for his product. This is price discrimination.

A demand curve’s downward slope implies that some consumers would be willing to pay prices well in excess of the producer’s cost for at least some quantity of his product, while others would be willing to pay prices only slightly (or maybe no) higher than that cost. Thus, no single price would extract the full value that some consumers derive from the product without sacrificing the smaller but still positive profits at which additional units could be sold. Ideally, the monopolist would like to negotiate separately (but costlessly) with each consumer over each unit. Then he would never turn away a customer willing to pay a price equal to cost, and his output would be identical to that under competition but his profits much greater. But the transaction costs of perfect (also called “first-degree”) price discrimination are prohibitive. Usually the best the discriminating monopolist can do is to divide his customers into a few groups and set a single (although different) price for each group.

The effect on output of imperfect (what economists call “third-degree”) price discrimination is indeterminate.1 Suppose the profit-maximizing single monopoly price is $10, but rather than charging that price the monopolist classifies buyers into two groups and charges $5 to members of one and $20 to members of the other. He gains sales—to those in the first group who will not pay $10 but are willing to pay $5. But he also loses sales—to those in the second group who are willing to pay $10 but refuse to pay $20. The lost sales may outnumber the sales gained. His output may be lower although his profits will be higher.

Even perfect price discrimination would not eliminate the economic objection to monopoly, since, with the potential profits of monopoly now greater,2 more resources would be wasted on trying to obtain and retain a monopoly; so the social costs of monopoly might therefore be higher. Nor would perfect price discrimination actually yield the competitive output. Price discrimination is costly, both in terms of information and because of the need to prevent arbitrage. Costs incurred in implementing a scheme of price discrimination (part of the rent-seeking costs of monopolization) will, on the plausible assumption that they are variable costs, increase the firm’s marginal cost, and an increase in a monopolist’s marginal cost will, as we know, cause it to reduce its output. In addition, price discrimination distorts competition among the monopolist’s customers by making them pay different prices for inputs that cost the same to produce.

At the same time, price discrimination may be the only method of pricing that enables a firm whose average cost is everywhere above its demand curve to stay in business, even though consumers as a whole value the firm’s output at more than its total cost. The value to consumers is the entire area under the demand curve. At any single price below the intersection of the demand curve with the vertical axis, some consumers will not be paying the full value they attach to the good. If that consumer surplus (value minus price), when added to the firm’s revenues, equals or exceeds the firm’s costs, the firm should, from an overall economic-efficiency standpoint, stay in business; but it will not unless the revenues alone cover its costs, and that will require that it price discriminate rather than charge a single price. Discrimination can also increase output when a firm’s profits are constrained by regulation to the competitive level; in that event price discrimination, in this setting called “Ramsey pricing,” will produce a greater output than uniform pricing will. Ramsey pricing is discussed at §13.5 infra.

§9.6    Two Impediments to Monopolizing (Besides Entry): Competition for the Market and Durability

If a buyer agrees to take all his requirements of a particular good from a single seller, the seller will thereby acquire a monopoly—of sorts—over that supply. But the buyer will not pay any more than the competitive price if three conditions are satisfied: that there are several sellers in a position to supply him, that they do not collude, and that the cost of making an effective contract for the period of the monopoly is not prohibitive. For then sellers will vie with one another to offer an attractive contract, and the contract price will be the competitive price.1 But suppose that once the seller who has gotten the contract begins to perform, it will take a long time for anyone else to step into his place as the buyer’s supplier (see §13.1 infra on why this might be so). In that situation, the buyer will need a long-term contract to protect himself against monopoly pricing, and long-term contracts may involve costly inflexibilities (see §14.11 infra).

There is a special difficulty in monopolizing durable goods,2 such as land. If one person owned all of the land in the United States and wanted to sell it off at a price or prices that maximized his profits, like any other monopolist he would fix a price at which only a portion of the land would be bought (for remember that the monopolist always sells in the elastic portion of his demand curve, so that by charging a lower price he would sell more of his product). But once the sale was completed he would have an incentive to begin selling off the remaining portions of the land at a lower price, until eventually all of the land was sold. Knowing this, people would not pay his initial price, and the attempt to monopolize would fail.

Diamonds are a durable good, too, yet the production of diamonds has long been controlled by an international cartel that limits output and charges monopoly prices.3 But unlike land, diamonds are produced continuously. If one year the diamond cartel stepped up production and slashed prices in order to reach a segment of the community that could not ordinarily afford diamonds, the value of every diamond in existence would fall. Having thus demonstrated its unreliability, the cartel would never again be able to charge so high a price as before it went on its spree. Knowing this, buyers of diamonds are willing to pay a monopoly price.

Even the land monopolist could credibly limit his output—if he leased rather than sold land. If after having leased a part of his land he began leasing or selling additional parcels at lower prices, he could not charge as high a monopoly price when the lease came up for renewal. Knowing that he thus had an incentive to abide by his initial limitation of output, purchasers would be less afraid to pay the full monopoly price for the lease.4

Just as monopoly is not a sufficient condition of monopoly pricing, neither is it a necessary condition. Imagine a market of 100 sellers, each producing 1,000 units, and suppose expansion of production either by existing firms or by the entry of new firms is impossible. Each seller will have monopoly power—the power to raise the market price above the competitive level. For example, if one of the 100 sellers reduced his output from 1,000 to 900 units, the total output of the market would fall from 100,000 to 99,900 units, and the market price would rise, just as if a monopolist of the product had decided to reduce his output by the same amount.
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CHAPTER 10



THE ANTITRUST LAWS1

§10.1  Cartels and the Sherman Act

A contract among competing sellers to fix the price of the product they sell (or, what is the same thing, to limit their output) is like any other contract in the sense that the parties would not sign it unless they expected it to make them all better off. But it injures others, consumers, who are not parties to the contract; and, as we saw in the last chapter, when substitution effects and the tendency of monopoly profits to be transformed into costs are taken into account, the social costs exceed the cartelists’ gains. True, every consumer is in a direct or indirect contractual relationship with one or more of the sellers in the cartel, and so it might seem that the Coase Theorem would be in play and that consumers would pay sellers to expand output to the competitive level. This would imply, however, that the end state of the market would be perfect price discrimination; and even if arbitrage could be prevented, the costs of negotiating separately with each consumer over each unit of output would be prohibitive. This is an example of how transaction costs can be very high even for parties in a contractual relationship (another example is bilateral monopoly). So it is not surprising that by the latter part of the nineteenth century American courts were refusing to enforce cartel agreements, on the ground that they were against public policy.1

That wouldn’t have done the trick, and not only because cooperation for mutual advantage is possible without legal enforceability.2 In addition, the very instability of an unenforceable cartel agreement creates an incentive for the cartel’s members to consolidate into a single firm; the monopoly price can then be enforced without reliance on contracts.

The instability of an unenforceable cartel agreement needs to be stressed. The “product” that the party to such an agreement “buys”—forbearance to compete in price—is difficult to inspect. If a party loses sales, there are any number of possible reasons why. One is that a competitor undercut him. But how is he to find out? He could ask the purchasers he has lost, but he could not trust their answers. They might tell him that his competitor was underselling him even if it were untrue, in order to induce him to reduce his price. And the competitor may have adhered to the cartel price but improved his product—a particularly subtle method of cheating.3

Cheating can be profitable even though it necessarily implies selling at a lower (quality-adjusted) price because given a downward-sloping demand curve any addition to total supply must be priced below the current price in order to remain on the demand curve. If the expansion of the market’s total output brought about by his cheating is small, the fall in his profits resulting from the decline in the market price may be less than the increase in his profits from selling additional units. If other small firms follow the cheater’s lead, however, the cumulative impact on the market price and on the sales of rivals, and hence on the profits of the larger firms, will force them to cut their own prices defensively, and eventually the market price will be driven down to the competitive level—or below it. For if the large firms respond to cheating merely by reducing their price to the cheater’s level, he will obtain supernormal profits until then and normal profits when price returns to the competitive level; the profitability of cheating is reduced but not eliminated. To teach the cheater a lesson, the large firms could drop their price below cost, thus imposing losses on the cheater as a sanction. Of course, the large firms, the “enforcers,” would lose too. The question whether their net expected gains would be positive is postponed to the discussion of the economics of predatory pricing (see §10.9 infra).

Sales below cost may not be necessary to deter defectors.4 If the cartelists agree on a trigger price (a market price sufficiently below the cartel price to prove that cheating is occurring) that will signal the cartelists to return to the precartel output for a specified period of time, the cartel may be able to survive episodes of cheating. The trigger-price arrangement will deter most though not all cheating, and when cheating does occur, the time limit on the punishment period (the return to the precartel output and thus interruption of cartel pricing and profits) may allow the cartel to continue notwithstanding the interruption caused by the episode of cheating.

The Sherman Act (1890) imposed criminal and civil sanctions on contracts, and other combinations, in restraint of trade, on monopolization, and on conspiracies and attempts to monopolize. Early decisions interpreted the act to forbid cartels; later, mergers to monopoly were struck down as well. Although the sanctions for violation originally were very weak, even weak sanctions are reasonably effective in preventing cartelists from employing certain highly efficacious, but also highly visible, devices for eliminating cheating by cartel members.5 An example is the common sales agency; all sales of the cartel’s product are made through the agency, which sets a uniform price and thus eliminates all price competition among the cartel’s members.

But the Sherman Act had another effect on cartelization that may have been inefficient. The output of a monopolized market is smaller than that of a competitive one. Upon formation of a cartel, therefore, much of the productive capacity of the market becomes excess and should be retired to economize on resources. But the cartel’s members, worried that the cartel may be short-lived, will be reluctant to retire capacity lest they find themselves unable to expand output quickly if the cartel collapses. The common sales agency and other efficient methods of cartelizing suppressed by the Sherman Act facilitate the withdrawal of excess capacity by increasing the stability and longevity of the cartel that employs them, and in this respect may be less wasteful of resources than the underground cartel that has replaced it. But cutting against this conclusion is that to the extent the average price of the “efficient” cartel is higher because the cartel is more stable and long-lived, the misallocative effects of the efficient cartel will be greater, which may well offset the cost savings from avoiding overcapacity.

In the enforcement of the Sherman Act against cartels and conspiracies, emphasis has been placed on proving an agreement to fix prices—a legal issue—rather than on proving the effects of the sellers’ conduct on price and output—the economic issue. An unintended consequence is that the cartels most likely to be discovered and prosecuted are those in which the price and output effects are small. They are the cartels (1) with many members, so there is a better chance that one will become disgruntled and inform on the others; (2) that depend on explicit and reiterated negotiation and agreement, which provide the essential evidence of violation; and (3) that are likely to be riddled with cheating and collapse shortly amidst mutual recrimination—circumstances that create opportunities for the government or private enforcers to obtain willing witnesses to offer evidence of agreement. The smoothly functioning cartel is less likely to generate evidence of actual agreement. What the law mainly punishes is the attempt to fix prices. The completed conspiracy often escapes attention.6

Economic analysis identifies several characteristics that indicate a market’s predisposition to effective price fixing without requiring much, or maybe even any, overt agreement or communication among the firms:7

 

1. The number of (major) sellers. The fewer the number, the lower the costs of coordinating their activities.

 

2. No fringe of small sellers. It makes a difference even in a highly concentrated market, such as one in which the aggregate market share of the 4 largest firms is 80 percent, whether there is 1 other firm or 10 other firms. The coordination of the pricing of 5 firms is easier than that of 14 firms. And while it may be unnecessary to obtain the agreement of the little firms in order to collude effectively—they may not be able to expand their output rapidly enough to offset the output restriction of the colluding sellers in the short term, and may in any event have higher costs than the colluders—still, any part of the market that is outside of the colluding circle limits the power of the colluding sellers to raise the market price. It is not the market share of the individual fringe firm that is important but that of the fringe as a whole. If firms, however numerous, aggregating 20 percent of the market can expand their output by 25 percent, this will limit the price charged by and hence the profits of the cartel and therefore the likelihood that a cartel will be formed or endure.

This point bears on the choice of methods of measuring concentration. The most common method is the combined market share of the 4 largest or 8 largest firms. A better index, however, now used by the enforcement agencies and found even in case law, is the Herfindahl (officially the “Herfindahl-Hirschman Index,” or HHI), because it takes account of the fringe. A market’s Herfindahl is the sum of the square of the market share of each firm multiplied by 1,000. If the 4 largest firms each have 20 percent of the market and a fringe of 10 smaller sellers 2 percent each, the Herfindahl would be 1,640. But if instead of a fringe of 10 small sellers there was another firm with 20 percent, the Herfindahl would be 2,000, indicating correctly that this market was more concentrated. Yet the 4-firm concentration ratio of the 2 markets would be the same (80 percent).

The difference between a fringe of firms with a total of 20 percent of the market and one firm with 20 percent is that the fringe is a check on the market power of the 4 largest firms while a 20 percent firm is a candidate to join the cartel and thereby enable it to control 100 percent of the market.

 

3. The homogeneity of the product. The more homogeneous a product is, the more difficult it will be to cheat by altering product quality; the change in the product will stand out.

 

4. The elasticity of demand with respect to price. Other things being equal, the less elastic demand is at the competitive price, the larger will be the profits that a monopoly price will generate and hence the greater will be the incentive to monopolize. Intuitively, the less that quantity demanded will decline in response to price increases, the more freedom the monopolist has to raise price.

 

5. The condition of entry. If entry can be effected rapidly and entrants have no higher long-run costs than the members of the cartel, the profits from cartelization will be small, and so also the incentive to cartelize. This is related to the previous point: The easier entry is, the higher the elasticity of demand will be; price increases will result in large quantity increases as new entrants enter, and the firms making the price increase will therefore lose sales rapidly.

 

6. Is the market growing, declining, or steady? If demand is growing, cartelization will be difficult to enforce because a seller who loses market share will have difficulty determining whether he just is not doing as well as his competitors in attracting new buyers to the market, or is being underpriced. (But if the cartelists, rather than agreeing on price, agree on the rate of building new plants, compliance will be easy to police.) If demand is steady or declining, a loss of market share is more likely to be attributable (and attributed) to cheating on the cartel price. A declining market is especially favorable to cartelization. The risk of bankruptcy will be greater because fixed costs cannot be reduced by cutting output; price competition will therefore seem peculiarly destructive (see §13.8 infra). Even more important, entry is not a serious threat to a cartel in a declining market.

 

7. High ratio of fixed to variable costs. In a market in which fixed costs are a high proportion of total costs, competition may be unstable and lead to frequent bankruptcies. Since by definition fixed costs cannot be reduced to adjust to a fall in demand, a firm that has heavy fixed costs is highly vulnerable to an economic downturn or any other unexpected development that may force it to curtail its output, or reduce its price, in order to survive; its revenues will be falling faster than its costs. (This point is closely related to the preceding one; if a firm has fixed debt, a reduction in demand, by reducing the firm’s output, will increase its ratio of fixed to variable costs.) If bankruptcy is more costly to a firm’s management than a simple failure to obtain the difference between a competitive and monopolistic rate of return would be,8 management will rate the benefits of monopoly pricing higher than it would in an industry in which competitive pricing would not endanger its solvency.

 

8. Prices can be changed quickly. The faster a seller can react to a competitor’s price cut, the less profitable the cut will be because it will be matched before the price cutter obtains much business from it. Deliberate price-matching policies belong to strategy, not structure or background, and are discussed later. But often the nature of the product or of its system of distribution determines how frequently its price can be changed. The less frequently, the longer the period within which a price cutter can expect to profit from his lower price.

 

9. The structure of the buying side of the market. If there are many buyers of equal size, cheating on the cartel will require many transactions, and the chance of detection by the other members of the cartel will therefore be great. But if there are few (major) buyers, a member of the cartel may be able to cheat profitably just by luring one or two customers away from another member of the cartel. Few transactions will be necessary, and this will reduce the likelihood of detection. Also, a victim of cheating may find it difficult to tell whether he lost business because of price cutting or random factors; the few buyers he has lost will be too small a sample from which to draw a confident inference as to why they defected.

Economics can also indicate what types of evidence show that a market is being cartelized, as distinct from whether it is merely likely to be cartelized.

 

1. One type is evidence of marketwide price discrimination—a method, as we have seen, of exploiting monopoly power.9 But we must distinguish the persistent or systematic discrimination that is a symptom of monopoly from the temporary or sporadic discrimination that commonly accompanies movement from one equilibrium to another in a competitive market, and also from the disintegration or undermining of a cartel as a result of cheating, which will often take the form of selective—that is, discriminatory—discounts from the cartel price. Most-favored-nation clauses (see §31.2 infra), because they can be effective devices for preventing price discrimination, may be indicative of tacit collusion.10 Such a clause requires one’s contracting partner to treat one as well as he treats one’s competitors. If the small buyers in a market, fearing that their large competitors will be able to gain an advantage over them by extracting secret discounts from members of a seller’s cartel, request inclusion of a most-favored-nation clause in their contracts with the sellers, the latter may be delighted to oblige, since the effect will be to prevent the cartel from being eroded by such discounts. Buyers who consider whether to press for or consent to these clauses face a delicate tradeoff between firming up the cartel and losing out to their competitors, but the balance may favor the former course. Sellers may even pay them to agree to the clauses!

Discrimination that is a symptom of cartelization must also be distinguished from discrimination attributable to the market power of individual firms. When competing firms’ products though similar enough to be close substitutes are not identical, each firm may have some unilateral monopoly power. For example, the traditional price difference between first-run and subsequent-run motion pictures is discriminatory, because the cost of distribution is no higher for the second-run than for the first-run showing. But the discrimination is enabled by the individual market power of the film producers, stemming from their copyrights, rather than by collusion among the producers. A similar example is the difference in price between hardback and paperback versions of the same book; invariably the difference exceeds the difference in cost, though the book-publishing industry is fiercely competitive. Another example is the much higher price at which scholarly journals are sold to libraries than to individuals; another, the steep weekend discount fares offered by the airlines, which discriminate against their (low-elasticity) business customers.

All but the last example involved intellectual property. Not only is such property at the other end of the product-differentiation spectrum from fungible commodities, but, because the marginal cost of intellectual property tends to be lower than its average total cost (the clearest example is computer software, which may be immensely costly to create yet copies of which can be made and distributed for virtually nothing),11 price discrimination is an attractive strategy for increasing output while covering total costs. The very fact that these commodities are not fungible, however, implies that uniform discounts across brands might be suspect as the product of collusion—for example, if all academic presses charged libraries five times as much as they charged individuals.

Still another difficulty in properly characterizing price differences arises from the fact that when two products have joint or common costs (the hide and beef of a steer is the traditional example), prices to different customers may be proportioned differently to the marginal costs of serving each customer without being discriminatory in any sense relevant to inferring monopoly power. Hide and beef are not priced the same even though the marginal cost (the cost of raising the steer) is the same (before processing). But this is not discrimination.

 

2. Another symptom of cartelization, illustrated by the international oil cartel (OPEC), is a decline over time in the market share of the largest firms in the market, which may indicate that they have been charging a monopoly price that has attracted new entrants who have bid business away from them by charging lower prices.12

 

3. Another is industrywide resale price maintenance, which, unless justifiable on grounds to be discussed shortly, may have been adopted in order to prevent sellers from cheating on their cartel by selling at a reduced markup to dealers.13 The price at which goods are sold to a dealer, unlike a retail price, is not observable by competitors of the seller, and so cutting that price is an effective method of cheating.

 

4. Market shares that are too stable to be a plausible product of normal competitive activity among the sellers is still another symptom of cartelization.

 

5. And another is regional price variations that cannot be explained by regional differences in cost or demand. The implication is that the higher prices are supracompetitive, since the lower ones presumably cover the costs of the sellers charging the lower prices.

 

6. A high elasticity of demand at the current market price, coupled with an absence of good substitutes for the product (substitutes comparable in both cost and value to the product for which they are substitutes), suggests that the high elasticity is the result of monopoly pricing, for remember that a monopolist will keep raising his price until he is selling in the elastic portion of his demand curve. This illustrates the difference between economic conditions that facilitate cartelization and economic conditions that evidence it. If demand is inelastic at the competitive price, cartelization is attractive because an increase in price will not cause a proportional decrease in quantity demanded. But a cartel formed as a result will keep raising price until the price is within the elastic region of the market demand curve. The absence of good substitutes is relevant because a high elasticity of demand for a firm’s product implies, in the face of close substitutes, effective competition, not monopoly pricing—if the price of the product rises even a little, buyers will switch to the substitutes.

 

7. Collusion may sometimes be inferable from the presence or pattern of abnormally high rates of return. The measurement problem is acute, however. Unusually high rates of return may be the result of superior efficiency rather than collusion, or of an extremely rapid growth in demand (leading the sellers to ration supply by raising price), accounting conventions, or other innocent factors. Equally important, however, the absence of abnormally high profits need not imply the absence of collusion. The cartelists may have competed away their monopoly profits in various forms of nonprice competition. Indeed, in a declining industry, which as we know is a particularly favorable setting for collusion, firms are unlikely to be profitable, at least in a bookkeeping sense (an important qualification, however, since a firm may have a large cash flow if it doesn’t intend to replace its plant as the plant wears out, yet it can still take depreciation on the plant, reducing its reported profits).

 

When “event studies” of stock prices demonstrate an inexplicable spike in the value of the suspect sellers, this may be evidence of collusion.14 For example, at the formation of a cartel the profits of the smaller firms in the market will increase by a greater proportion than the profits of the larger ones. The reason is that the smaller firms are likely to remain outside the cartel (it doesn’t pay to get them to join) and hence to produce as much as or more than they were producing previously, while the larger firms are reducing their output in order to increase the market price. The smaller firms will be able to take a free ride on the cartel price by raising their prices to that level. So the optimal strategy for a small firm in a cartelized market is to be a free-riding nonmember. A large firm cannot free ride, however, because reducing its price below the cartel price will significantly depress the market price. Being large means that a reduction in price will expand its output from an already large base, with dramatic effects on the output of the other firms.

As time passes, small firms’ profits should decline as the monopoly price attracts into the market new firms (which are presumably small, at least initially) that earn only a normal return, as well as by inducing expansion by the small firms already there. The gap in profitability between large and small firms will therefore tend to narrow at the same time that the profits of both are declining because the large firms are devoting more resources to nonprice competition in an effort to engross more of the profits made possible by the cartel price.

 

8. Finally, collusion can sometimes be inferred from a negative correlation between the number of firms in the market and the market price. The theory of competition implies that price is determined by cost; the number of firms should be irrelevant. If instead price is inverse to the number of firms, rising as the number of firms falls and falling as the number rises, this implies collusion, because collusion is more effective the fewer the firms in the market.

 

§10.2  Tacit Collusion

Suppose the economic evidence points unerringly to collusion, yet there is no evidence of any actual communication among the colluders. Each appears to have decided independently what the joint maximizing price would be and to have charged it, taking the risk that other sellers would cheat or would have a different idea of what the joint maximizing price is. Were there only a very few sellers and a homogeneous product, and the other facilitating conditions listed earlier were satisfied as well, tacit collusion—collusion effectuated with no communication among the colluders—might work. Should the law throw up its hands in such a case, or should it punish or enjoin the tacit cartel just as if it were an express one?1 Skeptics might ask: If tacit collusion were forbidden, how would a seller in a market in which the facilitating conditions enabled convergence on a joint maximizing price decide what price to charge? Would he be compelled to adopt cost-plus pricing? Would entry into cartelized markets be deterred because an entrant who having successfully entered such a market charged the prevailing market price might be prosecuted as a tacit colluder?

The remedy issue, and a certain vagueness in the very concept of “tacit collusion” (an expression that sounds a little like agreeing while disagreeing), are highlighted by the following example. Suppose that competitors in an oligopolistic market don’t try to sell their product to each other’s “sleepers,” sleepers being loyal customers of one seller or another, who don’t shop. Competitor X says to himself: I won’t “wake” any of Y’s sleepers because if I do, he’ll wake mine and we’ll both be worse off. X and Y do not communicate with each other, and X is merely speculating that if he raids X’s sleepers Y will raid his. Is this a conspiracy for which X and Y can be punished? And if they are punished, what do they do next? Must they, to avoid future punishment, raid each other’s sleepers? A judicial command to do that would seem very strange.

Or consider this common case: X and Y are competitors. Y raises his price. X follows suit. Is this conspiracy? Maybe X thinks that Y has insights into market demand that he, X, lacks. Maybe X is afraid that though his sales will increase if he doesn’t follow suit Y’s profits will increase even more and X’s shareholders will therefore be dissatisfied. If these reflections persuade X—again without any communication with Y—to raise his price, is this actionable conspiracy? Again I have my doubts.

If enjoining tacit collusion were thought infeasible, could effective relief be obtained in other ways, for example, by ordering a change in management of the colluding firms, forbidding most-favored-nations clauses, or forbidding notification of price changes more than a few days or weeks in advance? In principle, yes, but apart from forbidding most-favored-nation clauses, the suggested forms of relief would be very difficult for a court to administer, or for sellers to anticipate and avoid. A seller in such a market would have to adopt some form of cost-plus pricing to keep out of trouble, for if he considered demand factors at all in setting price he would inevitably be considering the effect of his price on the prices of his competitors and hence on the demand for his good. Perversely, new entry into oligopoly markets might be deterred because the entrant would be worried about being punished for tacit collusion if he set his price just below that of the incumbent firms in order to maximize his profit from entry.

Even granting all these doubts, however, one can imagine a case in which one or more of the eight types of purely economic evidence of collusion listed earlier excluded any inference about the behavior of firms in a market conducive to collusion other than that of tacit collusion. That might be an acceptable basis for a finding of illegality2 and distinguish my two previous examples. The problem would remain, however, of just what the firms would have to do in the future to keep out of trouble—whether even just thinking about competitors in deciding what prices to charge would be considered evidence of tacit collusion.

I am given additional pause by the fact that an antitrust case against tacit collusion would depend entirely on economic evidence; for there is a danger that courts will mishandle economic evidence. There’s a long history of that. A famous example is the U.S. Steel monopoly case.3 In ruling for the defendant the Supreme Court was impressed by the fact that U.S. Steel’s market share had declined steadily after the merger of competing steel manufacturers to form the corporation (and that its competitors had not complained about its competitive tactics!). The Court failed to recognize monopoly behavior. (This is item number 2 in my catalog of economic evidence of monopoly or cartel pricing.) The establishment of a monopoly price creates an incentive for new sellers to come into the market. The monopolist has three choices. He can stop charging a monopoly price in order to discourage entry; he can do nothing; or he can reduce his output. The first course of action utterly defeats the purpose of the monopoly. Under the second or third courses the monopolist obtains some monopoly profits, at least temporarily, so we would expect him to follow either of these courses. Both result in a decline in his market share. The third may be superior, because a reduction in output will increase the market price—but it may also stimulate additional entry.

§10.3  Problems With Economic Evidence

Using antitrust law against tacit collusion would require a degree of economic sophistication that judges and lawyers probably lack. There is a long and unedifying history of judicial puzzlement in dealing with economic evidence in an antitrust case. In the second American Tobacco case,1 the Supreme Court, in holding that the major cigarette manufacturers had conspired to eliminate competition, thought it ominous that the manufacturers had raised their prices during the Great Depression of the 1930s despite the fact that it was a period of declining costs as well as declining demand. We know from Chapter 9 that a profit-maximizing monopolist (or cartel) will reduce price in the face of a decline in costs and that a decline in demand will cause him either to reduce price (if marginal cost rises with output) or leave it unchanged (if marginal cost is constant). He will raise price only if marginal cost declines with output in the relevant region—which in the tobacco case would have implied, as we shall see in Chapter 13, that the cigarette industry was a natural monopoly; this is highly implausible. Another possibility is that a cigarette cartel was first formed in the depression, but there is no evidence of this. Another is that demand, as well as falling, was becoming less elastic. This would encourage the monopolist to raise price, and this effect might dominate his incentive to reduce price because demand was declining. But demands become more rather than less elastic during depressions, because people shop more carefully then. This hunch is supported by the competitive inroads made by the minor tobacco brands when the major tobacco companies raised their price. A final possibility is that since as we know cartels tend to be more stable in declining than in expanding markets, the cigarette manufacturers faced with declining demand thought that they could raise price without inciting cheating or attracting entry—though if that is what they thought they were wrong, at least about entry.

Neglecting economics in favor of evidence of agreement can result in overenforcement as well as underenforcement of antitrust principles. Consider this recent lawsuit against two affiliated Canadian companies that produced sulfuric acid as an unwanted by-product of their mining operations.2 Because the Canadian market for sulfuric acid is very small, the companies began looking at the large U.S. market. To enter it they needed a U.S. distribution network. The logical candidates to comprise such a network were U.S. producers of sulfuric acid, who manufactured the acid from sulfur. The sale of that sulfuric acid (called “virgin acid”) was not very profitable, however, so the Canadian companies saw an opportunity to persuade the U.S. producers to distribute the Canadian companies’ sulfuric acid (“smelter acid”) in lieu of producing their own. The U.S. companies were their own distributors and so had the customer relationships necessary for the distribution of the Canadian companies’ smelter acid in the United States.

The effort at persuasion was successful. Smelter acid was cheaper, and U.S. producers were afraid that unless they agreed to become distributors for the Canadian companies the latter would create their own U.S. distribution network and underprice the U.S. producers, thereby driving them out of the sulfuric acid market entirely. The Canadian companies made contracts with several U.S. producers which provided that in exchange for becoming a distributor of the Canadian companies’ sulfuric acid, each producer would curtail its own production of sulfuric acid and be compensated for this by the Canadian companies’ selling sulfuric acid to it (for resale) cheaply enough to make distribution more profitable than production. These “shutdown” agreements were challenged as per se illegal, on the ground that an agreement to restrict output and therefore raise price is the per se illegal antitrust offense of price fixing.

The challenge failed. Because the U.S. companies that would be distributing the Canadian companies product were also producers, the Canadian companies had a legitimate concern with the potential effect on their sales of the U.S. companies’ production. If that production continued, the total supply of sulfuric acid in the United States, augmented as it would be by the Canadian production, would exceed demand, causing prices to plummet—maybe to a level at which the Canadian companies couldn’t recoup the cost of selling their acid in the United States. A related concern was the prospect of distributing their acid through companies that were also competitors by virtue of producing their own sulfuric acid. It is not per se illegal to insist that a distributor agree not to carry a line of goods that competes with the supplier’s line; what difference should it make that the competing line is produced by the distributor himself?

Thus the effect of holding the shutdown agreements illegal per se might have been to deter the Canadian companies from entering the U.S. market—in which event the price of sulfuric acid in the United States would be higher because the total supply would be lower.

Yet the shutdown agreements created in effect a cartel of sulfuric acid producers, and so the case raises the question whether there should be a category of lawful, because efficient, cartels. Suppose competing firms form an exclusive sales agency, which will decide on the price to charge for the firms’ product. The firms argue that the exclusive sales agency will (1) reduce buyer search costs, (2) increase the incentive to innovate, and (3) reduce expected deadweight costs of bankruptcy (see §15.5 infra). These are not frivolous arguments. The objection to giving them any weight is twofold: Extensive experience with cartelization both abroad and in the many industries in the United States that long were (some still are) exempt from antitrust law has revealed few if any examples of cartels that on balance promoted efficiency; and for courts to conduct a case-by-case inquiry into the costs and benefits of cartels would be unworkable administratively. Nevertheless in the next chapter we’ll encounter just such an “efficient” cartel (an exclusive sales agency formed by competitors) held to be legal.3 So cartels are illegal per se, subject only to a very few, ad hoc exceptions.

§10.4  Resale Price Maintenance

A manufacturer, when allowed by law to do so, will often by contract specify a price below which the retailers or other resellers of his goods are not permitted to sell them. In the Dr. Miles case, the Supreme Court held that since the result is the same as if the retailers got together and agreed what price to charge, which would be illegal price fixing, resale price maintenance, too, is illegal per se.1 This reasoning leaves unexplained why the manufacturer would want his retailers to have monopoly profits, and overlooks the possibility that resale price maintenance may have an additional effect, not present in the case of the dealer cartel: the provision of an optimum level of presale services for the manufacturer’s product. Suppose there is a presale service that is valuable to the consumer and more efficiently provided by the retailer than by the manufacturer—and not feasibly priced separately from the manufacturer’s product: a well-stocked showroom attended by courteous and uniformed salesmen, for example.2 The retailer who voluntarily provides this service may be undercut by a competing retailer who does not. The second retailer can free ride on the first—urging his customers to shop at the first retailer’s store and then come back to him for a bargain price made possible by this retailer’s not bearing the expense of providing the elaborate presale services provided by the first retailer. By providing services to the consumer free of charge, the first retailer confers a benefit on competing retailers of the manufacturer’s brand.

A manufacturer can prevent this free riding by fixing a minimum retail price at a level that generates enough revenue above the cost of barebones distribution to enable the retailer to provide the level of services that the manufacturer desires. Forbidden to compete in price but free to compete in service, each retailer will invest in presale services designed to lure the consumer away from rivals. This competition will continue until the presale services have reached the level desired by the manufacturer and the monopoly profits that the retailers would have earned had they sold at the fixed price without offering any services have been completely squeezed out. This is another example of the tendency discussed in the last chapter for potential monopoly profits to get transformed through nonprice competition into costs (here, of presale services).3

Not that it can be proved that economic welfare is enhanced by resale price maintenance. This can be seen in Figure 10.1, where MC = p is the cost of barebones retail distribution and is therefore the retail price when no presale services are provided; p′ is the minimum retail price fixed by the manufacturer and MC′ the new cost of distribution, which includes the presale service that p′ induces the retailers to offer; and D′ is the new, higher demand curve created by the provision of the services.
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The manufacturer is better off because he is selling more, and at the same price. (The price he charges the retailer is not, or at least need not be, affected by his fixing a resale price and thereby engendering the changes shown in the figure.) Some consumers are better off—including, by definition, all those who buy the product for the first time because of the services provided with it. But some other consumers are worse off—those who pay a higher price than they did before the presale services were provided yet obtain no corresponding benefit because they value the services at less than the price increment that they are paying for the product.

The benefits and costs are compared in the shaded areas in Figure 10.1. The shaded area between the demand curves is the benefit from resale price maintenance; the shaded area between the marginal cost curves is the cost. Although the benefit is shown as exceeding the cost, the figure could easily be redrawn to make the cost exceed the benefit. The benefit that a manufacturer confers on consumers by selling at a price below what they could be forced to pay under a system of perfect price discrimination—in other words, the consumer surplus—does not influence the manufacturer’s decisions, because, by definition, he is not the recipient of that benefit. It is an external benefit, so he may take steps that have the incidental effect of reducing it, if the steps increase his profits.

This should not raise antitrust concerns. Anytime a manufacturer changes the quality of his product he shifts the demand curve, and intramarginal consumers may lose more than marginal consumers gain. Yet his focus has to be on marginal consumers unless he can capture all or most of the consumer surplus from the change. It would not be feasible to use antitrust law to try to protect intramarginal consumers, who anyway are a target for competing sellers.

The effect of resale price maintenance in raising price but also raising quality (which is enhanced by the free presale services offered with a product) is sometimes said to involve a tradeoff between price and nonprice competition, which is accurate, or between intrabrand and interbrand competition, which is not. Resale price maintenance does limit price competition among the retailers of the brand that the manufacturer has fixed the resale price of—intrabrand price competition—and does increase interbrand competition by making the manufacturer’s brand more attractive relative to other brands. But intrabrand competition is not reduced; it is simply changed from intrabrand price competition to intrabrand service competition. Resale price maintenance won’t work for a manufacturer unless it induces his retailers to compete vigorously with one another—but to do so in providing services rather than in cutting prices.

A manufacturer might impose resale price maintenance in order to assure the loyalty and honesty of his retailers by guaranteeing them a profit greater than pure competition would give them, for then termination of their dealership will be a more severe sanction for disloyalty or dishonesty.4 This rationale for resale price maintenance is unrelated to the dealer-services theory—in fact is antithetical to it because it assumes that the dealer pockets the increased spread between the price he pays his supplier and the price he charges his customers rather than being forced by competition to use the spread to finance additional point-of-sale services; it’s because he pockets it that the threat to terminate him if he’s disloyal is more potent: he has more to lose from being terminated.

§10.5  Mergers That Create Monopolies or Oligopolies

We know that a law that punished only cartelization could be evaded by consolidation of the cartel members into one firm. This is the economic justification for the refusal of a majority of the Supreme Court in the Northern Securities case1 to adopt Justice Holmes’s position that the Sherman Act was inapplicable to mergers. But Holmes was right to be troubled about the implications of the law’s reaching beyond cartels to mergers. The conditions of supply and demand in a market may be such that one firm can supply, at lower average cost than two or more firms, the entire output demanded. Or one firm may have a superior management in whose hands the assets of all the other firms would be worth more than they are now. Either situation could lead to a monopoly through merger that might generate cost savings greater than the social costs of the monopoly pricing that would result—in which event forbidding the merger would have only a short-run effect. For if economies of scale decree that there shall be no more than one firm in the market, competition will eliminate all but one.

Unfortunately, it is exceedingly difficult to distinguish mergers that generate cost savings from mergers that reduce competition. One possibility, however, is to track the price movements in the stock of the merging firm’s competitors. If their stock prices rise upon announcement of the merger, this implies that the merger was collusive; if they fall, it implies that the merger is cost-reducing.

Despite their analytical interest, monopolies are rare. Oligopolies—markets in which a few firms account for most sales—are common, and the question of their competitive significance is a controversial one. The number of firms in a market is relevant to a concern with cartels, because the fewer the firms the lower the costs of coordinating their policies without express agreement. Especially if tacit collusion cannot be attacked directly, the prophylactic use of antimerger law to prevent the creation of conditions favorable to such collusion becomes an attractive policy.

§10.6  Market or Monopoly Power

In evaluating mergers between competitors and also challenges to the conduct of monopolists, courts ask whether the firm resulting from the merger, or the monopolist, has “monopoly power” (or “market power,” a term more suggestive of a continuous variable). An affirmative answer is likely to doom the merger or provide an essential predicate to condemning the monopolist’s behavior as exclusionary. So it is important to consider how economics can give meaning to the concept of market power.1

Firms produce the output at which marginal revenue and marginal cost coincide. Assume for simplicity that marginal cost is constant. If the seller is a competitive firm in the strict sense of facing a horizontal demand curve, which means that it can sell all it produces at the market price without affecting that price, then P=MR; every additional unit sold increases the firm’s revenues by the price of the unit. But if the demand curve is downward-sloping, which is prerequisite to the firm’s having power to affect price by varying its output, the sale of an additional unit of output will yield less than P in additional revenue, because by adding to output the sale will cause P to fall. How far? This depends on the price elasticity of demand (e), which we recall is the effect on price of a small percentage increase in quantity demanded, or the effect on quantity demanded of a small percentage change in price. If, for example, the price elasticity of demand is 3 (actually −3, but we can ignore the minus sign), a 1 percent increase in output will lead to a 3 percent decrease in price. Marginal revenue equals P (1−1/e).2 Since MR = MC, since the competitive price would equal MC, and since we are assuming that MC is constant, we can (with a bit of rearranging) write the ratio of the monopoly to the competitive price, P/MC, as e/(e−1). In words, the greater the elasticity of demand at the profit-maximizing monopoly price, the lower will be the ratio of the monopoly price to the competitive price, and so the less monopoly (or market) power the firm will have. (The reason e must exceed 1 in the case of monopoly pricing is that below 1 a small percentage increase in price will cause a smaller percentage decrease in quantity demanded, so revenue will rise even though costs will be falling because less is produced. And so it will profit the seller to raise price, and he will continue doing this until he is in the elastic (that is, e >1) region of the demand curve.) If e is 3, the monopoly price will be 50 percent greater than the competitive price;3 if 2, it will be twice the competitive price.

This formula is useful in showing that monopoly power (1) is variable rather than constant and (2) depends on the elasticity of demand facing the firm at its profit-maximizing price. Another formula enables us to derive that elasticity (call it edf) from the elasticity of demand facing the market of which the firm is a part (edm), the elasticity of supply of the other firms in the market (es), and the market share of the firm (S). This formula is edf=edm/S+es(1−S)/S. If a firm has 100 percent of the market, the elasticity of demand facing the firm is, of course, the same as the elasticity of demand facing the market. The smaller the firm’s market share, the higher will be the elasticity of demand facing it relative to the elasticity of demand facing the market.

This result is intuitive. There may be no close substitutes for widgets, in which event their price might have to rise quite a bit before there was substantial substitution of other products. Suppose, then, that edm is only 2, so that if all the producers of widgets reduced their output by 2 percent, price would rise by only 1 percent. But a producer who sells only 10 percent of the widgets produced by the market cannot bring about a 1 percent price increase by reducing his own output by 2 percent; he must reduce the whole market’s output by 2 percent, which means he must reduce his own output by 20 percent. Hence edf would be 20 even if the firm’s competitors would not respond to his reduction in output by increasing their own output. But unless they were colluding with that firm, they would increase their output, because the market price had risen.

How much they would increase their output would depend on the elasticity of supply (the responsiveness of quantity supplied to a small increase in price). Suppose it was 1, meaning that a 1 percent increase in price would lead them to increase their output by 1 percent. The larger their relative share of the market ((1−S)/S), the greater would be the effect on price of their added output. With the assumption that es=1 and that the firm that raised its price has only 10 percent of the market, it is easy to show that, after taking account of the supply response, edf is not 20, but 29.

§10.7  Market Definition and Market Shares

The preceding section identified the determinants of monopoly or market power—the market elasticity of demand, the market share of the firm or firms alleged to have monopoly power, and the elasticity of supply of other firms. But this leaves the task of estimating the demand and supply elasticities. Although economists have made some progress in estimating these elasticities directly,1 most courts in antitrust cases continue to rely on crude proxies, summed up in the concept of product and geographical market. If a product has no close substitutes in demand (meaning, nothing that seems to provide the consumer with the same services at roughly the same price), and sellers of other products cannot readily switch to making it, then the market elasticities of demand and supply are assumed to be low. From this it can be inferred that any firm with a substantial share of sales of this product has nontrivial market power—unless sellers of the identical product in other geographical areas could enter the (local or regional or national) market if the price there rose slightly, in which event the market has been defined too narrowly and the relevant elasticities underestimated.

The Supreme Court once held, in a case challenging monopolization by du Pont, that cellophane was not a relevant market because there was a high cross-elasticity of demand between it and other flexible packaging materials.2 Yet we know that a monopolist always sells in the elastic region of his demand curve (because inelastic demand implies that raising price will not cause a proportional fall in output); and one reason demand curves have an elastic region is that the higher the price of a product, the more attractive substitute products become to the consumer. The high cross-elasticity of demand for cellophane may have signified only that du Pont could not have increased the price of cellophane further without losing a great deal of business to substitute products, and this would be consistent with the existing price being a monopoly price. The Court’s emphasis on high cross-elasticity of demand would have made sense had the case involved a consolidation of the producers of cellophane, for then the issue would have been whether the consolidation would create or increase monopoly power. If the cross-elasticity of demand between cellophane and substitute packaging materials was high before the consolidation, the consolidated firm would have little power to raise price.3

But this gives rise to the paradox that a merger of duopolists might not be unlawful, because they had by colluding tacitly already jacked up the market price to the point at which poor substitutes had become part of their market. But this would ignore the fact that their merger would be likely to increase the price level in the market, because collusion by duopolists is likely to be imperfect (each will have an incentive to cheat the other by cutting price to big customers) compared to monopoly.

Because of high costs of transportation relative to the value of a product, not all the manufacturers may be able to compete for the same customers. Markets may, in other words, be geographically limited. Courts have tended to include in the market those sellers who actually sell to the same group of customers and exclude those who do not. This is at once too many and too few. If the market is monopolized, the monopoly price will attract sellers from distant markets who could not have covered their transportation and other selling costs had the competitive price been charged (the cellophane problem). If the market is not monopolized, there may be a group of distant sellers who don’t ship into the market at present but would do so if the price rose even slightly (i.e., there are good substitutes in production). Maybe the costs of the outside sellers in selling in this market would be 2 percent higher than those of the inside sellers, because of transportation expense. Then if as a result of monopolization the market price rose by 2 percent, the outside sellers would begin to ship into the market and price could not rise any farther. Even heavy freight costs may not confer monopoly power on local sellers. Suppose the distant sellers would incur extra transportation costs equal to 6 percent of their total costs but that their nontransportation costs are 4 percent lower than the costs of the local sellers; then the freight barrier to the distant sellers would be no greater than in our previous example.

If distant sellers make some local sales at the competitive price, how shall market shares be computed? Suppose that local sellers make and sell 90 of the 100 tons of widgets sold in Illinois; an Indiana firm sells the other 10 tons. However, the Indiana firm sells twice as many widgets elsewhere as it sells in Illinois; its total output thus is 30 tons. Assuming that the current market price in Illinois is the competitive price,4 what is the Indiana firm’s market share in Illinois—10 percent (10/100) or 25 percent (30/(30+90))? The answer is 25 percent. Since the Indiana firm has overcome whatever barriers of transportation cost it faced because of its distance from Illinois consumers, it could divert the rest of its output to Illinois if price rose even slightly—and would. For it must be making as much profit in Illinois as elsewhere, as otherwise it would already have diverted sales from Illinois. A price increase in Illinois would make its sales there more profitable, so it would have an incentive to divert sales there from elsewhere. This limitation on the monopoly power of the Illinois firms is captured by including the Indiana seller’s total sales—not just its Illinois sales—in the Illinois market. Notice the implication that two products are in the same market if their prices are closely correlated positively.5 The correlation suggests that any price difference will be immediately eliminated by substitution toward or away from the product whose price has changed.

Market share in a properly defined market may be an indicator of monopoly power, but this isn’t saying much. We know, for example, that if the market elasticity of demand is 2 and the elasticity of supply is 0, a firm with 50 percent of the market would face an elasticity of demand of 4, and this would enable it to charge a price 33 percent above the competitive price—a lot. But if its share were only 20 percent, it could still charge a price 11 percent higher than the competitive price. Since, however, a higher market elasticity of demand, or a high elasticity of supply, could greatly reduce this figure, it is hard to base any conclusions on market share alone. And this is ignoring the substantial probability that a firm that has grown to a large size other than by recent mergers probably is more efficient than its competitors. For if the firm was created or enlarged by mergers in the distant past, then to retain its market share it would have to keep its price low in relation to the prices charged by actual and potential competitors. It could do that only if it was more efficient than they. If so, its lower costs may outweigh the social costs resulting from its charging a monopoly price.

The potential for economic analysis to enable more accurate estimates of monopoly power is illustrated by the approach used by the Federal Trade Commission in its successful effort to prevent the Staples chain of office-supply stores from acquiring Office Depot.6 Staples and Office Depot are two of the three office-supply superstore chains (the third is OfficeMax). Yet even in the aggregate the three superstore chains have only a modest share of total retail sales of office supplies. The Commission argued that the three nevertheless constitute a separate market because of the greater convenience they offer the shopper. The effect of the merger, had it been allowed to go through, would have been to reduce the number of superstores from three to two in some localities and from two to one in others (the ones in which OfficeMax was not present).

The Commission presented evidence that the prices charged by the superstores were much lower than those charged by other retailers of office supplies. But the fact that the same product sells at different prices in different types of outlet does not prove that there are two markets. The higher-price outlet may offer more service, and the price difference may just reflect the added cost of that service just as a higher price for a brand-name product than for its private-brand equivalent may merely offset a higher cost of marketing. But the superstores were offering more convenience (in particular, much greater variety) as well as a lower price. This was evidence that other retailers were not close substitutes for the superstores.

The Commission’s expert witness regressed the prices charged by the superstores on a variety of possible explanatory variables, including the presence of one or more other superstores in the particular local market. The regression revealed that the prices charged by Staples and Office Depot were much lower in the localities in which all three superstores were present, and somewhat lower in the localities in which two were present, than in those in which only Staples or only Office Depot was present. This implied that the prices charged by each of the merging firms were constrained by other superstores to a significantly lower level than they were constrained by other retailers of office supplies in those markets in which there was only one superstore. It may seem strange that those markets weren’t magnets for the creation of new superstores. But many of the markets did not have enough demand to support additional superstores, and this would have made new entry chancy because a new entrant would have to knock out an existing superstore in order to be able to remain in the market. The Commission also conducted an event study that showed that the stock market’s valuation of the proposed merger was based on an expectation that the merger would indeed enable the firm resulting from it to raise prices.

§10.8  Potential Competition

Potential competition is an important concept in antitrust law—or rather two concepts: perceived potential competition and actual potential competition. The former term best captures the idea of “potential” competition. Firms that do not sell in a market but would do so if the market price were higher are potential competitors. Firms that will enter the market in the future, even if the price does not rise—“actual potential competitors,” in antitrust jargon—would be better described simply as future competitors.

We know that the higher the elasticity of demand facing a firm, the less market power it has; and we also know that if a price increase will evoke new output from other firms—that is, if the elasticity of supply is positive—then the firm elasticity of demand will be higher than it would otherwise be. This suggests, however, that there is no need for a separate doctrine of “potential” competition. All that is necessary is to define markets broadly enough so that they include firms that, although they do not currently sell in the market in question, would do so if price rose slightly. Suppose that aluminum and copper wire are good substitutes in production because the same machines are used to produce both, but are poor substitutes in consumption. If the price of copper rose above the competitive level, producers of aluminum wire would switch to producing copper wire, their ability to switch being approximated by their current output of aluminum wire—the more aluminum wire they produce, the more copper wire they could produce without a costly expansion of production facilities. Therefore the output of the aluminum wire market should be included in computing the market share of the parties to a merger between a producer of copper wire and a producer of aluminum wire.

But this is a case in which the new entrant would not have to construct new facilities. What if he would have to? Since it takes time to build production facilities, the threat of entry posed by such a firm is more likely to affect the long-run than the short-run elasticity of demand facing firms in the market. And since collusion tends to be a short-run phenomenon because a collusive price will both induce cheating and draw new firms into the market, maybe the elimination of such threats is not important enough to warrant antitrust concern, especially since it will be difficult to compute market shares for firms that do not yet have any productive capacity. Indeed, it will be difficult even to identify the firms likely to build productive capacity to enter the market if the market price rises above the competitive level.

Moreover, to apply the “perceived potential competition” doctrine to such firms assumes that colluding firms would choose a price that deterred entry even in the long run. This is called limit pricing; it is unclear whether it makes economic sense.1 (If it does not, then seeking to preserve potential competitors in order to foster limit pricing doesn’t make sense either.) Since the long-run costs of a new entrant are likely to be no higher than the costs of the firms already in the market, limit pricing implies pricing at or close to marginal cost—a questionable policy from a profit-maximization standpoint, especially since collusion is likely to collapse of its own weight within a fairly short time. The colluders’ profit-maximizing strategy is likely to be to price on the basis of the (lower) short-run elasticity of demand and hence ignore any potential competitors who are unable to enter the market immediately because they lack the necessary plants.

This still leaves the possibility of future competitors, whose entry might reduce price in the long run even if the perception of their potential to enter had no short-run impact. But if collusion is unlikely to persist beyond the short run, why worry about the elimination through merger of a future competitor? As a prophylactic against future cartels? But since future competitive gains are worth less than present ones because of discounting to present value, how likely is it that the costs of future cartelization will outweigh whatever cost savings (which would be realized sooner) the merger enables?

§10.9  Predation

Our emphasis thus far has been on the acquisition of monopoly power by consolidation or other forms of cooperation among competitors. An important question is whether such power can be obtained or enlarged through the efforts of one firm. We may put aside the case where the firm obtains a monopoly or a large market share by superior efficiency or a government license and confine our attention to tactics that are thought to be abuses of the competitive process. One is predatory price discrimination: A firm sells below cost in some markets and after its competitors are driven out sets a monopoly price.1 Less dramatically, the firm sells below cost in order to punish a price cutter or deter new entry into the market.

Confirmed instances of predatory price discrimination were rare even before the practice was illegal. The practice is very costly to the predator. He incurs a present and substantial loss for gains that not only are deferred but may be temporary. For once the existing competitors are driven out of the market and a monopoly price is set, new competitors will be attracted to the market by that price; the predatory-price tactic may have to be repeated. The larger the predator is compared to the new entrant, moreover, the more expensive below-cost selling will be to him than to the entrant, because he’ll have to reduce the price of his entire output unless he can price discriminate, giving discounts only to customers targeted by the entrant.

If just the threat of predatory price discrimination were sufficient to bring competitors into line, it would be employed often, since it costs little to make a threat (excluding legal punishment costs). But to be effective a threat must be credible. A threat to sell below cost would ordinarily not be. The victim of the threat would know that the threatener would be restrained by his self-interest from carrying it out, because it is so costly to sell below cost. The threat may be credible, however, if the threatener has a monopoly position in a number of different markets while each of his competitors sells in only one of those markets. He may be able to convince each competitor that he will carry out a threat to sell below cost in particular markets in order to make his threats in other markets more credible. He may even be able to deter new entry by pricing below cost the first time a firm enters one of his markets; this may be enough to discourage other entrants into any of his markets. The cost of one or two episodes of below-cost selling may be small compared to the benefits the predator derives from having established his credibility.2

Against this conclusion it should be noted that a new entrant has less to lose when he enters on a limited scale, and that a monopolist is more likely to tolerate a limited than a general challenge to his position. The limited entrant will also avoid any diseconomies caused by operating on as large a scale as the monopolist is constrained to do in order to maintain his monopoly, and so the entrant may have lower costs, which will increase the cost to the monopolist of cutting price to a level low enough to crush him. Nor is it clear that selling below cost a few times will make the monopolist’s threat to continue doing so, if he is challenged again, a credible one. He may just be bluffing—in fact our discussion suggests that he is bluffing, that he is pricing below cost once or twice because he thinks that by doing so he won’t have to keep doing it, not because he has an unshakable commitment to meet every new entrant or cheating competitor with below-cost pricing.

If the monopolist could develop a reputation for implacable, irrational rage at anyone who had the temerity to enter a market in which he was the sole seller or to undersell him (the sort of reputation that men of honor develop in a society in which vengeance is the bedrock of social control, see §8.5 supra), his threat to retaliate against any entrant by selling below cost no matter how much money he lost in the process would be no bluff and he would not have to make good on his threat. But precisely because a reputation for determination to retaliate for an infringement of one’s perceived rights regardless of the balance of costs and benefits is such a good investment, it is hard for a person desiring such a reputation to convince the world that he is not really a rational person simulating irrationality. For we know from §1.4 supra that given a finite array of potential entrants, the monopolist’s threat to price below cost will not be credible unless the potential entrants believe that the monopolist is rational. If, however, they are uncertain whether he is rational, his threat may be credible even if he is in fact rational. What is more, given that uncertainty, he may carry out the threat even if he is rational, in order to create a reputation for irrationality.3 So predatory pricing may be a rational strategy if at least some large sellers are irrational but it is not known which they are.4

Another way to make a threat credible, however, is, as we know from Chapter 8, to precommit.5 A plausible precommitment strategy for a monopolist is to build more capacity than needed to meet present or anticipated future demand. Then if a new firm entered the market, the monopolist, having excess capacity, could expand his output at very low cost, enabling him to underprice the new entrant without cutting price below his own marginal cost.6 Knowing that the monopolist could meet new entry into the market in this relatively painless (and probably lawful) fashion, potential entrants might be deterred. Of course, the strategy would not be costless to the monopolist, since he would be paying for capacity that he might never use.

If a firm can repel new entry by selling at or above its own cost, this implies that it is the more efficient enterprise, and we would not want to call it a predator. Suppose the would-be predator has monopoly power and is therefore selling above rather than at his marginal cost, and he decides to reduce price. As long as he does not reduce it below his marginal cost at the new, larger output brought about by the price cut, he is not selling below cost in any sense relevant to competition policy because his price cut could not drive out of business any but a less efficient competitor.

The problem with making this observation the basis of a legal rule is that marginal cost is not a figure carried on a firm’s books of account or readily derivable from the figures that are (a point noted in the discussion of contract damages in §4.10 supra). It is true that marginal costs are a function of variable rather than fixed costs—fixed costs are by definition unaffected by changes in output—and variable costs are generally straightforward to determine. But marginal cost and variable cost are not synonyms. Suppose the cost of labor and materials and other variable costs of producing 100 widgets come to $100, and would be $99 if 99 units were produced, so that the firm’s marginal cost at an output of 100 is $1. But suppose further that if output is increased to 101 units, straining the firm’s existing capacity, its total variable costs for its entire output will shoot up to $110. Its average variable cost will therefore be $1.09 ($110 ÷ 101). But its marginal cost will be $10. If it dropped its price from $3 to $2 in order to create a demand for the higher output, it would be engaged in predatory pricing, yet this would be hard to prove because a court would have difficulty figuring out the firm’s marginal cost. Although it has been suggested that average variable cost be used instead,7 this cost in our example is, as we have seen, only $1.09. Its use as a proxy for marginal cost (which is $10) would lead to the incorrect conclusion that the price cut (to $2) was not predatory, since $2.00 > $1.09.

Figure 10.2 is a schematic representation of this problem. The firm depicted there cuts price to p′ and increases its output to q′ (the pair p′ and q′ representing the price-output level that deters or destroys rival firms at least cost to the predator). At this point the firm’s marginal cost exceeds its price. But its average variable cost, which rises more slowly than its marginal cost (because the high cost of the last unit of output is averaged in with the lower costs of the intramarginal units), is lower than its price, creating the misleading impression that the firm is not predating.
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A further problem is that the calculation of variable cost and therefore of marginal cost is highly sensitive to the time period. In the very short run, most costs are fixed, while in the very long run virtually all are variable (an exception would be the cost of incorporating a corporation). Rent, for example, is a fixed cost in the short run but is variable in the long run; for if the firm’s need for space changes, its rental expense will change after the current lease expires. The same is true of insurance, executive salaries, pension benefits, property taxes, depreciation, advertising, and many other costs.

In principle, the period within which to determine whether costs are fixed or variable should be the period of the alleged predatory pricing. If the price cut lasts a month, the pertinent variable costs are those that vary in the course of a month, such as the hourly labor used in making the product. The longer the price cut lasts, the larger the fraction of the firm’s costs that are variable. If a firm were allowed to price indefinitely at its short-run variable cost, it would be able to drive out of the market a more efficient firm because that firm’s long-run variable costs would be bound to exceed even a less efficient firm’s short-run variable costs. Indeed, in the long run, which is the pertinent run for a case in which an alleged predatory price cut is persisted in for a long time, average variable costs tend to merge with average total costs (fixed plus variable costs, all divided through by the firm’s output). Very few costs are fixed, i.e., inescapable, in the very long run—not even rent, insurance, taxes, or pensions.

But would it ever make sense for a firm to engage in predatory pricing for a prolonged period? After all, that would lengthen the recoupment period—the period when the predator, having destroyed his prey, raises his price to a monopoly level; and the monopoly profits made in that period would have to be discounted to present value in deciding whether below-cost selling (a current cost) will pay.

It might seem that a price below short-run marginal cost could never be predatory. The argument would be that unless the firm has excess capacity, its long-run marginal cost is bound to be lower than its short-run marginal cost because in the long run a producer has more flexibility to adjust his costs to changes in demand than in the short run; for example, in the long run he can replace his existing plant with a larger one if demand increases, but in the short run he’s stuck with his existing capacity configuration. And therefore a price equal to short-run marginal cost could not exclude an equally or more efficient competitor, as a price below long-run marginal cost might do. But the “unless” qualification is important. Recall from §6.7 supra that most firms have some reserve capacity, which is “excess” in a sense, but not wastefully so. A firm might acquire reserve capacity deliberately, in order to meet unexpected peaks in demand, or unavoidably, because of lumpiness of assets. In either case, short-run marginal cost would be lower than long-run marginal cost until that unused capacity was taken up by the expansion in output. For until that point was reached the firm would not have to rent additional space, hire new staff, or borrow more money—these are fixed rather than marginal costs in the short run—although the firm might incur some added costs by having to pay overtime wages or buy raw materials on the spot market.

The potential for pricing at short-run marginal cost to drive out an equally or even more efficient competitor is magnified if the competitor operates on a much smaller scale. For example, if operation at 90 percent of capacity is normal for the monopolist (the other 10 percent being reserve rather than excess capacity), and the monopolist is 10 times larger than the competitor, the monopolist will be able to increase its output sufficiently to supply all the competitors’ customers without bumping up against his capacity ceiling, though only in the short run.

Suppose a firm makes many products, and some of the inputs—the time of its executives, for example—are shared by different products. If the firm cuts the price of just one product, how should executive salaries be treated, in both the short and the long run, in deciding whether the price cut is predatory? Accountants, concerned as they properly are with minimizing the discretion of management in characterizing expenditures, often prefer strict rules to economic nuance. So they require that advertising expenditures be treated as current expenses even though, since the effects of advertising often last for more than a year, they really are capital expenditures and ought to be depreciated over their useful life. It might make a difference in a predatory-pricing case whether advertising expenditures are expensed, on the one hand, or capitalized and depreciated on the other. If advertising expenditures are growing, expensing them will lead to a larger deduction than if they are capitalized and depreciated, in which event the deduction will be of some average figure over several years and thus will be lower.

Finally, a legal standard based on marginal or average variable cost is manipulable because a firm can, within limits, substitute fixed for variable costs, even without building excess capacity. Suppose the firm has a choice between building a highly capital-intensive plant and a highly labor-intensive one. The former will have higher fixed costs, the latter higher variable costs. Taking the first route will therefore give the firm greater pricing flexibility under a legal standard that equates predatory pricing to selling below marginal or average variable cost.

§10.10 Foreclosure, Tie-Ins and Bundling, and Barriers to Entry

A number of other practices besides predatory pricing that are claimed to create monopoly power also have the property of imposing on the monopolist costs often as high as, or higher than, the costs that the intended victims must bear. Suppose a manufacturer were to buy up all the retail outlets for the product of his industry in order to foreclose his competitors from access to the market. They would react by building their own outlets. This would impose a cost on them, but no more than the cost to the would-be monopolist of purchasing a chain of retail outlets that would have a great deal of excess capacity after his rivals built their own outlets.

Such an acquisition, joining firms at successive stages of distribution (rather than competitors), is a “vertical” merger. It can often alleviate rather than exacerbate problems of monopoly power. Consider a merger between two monopolists that occupy successive positions in the chain of distribution, and remember that distribution can be conceptualized as a cost to the producer measured by the difference between the wholesale and the retail price, that this difference will be greater if the distributor is a monopolist, and that the price charged by a monopolist is higher the higher the monopolist’s marginal cost is. In the case of successive monopolies, therefore, merger, by reducing the producer’s cost of distribution, results in a lower (though still monopoly) price and so a larger output.

Consider next the merger of the producer of a final product with the monopoly producer of an input, which (unlike distribution) is used in variable proportions with other inputs to produce the final product. With the monopoly producer of the input charging a monopoly price to the producer of the final product, the latter will substitute away from that input by using more of some other input—the typical distortion brought about by monopoly. If the input monopolist acquires the final-product producer, this substitution possibility is eliminated and a more efficient combination of inputs results.

Foreclosure has often been thought an effective method of obtaining monopoly power for a firm that already has a monopoly in a related market. Suppose a firm has a patent for one product, say computers, and it refuses to sell or lease its product unless the purchaser or lessee agrees to obtain its supplies of some other product, say floppy disks, from it. The firm thereby obtains a monopoly of disks (the tied product) used with its computers (the tying product). But it obtains no monopoly profits from the second monopoly. If it charges its computer lessees a price higher than the competitive price for the disks, they will treat this as an indirect increase in the computer rental (as they are interested in the total expense of the computation service that they are obtaining); but if they are willing to pay a higher computer rental, it means that the computer company could have exploited their willingness directly—by charging a higher rental.

A possible advantage to a monopolist of imposing a tie-in, however, is that it may facilitate price discrimination. If the computer company collects its monopoly revenues from the price that it charges for each disk, in effect the computer rental rate will vary from customer to customer according to the amount of each customer’s use, which may be a reasonable proxy for the customer’s elasticity of demand—the bigger users being those whose demand is less elastic.1 But so viewed, tying is not a method by which a firm can use a monopoly in one market to obtain monopoly profits in a second market as well. Nor is it likely to foreclose access to the market to competing manufacturers of the tied product. Since the monopolist of the tying product cannot extract monopoly profits from the sale of the tied product, he has no interest in controlling its manufacture. His interest is only in having sales of the tied product funneled through him. So tying agreements need not disturb the existing structure of the market for the tied product. They might still be objectionable, however, because to the extent they increase the expected profits of monopoly they increase the resources spent on getting and keeping monopolies.

A subtler version of the foreclosure theory holds that foreclosure increases monopoly power indirectly by creating a barrier to entry. Narrowly conceived, a barrier to entry is a condition that makes the long-run costs of a new entrant higher than those of the existing firms; an example is a regulatory limitation on entry. The term is also used, however, as a synonym for heavy start-up costs. Thus, a market in which the capital or advertising expenditures necessary to obtain a foothold are large is frequently described as one in which there are barriers to entry, and it is in the latter sense of the term that foreclosure may create such a barrier.

If the existing firms in the market owned all of the retail outlets and were determined to deny them to new entrants, a new entrant would have to open his own retail outlets and this would increase his capital requirements. Or if floppy disks were tied to computer rentals, a new entrant into the computer business would have to arrange to supply his customers with disks as well. But the capital costs of the existing firms would also be higher as a result of vertical integration, so it is unclear what advantage these firms would derive. The new entrant might have to pay a higher interest rate because his venture was considered risky—but not if the entrant was an established firm pledging its full credit to the lender. And so it is with advertising. A market in which firms advertise heavily may be difficult to enter without heavy advertising, but the entrant can take comfort in the fact that the firms in the market must incur heavy advertising costs themselves in order to maintain their positions.2 Advertising is a bad example of a barrier to entry for three other reasons. The new entrant obtains a free ride on the advertising of the original firms in the market, which has created public acceptance for the product; he has the option of advertising less and underpricing the existing firms, relying on the large retail chains to publicize the availability of a new low-price substitute; and advertising makes demand more elastic to the extent that it is targeted on marginal consumers. For such advertising draws into the market consumers who are not committed to the advertiser’s product (that is what it means for them to be marginal), and so they may be easily induced to switch to a competitor. But the advertising may create loyalty to the advertiser’s brand, especially if it is targeted on inframarginal rather than just marginal consumers, as it may be: either because the two targets cannot readily be separated, or because the advertiser wants to entrench the inframarginal consumers’ preference for his brand against new entrants.

If we ask not how large a new entrant’s start-up costs would be but how large the ratio of start-up to operating costs—in other words, of fixed to variable costs—we shall identify a real problem of entry. A high ratio of fixed to variable costs implies that the market may have room for only a few firms—maybe only one firm—of efficient size, making entry very risky because if the new entrant sells less than he expected his revenues will fall but not many of his costs, being fixed. This is the problem of natural monopoly, discussed in Chapter 13.

Another version of the foreclosure theory replaces the concept of a barrier to entry with that of a factor delaying entry. As mentioned earlier, the costs of entry are, within some range, a negative function of the time taken to enter (see §9.6 supra). And the optimal period for effecting entry is greater the more complex the operations that must be coordinated for production to begin. Vertical integration may increase that complexity by making the new entrant have to enter at two levels rather than just one (retailing and manufacturing, in the earlier example). But if a firm vertically integrates in order to discourage entry, it is likely to incur higher costs (for if vertical integration were cost-justified the firm would probably have vertically integrated already, that is, without needing a predatory motive for doing so)—which will encourage entry.

A seller might be able to obtain a monopoly simply by persuading many potential customers to sign a contract to deal exclusively with him, until the remaining customers were too few to support another seller operating at an efficient scale.3 Each customer would sign for a small consideration, knowing that if he didn’t he might still end up facing a monopolist, since the cooperation of every customer is inessential to the would-be monopolist’s scheme. (Compare two-tier tender offers, discussed in Chapter 15.) In foreclosure by contract rather than by ownership, the would-be monopolist does not incur the costs, and possible diseconomies of scale or scope, of expanding into a different industry. It must pay something to its customers to induce them to give up alternatives, but maybe very little, if each customer knows that his acquiescence is inessential.

A famous but possibly misunderstood example of foreclosure by contract is the arrangement between John D. Rockefeller’s Standard Oil Trust and the railroads that transported oil by which the railroads gave rebates to Standard Oil with the effect of raising the transportation costs of other oil companies and thus preventing them from competing with the Trust on equal terms. It has been argued that the Trust was in fact the agent of the railroads’ cartel—that for assisting the railroads to maintain supracompetitive prices by refraining from extracting secret discounts (as the Trust could have done) that would have sown mistrust among the cartelists, the Trust was rewarded with rebates from the railroads that gave it a competitive advantage over other oil companies.4

The issue of foreclosure is sharply focused by a case that charged the monopoly producer of shoe machinery with illegal monopolization.5 United Shoe Machinery Corporation refused to sell its machines to customers (shoe manufacturers); it would only lease them, and for a minimum term of ten years. The district court found that this policy impaired the prospects of competing producers by preventing them from entering, during the terms of the leases, the large market consisting of United’s customers. Overlooked is the possibility that a competing manufacturer of shoe machinery could line up United’s customers in advance of the expiration date of the leases. Every year about 10 percent of the market would be free to contract with the competing manufacturer. And since the useful life of shoe machinery (both its physical and, in the period in question at any rate, its economic life) is longer than ten years, a shoe manufacturer that bought rather than leased United’s shoe machines would in any event rarely be in the market for a new machine until more than ten years had passed since it bought its present machine. In that event, a ten-year lease might be no more restrictive than an unconditional sale.

United’s customers would be unlikely to join it in a campaign to strengthen its monopoly position without insisting on being compensated for the loss of alternative, and less costly (because competitive), sources of supply. Firms often allocate their purchases among competing suppliers in order to preserve competition in their supply markets. They do this even though there is, as we saw in regard to predatory pricing, a free-rider problem. Suppose a manufacturer of shoe machinery offers to lease a machine for $10,000 a year under a lease terminable at will, while United offers to lease a similar machine for $9,000 a year but insists on a ten-year lease designed to bankrupt competing producers and enable United to raise its price to $20,000 at the end of the term. The $9,000 price is no bargain to the shoe manufacturers. The deal offered by United imposes an additional cost on the purchaser measured by the present value of the higher price in the future. If that value is, say, $2,000 a year, United’s offer is tantamount to charging the lessee $11,000. Each shoe manufacturer might still accept United’s offer, figuring either that other manufacturers would lease from the second producer at $10,000, thereby keeping that firm in business and so protecting himself from a United monopoly, or that they would lease from United at $9,000, leaving this manufacturer with higher costs if he paid $10,000 to the second producer but giving him no protection for the future unless the second producer could survive on his patronage alone.

But if people always thought that way, no cartel, other than one that was legally enforceable, would be even partially effective. Each member of the cartel would undersell the cartel price, figuring that everyone else was doing so or that everyone else was selling at the cartel price; under either assumption, cheating pays. Just as cartels usually are not feasible if the number of firms that would have to join to make it effective is very great, so the resistance of a monopolist’s customers to the free-rider temptation is unlikely to be effective if the customers are very numerous. United was not selling to hundreds or thousands of customers, however, but to a small number of shoe manufacturers.

Moreover, the second manufacturer in our hypothetical could overcome the free-rider problem by offering to lease the machine for $10,000 on the condition that a specified minimum number of shoe manufacturers lease machines from him. Each lessee would find it advantageous to enter into such a contract rather than pay $9,000 and accept an exclusivity condition from United, since the annual cost of the United lease is actually $11,000.

There is a nonexclusionary motive for a lease-only policy for a highly durable good, such as shoe machinery. As explained in §9.6 supra, the buyer of such a good from a monopolist would have no assurance that subsequent buyers, who may be his competitors, won’t be charged a lower price; the subsequent buyers are likely to have a more elastic demand for the product, for that is a likely reason why they weren’t the earliest to buy it. The problem can be overcome by the monopolist’s leasing rather than selling the good, provided the rental is geared to the value of the good to the purchaser. For then if the monopolist reduces that value by increasing his output and selling the additional output to the lessee’s competitors at a lower price, his lease revenue will fall.

Another nonexclusionary possibility is that United was trying to prevent the development of a secondhand market. While the durability of a product, including the price it is likely to command eventually in the secondhand market for the product, is something for which the buyer will be willing to pay, the buyers in that market who end up with the good may not value it as highly as many current buyers do. In that case, the monopolist’s effort to charge a high price to the current buyers will be impeded by the willingness of secondhand owners to part with the product at a lower price.6 By leasing instead of selling, the monopolist can prevent a secondhand market from developing.

Both methods of exploiting a monopoly of a durable good are, like tying, methods of increasing monopoly profits but not of excluding competitors.

Still another exclusionary practice alleged in the United Shoe Machinery case was the charging of a single price for machinery and its repair. The court found that this “bundling” had retarded the emergence of an independent shoe-machinery repair industry and so made it more difficult for other manufacturers of shoe machinery to compete with United, since United was charging its customers for repair service whether or not they utilized it, which discouraged the customer from looking elsewhere for repair service for his United machines. But only if there were economies of scale in repair would forcing other shoe-machinery producers to arrange for repair services increase their costs relative to those of United.

Bundling is analytically similar to tying. In bundling, the “tied” product is given away, which means that in effect the seller is paying the buyer to buy it. In tying, the buyer is forced to buy the tied product as a condition of obtaining the tying product. It looks like carrot versus stick but really it’s two carrots, since a seller cannot actually force people to do anything. Bundling is the equivalent of offering a discount off the price of the tying product. But tying is the same. To induce the buyer to buy an unwanted extra (if it’s wanted, there’s no need for a tie), or a wanted extra at a supracompetitive price (the case when tying is used as a method of price discrimination), the seller must offer a better deal on the tying product; he might even give it away.

The usual purpose of bundling, as of tying, is price discrimination. Suppose a firm sells two products, X and Y, that are worth different amounts to different customers. Assume that the firm has two customers for these products, A and B, and A would pay $8,000 for X and $2,500 for Y while B would pay $7,000 for X and $3,000 for Y. If the firm were to price X and Y separately, his best price for X would be $7,000 and for Y $2,500, and so his total revenue would be $19,000. If he sells X and Y as a package, however, he can charge $10,000 for the package and thus obtain a total revenue of $20,000.7 The reason is that when the products are priced separately, the price is depressed by the buyer who values each one less than the other buyer does, and bundling eliminates this effect. The profitability of bundling is greater the more products that are bundled.8 For this makes it more likely that the package will contain products that consumers place opposite valuations on, as in the numerical example, where A values X more than B does while B values Y more than A does.

Bundling and tying are generally accomplished by contract, but they need not be. Bundling can take the form of literally welding components together, so that the consumer could not use a component obtained from another supplier, and tying can take the form of configuring the tying product in such a way that only the tied product supplied by the seller of the tying product would work well with it, giving the consumer no choice but to buy the tied product from that seller.

Both bundling and tying can in principle exclude an equally or even more efficient new entrant by forcing the entrant to enter with a more complex product than otherwise. Provided that such entry is riskier and hence more costly (rather than simply requiring more capital at the same unit cost of capital), entry will be slowed or deterred. In the bundling case, the customer who wants the rest of the bundle will be reluctant to pay twice for one of the bundled products by buying it from another seller as well.9

So tying repair or replacement parts to the purchase of the original equipment could conceivably be an exclusionary practice. But this is unlikely, and the Supreme Court was on shaky ground in thinking Eastman Kodak Co. v. Image Technical Services, Inc.10 such a case. At worst, Eastman Kodak was exploiting its customers by taking advantage of the costs they had sunk in the original purchase of its high-volume photocopier and micrographics equipment to make them buy replacement parts from it at an exorbitant price. It is true that Kodak could do this only if it had a “monopoly” in a sense, albeit a monopoly limited to the buyers of its original equipment. (It did not have monopoly power in the original-equipment market.) But except under perfect competition, a textbook abstraction though approximated in certain agricultural markets, every seller has “captive” buyers in the short run. The seller who exploits his “monopoly” over replacement parts will find himself without many purchasers of his original equipment in the next period.

An alternative explanation for Kodak’s pricing of replacement parts, and more generally for the widespread sense that replacement parts supplied by the original-equipment manufacturer are “overpriced,” is that Kodak and other manufacturers of branded goods practice price discrimination. The products sold by such manufacturers are differentiated products, each with a downward-sloping demand curve. Purchasers with a relatively inelastic demand because of high costs of time can be charged a higher price for the product by being charged a high price for replacement parts and service, since they, unlike purchasers whose time is not valuable, prefer the convenience of returning to the original-equipment manufacturer for replacement parts and servicing to shopping around for alternatives available from cheaper but less dependable repair shops.

Another practice challenged as exclusionary is the “loyalty rebate,” illustrated by LePage’s Inc. v. 3M (Minnesota Mining and Manufacturing Co).11 3M manufactured Scotch tape, which until the early 1990s had about 90 percent of the market for transparent tape. LePage’s had started making transparent tape for sale under retailers’ private-brand labels in the 1980s. Its tape made considerable inroads into sales of Scotch tape, and 3M responded by beginning to market its own private-label tape, offering end-of-year rebates to retailers who bought multiple lines of 3M products. This offer gave the retailers a strong incentive to buy 3M’s private-label transparent tape in preference to LePage’s. LePage’s’ market share dropped, and it sued. It lost; should it have?

The rebates never pushed 3M’s price, whether for Scotch tape or for private-label tape, below its costs. Nor was any retailer required to buy 3M’s private-label tape as a condition of being allowed to buy Scotch tape. But because the retailers regarded carrying Scotch tape as indispensable to their business, they had a strong incentive to buy their private-label tape as well from 3M, since that would reduce the effective price they were paying for Scotch tape. As long as LePage’s’ private-label costs were the same as 3M’s, LePage’s could have matched 3M’s rebates yet still have broken even. But it would hardly have been feasible for LePage’s to match 3M’s rebates on a customer-by-customer basis. It would have had to make a uniform price cut, which would have conferred windfalls on those stores that lacked a strong demand for Scotch tape and so did not receive big rebates from 3M, while probably not being deep enough to match the rebates received by those stores that did have a strong demand for Scotch tape and so earned very large rebates from 3M.

The court thought 3M a more efficient producer than LePage’s. But suppose it was more efficient not because it had lower unit costs but merely because there are economies of scale in producing transparent tape. There is a difference between efficiency based on lower labor or materials costs, superior management, better quality, and other firm-specific attributes, and efficiency based on scale, which is attainable by any firm that is able to increase its output to the efficient scale. To the extent that the loyalty rebates raised LePage’s’ average costs by shrinking its output and thus preventing it from achieving the available economies of scale, this was not a consequence of 3M’s being a more efficient company in a sense relevant to antitrust policy. 3M may have feared that if LePage’s was permitted to get up to speed, powerful retailers such as Office Depot and Wal-Mart would prefer to sell a cheaper private-label tape than to push Scotch tape.

An alternative, nonexclusionary explanation for 3M’s loyalty rebates is that, as with many cases of bundling, they were a method of price discrimination. Some retailers value Scotch tape more highly than private-label tape, and others the reverse. The rebates provide in effect a single price for a bundle consisting of the two products (I ignore the other products covered by the rebates). Retailers who prefer Scotch tape would see the rebates as a way of being able to buy Scotch tape cheaper; those who prefer private-label tape would see them as enabling private-label tape to be purchased more cheaply.

Still another possibility is that loyalty rebates are intended to induce—loyalty. Another name for loyalty might be low transaction costs. Once a retailer becomes accustomed to satisfying its needs for transparent tape by buying from 3M, any newcomer will have to compensate the retailer for the risk and (other) costs of switching. That will discourage new entry by a firm that is no more efficient than incumbent sellers—yet for good economic reasons.

A final point to note is that although exclusionary practices are generally associated either with cartels or with single firms that have monopoly power, they can also be a product of tacit collusion between competitors.12

§10.11 Antitrust and the “New Economy”

Concern with exclusionary practices is particularly acute with respect to firms operating in the “new economy,” comprising such industries as the manufacture of computer software, the provision of services by Internet-based businesses, and the communications services and equipment that support the first two industries. “New economy” industries differ markedly from most of the industries in which antitrust doctrine developed—industries, such as the manufacture of cigarettes, steel, and shoe machinery, characterized by multiplant and multifirm production (implying that economies of scale are limited at both the plant level and the firm level), stable demand, heavy capital investment, modest rates of innovation, and slow and infrequent entry and exit. The new-economy industries tend to be characterized by falling average costs (on a product, not firm, basis) over a broad range of output, modest capital requirements, very high rates of innovation, frequent entry and exit, and economies of scale in consumption, the realization of which may require monopoly or interfirm cooperation in standards setting. The first point, falling average costs, is a product of the fact that, with the partial exception of communications equipment, the principal output of the new-economy industries is intellectual property, namely computer code, rather than physical goods. Intellectual property is often expensive to create but once created the cost of making additional copies usually is low, dramatically so in the case of software, where it is only a slight overstatement to treat marginal cost as zero.

Economies of scale in manufacture are familiar; up to a point, the longer the production run, the lower average total costs as fixed costs get spread over a larger and larger output. Economies of scale in consumption, more commonly referred to as network externalities, describe the situation in which the larger the firm’s output is, up to some point, the more valuable that output is to its customers. Telephone service is worthless if there is only one subscriber; he has no one to talk to. The more subscribers there are, the more valuable the service is to each one, or at least to many of them. (That is the network externality. Each additional subscriber confers a benefit on the other subscribers who might want to reach him.) Interactive services, such as e-mail and online auctions, are similar. Likewise the sharing of computer programs, as where two or more academics collaborate on writing a scholarly article by means of word processing and spreadsheet programs. Literal networking or sharing to one side, computer programs tend to be more valuable the more people use them because training, support by information-technology personnel, and standardization of equipment and procedures are facilitated. The first and third reasons explain why the typewriter keyboard is standardized.

Network externalities presuppose uniformity rather than a common source. The international telephone system is a single network, but its components are owned by a vast number of separate firms and individuals. The components have been standardized to assure interoperability, in the same way that the gauge of the railroad track has been standardized. But the fact that the key assets of new-economy firms are forms of intellectual property, which can lawfully be monopolized, and that the services provided by these firms are characterized by network externalities, tugs the new economy toward monopoly yet, oddly, also toward competition. Remember that competition to obtain a monopoly is an important form of competition (Schumpeter’s “gale of creative destruction”). The more protection from competition that the firm that succeeds in obtaining a monopoly will enjoy, the more competition there will be to become that monopolist; and provided that the only feasible or permitted means of obtaining the monopoly are socially productive, this competition may be wholly desirable. A firm that will have the protection both of intellectual property law and of economies of scale in consumption if it is the first to come up with an essential component of a new-economy product or service will have a particularly lucrative monopoly, and this prospect should accelerate the rate of innovation, just as, other things being equal, the more valuable a horde of buried treasure is, the more rapidly it will be recovered.

What is more, the successful new-economy monopolist is likely to be a firm that initially charges a very low price for the new product that it has created. Think back to the telephone. Since every new subscriber increases the value of the service to the existing subscribers, a telephone company has an incentive to provide price inducements to new subscribers; the money it will lose on them may be more than made up for by the higher price that existing subscribers will pay for access to a larger network. This is especially likely if the network will be a natural monopoly, meaning that no competitor would find it feasible to duplicate it—then the faster the network reaches maturity, the longer the monopolist will be protected from challenges to his monopoly. But challenging an existing network monopolist, typically by developing a revolutionary innovation (a “killer app”), must be feasible for the gale of creative destruction to work; and monopoly may discourage innovation by other firms. Network externalities may give the monopolist a cost advantage that exceeds the benefit of a superior new technology. This is an illustration of “path dependence”: An industry may be stuck with an inferior technology because the cost advantage of the existing network cannot be overcome.1

Practices that give a network monopolist more insulation from competition than is inherent in its control of the network are of particular concern to antitrust policy. Consider by way of analogy the old Standard Fashion2 case. The defendant manufactured a popular line of dress patterns that women could use to make their own dresses. Retailers thought it essential to be able to sell the full line. The defendant required retailers to agree not to carry competing lines. Competing manufacturers could in principle create their own retail outlets, but who would shop where the most popular brand could not be found? Competing manufacturers would have to create a line as long and as popular as Standard Fashion’s line, and that would be difficult to do.

Exclusive dealing, the name of the contractual form used by Standard Fashion, is ordinarily an efficient practice.3 It encourages the dealer to promote the manufacturer’s brand; in Standard Fashion it also reduced the danger of style piracy. These turn out to be related concerns. In the absence of exclusive dealing, the dealer might be tempted to use Standard Fashion patterns to attract customers to his store, then switch them to cheaper brands that resembled the patterns (perhaps being copies of them), the dealer’s inducement to try to switch them being a very low wholesale price for those brands. The price would be low because the manufacturer of the cheap knock-offs, by taking a free ride on Standard Fashion’s investment in creating popular dress patterns, would have lower costs than Standard Fashion.

What distinguished Standard Fashion from a garden-variety exclusive-dealing case was the existence of economies of scale at the distribution level, which are analogous to economies of scale in consumption. Consumers didn’t want to traipse from store to store to obtain dress patterns. They wanted a full line in each store. Therefore anyone entering the dress-patterns business had to provide the full line if it was excluded from stores that carried the dominant firm’s line. (One can imagine a department store’s assembling the designs of a number of designers of women’s dress patterns, each specializing in one pattern, into a full line to compete with Standard Fashion’s full line, but Standard Fashion was decided in 1922 and many towns didn’t have department stores in those days.) Restricting its retailers no doubt cost Standard Fashion something, but maybe less than the increase in its expected monopoly profits from forestalling new entry by compelling prospective entrants to enter on a full-line basis—a risky undertaking, as if a firm couldn’t make commercial aircraft without making military aircraft as well. Standard Fashion couldn’t extract a monopoly price from its dealers twice, first by charging them what the market would bear and then by forcing them to enter into exclusive-dealing contracts. But it may have been able to increase the duration of its monopoly.

The analogy to a new-economy network externality should be plain. A firm may wish to enter the market by producing one component of the network or one value-added service, but if a competitor by virtue of owning, or having an exclusive-dealing contract with, the network refuses to cooperate with the firm, the firm will have to duplicate the network in order to get distribution of its product.

§10.12 Boycotts; Herein of Monopsony

In the Eastern States case, a group of retail lumber dealers agreed not to buy lumber from any wholesaler who entered the retail lumber business in competition with a member of the retailer group.1 The agreement could deter the wholesalers, however, only if the retailers had monopsony power vis-à-vis the wholesalers. Figure 10.3 depicts a firm’s derived demand for some input (i.e., derived from the demand for the firm’s final product). The supply price is assumed to be positively related to the amount of the input purchased, implying that its production involves the use of specialized resources. The marginal cost of the input thus rises faster than the supply price (see §10.9 supra)—that is, each increment in price raises the total costs of the input to the firm by a greater amount—because the price increase applies not merely to the incremental purchase but (assuming no price discrimination) to all previous purchases of the input. (Thus, marginal cost is to supply price as marginal revenue is to sale price.)
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The buyer’s profits are maximized by his limiting his purchases of the input to the level, qm in Figure 10.3, at which marginal cost equals marginal value. At this level, price is lower than if competition in the buying market led buyers to compete away the monopsony profits generated at qm, by bidding up price to pc.

The attractiveness of monopsonizing to the monopsonist depends on the positive slope of the supply curve. For if the supply curve were horizontal, reducing the quantity of the input that was bought would yield no monopsony profits because the price of the input would be the same at any quantity purchased.

The supply curve is positive only when an input consumes resources that would be less valuable in other uses. Once a railroad track has been built, its value in alternative uses is severely limited, so a monopsonist of railroad services might be able to limit the price it paid for those services to a level at which the railroad could not recover its investment in track.2 A coal mine is another example of a resource that can’t be relocated without a tremendous loss of value.3

If the retail lumber dealers in the Eastern States case had monopsony power, why didn’t they exercise it directly by reducing the amount of lumber they bought from the wholesalers? Maybe the retailers found it easier to agree on cutting off competing wholesalers than on the optimal monopsony price of lumber. Or maybe the wholesalers were less efficient at retail distribution than the retailers and were attracted to the retail market only because the retailers were charging a cartel price. In that event the boycott would increase the cartel’s efficiency. Monopsony pricing would not.

§10.13 Is There Benign Monopsony?

It has been argued that in an effort to control the costs of health care (about half of which are borne by the federal government), the government should use its immense “buying power” (i.e., monopsony power) to depress drug prices. The government is a huge indirect purchaser of drugs since it finances the Medicare and (with the states) Medicaid programs, in addition to providing medical care to military personnel and veterans and medical insurance to the government’s civilian employees. Because the government purchases, or (more commonly) controls (acting in effect as an intermediate buyer) the purchase of, such a large fraction of total drug sales, it could reduce by some arbitrary amount the drug prices that it is willing to reimburse for, and yet the drug companies would continue to sell to it.

The drug companies would reduce their output, however, but given the structure of drug costs, not immediately. The cost of developing, and of obtaining FDA approval for, a new drug is a large percentage of the total cost and is incurred before the drug goes on the market. The cost of producing the drug usually is very low. The sale price is therefore driven primarily by the presale development costs, and so the effect of the government’s refusing to pay the current price would be, by depressing the firm’s profits (especially its projected profits from new drugs), to reduce the development of new drugs rather than the output of existing drugs. This analysis does not apply to generic—unpatented—drugs, which generally are sold at a price close to marginal cost. To those drugs, the normal monopsony analysis would apply: The government would pay a price that forced the producer to move down his supply curve, reducing output.

Slowing the development of new drugs would be politically attractive because the reduction of government-financed drug costs would be experienced immediately but the cost in slower development of new drugs (because they would be less profitable) would be deferred, and indeed would be largely invisible because no one would know for sure how much faster the development and introduction of new drugs would have been had it not been for the government’s exercise of its monopsony power.

§10.14 Antitrust Damages

Although equitable remedies, such as injunctions and divestiture, and criminal remedies (fines and imprisonment) are also used to enforce the federal antitrust laws, the damages remedy presents the most interesting economic issues and will be the focus of our analysis.

The successful antitrust plaintiff is entitled to a tripling of his compensatory damages, so that two-thirds of every antitrust damage award represents punitive damages. We know from Chapter 7 that this would be sensible if there were a one-third chance of catching the antitrust violator. But, in fact, for antitrust violations committed in the open (mergers, for example) the probability is close to one, while for concealed violations (mainly price-fixing conspiracies) the probability, although lower than one, is not always one-third.

How should compensatory damages be computed? In terms of Figure 9.6, should it be DW (the deadweight loss)? MP (the cartel or other monopoly price minus the competitive price times the monopoly output)? DW + MP? More? DW measures only a part of the cost imposed by monopoly—the part borne by those who stop buying the product when the price rises from the competitive to the monopoly level. It ignores the cost to those consumers who keep on buying the product but pay more. Their cost is MP, and the total social cost is therefore MP + DW. It is true that MP is not a net social cost, but just a transfer payment, at least if we ignore the tendency of monopoly profits to be transformed into costs of obtaining or defending monopoly. But we want the monopolist, in deciding whether to monopolize, to compare the gain to him with the loss to everyone hurt by the monopoly—and that includes the consumers who continue to buy, as well as those deflected to (inferior) substitutes. To make him do that we have to set damages equal to the total, not net, social costs of the monopoly.

Nor would damages equal to MP be sufficient on the theory that it would make monopoly profitless and therefore unattractive. Suppose the monopoly yielded some minor cost savings to the monopolist. Then MP—at least if calculated according to the pre-monopoly cost curve, and thus according to what the consumers have lost rather than what the monopolist has gained—would be less than the monopolist’s gain from monopoly, so he would not be deterred. And yet if the cost savings were smaller than DW, we would want to deter him; monopoly would not be cost justified.

But the possibility of cost savings shows that it would be unwise to set damages (possibilities of concealment to one side) above the sum of MP plus DW. For that would deter monopolies that yielded cost savings greater than the deadweight loss—assuming, realistically, that antitrust law does not excuse all such monopolies from liability.

What should damages be if a cartel is formed by firms that have less than the whole market? We know from earlier discussion that the cartel may still be able to charge a monopoly price, although not so high a one as if it controlled the entire market. Suppose it succeeds in raising price by 10 percent. The firms outside the cartel will benefit; they probably will be selling at the same price as the cartelists, since if they start cutting prices the cartel may collapse and all the sellers may be worse off. But the consumers of the non-cartel sellers will lose along with the cartelists’ consumers. Should the cartelists be liable not only for their own monopoly profits but also those of the innocent sellers (who themselves have violated no law)? They should not. It is true that the customers of those sellers have suffered as a result of the cartel. But if the cartel is to be charged with those losses, it should be credited with the benefits (profits) it conferred on the innocent sellers—and the two amounts are a wash. This is a straightforward application of the analysis of “economic” losses in Chapters 6 and 8: Losses offset by gains to others should not be figured in damages, even though the losses were caused by the tort. A complication, however, is that the fringe firms are likely to have higher costs than the cartelists—presumably is why they are small, a fringe. This means, however, that some of the consumer surplus appropriated by these firms is transformed into cost rather than producer surplus. This cost is a deadweight loss for which, in principle, the cartelists should be charged.

Often consumers do not buy directly from manufacturers but instead from middlemen. Suppose a monopolist of shoes sells to 10 distributors, who in turn resell to 1,000 retailers, who in turn resell to 1 million consumers. The 10 distributors should be allowed to sue the monopolist for the entire monopoly overcharge even though they will in all likelihood have passed on the bulk of it to the retailers, who in turn will have passed it on to the consumers. The amount of passing on depends on the elasticity of demand. The more elastic the demand, the smaller the fraction of the overcharge that will be passed on to the next tier of distribution. The passing-on process is shown in Figure 10.4. The primed curve includes the overcharge, the curve that is not primed shows costs before the overcharge is imposed, and the vertical distance between the two is the amount of the overcharge per unit of input bought.

[image: ]

Depending on the degree of passing on, the distributors’ suit may yield them windfall gains. But the most important thing—deterring monopoly—will have been accomplished more effectively than if such suits are barred. And maybe there won’t be any windfall. With the rule that there is no passing-on defense now well settled, middlemen can be expected to charge lower prices in general. Their net costs of purchase from the manufacturer is lower because a middleman has an expected gain from being able to sue if the price turns out to be an unlawful monopoly price. The lower prices charged by middlemen will compensate consumers for losing their own, less valuable right to sue. Their right is less valuable because, being at once more remote from the manufacturer and more numerous, consumers are less efficient antitrust enforcers. If this is right, consumers have actually been made better off by the rejection of the passing-on defense!

Should we worry, though, that entitlement to treble damages will cause purchasers to wait too long to bring suit, thereby prolonging the period of monopoly pricing?1 Suppose the competitive price for some good is $10 and the monopoly price $15. Therefore, simple damages are $5 and treble damages $15. This means that every purchase of the good costs the purchaser—$5! So he has an incentive (limited, however, by the statute of limitations and by his discount rate) to delay suit indefinitely. It does not follow, however, that there will be more monopoly pricing. For, knowing of this incentive the monopolist will realize that protracted monopoly pricing may result in astronomical damages.

An important question about antitrust damages is whether competitors as well as purchasers should be allowed to sue for damages. At first glance the answer would appear to be no, if the purpose of antitrust law is to promote the efficient allocation of resources. Monopoly creates inefficiency by driving a wedge between opportunity cost (=competitive price) and (monopoly) price; the welfare of competitors is neither here nor there. But sometimes a competitor is a more efficient antitrust enforcer than a consumer. Like a middleman, he has more information, and he is likely to have a greater stake in antitrust enforcement. Take predatory pricing. Consumers benefit in the short run; it is only after the predation succeeds and the monopolist jacks up his price that consumers begin to hurt. It is therefore unlikely that there would be many consumer suits directed against predatory pricing. It is competitors who are hurt in the short run, and who are therefore likely to sue.

But what exactly should injured competitors be allowed to sue for? The injury they suffer bears no necessary relation to the social costs of predation, which are the social costs of monopoly in the post-predation period, discounted to present value. But if victims of predatory pricing can count on being made whole for the injury that predation causes them, the predator will not be able to intimidate them by the threat of predatory pricing.

In the Brunswick case,2 the Supreme Court placed a significant limitation on damages in competitor suits. A sued B for acquiring C, a competitor of A, and sought damages based on the injury that C had done to A as a result of being revitalized by B: Had it not been for the acquisition, C would have gone out of business, and A’s output and profits would have been greater as a result. It was assumed that the acquisition had been illegal because it had created a danger (which had not however yet materialized) that B would finance predatory pricing by C. Nevertheless, A was not permitted to get the damages it sought. Although those damages were caused by an illegal acquisition, they had the same economic significance as the harm to consumers from cartel pricing by firms that are not in the cartel: They were a harm offset elsewhere in the economic system. If B’s acquisition of C enabled C to continue to compete with A without resorting to any improper tactics such as predatory pricing, then any loss to A must have been more than offset by the benefits of this competition to consumers. For it is only by making better (yet by assumption efficient—not below-cost) offers to them that C could have wrested them away from A. There would be overdeterrence if B were made to pay A’s damages. Compare §6.7 supra.

        Suggested Readings

1.    Douglas G. Baird, Robert H. Gertner & Randal C. Picker, Game Theory and the Law 57–63, 165–187 (1994).

2.    Dennis W. Carlton & Jeffrey M. Perloff, Modern Industrial Organization (4th ed. 2005).

3.    Daniel A. Crane, Chicago, Post-Chicago, and Neo-Chicago, 76 U. Chi. L. Rev. 1911 (2009).

4.    Andrew R. Dick, Learning by Doing and Dumping in the Semiconductor Industry, 34 J. Law & Econ. 133 (1991).

5.    C. Scott Hemphill & Tim Wu, Parallel Exclusion, 122 Yale L.J. 1182 (2013).

6.    Herbert Hovenkamp, The Antitrust Enterprise: Principle and Execution (2005).

7.    Louis Kaplow, Competition Policy and Price Fixing (2013).

8.    Benjamin Klein, Market Power in Antitrust: Economic Analysis After Kodak, 3 S. Ct. Econ. Rev. 43 (1993).

9.    ________, Exclusive Dealing as Competition for Distribution “On the Merits,” 12 Geo. Mason L. Rev. 119 (2003).

10.    William M. Landes, Optimal Sanctions for Antitrust Violations, 50 U. Chi. L. Rev. 652 (1983).

11.    ________ & Richard A. Posner, Should Indirect Purchasers Have Standing to Sue Under the Antitrust Laws: An Economic Analysis of the Rule of Illinois Brick, 46 U. Chi. L. Rev. 602 (1979).

12.    John E. Lopatka, Solving the Oligopoly Problem: Turner’s Try, 41 Antitrust Bull. 843 (1996).

13.    William H. Page, Antitrust Damages and Economic Efficiency: An Approach to Antitrust Injury, 47 U. Chi. L. Rev. 467 (1980).

14.    Richard A. Posner, Antitrust Law (2d ed. 2001).

15.    Eric B. Rasmusen, J. Mark Ramseyer & John S. Wiley, Jr., Naked Exclusion, 81 Am. Econ. Rev. 1137 (1991).

16.    Steven C. Salop, Exclusionary Conduct, Effect on Consumers, and the Flawed Profit-Sacrifice Standard, 73 Antitrust L.J. 311 (2006).

17.    George J. Stigler, The Organization of Industry, chs. 5–10, 21 (1968).

18.    Economics of Antitrust Law (2 vols.; Benjamin Klein & Andres V. Lerner eds., 2008).

        Problems

 1.    The following are some leading antitrust cases decided by the Supreme Court. Read each decision. Then answer the following questions: Why did the defendant or defendants in fact adopt the challenged practice—to monopolize, or for some other purpose? To what extent does the decision of the Court rest on a judgment of the economic consequences of the challenged practice? Does the Court use economic analysis correctly?

 

        United States v. Reading Co., 253 U.S. 26 (1920).

        Chicago Board of Trade v. United States, 246 U.S. 231 (1918).

        United States v. Container Corp. of America, 393 U.S. 333 (1969).

        United States v. Sealy, Inc., 388 U.S. 350 (1967).

        United States v. Continental Can Co., 378 U.S. 441 (1964).

        United States v. Arnold, Schwinn & Co., 388 U.S. 365 (1967).

        2. United States v. Singer Mfg. Co., 374 U.S. 174 (1963).

        Sugar Institute, Inc. v. United States, 297 U.S. 553 (1936).

        Arizona v. Maricopa County Medical Society, 457 U.S. 332 (1982).

        United States v. United States Gypsum Co., 438 U.S. 422 (1978).

        National Collegiate Athletic Association v. Board of Regents, 468 U.S. 85 (1984).

        California Dental Association v. FTC, 526 U.S. 756 (1999).

        Aspen Skiing Co. v. Aspen Highlands Skiing Corp., 472 U.S. 585 (1985).

 

 2.    Airlines often charge more for a one-way than a two-way ticket. Could this be an exclusionary practice?

 3.    Can cartel theory help you answer the following question: In a military alliance, such as NATO, will the smaller nations in the alliance commit proportionately greater, proportionately smaller, or proportionately the same, resources to the alliance? If stumped, see Todd Sandler & Keith Hartley, Economics of Alliances: The Lessons for Collective Action, 39 J. Econ. Lit. 869 (2001).

 4.    Analyze the following proposition: Antitrust policy is profoundly antipathetic to the achievement of economically optimum amounts of (a) environmental protection and (b) consumer product information and safety.

 5.    The Department of Justice offers immunity from prosecution to the first member of a cartel to confess to its cartel activity. Is such a program likely to encourage or discourage cartelization? Could it do both? See Nathan H. Miller, Strategic Leniency and Cartel Enforcement, 99 Am. Econ. Rev. 750 (2009).

 6.    Should nonprofit enterprises, such as private universities and hospitals, be exempt from antitrust law? See Tomas J. Philipson & Richard A. Posner, Antitrust in the Not-for-Profit Sector, 52 J. Law & Econ. 1 (2009).
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CHAPTER 11



INTELLECTUAL PROPERTY

§11.1  Are Patents Property?

Previous editions of this book squeezed brief discussions of intellectual property into Chapter 3 (property). The field of intellectual property has become so large, important, and controversial that it requires a chapter of its own. Moreover, although there are obvious and important affinities between tangible property and intellectual property, the differences are so great that the very term “intellectual property” disguises some compelling reasons for not regarding inventions, trade names, trade secrets, and expressive media, such as movies and novels, as property at all, but rather as sui generis fruits of mental inquiry and creation, sometimes requiring legal protection, but legal protection unlike that given to tangible property.

Granted, there are affinities between the two forms of “property.” For example, while nothing might seem more remote from sunken treasure than patented inventions, one of the economic problems to which patenting gives rise resembles an economic problem with abandoned property. Ideas are in a sense created but in another sense found. Suppose that whoever invents the widget will, if allowed to exclude others from its use by being granted a patent, be able to sell the patent to a manufacturer for $1 million; and that the expected cost of inventing the widget is $250,000. A number of inventors may try to be first to invent it. Their competition (a “patent race”) will cause the invention to be made sooner. That is a good thing—but suppose it’s invented just one day sooner than if there had been only one inventor. The value of having the widget a day earlier will be less than the cost of a fourfold increase in the cost of the invention.

This implies that the denial of a property right, including an intellectual property right, can be as much an economizing device as the creation of one. As a further illustration, notice that legal protection of a trademark is conditional on there being actual sales of the product or service that the trademark designates. You can’t just dream up names for products that you or someone else might someday want to sell and register the names with the Patent and Trademark Office and by doing so obtain a right to exclude others from using the names. Allowing such “banking” of trademarks would draw excessive resources into the activity of thinking up trademarks, and also clutter the trademark registry with millions of marks, making it more costly for sellers to search the registry in order to avoid infringing a registered mark. (Registry clutter is a huge problem with patents—there are some 2 million patents currently in force in the United States, any of which might form the basis of a patent infringement suit.)

There is even a parallel between intellectual property and restrictive covenants. Under the Continental European doctrine of “moral right,” which has been making headway in American law (in part because of U.S. commitments arising out of the Berne Convention on copyright), an artist has (without having to expressly reserve) the right to prevent the mutilation, destruction, or misattribution of his paintings or other works of art even after he has sold the work, perhaps to a dealer who then resold it to a collector or a museum. Moreover, the right survives the artist’s death, becoming an asset of his estate. The artist’s right to the integrity of his art thus runs with the work, just like an easement in land. The economic rationale is that the value of the artist’s future or unsold work, as well as his works owned by other purchasers, may be reduced by acts that impair the value of a particular work of his.1

The moral right has to be allowed to survive the artist’s death, in order to avoid a congestion problem similar to that involving a natural pasture (see §3.1 supra). In principle the owners of his other work should be the enforcers of this posthumous right because they’re the persons hurt by its infringement; but there are economies in giving the artist’s estate the exclusive right to sue.

An interesting legal difference between physical and intellectual property is that the latter, once abandoned, can never be reappropriated. Unlike physical property (see §3.13 supra) it enters the public domain, where it remains—forever—freely usable by anyone. The difference in treatment makes economic sense. Intellectual property is an example of what economists call a “public good,” meaning a good that can be consumed without reducing any other person’s consumption of it. Physical property is much more likely to be a private good. One person’s reading a book does not prevent another person from reading the same book in a different copy, but one person’s eating a sandwich prevents anyone else from eating that sandwich. Except for special uses, like public parks, land and other physical properties can’t be put into the public domain (or left there if abandoned) because shared use is inefficient. You want someone to be able to reappropriate it if it’s been abandoned, so that he can exploit the property to create value.

§11.2  Patents and Innovation1

The most controversial area of intellectual property law today is patent law. To understand the controversies, we need to understand the economics of invention.

Suppose it costs $10 million to invent a new type of food blender. The marginal cost of producing and selling each new blender once the invention is made is, let’s say, $50 ($10 million is not a marginal cost, but a fixed cost, because it doesn’t vary with output), and the estimated demand is for 1 million of the blenders if the price is $60 per blender. Unless the manufacturer can charge $60 he will not recoup his costs of invention ($10 million) plus production ($50 million).2 But if other manufacturers face the same marginal cost as he, competition will (in the absence of patents) bid the price down to $50, the effort at recoupment will fail, and anticipating this the manufacturer will not make the invention in the first place—he won’t sow where he can’t reap.

Moreover, in a world without patents, inventive activity would be biased toward inventions that could be kept secret, just as an absence of property rights in physical goods would bias production toward things that involve minimum preparatory investment, as we saw in §3.1 supra. (Some inventors, however, prefer secrecy to patenting as the mode of protecting against copiers. See §11.3 infra.)

The theory of optimal innovation has important implications for patent law. Consider the patentability of inventions that improve an existing patented invention but are not authorized by the patentee. Although a firm has an incentive to license independent inventors of improvements in its patents, its ability to identify the most promising outsiders will be limited by its own knowledge, experiences, and firm culture. So there is value in encouraging firms to do research and development on technologies dominated by a patent or patents held by another firm, as the law does by permitting the improvements contributed by those firms to be patented without the dominant firm’s authorization. This is a second-best solution, however, because it creates a bilateral monopoly: The dominant firm cannot add the improvement to its product without a license from the holder of the improvement patent, and the improver cannot sell the improved product without a license from the dominant firm.

A patent can be granted before there is commercial production or even a prototype of the invention. All that’s needed is a diagram or description that would enable a knowledgeable person to create the patented product or process. The early fixing of property rights encourages investment,3 as we know from the discussion of property rights in Chapter 3. But in trying to reduce his invention to practice, the inventor may fail to follow the optimal path of development. By giving him an exclusive right and thus reducing the amount of parallel inventing, the law may therefore be retarding technological progress. And notice the tension between permitting early patenting and permitting unauthorized improvement patents.

There are as I said some 2 million patents in force in the United States currently, which increases the costs of patent search and inadvertent infringement and complicates patent prosecution (the process of persuading the Patent and Trademark Office to grant a patent) and litigation (by increasing the number of patents that can be cited as “prior art” invalidating a patent in suit). Raising the standards for granting patents, shortening patent terms,4 or even denying patentability to inventions in specified industries—all conceivable measures of reducing the patent glut—would not end inventive activity (even when an invention could not be kept secret) and might actually stimulate it by reducing the costs and risks that inventors face from patent thickets. Some inventions are not so costly to make that the costs have to be recouped over a long period of time; the inventor may be able to recoup them before competitors can gear up to duplicate the invention and undersell the original producer. Or the cost of coming up with the invention may be low relative to the cost of producing the goods that embody the invention, so that an imitator’s cost advantage will not be great. Or the public may identify the first firm’s brand with the product and keep buying it even after there is competition, and at a premium price. And many new products have only a short expected life, so that 20 years of patent protection will confer no real benefit on the producer except to enable him to extract license fees from firms wanting to make a different product that incorporates his invention. Sometimes the inventor’s lead time, before competitors duplicate the product embodying the invention, even if short, is enough to give him a “learning curve” advantage over competitors. The learning curve is a downward-sloping curve that depicts production cost as a function of production experience. The more experience a firm has in producing a product, the lower its cost, because experience demonstrates ways of cutting costs and improving the product. The existence of the learning curve places latecomers at a disadvantage in competing with the earlier-arriving producer (the “first mover,” as he is called). And finally the costs of copying may be very high, especially if the inventor can keep his invention secret.

So probably a great deal of patenting has no positive effect on invention; much of that patenting either is intended to monopolize a product or is merely defensive. And patenting presents a host of economic problems. Patents encourage wasteful rent-seeking (patent races); bias investment toward types of inventive activity that yield patents (if there are two equally valuable activities that are substitutes and in only one of them the inventor can obtain a property right in the goods or services that the activity produces, investment will be biased in favor of that activity, leading to underinvestment in the other one); impede competing inventive activity; and by driving a wedge between price and cost (the patentee, enjoying as he does a monopoly, is not constrained to price at marginal cost) deflect some potential customers for the patented product to less efficient substitutes. Once an invention is made, its costs are sunk; in economic terms, they are zero. Hence a price that includes a royalty to the inventor will exceed the opportunity cost of the product in which the invention is embodied. This wedge, however, is analytically the same as the cost of a fence to demarcate a property right in land; it is an indispensable cost of using the property-rights system to allocate resources.

The law uses several devices to try to minimize these problems:

 

1. A patent expires after 20 years (there are a few exceptions), rather than being perpetual. This reduces the value of the patent to the owner—though not by much, because of discounting to present value,5 and the fact that most products and processes are superseded after so many years—and hence the amount of resources devoted to obtaining patents. In addition, patents often are obtained before commercial development is complete (to delay in seeking the patent is to risk being preempted by another inventor), in which case the commercially valuable patent period will be shorter than 20 years. And the patentee must make public disclosure of the invention. Although competitors cannot copy the invention, they may learn from the disclosure how to invent around the patent, or in other words how to create a close but noninfringing substitute. Thus disclosure reduces the cost to competitors, which in turn exerts competitive pressure on the patentee.

 

2. The fact that patents are granted before an invention has been carried to the point of commercial feasibility heads off costly duplication of expensive development work.6 But if granted too early—before the inventor actually knows how to make the product or process embodying the invention—a patent may retard innovation by discouraging other firms from developing the technology necessary to commercialize the invention.7

 

3. Inventions are not patentable if they are “obvious.” The economic meaning of obviousness is discoverable at low cost.8 The lower the cost of discovery, the less necessary patent protection is to induce the discovery to be made. Remember that the purpose of patent protection is to create incentives to invent by enabling an inventor to recover his sunk costs of inventing; if those sunk costs are slight, there is no reason to grant a patent:

         If the innovation would be created and disclosed even without patent protection, denying a patent on the innovation costs society nothing (because the innovation would be developed anyway) and saves society from needlessly suffering the well-known negative consequences of patents, including the restriction on output caused by a patentee’s exclusive rights and the administrative and litigation costs associated with running a patent system.…An invention should be considered obvious when a [person having ordinary skill in the art] would have considered it obvious that it would be worth trying the experiments needed to obtain the invention in question, even if it would be impossible to obtain a patent on the results or keep them a trade secret.9

Unfortunately, neither patent examiners nor judges and juries consider sunk costs in deciding on patentability.10

 

4. The patent applicant must show not only that his invention is nonobvious (as well as novel—if it’s been thought of before, awarding a patent would overcompensate the applicant; he would not have added to the stock of useful ideas) but also that it is “useful.” This requirement might be thought superfluous. Unless the invention is useful, it will not generate significant monopoly rents. But screening out useless inventions reduces the cost of patent searches to subsequent inventors. Yet it would be a mistake to think that setting a high standard of usefulness would limit the monopoly rents from patents;11 the more useful the product, the higher, not the lower, those rents will be.

 

5. Fundamental ideas (the laws of physics, for example) are not patentable, despite their often great value. Until the advent of costly atomic-particle accelerators, basic research rarely entailed a substantial expenditure, and patent protection might therefore have led to an excess of basic research. But the nonpatentability of basic discoveries, like the limited term of patents, reflects more than just a concern with costs of acquiring patents. There are serious identification problems, as in the case of wild animals. An idea does not have a stable physical locus like a piece of land. With the passage of time it becomes increasingly difficult to identify the products in which a particular idea is embodied, especially if it’s a basic idea, having many and varied applications. Moreover, by definition of “basic research,” commercial opportunities are likely to lie far in the future. The present value, in strictly financial terms, of a patent on basic research would therefore usually be too slight to motivate a profit-making enterprise to conduct the research. But universities and other basic-research facilities would seek patents in order to extract royalties from other researchers.

 

These measures for averting the potential inefficiencies of a patent system have proved inadequate. The patent system provides many an inventor with more insulation from competition than he needs in order to be incentivized to make the invention. The result is to increase market prices above efficient levels, causing distortions in the allocation of resources; to engender wasteful patent races—wasteful because of duplication of effort and because unnecessary to induce invention (though the races do increase the pace of invention); to increase the cost of searching the records of the Patent and Trademark Office to make sure one’s invention won’t be infringing someone else’s patent with your invention; to encourage the filing of defensive patents (because of anticipation that someone else will patent a similar product and accuse you of infringement), which can retard innovation; to create litigation expense and business uncertainty and sometimes death; and to encourage patent “trolls” (discussed at the end of this section).

Not that patenting should be condemned root and branch. Even patent races, wasteful as they are, do accelerate invention. And patents publish valuable information. How valuable is debated; but what is clear is that when patent protection is unavailable, companies often resort to trade secrecy (see next section of this chapter), which by definition does not involve publication and so limits the dissemination of technological information. Moreover, without a patent an inventor may encounter great difficulty in obtaining the financing he needs to commercialize his invention; the patent certifies (albeit imperfectly) that the invention is novel, useful, and nonobvious. A patent is said to be to a financier of start-ups what a deed is to a mortgage lender: proof of valuable collateral.

To evaluate optimal patent protection for a particular invention requires considering the cost of inventing and the cost of copying (that is, the cost of production and marketing to a firm other than the inventor or inventor’s licensee). The higher the ratio of the former to the latter, the greater the optimal patent protection for the inventor. The ratio is very high for pharmaceutical drugs. They are indeed the poster child for patent protection. The cost of inventing a new drug, a cost that includes the extensive testing required for the drug to be approved for sale, is in the hundreds of millions of dollars, yet for most drugs the cost of copying—or producing an identical substitute—is very low. Hence the inventor may not be able to recover his upfront costs without patent protection (and for the additional reasons that the present value of the revenue from sale of the drug is depressed because of the length of time it takes to get approval, and that the effective patent term is truncated because the patent is granted, and the period of patent protection begins to run, when the patent is granted rather than, years later, when the drug can begin to be sold). Nevertheless there appear to be serious abuses of patent law in the pharmaceutical industry, including collusive settlements with generic manufacturers (see §11.8 infra) and “continuation” patents that extend patent protection far beyond the 25-year term of a pharmaceutical patent.

The problem of excessive patent protection is today best illustrated by the software industry. This is a progressive, dynamic industry rife with invention. But the conditions that make patent protection essential in the pharmaceutical industry are absent. Nowadays most software innovation is incremental, created by teams of software engineers at modest cost, and also ephemeral—most software inventions are quickly superseded. Software innovation tends moreover to be piecemeal. The patents cover not entire devices but components, so that a software device (a cellphone, a tablet, a laptop, etc.) may have tens of thousands, even hundreds of thousands, of separate components (bits of software code or bits of hardware), each one patented. The result is huge patent thickets (there are said to be at least 400,000 software patents currently in force, that is, neither expired nor invalidated), creating rich opportunities for efforts to hamstring competitors by suing for infringement—and also for infringing, and then challenging the validity of the patent when the patentee sues you.

Further impediments to effective patent policy in the software industry include a shortage of patent examiners at the Patent and Trademark Office who have the requisite technical skills, the difficulty of searching the patent records for relevant software patents because of the lack of a standardized technical vocabulary in the software industry, the severely limited technical competence of most judges and jurors, the difficulty of assessing damages or other relief for infringement of a component rather than a complete product (often it’s difficult or even impossible to estimate the contribution of the component to the value of the product to consumers), and the volatility of the software industry because of its technological dynamism, which creates incentives both to patent defensively and to infringe patents and thus increases legal costs.

A recent development that underscores the problems of the U.S. patent system is the rise of the “patent trolls.” The term (for which the polite synonym is “non-practicing entity”—NPE) refers to firms that buy patents for the purpose not of practicing the patented invention but instead of obtaining patent license fees or damages for infringement. Trolls now file more than 60 percent of all patent suits. As explained in a recent article, “there is good reason to believe that NPEs overwhelmingly litigate their patents late in the patent term.… Many NPEs do not file their own patent applications, but instead purchase patents on the secondary market (often from failed companies) for the purposes of litigation. Naturally, it takes time for such patents to reach NPEs. Further, because NPEs primarily value patents for their usefulness in extracting royalties and damages from producers, these patentees should generally wait to file suit until a lucrative industry has developed and continue to file suits as long as deep-pocketed targets remain.”12

The trolls defend themselves on the ground that they provide a market for small inventors, who could not afford to sue to enforce their patents. But patentees unable to produce their patented inventions, or interest others in producing them under license, are for the most part beneficiaries of the patent office’s promiscuous issuance of patents. An inventor who cannot peddle his patent because no one thinks his invention will find a market should not have been granted a patent. If a patented invention is never used to produce anything, why should anyone care whether it’s being infringed by someone who is producing something? The primary effect of trolldom appears to be to increase the cost of invention by increasing the risk to serious inventors of being sued on the basis of weak patents used solely as weapons for obtaining license fees and damages from serious inventors. “Patents are being used to force unreasonable settlements, hide embarrassing conduct, pressure others into surrendering rights, and engage in anticompetitive schemes known a privateering. (Privateering occurs when a producing company transfers its patents to an assertion entity [i.e., a troll] so that the entity can go after the company’s competitors.)”13

One way to reduce the grant of low-value patents would be to raise the patent-application fee,14 though that would discourage some worthwhile inventing; some small inventors would find it difficult to finance their inventive activity because their costs would be higher.

§11.3  Trade Secrecy1

A manufacturer who is confident that he can keep his manufacturing process secret for a longer time than he could protect it by a patent may decide to rely on secrecy and forgo seeking a patent. There is no time limit on a trade secret, which may seem anomalous since the holder of the secret need not prove that it meets patent law’s criteria of novelty, nonobviousness, and the rest. But trade secrecy law prevents only the wrongful appropriation (for example, by tort or breach of contract) of a secret; competitors are free to duplicate it by independent discovery or even by reverse engineering of the secret holder’s product, as well as to take advantage of any accidental disclosure of the secret by its holder. If a trade secret is readily discoverable by independent inventive efforts, its holder will have little to gain from expending resources on keeping it a secret, while if it is so original and ingenious that it could not be discovered by independent effort within the period of patent protection, the longer protection that trade secrecy will confer will provide an appropriately enhanced reward for extraordinary creativity.

If the secret can be unmasked only by a substantial investment, but the expense would be worthwhile given the expected benefits, the secret holder will have to worry that if he does not patent his secret product or process a competitor will. For after the expiration of the one-year grace period for applying for a patent on an invention that the inventor has already begun to use, the inventor can neither patent the invention himself nor (if he has kept it secret) prevent an independent discoverer from patenting it. So we can expect a secret holder to expend substantial resources on keeping his secret only in those rare cases in which a competitor is unlikely to be able even at great expense to discover it independently—and if the futility of the endeavor is obvious the competitor will not incur the expense and there will be no wasted resources.

When innovation is inexpensive and many persons have the requisite skills (in the computer industry this includes teenagers with very high IQs!), there is likely to be a good deal of simultaneous innovation. Relying on trade secrecy to protect one’s innovation will therefore be risky—one of the simultaneous innovators, at least, is likely to seek a patent.2 Patenting becomes a defensive maneuver rather than a spur to innovation.

As noted briefly in the preceding section of this chapter, patents have one important advantage over trade secrecy from the standpoint of encouraging innovation: By being published, and containing sufficient detail to enable reproducing the patented invention and thus “inventing around,” a patent encourages further innovations.

§11.4  Privacy1

Secrecy figures not only in the law of trade secrecy but also in the law of privacy, which is conventionally treated as a branch of tort law yet has affinities to trade secrecy and therefore can be considered a form of intellectual property. Both trade secrecy and privacy involve concealment. The difference is that a productive method or process that a firm conceals creates value, and the incentive to create that value would evaporate if competitors could quickly discover the innovation and duplicate it. Yet a typical issue of privacy law is whether a person should have a right to conceal discreditable facts about himself—for example, that he’s an ex-convict. There is no longer significant judicial support for such a right. The economist sees a parallel to the efforts of sellers to conceal defects in their products. A person “sells” himself by trying to persuade potential transacting partners—an employer, a fiancée, even a casual acquaintance—that he is honest, loyal, trustworthy, and, in short, virtuous. Should he be encouraged to deceive these people by being given a right to sue anyone who reveals his lack of virtue? It would be different if what was revealed was not a discreditable fact but a recipe for some superb dish. This would be a case for protection as a trade secret in order to encourage investing in the creation of a worthwhile bit of intellectual property. Privacy has value, but not necessarily social value, as it is often used to deceive.

The earliest judicial recognition of an explicit right of privacy came in a case in which the defendant had used the plaintiff’s name and picture in an advertisement without the plaintiff’s consent. Paradoxically, this branch of the right of privacy is most often invoked by celebrities avid for publicity (and therefore it is sometimes called the “right of publicity”); they just want to make sure they get the highest possible price for the use of their name and picture. So “privacy” in law confusingly includes publicity. (The term “right of privacy” is, also confusingly, used to denote the constitutional right to have an abortion.)

It might seem that creating a right of publicity would not lead to any socially worthwhile investment but would simply enrich already wealthy celebrities. But whatever information value a celebrity’s endorsement has to consumers would be lost if every advertiser could use the celebrity’s name and picture. Just as in the common-pasture case (see §3.1 supra), the aggregate social value of associating the celebrity’s name with a particular product may be diminished if others are permitted to use the name in association with their products.

The existence of a congestion externality provides an argument that rights of publicity should be perpetual and thus inheritable, which is the trend in the law.2 We don’t want this form of information or expression to be in the public domain if it will be less valuable there, whether the celebrity is dead or alive. For example, if after the copyright on the cartoon character “Mickey Mouse” expired anyone was free to incorporate the character into a book, movie, song, etc., the character’s commercial value would plummet.

§11.5  Copyright

Copyright law resembles patent law in granting time-limited rights but resembles trade secret law in allowing independent discovery. The reason for the latter feature may be that patents protect only inventions, which can be, and most (not all) of which are, indexed in the Patent and Trademark Office, while copyrights protect an infinitude of sentences, musical phrases, details of architectural blueprints, and other minutiae of expression, making it prohibitively costly to search the entire body of pertinent copyrighted materials in order to make sure that one is not infringing; some amount of inadvertent copying is thus unavoidable.

The durational limitation on copyrights is now so generous (the author’s life plus 70 years) that one may wonder why the law doesn’t go the whole hog and grant perpetual copyrights. The danger of attracting excessive resources into the production of copyrighted works cannot be the explanation; as a result of discounting to present value (see §6.11 supra), the knowledge that you may be entitled to a royalty on your book a century after you publish it is unlikely to affect your behavior today. Yet property rights in land are perpetual; why not in books? The answer is the “public good” character of intellectual property, noted earlier. Whereas ideally all land should be owned by someone in order to prevent the congestion externalities that we discussed in connection with the natural pasture from arising, A’s use of some piece of information won’t make it more costly for B to use the same information. That is an argument for a large public domain of intellectual property—but the longer the copyright term, the smaller that public domain will be.

This point suggests not only a concern with the long copyright terms but also a need to qualify the claim by owners of intellectual property that infringement of intellectual property rights is a form of “theft.” Suppose someone copies copyrighted software unlawfully, but the copy is only for his personal use and not for resale and he could not have afforded to buy the software; then the copyright owner does not lose even a single sale as a result of the “piracy.” A certain amount of piracy may actually benefit the copyright owner. It may create a demand on the part of the pirates for complementary products made by him; discourage the formation of a market in lawful or unlawful copies (because piracy is an alternative to purchasing copies as well as originals and so reduces copiers’ markets); and by accelerating the spread of the software help its creator obtain a network monopoly (see §10.11 supra).

Yet there is an economic case even for perpetual copyright. Consider Mickey Mouse again. Not only would the public rapidly tire of him if he were ubiquitous, but his image would be blurred because different writers, advertisers, etc., would endow him with different characteristics. To the extent that such appropriations of the Mickey Mouse character were classified as parodies, they would be sheltered by the fair use doctrine even if copyright were perpetual—for the length and the scope of a copyright are separate questions; and fair use, discussed further below, is an issue of scope. But not all such appropriations would be so classified, and so the fair use doctrine would not insulate them from liability under a regime of perpetual (or, to minimize tracing costs, indefinitely renewable) copyright.

Another way to state this point is that an exclusive focus on incentives for the initial creation of an expressive work may be too narrow. Imagine a novel, published many years ago, in which copyright has expired. The novelist is rediscovered and there is a surge in demand for his novels. Since no publisher could establish a property right in the novels, the incentives of publishers to publish and promote them might be inadequate from a social standpoint. In addition, a publisher would have an incentive to make changes in the novel, since he could copyright the changes. But changes made merely to stake a claim are not efficient. Conversely, if the novel were obscure on account of its age and in need of an elaborate scholarly apparatus, re-editing, or other costly additions to make it accessible to a modern readership, publishers might be reluctant to undertake the needed measures, fearing that the cost could not be recouped in the face of competition from cheap, barebones editions of the novel.

Cutting the other way is that while it is conventionally supposed that the scope (including duration) of intellectual property rights reflects an effort to strike a balance between the interests of the creators and of the users of intellectual property, the creators themselves may as a whole benefit from the placing of limits on their rights. (This is related to the earlier point that some piracy of copyrighted work may actually benefit the copyright holder.) Most poems, novels, plays, musical compositions, movies, and other creative works build heavily on earlier creative works—borrowing plot details, stock characters, metaphors, chord progressions, camera angles, and so forth from the earlier works. The greater the scope of copyright protection of the earlier works, the higher the cost of creating the subsequent ones. An increase in the scope of copyright protection will enhance an author’s expected revenues from the sale or licensing of his own copyrights but also also increase his cost of creating the works that he copyrights. The tradeoff favors a durational limitation on copyright protection. While the increment in present value from an increase in revenues in the distant future is apt to be negligible, the increase in an author’s cost could be great if because of perpetual copyright no earlier works were in the public domain and thus available to be used in the creation of new works without need to incur copyright costs.

These costs would be of three types. Tracing costs are the costs of identifying the copyright holder, who might be the remote heir of the original author.1 Negotiation costs are the costs of negotiating a license from the copyright holder. Allocative costs arise from the fact that, to the extent a copyrighted work is a pure public good, any positive price for its use may induce substitution of something that costs society more to produce or is of lower quality. This assumes, though realistically, that the copyright holder cannot perfectly price discriminate—that is, cannot charge different prices to different purchasers such that no purchaser is turned away who is willing to pay a price above opportunity cost (which, in the case of a public good that can be copied at zero cost, would be zero).

Identification of the copyright holder would be easy, and tracing costs therefore low, if the law required copyright owners to reregister their copyrights periodically in some central registry under the name of the copyright holder that appeared in the copyrighted work. Then a search under the name of that holder would reveal the current copyright holder from whom a license would have to be sought. As for negotiation costs, in most cases the new work that infringes (in a regime of perpetual copyright) very old work will infringe a single such work (for example, Ulysses and the Odyssey, West Side Story and Romeo and Juliet, Ragtime and Michael Kohlhaas), so that only a two-party negotiation will be necessary. But this assumes that the copyright owner can be readily identified, which is difficult under the current system, in which copyright is asserted rather than registered. (The United States used to use a registration system, but was forced to abandon it as a condition of becoming a party to the Berne Convention, which creates international protection of copyright.)

The fair use doctrine is a good example of how limiting a copyright owner’s rights can actually increase the value of the copyright (it’s another example of the economic function of denying a property right). The doctrine allows, for example, a book reviewer to quote passages from the book he’s reviewing without getting the copyright holder’s permission. This lowers the cost of book reviews and hence increases their number. Authors as a group benefit, since book reviews are free advertising. Even unfavorable reviews stimulate sales, at least when the alternative would be no review at all. But most reviews are favorable, because most people are more interested in being told what they should read than what they should not read. Book reviews are particularly credible advertising, moreover, because they are not controlled by the advertiser (i.e., the publisher of the book). If authors could censor the reviews of their books by denying permission to quote from them, book reviews would be no more credible than paid advertising. Authors as a group thus would be harmed by a rejection of a defense of fair use for book reviews, even if an occasional author gained.

When a book review does reduce the sales of a book, moreover, it does so not because, like a routine copyright infringement, it supplies the demand for the book—a book review is not a close substitute for the book being reviewed—but because it points out flaws in the book and thus provides valuable information without undermining the rewards for creating worthwhile intellectual property. The harm to an author that comes from drawing attention to the lack of value of the intellectual property he has created is not the kind of harm that a law intended to encourage the production of intellectual property seeks to prevent.

The Supreme Court held in the Sony case that the fair use doctrine allows the sale of video recorders for use in recording television programs, even though no royalty was paid to the copyright owners for the privilege of recording.2 Many people use their video recorders to record programs that are being shown at an inconvenient time or that they want to watch more than once. Such uses benefit the copyright owner even though no royalty is paid. Most programs are bought by advertisers, who pay more the more viewers they reach; by enlarging the effective audience for a program, a video recorder enables the copyright owner to charge more to the advertisers. Since there were substantial noninfringing uses of the video recorder, the Court held that Sony was not liable as a contributory infringer (for example, by contributing to the infringement of copyrights by people who used their recorders to delete the advertisements in the programs they recorded).

The Court reached a different result in the Grokster case.3 Grokster distributed, free of charge, software that enabled computer owners to form “peer-to-peer” networks, whereby a copy of a file in one computer could be transmitted to another computer. Grokster was sued by owners of music and film copyrights. They pointed out that an owner of Grokster software could search the network composed of other owners of the software for a computer file containing the copyrighted music or film and if he found it, copy the file. This would be infringement, and the Supreme Court ruled that there was enough evidence of “contributory infringement” by Grokster to warrant a trial.

A contributory infringer is someone who facilitates infringement. By making him liable, the law reduces the cost of enforcing copyright; it would be very costly for copyright owners to sue every person engaged in file sharing. The general approach is not limited to copyright law. Someone who sells burglar tools to a burglar is guilty of aiding and abetting if the burglar uses the tools to commit a burglary. And someone who induces a breach of contract is liable to the victim of the breach, even though the victim could just have sued the other party to the contract for breach of contract. But difficulties arise when a product has both lawful and unlawful uses. It would be ridiculous to hold sellers of butcher knives liable civilly or criminally if a purchaser used the knife to commit a murder, unless the seller knew that that was the intended use.

There can be lawful uses of file-sharing software. Not all musical recordings or films are copyrighted (the copyrights might have expired); and in addition some producers of copyrighted works, especially if the producers are new and trying to establish a reputation (a new rock and roll band, for example), may want their works distributed as rapidly and as far as possible even at the sacrifice of royalties. In effect these producers are willing to grant royalty-free licenses to the users of Grokster software. As in the case of book reviews, moreover, some “infringements” in the form of file sharing may actually benefit a copyright holder, yet he may refuse to grant a royalty-free license because he thinks he can extract a royalty and thus have his cake and eat it too. People will pay more for a CD if they think they can share it with others over a peer-to-peer network, because then the CD becomes a form of currency for arranging advantageous swaps and even “buying” new friends. Then, too, if you travel a lot and bring your computer with you, with file sharing you don’t have to drag your favorite CDs along; file sharing in such a situation merely gives you better access to a product that you paid for—and you will pay more for the product if you have that better access, just as you would pay more for a cellphone that you could use in any country in the world. Also through file sharing you might develop a taste for a particular band or composer whose recordings you wouldn’t have bought without the free exposure to them; this is file sharing as advertising of copyrighted recordings that is free to the copyright owner.

But the Court cited evidence indicating that most of the file sharing enabled by Grokster’s software was, as Grokster well knew, infringing, just as most sales of burglar tools are to burglars, though some are to people who want to be able to break into their own home if they lock themselves out and others are to the police, or to the curious, or to would-be burglars who get cold feet before they commit their first burglary with the new tools. Contributory infringement would be an empty box if any lawful uses, however slight in relation to the unlawful, enabled the contributory infringer to get off the hook on all uses of his product even though he knew the vast majority were infringing. Yet as an alternative to requiring the judicial system to make a case-by-case assessment of whether to impose liability for contributory infringement on Grokster-like enterprises, copyright owners who wanted to be able to sue for contributory infringement might be required to place a nonremovable electronic tag on their CDs that a computer would read, identifying the CD or a file downloaded from it as containing copyrighted material. Software producers would be excused from liability for contributory infringement if they designed their software to prevent the copying of a tagged file.

Still another example of how a copyright holder may benefit from a limitation of copyright protection is public performances of a copyrighted work. It may seem obvious that the copyright on a recorded song should extend to any performance of the song, for example, by a singer at a wedding.4 But if the guests at the wedding haven’t heard the song before, the performance may lead them to go out and buy the recording. Of course, the copyright holder would be better off if they did this and the host at the wedding paid a royalty for the performance right. But because plenty of wedding music is in the public domain, the host might not pay any royalty, yet also might be deterred from playing the song because he knows there are heavy penalties for copyright violations. Then the copyright holder would be better off if copyright protection did not extend to such performances.

We can generalize from these examples with the aid of the economist’s distinction between complements and substitutes. A product is a complement of another product if a fall in its price will cause the quantity demanded of the other product to rise, and is a substitute if a fall in its price will cause the quantity demanded of the other product to fall. A screwdriver and a screw are complements; a screwdriver and a hammer are substitutes. A favorable book review is a complement of the book reviewed (and we have seen that there is no way to confine the fair use privilege to favorable reviews); the video recorder and the public performance are both complements and substitutes. Which effect is dominant will determine whether copyright holders will gain or lose from the invocation of the fair use privilege to curtail the scope of copyright protection.5

Given the limitations on the scope of copyright protection, the question arises whether copyright law creates any rent-seeking problem, analogous to that created by patent law. The answer is that it does, especially in the case of retroactive extensions of copyright, as in the Sonny Bono Copyright Term Extension Act of 1998, which extended the about-to-expire copyright on Mickey Mouse and other lucrative copyrights. Since the principal costs of creating intellectual property are incurred before the property is sold, the revenues from a copyright extension are almost pure profit (economic rent).

But like patents, copyrights increase transaction costs; the patented or copyrighted work can be duplicated by another producer only if that producer obtains a license. In at least one domain, that of academic publications other than textbooks, the transaction costs appear to be a waste. Even if there were no copyright in such works,6 academics would continue to publish, not only because of “publish or perish” (professors teach only a few hours a week, yet are paid a full salary—half at least is to compensate them for conducting academic research and writing up the results) but because they derive important nonpecuniary income from publishing the results of their research. And because very little academic publication is remunerative, loss of copyright income would probably have little effect on the amount of such publication.

§11.6  The Open-Source Movement

The “open source” software movement refers to the voluntary collaboration of thousands of programmers, who are not paid and do not obtain any property right, on creating new, often very valuable, software code. Examples of successful open-source projects are the Linux operating system, the Mozilla Firefox browser, and the Apache server. The members of the programmer groups that work on particular projects agree in effect not to assert intellectual property rights in their contributions. As a result, the source code they create and improve is “open” to anyone who wants to use or work on it. Usually there is a committee that decides which contributions shall become part of the “official” source code.

Why would a skilled programmer contribute his time, free of charge, to creating open-source code when he could sell his time to a commercial software producer such as Microsoft? It appears to defy economic logic. Yet the appearance may be deceptive. There may be economic motivations for contributing to open-source code.1 First, some of the contributors are users of the code, and by fixing bugs in it they make their own work as users easier. Second, it is easier for the software community to evaluate the contribution of a programmer to open-source code than to proprietary source code, because proprietary source code is often kept a trade secret. Hence there may be career benefits to participating, either temporarily or on a part-time basis, in the open-source movement. Third, skilled programmers derive utility from their work, and the utility may be greater if they can choose the projects they work on, as they could not do if they worked for a commercial firm. What the open-source movement shows is not the inadequacy of economics to explain behavior but the variety of economic incentives that determine behavior.

§11.7  Trademarks

The economic function of trademarks is different from that of patents and copyrights. It is to economize on consumer search costs by providing an assurance of uniform quality. A trademark identifies the source of a particular product or service; for example, the General Electric trademark identifies General Electric as the producer of the goods to which the trademark is affixed. Because this tells the consumer whom to blame if his light bulb doesn’t work, it gives the producer an incentive to maintain quality, which in turn reduces the need for the consumer to shop as carefully as he would otherwise have to do. Even if the nominal price of a trademarked item is higher because of the producer’s investment in advertising and enforcing his mark, the total cost (sometimes economists call this the “full price,” to distinguish it from the nominal price, that is, the price charged by the seller) to the consumer may be lower because the trademark conveys information about quality that the consumer might find costly to obtain otherwise.

The aim is to enable each producer to identify his own brand but without increasing the costs to other producers of identifying and marketing their brands. The best trademark from this standpoint is the fanciful mark, such as Kodak—an invented word, as distinct from one taken from the language. The number of possible combinations of letters to form new words is practically infinite, so there is no danger that a fanciful mark will increase the cost to another producer of finding words to identify and market his product. Much trickier is a “descriptive” mark; allowing someone to use “word processor” as his trademark would make it costly for competing producers of word processors to market their brands, because they could not use a compact description. So the law protects descriptive marks only if the mark has acquired “secondary meaning”—that is, only if the consumer has come to identify the term with a particular brand, rather than with the product as a whole. An example is “Holiday Inn.”

Often when a trademarked good begins life as a patent or other monopoly, the trademark comes to denote the good itself, rather than the source, and when that happens the trademark is termed “generic” and loses legal protection. Examples are “aspirin,” “cellophane,” and “yo-yo.” If a trademark owner were allowed to prevent competitors from using the generic term to describe their brands, he would be imposing costs on them. (For similar reasons, a producer is not allowed to trademark a “functional” feature of his product: The inventor of the wheel could not make the wheel his trademark and thereby preclude competition in the manufacture of wheels.) But a trademark is not time limited, nor should it be. Were there a time limit and it expired before the producer had ceased making the trademarked item, he would have to rename the product, and consumers would be confused. A trademark cannot be sold or otherwise transferred apart from the product that it designates. Therefore it automatically expires when the product is discontinued.

The problem of premature use is analytically similar to that of excessive investment in finding buried treasure (see §3.2 supra) or in obtaining a patent. To acquire a valuable right, people may invest resources beyond the point at which those resources confer a net social benefit. Homesteading is an example.1 If land is given away without pecuniary charge, but the gift is conditioned (as it was in the Homestead Act of 1862) on the homesteader’s actually occupying and working the land, the homesteader will work it to the point where the last dollar’s worth of effort yields a dollar of benefit in securing his claim, even if less than a dollar’s worth of agricultural output is produced. Of course, if the government wants the lands occupied as soon as possible for political or military purposes, a homestead law may be an efficient method of achieving this purpose.2

§11.8  Patent Agreements, the BMI-ASCAP Blanket Licenses, and the Intersection Between Antitrust and Intellectual Property

Patent agreements between competing firms raise perplexing questions. Such agreements can neither be condemned out of hand nor approved out of hand. Let’s start with the first point. If two firms have “blocking” patents, meaning that neither patent can be used to create the best possible product or process without infringing the other (a frequent consequence of improvement patents, §9.4 supra), the firms must be allowed to pool or cross-license the patents. And if a firm develops a patent that can be efficiently exploited only by being licensed to competing firms (for the inventor may not have the skills or resources to manufacture the product or utilize the process that he’s invented), the patentee can hardly be forbidden to license it. Suppose the patentee is a producer of the patented product or service rather than just the owner of the patent, so that he will be competing with his licensees. In principle, he could set a royalty rate that would protect himself from being outcompeted by the licensees, but in practice he might have to fix a minimum price at which the licensees could sell, in order to protect himself.

To explain, suppose the marginal cost to A, the patentee, of producing its patented widget is a constant $1 on a run of 100,000 widgets, but would be much higher if it tried to produce more. A thinks B could produce another 10,000 of the patented widgets at a constant cost of 95¢, that B’s costs would be very high at any higher quantity produced, and that at an output of 110,000 the market price of widgets would be $1.10. A therefore charges a royalty of 15¢ per widget to B so that B will lose money if it charges less than $1.10 for each widget it makes. But suppose it turns out that B can produce a further 10,000 widgets (for a total of 20,000) at a cost of only 75¢ per widget. If it does that, the total output of widgets will be 120,000, so the market price will (by the Law of Demand) fall—suppose to $1.01. B will nevertheless have an incentive to produce the larger output, since after paying A the agreed royalty it will make $1,200, compared to only $1,000 at the smaller output. A, however, instead of making a profit of $11,500 (10¢ on each of the 100,000 widgets it produces, and 15¢ on the 10,000 widgets that B was expected to produce), will make only $4,000 (1¢ on each of its 100,000 widgets and 15¢ on each of B’s 20,000).

It is true that if A reduced its output to 90,000 widgets in order to maintain the market price at $1.10, its total income from the patent, $12,000, would be even greater than it had hoped when it licensed B—showing that it is always more profitable to license production to a more efficient producer than it is to produce the licensed product oneself. But A might not notice that B was producing more than the expected number of widgets until price began to fall. In addition, A might have incurred costs, based on an expected output for himself of 100,000 widgets, that could not be fully avoided when output unexpectedly fell. Faced with such uncertainties, A, if forbidden to set a floor (i.e., $1.10) under B’s price, may decide not to license the patent but instead to produce all the widgets itself, even though it is more efficient for B to be allowed to produce some of them.

Although some patents could not be exploited optimally without cooperation between competitors, when a patent is “thin” (meaning that it might very well be held invalid if challenged in court) licensing it provides a golden opportunity for firms to collude under the guise of lawful patent licensing. General Electric once licensed Westinghouse to produce light bulbs under the GE patent at a minimum price fixed in the license agreement. The GE patent may well have been invalid. General Electric charged Westinghouse the very low royalty rate of 2 percent—rising, however, to 15 percent if Westinghouse’s share of the light bulb market rose above 15 percent of that market. These terms gave Westinghouse a disincentive to expand in competition with General Electric; if it was content with a small market share, it would have to pay only a small royalty and would share in the monopoly profits created by a noncompetitive price structure.1

Another famous patent case that may have fooled the Supreme Court was the “cracking” case, also won by the defendants.2 Several manufacturers of gasoline had patented processes for making gasoline by the inexpensive cracking method. They pooled their patents (which apparently were not blocking patents), eliminating competition among themselves. The Supreme Court thought that this was not seriously anticompetitive because only 26 percent of the gasoline sold was produced by the cracking method and gasoline produced by other methods is physically indistinguishable—a perfect substitute. Figure 11.1 shows that the Court’s analysis was unsound. MC is the marginal cost of producing gasoline by the old method that cracking (partially) displaced, and MC1 is the marginal cost to refiners if the holders of the cracking patents compete with each other in licensing its use by refiners. Under competition, cracking is the cheaper method up to quantity q1, beyond which the conventional method will be used to satisfy the rest of the market demand (i.e., q0 −q1). But colluding patent holders will charge a higher price for use of the cracking method, thus raising refiners’ marginal costs of using the method to somewhere above MC1—in Figure 11.1, to MC2. As a result, less gasoline is produced by the cracking method. The price of gasoline is unchanged because the conventional method is available to produce additional gasoline at a constant cost and hence price. But the total costs of producing gasoline are greater by the difference between the areas under MC and MC1 between q2 and q1. That difference is the social cost of the collusion among the patent holders.
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Cooperative agreements between competitors often require the antitrust court to trade off the costs of monopoly against the benefits of efficiency. Consider the method3 by which the music performing-rights organizations, ASCAP and BMI, market rights to perform copyrighted music. The composers (or other copyright holders) license the organization to market their songs. The organization in turn licenses radio stations and other performing entities to use any song in the organization’s repertoire (each organization has marketing rights for thousands of songs) without extra payment. (Hence a “blanket” license.) The only fee is the license fee itself, a specified percentage of the licensee’s revenues that is unrelated to how much or how little he uses his rights under the license. The organization then distributes the revenues from its fees among the composers, roughly in proportion to the frequency with which each song is played.

Each of the performing-rights organizations is in effect an exclusive sales agency for the composers that it represents and eliminates price competition among them,4 just as the exclusive sales agency of a conventional cartel does. The qualification “in effect” is necessary because the composer may, if he wants, deal directly with the station. Does this right eliminate the possibility of cartel pricing and profits? Partly. There are so many composers that if the performing-rights organizations charged a blanket license fee that exceeded the cost savings from the blanket license, individual composers would peel off and deal directly with stations, each composer figuring that his cheating would not have much effect on the maintenance of the monopoly fee. If this is a correct prediction, the right to deal directly with the station puts a cap on the blanket-license fee equal to the transaction-cost savings that the blanket license enables. Nevertheless this is a monopoly return in a sense, for it may exceed the costs of composing music. Yet the cost to the radio stations and other (intermediate) buyers of copyrighted music of dealing with composers individually would be high, so that the “cartel” blanket-license fee probably is lower than the corresponding charge for musical performing rights in a purely “competitive” market would be—illustrating the fallacy of equating competition in the sense of efficient resource allocation to rivalry.

Moreover, the blanket license is an ingenious device for minimizing the output effects of monopoly. Since it allows each licensee to play as much music as he wants without paying an additional fee, the licensees have no incentive to restrict their use below the competitive level, as would the customers of an ordinary monopolist.5 The device is not perfect, however. The blanket-license fee may discourage some radio stations from playing music—may even reduce the number of radio stations—and thus produce substitution effects similar to those that a conventional cartel would produce.6

Another example of how antitrust policy interacts with intellectual property concerns the Standard Fashion decision discussed in §10.11 supra. Remember that Standard Fashion was selling dress patterns, and thus intellectual property, rather than the dresses themselves. Intellectual property is characterized, as we know, by the size of the gap between average and marginal cost. Suppose the development of a new software product costs $10 million, marginal cost is $1, and the profit-maximizing price and annual output are $15 and 1 million, respectively. The monopoly is expected to last one year if entry is not impeded, two years if it is. If the monopoly lasts one year, the monopolist’s profit will be $4 million ($15 million − $10 million − (1 million × $1)). If it lasts two years, his profit soars to $18 million ($30 million − $10 million − (2 million × $1)). He should therefore be willing to incur costs of up to $14 million (actually a little less because of the need to discount future profits to present value) to impede entry by means of exclusive-dealing contracts or similar exclusionary devices. Thus even without government-granted monopolies for intellectual property, as under copyright and patent law, producers of such property will sometimes be better positioned to resist competition than producers of tangible property—contrary to the common assumption that intellectual property needs monopoly protection in order to be produced at all.

A current example of the IP-antitrust interface is agreements—the subject of a recent Supreme Court decision7—concerning settlements of antitrust cases brought by producers of brand-name (patented) pharmaceuticals against manufacturers of generic substitutes.8 A typical settlement will give the generic manufacturer an exclusive license for a period of months. During that period the market for the particular drug will be a duopoly. The arrangement will resemble the General Electric-Westinghouse license discussed in the preceding chapter.
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        Problems

 1.    The Leahy-Smith America Invents Act (2011) provides that the patent on a patentable invention will be granted not to the first inventor, but to the first inventor who files an application for the patent. What is likely to be the effect of the change of law on solo inventors and large companies, respectively? See David S. Abrams & R. Polk Wagner, Poisoning the Next Apple? The America Invents Act and Individual Inventors, 65 Stan. L. Rev. 517 (2013).

 2.    If you were an author and received a flat percentage royalty from your publisher, would you want the publisher to charge a higher or a lower price for the book than the publisher would want to charge? Relate your answer to the issues of divided ownership discussed in the chapter.

 3.    A California law gives artists a right (known as droit de suite) to receive royalties whenever their art is resold, even if the artist has not retained the copyright on his works. Is the law purely paternalistic? Can the law, perhaps, be justified economically by reference to external benefits or external costs? See Larry S. Karp & Jeffrey M. Perloff, Legal Requirements That Artists Receive Resale Royalties, 13 Int’l Rev. Law & Econ. 163 (1993).

 4.    Computer code is copyrightable. Should it be, even though it is designed to be read by the computer rather than by a human being?

 5.    After a copyright expires, and the copyrighted work thus returns to the public domain, should the work be deemed “abandoned” and a “finder” entitled to take out a new copyright on it?

 6.    In Board of Trade v. Dow Jones & Co., 456 N.E.2d 84 (Ill. 1983), the Chicago Board of Trade created a futures contract based on the Dow Jones index of 30 industrial stocks. The contract enabled both speculation on moves in this widely followed index and hedging. The Supreme Court of Illinois held that the Board of Trade had misappropriated Dow Jones’s investment in its index. A year later another court, in U.S. Golf Association v. St. Andrews Systems, Data-Max, Inc., 749 F.2d 1028 (3d Cir. 1984), reached the opposite result. The USGA, the governing body of amateur golf, had developed a formula for computing the handicaps of golfers; the handicaps enable players of different ability to compete with each other on a nominally equal basis. The defendant, Data-Max, obtained the formula (presumably by lawful means) and offered a service by which a golfer by means of a hand-held calculator could get an immediate, updated handicap calculated according to the USGA’s formula. The court refused to enjoin Data-Max. It ruled that misappropriation, to be actionable, requires an injury to the plaintiff in his primary market, rather than just in the market for an ancillary or derivative work. Another way to put this is that misappropriation must threaten the revenue base that supports the product on which the defendant has taken a free ride.

Which decision, Dow Jones or Data-Max, makes better economic sense?
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CHAPTER 12



THE REGULATION OF THE EMPLOYMENT RELATION1

§12.1  The Special Treatment of Labor Cartels

In the nineteenth century, the main question of antitrust policy was whether labor unions should be suppressed as unlawful combinations in restraint of trade. The classical economists thought not,1 but neither did they believe that workers’ combinations could be distinguished from combinations of employers to lower wages or of sellers to raise prices.2 The main purpose of a union, most economists have long believed, is to limit the supply of labor so that the employer cannot use competition among workers to control the price of labor (wages). The common law was thus on solid economic ground when it refused to enforce agreements to join unions, enjoined picketing—an attempt to interfere with contractual relations between the picketed firm and its customers, workers, or other suppliers—and enforced yellow dog contracts (whereby workers agree not to join unions during the term of their employment). Regarding the last, the worker presumably would demand compensation for giving up his right to join a union—and if he was not compensated generously, this was not a social loss, since any compensation for not combining with other workers to create a labor monopoly is itself a form of monopoly gain.

Maybe, though, this picture of an efficient common law of labor relations rests on unrealistic assumptions about nineteenth-century American labor markets. Employers would have monopsony power if workers were ignorant of their alternative employment opportunities or had very high relocation costs, or if employers conspired to depress wages.3 All three conditions may have been common in the nineteenth century, when there was much immigrant labor, the level of education was much lower than today, the mobility of labor was also lower, firms had less competition because the cost of transportation was higher, and the antitrust laws were not enforced against conspiracies to depress wages. Against all this are the facts (some noted in Chapter 8) that the great era of immigration to this country after the Civil War was a response to a surging labor demand, that wages were always higher in America than in other countries, and that Americans have always been highly mobile. Moreover, even if labor monopsonies were a problem, labor monopolies are not an attractive solution. The situation is one of bilateral monopoly. With both sides trying to limit the supply of labor, though for different reasons, supply will not reach the competitive level, although wages will be higher than if there is just monopsony.

This is shown graphically in Figure 12.1, an elaboration of Figure 10.3 in Chapter 10. S is the supply price of labor before a union is formed, and wc is the competitive price for labor. The union comes along and raises the supply price to S′ (a uniformly higher price is assumed for whatever quantity of labor is supplied). Without monopsony, the quantity of labor purchased will fall to qm1 and the wage will rise to wm1. If the employer is a monopsonist, however, the supply will fall farther, to qm2, and the wage will fall to wm2. The efficient solution would involve (1) the company’s paying the competitive wage and (2) a lump-sum transfer payment either from the company to the union or from the union to the company. (What will determine who pays whom?—the respective elasticities of the demand for and supply of labor to the firm. The more elastic the demand, the more easily the firm can substitute other inputs and thus drive down the wage. The more elastic the supply, the greater the fall in the supply of labor to the firm if the firm tries to reduce the wage.) Yet such deals are rare. A union is a collective, and it is difficult, because of high transaction costs, to allocate either a large lump sum receipt or a large lump sum expense among the members.

[image: ]

If we set to one side labor monopsony, we can say with some confidence (but I’ll entertain a contrary suggestion in §12.3 infra) that the effect of unionization is to reduce the supply of labor in the unionized sector. The higher wages obtained by the union will induce the employer to substitute capital for labor and also to substitute cheaper for costlier labor (for instance, by relocating his business to a region where unions are weak) and white-collar for blue-collar workers. Thus some workers benefit from unionization—those who are paid higher wages in the unionized industries and those newly employed by employers seeking substitutes for union labor. So do some shareholders—of firms whose competitors formerly paid lower wages than they did but are compelled as a result of unionization to pay the same wage. And so do consumers of the products of nonunionized firms, because the supply of labor to the non-unionized sector is now larger, so wages should be lower and therefore prices as well. The losers are consumers in unionized industries (for the employers in those industries will pass along to consumers a portion, at least, of their higher labor costs, cf. §10.10 supra), stockholders and suppliers in those industries, workers who lose their jobs because of the reduction in the demand for labor caused by union wage scales,4 workers in the nonunionized sector because the supply of workers in that sector is now larger, and consumers in general, because labor inputs are being used less efficiently throughout the economy.

But suppose the unionized sector is highly capital intensive. When wages rise in that sector, prices will rise and output will fall. There will be some substitution of capital for labor, but if the output effect dominates the substitution effect there may be a net capital outflow from the unionized to the nonunionized sector. If so, labor productivity will increase in the latter sector. Capital investment raises the marginal product of the workers who are operating the capital equipment. The equipment enables more workers to produce the same or a larger output, so output per worker is greater. The increase in wages that is attributable to this increased productivity conceivably could dominate the wage decrease attributable to the increased supply of labor; if so, the result would be a net increase in wages in the nonunionized sector. But both capital and labor would be employed less efficiently than if no part of the economy had been unionized.

As the classical economists might have predicted, the Sherman Act was applied to labor union activities, notably in the Pullman strike of 1894.5 Even after the Clayton Act, which exempted labor from the antitrust laws, was enacted in 1914, some state courts continued to enjoin strikes. Public policy turned a sharp corner in the 1930s. The Norris-LaGuardia Act of 1932 virtually eliminated the labor injunction, and the Wagner Act of 1935 provided strong legal protections for union organizing, impelling a dramatic rise in union activity and wage rates in a number of industries.6 Although the Wagner Act’s pro-union policy was trimmed by the Taft-Hartley amendments of 1947, the National Labor Relations Act (the official name of the Wagner Act as amended by Taft-Hartley) continues to embody a policy of encouraging unions.

But as we know from Chapter 10, monopolies and cartels carry within them the seeds of their own destruction. Union wage premia (including union-negotiated fringe benefits and job protections) force up the marginal costs of unionized firms, causing them to lose business to nonunionized firms and resulting eventually, as has occurred in the United States and other advanced economies in recent decades, in a steep decline in the percentage of the workforce that is unionized.7 Today, fewer than 7 percent of privately employed workers in the United States are unionized, compared to some 35 percent in 1950, though more than a third of publicly employed workers are unionized today compared to only 12 percent back then. The percentage of all workers who are unionized is 11 percent today—a third of what it was in 1950 and little more than half of what it was in 1980.

The current disparity between public and private employee unionization reflects the facts that public employees are voters, and hence their employers are reluctant to antagonize them by fighting efforts at unionization; public employers are less strongly motivated to minimize costs since they don’t compete in the marketplace; and partly because of the lack of competitive pressure, nepotism, cronyism, and political favoritism are rife in public employment and so employees believe, often rightly, that they need a union to protect them against arbitrary employment practices. So public-employee unions are to some extent a consequence of incentives and constraints built into public employment, but they also play a causal role in the high wages and generous benefits that characterize public employment relative to private.

The decline since 1950 in private-sector unionization reflects a variety of factors: Extensive government regulation of workplace safety and health has reduced the value of unions to workers, as has greater job mobility and the increasingly technical and individualized character of many jobs, which makes it difficult for workers to agree on the terms and conditions of employment that they should be seeking collectively. International competition has eroded the power of unions to extract supracompetitive wages, benefits, and work rules, as has the deregulation movement, which has made the formerly regulated industries, such as transportation, more competitive. Unions have little power in a competitive industry, because a supracompetitive wage, by increasing the employer’s costs, will shift his output to competitors. This is the lesson of the decline of the Detroit automakers.

The increase in public-sector unionization may largely reflect the increase in public-sector employment, which has made public-sector employees politically more influential.

§12.2  The Economic Logic of the National Labor Relations Act

The National Labor Relations Act is a kind of reverse Sherman Act, designed to encourage cartelization of labor markets. By studying how the NLRA does this, we can deepen our insight into the economics of cartels and also learn that the economic logic of the law is not always a logic of efficiency.

If public policy took a hands-off approach to unionization, efforts to organize a plant or other establishment would encounter serious free-rider problems. A worker who helped the union could be expected to be fired, for though the company would incur a cost by firing him, assuming he was a satisfactory worker (but if he weren’t he would have been fired already), the cost might well be less than the benefit of signaling to the remaining employees that if any one of them stepped forward to take the place of the fired employee as the union’s organizer, he would be fired too. If the workers hung together and struck in support of the fired employee, the balance of costs would be altered and the employer might back down. But the workers would encounter serious free-rider problems in agreeing to strike (and for how long, etc.).

But as with predatory pricing (§10.9 supra), the economic logic of the struggle between employer and workers is more complex than one’s simple intuitions. If the worker has good alternative employment opportunities, the threat to fire him if he helps the union may be empty. If he doesn’t have good alternatives, it is probably because he has skills specialized to working for his particular employer (“firm-specific human capital”—see §12.4 infra). This will make him more productive than he would be if he were working for another firm, so he will be receiving a higher salary than he would if he lost his job and went to work for another firm. At the same time the cost to the employer of firing him will be greater than it would be if the employee had no firm-specific human capital.

The union solves the free-rider problems that workers would encounter if they tried to organize their employer themselves. But the solution is incomplete, because workers will be tempted to take a free ride on the union’s efforts. And if a union organizational campaign cannot succeed without active efforts by some workers in the plant, the employer may be able to cripple the organizational campaign at low cost by selective discharges—although the National Labor Relations Act forbids the employer to fire or otherwise discriminate against employees who are union organizers or sympathizers. (And the Norris-LaGuardia Act forbids yellow dog contracts, which would enable the employer to exploit the workers’ incentives to free ride. Each worker would have an incentive to sign such a contract for a modest consideration, knowing that if most workers signed, those who did not would be too few to be able to organize effectively (see §10.10 supra).)

If an organizing campaign succeeds to the extent that at least 30 percent of the workers sign cards authorizing the union to be their collective bargaining representative, the National Labor Relations Board will conduct an election for collective bargaining representative. If the union wins a majority of the votes cast, it will become the workers’ exclusive bargaining representative. The employer will then be required to bargain with the union in good faith over the terms of an employment contract for all the workers in the collective bargaining unit; he will not be allowed to bargain separately with individual workers.

The representation election, the principle of exclusive representation, and the union shop1 together constitute an ingenious set of devices (operating a little like the unitization of oil and gas fields, discussed in Chapter 3) for overcoming the free-rider problems that would otherwise plague the union as a large-numbers cartel. Were it not for these devices the rational strategy for the individual worker would be to hang back from joining the union or devoting any resources to promoting it. For if the union prevailed as a result of the efforts of other workers, he would have the benefit of the union wage but would do better than the union members by not having to pay union dues and by being able if he wanted to work more hours at a wage slightly below the union wage—just like the fringe firm in a cartelized market (see §10.1 supra). Such free riding is prevented by the principles of majority rule and exclusive representation; the individual worker can neither hold out for special treatment nor negotiate separate terms with the employer. Another way in which the law prevents free riding—this time by the employer on the union’s efforts—is to forbid the employer during the electoral campaign to offer higher wages or better working conditions to the workers.

The design of the electoral unit in representation election—the bargaining unit as it is called—is critical. The Labor Board will certify any group of employees that is at once homogeneous with regard to conditions of employment (wages, fringe benefits, work duties, etc.) and distinct from other employees of the firm. A single plant or facility may contain several different bargaining units each of which will negotiate separately with the employer. Consistent with the law’s policy of facilitating worker cartels, the Board generally certifies the smallest rather than the largest possible unit. Transaction costs among workers are lower the fewer the workers and the more harmonious their interests. The more workers there are in the bargaining unit, the more difficult it will be for them to work out a common, mutually satisfactory position—it will be like determining the optimal cartel price when the cartelists have different costs. And the benefits of unionization are greater the smaller the unit is relative to the total employment of the firm. Suppose the unit consists of 10 workers in a plant of 100, and all workers earn the same amount. Then a 10 percent raise for the members of the unit will result in only a 1 percent increase in the employer’s total wage bill. Of course, the unit must be important enough to the work of the firm to be able to make a credible threat to strike, but if the unit really is distinct, this condition may be satisfied even though the unit is small.2

The key to understanding the economics of strikes is the bilateral monopoly of employer and union. A producers’ cartel will reduce output but of course not to zero. If, however, the customers banded together into a buyers’ cartel, or if there were a single customer, it or he might respond to the sellers’ cartel by threatening to stop buying from the cartel in the hope that the threat would induce the cartel to back down. An employer is, in effect, the sole buyer of the labor services controlled by the union. If the union announces that it wants a higher price for those services, the employer can refuse, in effect threatening to buy nothing; and then the union, if it is to maintain credibility, must call the employer’s bluff by calling the workers out on strike. Part of the legal duty of bargaining in good faith, however, is to refrain from announcing at the outset of negotiations that the party’s offer is “firm”—that the other party must take it or leave it. Such an announcement is a precommitment measure. If both parties resort to this measure, they would not be able to come to terms (the situation resembles the game of “chicken”), and a strike would ensue.3

A strike imposes costs on both parties—forgone wages for the workers, and forgone profits for the employer (unless there is a large supply of replacement workers). One might think, therefore, that the parties would always be better off negotiating a settlement. The problem, familiar from our discussion of predatory pricing in Chapter 10, is that the terms of the settlement depend on the credibility of the parties’ respective threats. The willingness of the employer to take an occasional strike, and of the union to call an occasional strike, may yield each party (ex ante) long-term benefits in enhanced credibility that exceed the short-term costs of the strike. Because “talk is cheap,” “putting your money where your mouth is” is the more credible form of signaling. This implies that strikes are likeliest early in the bargaining relationship or, if later, when there is some dramatic change in circumstances. In both cases the parties will tend to lack good information about each other’s reservation price and it will be difficult for them to obtain good information without calling each other’s bluff. The employer will have a hard time knowing whether the union’s threat to strike is empty unless it refuses to yield, and likewise the union will have a hard time knowing whether the employer’s threat to take a long strike is empty unless the union calls for a strike.

A strike will impose costs on the employer only if he cannot readily replace the striking workers. The National Labor Relations Act makes it easy to replace strikers in three ways, and hard in three ways. It makes it easy by withholding the protection of the Act from supervisory employees, thus allowing the employer to use them as temporary replacements; by permitting the employer to hire permanent replacements (the counterpart to new entrants in cartelized product markets); and by forbidding strikers to damage the employer’s property (as by walking off the job without turning machinery off). Since by damaging property the workers could impose very heavy costs on the employer at minimal costs to themselves (compared to the heavy costs to workers of a protracted strike), allowing them to damage property would greatly increase the monopoly power of unions.

But the Act makes it hard for the employer to operate with replacement workers by forbidding him to pay them a higher wage than the striking workers whom they replace, by allowing the strikers to picket the plant, and by forbidding him to sever the employment relationship with the striking workers. He must therefore reinstate the strikers when the strike is over unless their jobs have been filled by permanent replacements, but in that event he must place the strikers at the head of the queue to fill vacancies as they occur. These three rules work together by allowing the strikers to identify the replacement workers, by reminding the latter that when the strike ends they may find themselves working side by side with the strikers—an uncomfortable, sometimes a dangerous, proximity that deters many people from hiring on as replacements—and by preventing the employer from paying a premium wage to compensate the replacements for this additional cost of work.

§12.3  The Employee Free Choice Act

In 2007, the House of Representatives passed the Employee Free Choice Act, a law to promote unionism. The bill failed in the Senate because of Republican opposition. It was reintroduced in 2009, but neither house passed the reintroduced bill. At this writing, it is a dead duck, but it remains analytically interesting.

The Act’s most controversial provision would have dispensed with the requirement of a secret election to determine whether the employer must recognize a union as the representative of his workers. The employer would have to recognize the union if the union obtained signed union-authorization cards from a majority of the workers in the bargaining unit. Another controversial provision required that if within a specified period (including a period for mediation) union and employer could not agree on the terms of a collective bargaining agreement, their dispute would be submitted to binding arbitration. The arbitrators would thus determine those terms.

The card-signing provision would have made it considerably easier for unions to organize companies in which there was considerable union support but not enough to assure victory in a secret-ballot election. Workers supporting unionization are likely to feel more strongly than workers opposing it, and so would be more likely to exert pressure on waverers to sign cards than opponents would be to exert pressure on them not to sign. In some workplaces the pressure would include threats of violence.

Compulsory arbitration would also promote unionization. It would eliminate the costs of striking against a stubborn employer and would appeal to workers because an arbitrator could be expected to be more generous in setting terms and conditions of employment than the employer, since the arbitrator would not bear any of the increased labor costs, though there would be cases in which a union could extract more concessions from an employer by striking or threatening to strike than an arbitrator would be likely to give it.

The timing of the push for the Employee Free Choice Act was inauspicious. The country was sinking into depression in 2009. The last thing a country needs in a depression is increased unionism. Unions increase unemployment by obtaining wage increases that reduce employers’ output by increasing costs. And employers respond to higher labor costs by laying off workers rather than by cutting wages; wage cuts demoralize the whole workforce, leading to lower productivity, while layoffs affect fewer workers and may spur the remaining ones to work harder to avoid being laid off themselves.

Unions reduce management flexibility, and that is particularly harmful in a depression or recession. Union contracts usually require that layoffs be strictly inverse to seniority, and as a result the employer can’t use a depression-generated need to lay off workers to get rid of dead wood; for that reason and because of wage inflexibility created by union contracts, unionized firms cannot cut their costs in response to a fall in demand for their products as rapidly or deeply as nonunionized firms can, and this retards the restoration of economic equilibrium. The effect is particularly pronounced in a deflation, which is a serious danger in a depression or severe recession. A deflation is a reduction in the amount of money in circulation; it can result from people hoarding money because of fear of taking any financial risks. The reduction in the amount of money in circulation reduces the ratio of money to goods and services, so prices fall (the same amount of money buys more). Hence constant nominal wages result in increased real wages (the same money wage buys more), thus raising producers’ costs and so spurring layoffs. This effect was very pronounced in the Great Depression of the 1930s.

The incoherent New Deal program of fighting that depression combined sensible measures like going off the gold standard, expanding the money supply, and increasing employment by adopting public-works programs, with output-restricting programs like the National Industrial Recovery Act, which encouraged the formation of producer cartels, and the Agricultural Adjustment Act, which curtailed agricultural output in order to raise farmers’ incomes—and the Wagner Act, which encouraged union formation.

§12.4  Unions and Productivity

Some economists have speculated that unionization may enhance productivity, offsetting its monopolistic effects.1 Collective bargaining contracts generally establish a grievance machinery for arbitrating workers’ complaints and also give workers job security—not absolute security, for they can be laid off if the firm’s demand for labor declines, but security against being fired other than for good cause (determined by means of the grievance machinery). Without grievance machinery, it is argued, employers would not discover that their foremen were mistreating the workers until they noticed that job turnover was abnormal, and older workers would refuse to share their experience with younger ones, fearing that the younger ones might replace them. In other words, a union may reduce agency costs (costs arising from the frequent conflicts of interest between employees and other agents and their employers or other principals) by monitoring the behavior of supervisors over whom the employer has limited control because it does not observe their work. Other ways in which unions might increase productivity would be by communicating the concerns of workers to management, assisting workers to obtain skills necessary for their advancement, providing social amenities, interpreting management to the workers, and, in short, mediating between the workforce and the management.

The theory does not explain why, if grievance machinery and job security and other union activities reduce costly turnover and enhance worker efficiency, employers do not adopt these devices without waiting for a union to appear on the scene. (Some of course do.) If only one employer in an industry tumbled to their advantages, competition would force the others to follow suit. Maybe, though, for the grievance machinery or job-security provisions to be credible to the workers, third-party enforcement would be necessary. But even if the only credible third parties are unions, employers would unionize voluntarily if unionization increased the productivity of their workforce, provided that competition among unions compressed the price for their services to marginal cost.

The most telling evidence against the theory that unionization promotes productivity is that the theory can’t explain the steep decline in the percentage of workers that are unionized. If unionization enhances productivity, that percentage should be growing.2 A subtler version of the theory, however, distinguishes between the two types of unionism, adversarial and nonadversarial. In nonadversarial unionism, the union recognizes that it is in a partnership with the employer and focuses on activities that support rather than undermine the efficient operation of the company. But if nonadversarial unionism were important we’d expect unionism to have retained greater vitality in the private sector than it has. In fact most unions are adversarial. They press for grievance machinery and job security not to promote productivity but to protect and favor union supporters. Union-negotiated seniority rules both prevent employers from punishing union supporters by laying them off first and give preferential treatment to a class of workers—older workers—who are apt to be the strongest union supporters, regardless of whether they are the best workers. They have higher relocation costs than younger ones, both because of greater ties to the local area built up over many years and because their skills may have become specialized to the particular employer (firm-specific human capital again). This gives the employer some monopsony power over them and hence makes the union more valuable to them. In addition, they are more likely to obtain the full benefits of unionization than younger, more mobile workers, who may quit shortly after the collective bargaining contract is signed. And although older workers have a shorter period in which to receive a payoff for their support of the union, the union can adjust for this by negotiating generous medical and retirement benefits, which of course primarily benefit older workers. It is true that a worker specialized to a particular employer will possess monopoly power as well as confronting a monopsonist; the situation is one of bilateral monopoly. But his power is apt to decline with age. Age both reduces productivity (in the case of many though not all workers) and shortens the remaining period in which the employer can expect to benefit from the worker’s specialized skills.

§12.5  Employment at Will

Further evidence that job security is inefficient is that outside the small and shrinking unionized sector and government employment (where job tenure is common even in the absence of unions), employment at will is the normal form of labor contract in the United States. The worker can quit when he wants; the employer can fire the employee when the employer wants. It might seem that this would leave the employee totally at the employer’s mercy, but this is not true, because an employer who gets a reputation for arbitrarily discharging employees will have to pay new employees a premium.

There is a subtler force at work. Economists distinguish between two types of human capital1 (earning capacity). One is general human capital, the other, which we’ve already encountered, firm-specific human capital. Workers who develop skills specialized to a particular employer are more productive employees of this employer than they would be of any other one. The creation of firm-specific human capital, as of other capital, is costly; it requires on-the-job training plus learning through experience. Who is to pay for the training? The employer who pays arms the employee to threaten to quit unless he’s paid more, since if he does quit the employer’s investment in the employee’s firm-specific human capital will be wiped out. But the employee who pays for the training (normally by accepting a lower wage) arms the employer to threaten to fire him unless he accepts a lower wage, which would wipe out the employee’s investment. The incentive to make these threats is minimized if both employer and employee contribute to the cost of creating firm-specific human capital. For then each has less to lose if the other terminates the employment and so is less likely to knuckle under to a threat designed to extract the largest possible share of the value created by the training. And if the employee receives a lower wage than he would if he were not paying a portion of the cost of training him, the employer will lose money by firing him, since that will terminate the payback. This gives the employee some job security,2 while economizing on the costs of drafting and enforcing an explicit employment contract.3

Despite its efficiency, employment at will is under fire from some courts. A common law tort of unjust termination, sensibly applied to cases where a worker is fired for exercising a legal right—for example, giving truthful but damaging testimony against his employer in a suit by the government against the employer for tax evasion—is in some states turning into a de facto requirement of showing good cause for firing a worker even though he is an employee at will. It is difficult to see how workers in general can benefit from such a requirement. If the requirement were optimal, it would be negotiated voluntarily. These aren’t the sort of information problems that might defeat transactions over workplace safety (see §8.3 supra, §12.7 infra), for discharges are not such rare events that workers can’t be expected to evaluate the risk of a discharge rationally. The cost to the employer of showing good cause for getting rid of an incompetent employee must exceed the benefit to the worker of being protected against an unjust discharge beyond the protection provided by his firm-specific human capital. The extra cost to the employer would be a labor cost, of course, and would thus reduce the amount that the employer was willing to pay in wages. But an employer’s response to an applicant for employment who offered to take lower pay in exchange for a fixed-term employment contract in lieu of at-will employment might be to think that the worker must be pessimistic about his ability to perform to the employer’s expectations.

The rejection of employment at will in most government employment is noteworthy. Several factors are at work. If society, for the sake of political stability, does not want its civil servants to be risk takers, it can attract a risk-averse workforce by offering job security and by doing so incidentally reduce the financial expense of a civil service. (In contrast, a private employer doesn’t want to attract risk-averse workers. They’ll demand a wage premium if denied job security; and a private employer is reluctant to give workers job security because it makes it difficult for the employer to adjust to changes in demand for his product, and hence to changes in the number and type of employees that he needs.) Also, because the public tends to be suspicious of generous compensation for government employees, government agencies like to substitute indirect compensation, such as job security and generous health benefits, for salary because the public can monitor salaries but has difficulty placing a dollar value on nonmonetary compensation. This implies, of course—but realistically—that government officials are not the perfect agents of the electorate.

Though employment at will seems a poster child for free-market economics, it coexists surprisingly with wage “stickiness.” Even outside the unionized sector, employers seem reluctant to reduce wages in response to falling demand or other adversity that reduces firms’ revenues. They are reluctant even when, in a depression, a failure to reduce the money wage results in an increased real wage because the purchasing power of the units of currency is increasing (that’s what deflation means). The downward stickiness of wages is unfortunate from an overall economic standpoint because it increases unemployment and thereby reduces output and may cause acute economic hardship. (Unemployment benefits mitigate the hardship, but also prolong unemployment and exacerbate government deficits.) But the stickiness is rational from the standpoint of employers and most employees. It is difficult (probably impossible) to convince workers that a reduction in their money wage is necessary to avoid an increase in their real wage; the distinction between nominal and real is too subtle. Any reduction in their money wage will upset them and make them worry about their personal situation, distracting them from their work. In contrast, laying off workers upsets primarily just the workers laid off—and they are gone, and their misery does not permeate the workplace. The workers who are not laid off are motivated to work harder, lest they be laid off next. And, of course, there may just not be enough work to go around when demand for the employer’s output drops.

§12.6  Labor-Market Failure: The Case of Judicial Law Clerks

Here is an example, which should interest judges and law students, of how a labor market can fail to yield efficient outcomes.1

Forty years ago, federal judicial law clerks were hired in the fall of their third year of law school, less than a year before the clerkship would begin. Over the years, hiring occurred earlier and earlier, until most law clerks were being hired in the fall of their second year of law school—almost two years before the commencement of the clerkship. Why did this happen, given the clear loss of information to the judges from having to make the hiring decision so early, and the resulting potential for mismatching between judges and clerks?

Game theory suggests the answer. The individual judge trades off the loss of information against the gain from being able to hire a better law clerk than he could if he waited. The gain arises as follows: He offers a clerkship to a promising applicant before other judges have begun to interview or make offers, and gives the applicant a limited time to respond (that is, he makes an “exploding offer”). In deciding whether to accept the offer, the applicant trades off the loss of the possibility of receiving offers from better judges against the risk of not receiving any better offers. The more risk-averse the applicant, the likelier he is to accept the exploding offer.

Once one judge adopts this strategy and succeeds in obtaining superior law clerks, other judges come under pressure to do likewise. The result is a race to hire law clerks as early as possible (though at some point the judge will have so little information about the applicant that he will have to delay making a pick; that is why a judge would not hire a law clerk before the clerk had started law school, even if his college record and LSAT score predicted that he would be a good law student). The race causes a loss of valuable information, a reduction in applicants’ options, and a potential for a mismatching between judges and clerks.2 Mismatching assumes that a random sorting of clerks to judges would be inefficient, but probably it would be, for in few labor markets does one observe random sorting of employees to employers.

So is the more efficient sorting of clerks to judges for the best judges to have the best clerks or the worst judges the best clerks? The first sorting is more efficient if the productivity of judges and clerks, viewed as inputs into the production of the judicial output, are multiplicative rather than additive, as in the examples discussed in §5.3 supra. Suppose that Judge A has a productivity of 4 and Judge B of 2, and Clerk C has a productivity of 3 and Clerk D of 1.5. Then if C is assigned to A, their total productivity will be 12; D will be assigned to B, and their total productivity will be 3. The grand total will be 15. If instead D were assigned to A and C to B, the grand total would be only 12 (4 × 1.5 + 2 × 3). It would make sense for the best clerks to be assigned to the worst rather than the best judges only if clerks and judges were substitutes for one another rather than complements. If substitutes then a good clerk in effect replaces the judge, and we want him or her to replace a bad judge rather than a good one.

In the spring of 2002, most federal appellate judges agreed not to do any hiring of law clerks for 2004 until the fall of 2003, that is, until the beginning of the law students’ final year of law school. There was good compliance with the agreement the first year it was in force, but compliance has declined since. This is as cartel theory would predict, for the judges’ agreement is an agreement not to compete and hence a cartel. At first the judges don’t know how many of them will comply, and since compliance is in their best interest, they comply, since the cost of noncompliance is certain. With compliance good the first year, the incentive not to comply rises, since the best position for a judge to be in is, as in the corresponding case of a standard sellers’ cartel, to be the lone defector. Hence compliance declines the second year, and the process should continue in subsequent years until the cartel collapses completely—as it did in 2013.

§12.7  Labor and Antitrust Law

Although unions’ cartelization of labor is exempt from antitrust law, a limited role for that law in the labor field remains: that of preventing employers from using unions as agents in cartelizing product markets. An extreme, and plainly unlawful, example would be a collective bargaining agreement between a union and a multiemployer bargaining unit representing the major sellers in the industry that fixed the prices at which the sellers sold their products. Although monopoly pricing of the industry’s products would reduce the industry’s output and hence its demand for inputs, including labor, the monopoly profits generated by monopoly prices could be used to increase the wages of the remaining workers above the previous level, with perhaps enough left over to compensate the surplus workers for their costs of being discharged.

Sometimes it is unclear whether a restrictive provision in a labor agreement is intended to increase worker welfare directly or to create a monopoly in the employers’ product markets. Suppose a union representing plumbing construction workers obtains the agreement of the plumbing contractors not to install any air conditioning units in which the internal pipe has been cut and threaded at the factory rather than by the contractors’ own employees. It has been argued that such an agreement should be viewed as creating a cartel among the subcontractors because it enables them to “secure greater profits if the union-demanded work is done by their companies rather than by a factory.”1 The argument is questionable, however, unless prefabrication enables the contractors to be bypassed altogether. The contractor provides an installation service using two inputs, labor and air conditioning equipment. He will combine them in the proportions that minimize his total costs. If internal pipe can be cut at a lower cost by the factory than by his own workers, his total costs of installation will be minimized by buying the prefabricated air conditioners. His incentive will be unchanged if he is a member of a cartel of contractors, since, as we know, a monopolist’s (or cartel’s) profits will rise if its costs decline. So the contractors have nothing to gain from agreeing not to buy the prefabricated air conditioners, and this implies that their agreeing not to install prefabricated air conditioners is intended to increase the contractors’ demand for labor, a valid goal of collective bargaining. Although it might seem that the contractor could compensate the union for the disemployment effect of the prefabricated air conditioner, that would depend on the size of the cost savings made possible by prefabrication. Suppose it enables him to dispense with two workers at a saving of $10,000 per job but costs $9,500 more than the air conditioner fabricated on the job site. The saving of $500 may not be sufficient to compensate the workers for the cost of finding equally good jobs elsewhere.

§12.8  Minimum Wage and Related “Worker-Protective” Legislation

The federal minimum wage law reinforces the effect of unionization on wage rates by limiting the competition of nonunion labor. Suppose that in one part of the country unions are weak and wage rates therefore lower than elsewhere. Firms located in that area will have a competitive advantage that will enable them to grow at the expense of firms in unionized areas, and the result will be a reduced demand for labor in those areas. A minimum wage law counteracts this tendency by forcing up the wages of nonunion labor and so reducing the demand for that labor, as shown in Figure 12.2, where w is the competitive wage for nonunion labor and w′ the minimum wage.

The disemployment effects of the minimum wage are concentrated among marginal workers—middle-aged women, the young, and blacks, with the most severe effects being felt by black teenagers.1 The fixing of a minimum wage has no effect on the demand for workers whose marginal productivity is high and who therefore receive a free-market wage above the minimum wage; the disemployed are those whose marginal productivity is lower than the minimum wage. To put it differently, the minimum wage, because it is lower than the wage of unionized workers, does not raise their wages above the prevailing level and hence does not create unemployment among them. It raises the relative price, and hence reduces the attractiveness, of a substitute labor force consisting of marginal workers who, were it not for the minimum wage, would compensate employers for hiring them by accepting a lower wage than the more productive—but also more expensive—union workers. And notice that a minimum wage may make it difficult for marginal workers to obtain on-the-job training by preventing them from compensating the employer for that training by accepting a lower wage.
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Some workers besides union competitors are helped by the minimum wage—those who supply q′ hours of work in Figure 12.2. These are workers whose free-market wage is below, but whose marginal product is above, the minimum wage. (Not that they were underpaid before the minimum wage decreed, any more than an inventor is underpaid who fails to capture the consumer surplus of his invention through perfect price discrimination.) Because low-wage earners are often members of high-earning households, the minimum wage turns out not to be an efficient measure for combating poverty even without regard to its adverse effects on marginal workers.

If the minimum wage is applicable in some occupations but not others, it may reduce unemployment in the exempt sector and increase it in the covered sectors. The reason is that workers will be attracted from the exempt to the covered sector because wages are now higher there, thereby reducing the supply in the exempt sector (and increasing wages there) and increasing the supply in the covered sector. Depending on the size of the wage difference between the sectors, workers might accept a prolonged period of unemployment in the covered sector as the price of finally landing a higher-paid job there. One way of waiting for work to open up in the covered sector is to stay in school longer; so the minimum wage promotes college education! Does it also raise the crime rate because crime is an exempt sector? That’s hard to say. A minimum wage raises the crime rate for workers who are disemployed, because it reduces legitimate employment opportunities, and of course there is no minimum wage in crime. But it lowers the crime rate for workers whose wages are raised by the minimum wage, since the opportunity costs of crime rise for such workers.

Although conservative economists regard the minimum wage as the clearest example (along with rent control and other price controls) of gratuitous governmental interference with the free market, the evidence that it causes significant unemployment, or has other bad effects (notice in the preceding paragraph the inconclusive nature of the argument that the minimum wage promotes crime), is actually rather weak.2 It is possible that employers invest more in workers’ human capital if they have to pay them more, raising productivity, or that prospective workers search harder for better jobs, education, etc., if disemployed because of the minimum wage, or that below a certain level of wages people prefer to be on welfare, so that welfare would have to be cut for abolition of the minimum wage to reduce unemployment. But great hardship might be produced if, with minimal welfare benefits and no minimum wage, marginal workers were forced to take jobs that paid only subsistence wages. One would expect such a system to be productive not only of misery, but also of crime.

Much other legislation besides minimum wage laws increases the wage rates of subsets of workers. Restrictions in building codes on the use of prefabricated materials increase the demand for labor along the lines suggested in our discussion of prefabricated air conditioners. Child labor laws are justified even on economic grounds because child labor tends to destroy human capital (fully employed child laborers would be denied an education), but by reducing the supply of labor those laws increase the wages of adult workers; laws “protecting” women workers have (or rather had, for they are now defunct) a similar effect and less justification (see §26.1 infra).

Tariffs are frequently sought and obtained by unions as a method of offsetting the comparative advantage enjoyed by foreign firms that pay lower wages. Restrictive immigration laws also reduce the amount of cheap labor but are of limited efficacy because employers oppose them and have thus far been effective in blocking effective enforcement measures, while unions are ambivalent because they hope to organize the illegal immigrants. Immigration of highly skilled foreign labor has been impeded more effectively because such immigration is opposed by highly skilled American workers, who have more political weight than unskilled workers.

The Occupational Safety and Health Act, which establishes minimum federal standards of worker safety and health, is an ambitious example of worker protection legislation, but arguably superfluous. The employer has a selfish interest in providing the optimal (which is not necessarily the highest possible) level of worker health and safety. If an expected accident or illness cost of $1 can be eliminated for 99¢, eliminating it will reduce the employer’s net wage bill by 1¢, since his employees presumably demanded compensation for the $1 expected cost. Legislation prescribing the health and safety conditions of employment may raise the level of health and safety beyond the level desired by the employees and the employers, and then both groups will be harmed. An employer required to spend $1.05 to eliminate a health hazard that has an expected cost of only $1 will reduce the wage rate by at least $1 (he no longer has to compensate the employee for the hazard)—and probably by $1.05 Any increase in the cost of an employee reduces his marginal product to the firm and hence is likely to lead to a corresponding reduction to his wage. That is why it is employees who in the end pay not only the portion of the social security tax that is deducted directly from their wages but also the portion that nominally is paid by the employer.

The analysis is not changed significantly if nominal wage rates are assumed to be inflexible downward because they are specified in collective bargaining contracts, since such contracts usually expire after three years. The next time the union demands a $2 an hour wage increase by reason of inflation, increased productivity, or whatever, it will get only $1, to compensate the employer for having eliminated the health hazard.

But maybe this is all too pat and ignores the costs of information about workplace safety. Alternatively, maybe OSHA’s real aim is to reduce competition from nonunion labor (though OSHA might also hurt unions because in its absence the role of unions in negotiating for safe working conditions would be more important, and this would make unions more attractive to workers in dangerous occupations). If the level of health and safety is generally lower in firms that pay nonunion wages—a plausible assumption, since the lower the worker’s wage is, the lower will be the cost to him of being disabled—unions might press for legislation raising the level of health and safety in those firms to that prevailing in unionized firms. The nonunion employers might try to compensate for their added costs by reducing the wages paid their workers. But if those workers were already earning no more than the minimum wage, employers would be unable to make a compensating wage reduction, and their labor costs would rise relative to those of unionized firms. This hypothesis is supported by the Occupational Safety and Health Administration’s preference, apparently motivated by a desire to minimize the effect of its regulations on employment, for engineering changes that promote safety to personal protection devices such as ear plugs and safety goggles. Engineering changes are less likely to increase the marginal cost of labor; once such a change is made, it may increase the safety of the workplace without regard to the number of workers, whereas individual safety equipment increases the cost to the employer of each employee. Hence the engineering changes are less likely to have a significant disemployment effect. Even though the personal protection devices are often more efficient than the engineering changes (as indicated by evidence that although OSHA undoubtedly increases employers’ costs, it has not reduced the number of workplace injuries significantly)3, the engineering changes increase the cost of capital and the personal protective devices increase the cost of labor and so reduce wages or employment or both.4

But workers in nonunion plants do have less information about safety, because a union is an information gatherer for its members. And OSHA corrects inefficiencies resulting from governmental programs for the support of injured workers. Through the social security disability program (see §17.6 infra) plus a variety of special programs (for example, compensating workers disabled by black lung disease), the federal government defrays part of the cost incurred by workers injured as a result of unsafe or unhealthy work conditions. By shifting the costs of accident and illness from the workers and their employers to the federal taxpayer, these programs reduce the incentives of firms to maintain the optimal level of occupational safety and health.

Yet to use one government intervention in the marketplace (subsidizing workplace injuries and illnesses) to justify another (regulating workplace safety and health) invites an indefinite expansion in government. A series of incremental steps each of which makes economic sense in light of the previous steps may, looked at as a whole, make no sense.

§12.9  Mandated Benefits

Some states now require employers to provide maternity benefits to their employees. A study found that this requirement causes wages to fall by the full cost of the benefits to the employers.1 It is easy to see why wages would fall; the employers’ labor costs have risen. If wages did not fall, the conferral of this fringe benefit would be the equivalent of a raise—and if the employers wanted to give their employees a raise in the form of maternity benefits, why would they wait for the passage of the law? But wages should not decline by the full amount of the increased cost to employers, as that would imply that the value of the new benefit was not greater than its cost—so why hadn’t employers offered the new benefit voluntarily? Since, moreover, some employees don’t intend to have children, maternity benefits are not worth the same amount to all employees; in fact they are worth nothing to many of them.

How to explain the anomaly that wages fell by the full amount of the cost of the newly mandated benefit? One possibility is the endowment effect, one of the cognitive peculiarities illuminated by psychology: The workers may not have wanted the benefit but once they got it they valued it highly because it was theirs, and so they were willing to pay for the benefit in full, in the form of a reduction in their wages. (True, the wages were “theirs” too—so why were they willing to give up some of them? Maybe because they weren’t given the choice, or because the loss of wages may take the form, which may be invisible to most workers, of a slower increase in wages rather than an actual reduction.) Second, there may be a selection effect. Workers who don’t want maternity benefits will tend to move to states in which such benefits are not a part of the compensation package; and they will be replaced by workers who value it highly.

§12.10 Employment Discrimination on Grounds of Race, Sex, Age, and Disability

Racial discrimination in employment is a part of a larger issue—that of the causes and cures of racial discrimination—which is discussed in a later chapter (Chapter 28). Here we shall take up one specialized topic in racial discrimination and also examine employment discrimination against workers on the basis of gender, age, and disability.

 

1. Many unions long refused to admit black workers as members. As we have seen, unions seek to raise the wage rate above the competitive level; and to the extent they succeed, an excess demand for union jobs is created. There are various ways in which this excess demand could be eliminated. One would be by auctioning off union membership. The successful bidders would be those willing to pay an entrance fee equal to the present value of the difference between the union wage scale and the wages in their next best employment. This would be the method of rationing used if unions were simply firms enjoying monopoly power over labor—firms that bought labor at the competitive wage and resold it to employers at a monopoly wage. But unions are not firms; they are representatives, however imperfect, of the workers. They will not adopt a rationing method that would deny the workers any net gain from union membership.

The problem with nonmonetary methods of rationing, however, is that they evoke an expenditure of real resources. For example, if the method used is queuing—would-be applicants for union membership spend years as low-paid apprentices, waiting for a job to open up—the forgone earnings from alternative occupations become the cost of membership and may dissipate the gains from membership. What makes criteria involving race or some other immutable status (such as being the son of a union member) attractive to unions is that they do not invite heavy expenditures on qualifying—normally the cost of changing one’s race or parents is, infinite.1

 

2. The central economic question relating to employment discrimination against women is explaining the persistently higher average wages of men; women’s wages per hour are on average about three-fourths of men’s. Differences in the amount of investment in market-related human capital appear to be the key to understanding this phenomenon. The woman who allocates a substantial part of her working life to household production, including child care, will obtain a substantially lower total return on her market human capital than a man who allocates much less time to such production. She will therefore invest less in her market human capital, and since earnings are in part a return on one’s human capital, women’s earnings will be lower than men’s.2 Women will therefore be attracted to occupations that don’t require much human capital, which is one reason women traditionally were nurses rather than doctors, secretaries rather than executives. But insofar as women devote more time to household production than men do because women’s opportunities in the job market are depressed by sex discrimination, the difference in the amount of market human capital that men and women accumulate, and the resulting difference in earnings, is an effect of discrimination, but societywide discrimination rather than discrimination based on the discriminatory motivations of individual employers. However, with the amount of time that women are devoting to household production declining for the reasons discussed in Chapter 5, both the occupational and the wage differences between men and women would have narrowed even without government intervention. The existence of sex discrimination by employers is a necessary rather than a sufficient condition for a law prohibiting such discrimination to confer a net economic benefit on society as a whole, or even on women as a whole. First, not all employment discrimination on grounds of sex is inefficient. Consider the refusal (which is now unlawful) of employers to pay pregnancy disability benefits. From the standpoint of pricing labor efficiently, to be made to pay a worker who is absent on account of pregnancy makes no more sense than to be made to pay a worker who is absent because he is painting the baby’s room. In neither case is the worker conferring a benefit on the employer. (How are paid vacations or paid sick leave different? Read on.)

Second, antidiscrimination laws can boomerang against the protected class as employers take rational measures to minimize the laws’ impact. For example, the Equal Pay Act requires employers to pay the same wage to men and women doing the same work. If women workers have a lower marginal product, employers will have an incentive to substitute capital for labor inputs in those job classifications in which they employ many women. In addition, having to pay female employees more than their market worth may make employers reluctant to hire women; and though this reluctance may expose the employer to a suit for hiring discrimination, such suits are rare because damages obtaining in such a suit usually are small. The reason is that a job applicant is unlikely to land a job that pays a great deal more than she could get elsewhere, yet her damages if her application is wrongfully denied will be limited to the difference between what her wage would have been in that job and what it is in her existing job, or if she’s not employed then in her best alternative employment.

There is a double whammy here. While the expected liability costs of a discriminatory refusal to hire are low, the expected liability costs of a discriminatory firing (call these “firing costs”) are high, since a worker’s wage in his current job is likely, because he has firm-specific human capital, to exceed, often by a considerable margin, the wage in the best alternative job that he could land. These costs are avoided by not hiring a member of a class protected by the employment discrimination law.

Even if the Equal Pay Act is fully enforced, women may not benefit. Having to pay them a higher wage will increase the employer’s costs and may therefore cause him to reduce the wages of all his employees, male and female, or raise those wages more slowly than he otherwise would, or lay off workers. The larger the fraction of the workforce that is female, the less of the employer’s added labor costs will be shifted in these ways to the male workers and so the less the women will benefit from the Act.3

Moreover, some of the costs that antidiscrimination laws impose on employers will be passed on to consumers in the form of higher prices, and female consumers will be hurt along with male. The heterogeneity of women’s interests, combined with the financial and altruistic interdependence between men and women, creates further uncertainty as to whether women will be net beneficiaries of antidiscrimination laws. Increased labor costs that are due to payment of pregnancy disability benefits are borne in part by all workers, but while pregnant employees obtain an offset from the benefits themselves, women who are either not employed or not fertile are clear losers.

The biggest losers of all are women who are either not employed or not intending to have children but who are married to men who are employed. Their husbands’ wages and employment opportunities will shrink as a result of employers’ higher labor costs caused by mandated employee benefits, and the wives will suffer insofar as household consumption is joint or they are altruistic toward their husbands. In addition, all consumers will have to pay higher prices if labor inputs are used less efficiently as a result of prohibiting efficient discrimination.

“Comparable worth” refers to the policy, which proponents believe should be written into law, of equalizing the wage levels in jobs filled primarily by women and in jobs dominated by men by determining the “true” worth of different jobs and requiring that jobs having the same true worth carry the same wage. As long as employers are forbidden to exclude women from desired job classifications, comparable worth makes no economic sense. For on that assumption, if a truck driver is paid more than a secretary, even though the secretary works just as long hours and has as good an education, the market must be compensating a skill that is in shorter supply, or offsetting a disamenity, rather than making arbitrary distinctions based on fast-vanishing stereotypes.

Under comparable worth, with wages in jobs dominated by women artificially raised, the number of jobs available will shrink as employers seek to substitute other, and now cheaper, inputs and as customers substitute other products for those made by firms whose wage bills and hence prices have risen because of comparable worth. At the same time, men will start competing more for those jobs, lured by the higher wages. So female employment in a job classification that had been (for whatever reason) congenial to women may drop. Some displaced women will find new employment in the predominantly male occupations such as truck driving—perhaps replacing men who have become secretaries. Yet some women who used to work in “male fields” (or were planning to do so) will now find “female” jobs financially more attractive because of the change in relative wage rates. So while some women will flee the “female” job classifications, other women will flock to them. Finally, under comparable worth women’s incentives to invest in human capital usable in the traditional men’s jobs will drop as the relative wages in those jobs drop, so that in the end occupational sex segregation may not be greatly affected.

 

3. The Age Discrimination in Employment Act forbids public and private employers to fix a mandatory retirement age, with the exception of a few job classifications such as airline pilot and high-level business executive, or otherwise to discriminate on the basis of age. The argument for the law is that the use of age as a criterion for employment is arbitrary, since people age at different rates. This is not a good reason for the law. The use of a single, readily determinable characteristic such as age as the basis for an employment decision economizes on the costs of information. Sometimes a more competent older worker will be replaced by a less competent younger one, but this does not make the use of age as a proxy for competence, crude as the proxy is, inefficient. The employer’s objective is to minimize the sum of the costs of suboptimal retention decisions resulting from lack of individualized assessment of workers’ abilities and the information costs of making such assessments.4 If the sum is minimized by having a mandatory retirement age, the employer will set a mandatory retirement age; otherwise he will not. There is no externality calling for government intervention.

And if the costs of individualized assessments of workers’ abilities are high (and if they weren’t, why would the employer use age as a discriminant—for how likely is it that the middle-aged people who run corporations are irrationally hostile to people their own age?), then employers forbidden to use the age proxy will substitute other proxies, such as test results, thus discriminating against workers whose performance on the job is underpredicted by those proxies. Other employers will throw up their hands, unable to distinguish between good and bad workers, and treat both groups indiscriminately, with the result that bad workers will benefit at the expense of good ones.

A better argument for the law is that if the exceptional older workers—those young in mind, body, and spirit—cannot cash in on their exceptionality because very few employers will look behind chronological age in making employment decisions, they will have a suboptimal incentive to invest in their human capital because the payback period will be artificially truncated. An individual worker might, by accepting a lower wage, induce the skeptical employer to make an exception in his favor. But the prospect of the lower wage would reduce the expected return to his investment in his human capital and thus the amount that he would be willing to invest.

But if the costs of individualized assessments of employees’ performance are so great that prohibiting the use of the age proxy leads to the substitution of other proxies, the age discrimination law will not solve the problem of underinvestment. Anyone unfairly disadvantaged by the new proxy will lack an incentive to make the optimal investment in his human capital. And if the new proxies are less efficient than age—as they probably will be, because otherwise they would have been adopted without government prodding—wages will fall because employers’ labor costs will be higher.

The best argument for the age discrimination law is that it is a device for enforcing an implied contract whereby an employer agrees to pay a wage in excess of the employee’s marginal product in order to compensate him for investing in firm-specific human capital. Suppose the worker paid for the bulk of that capital by accepting a below-market wage in his early work years, expecting to recoup by an above-market wage later. The employer can eliminate the recoupment phase by firing the worker before he reaches it. This would not be rational if as a result of the firm’s investment in his human capital, the worker was so much more productive at the higher wage that he was more valuable to the firm at that wage than a young worker would be at a lower wage. But after a point, a worker’s productivity usually declines with age, yet he may still be in his recoupment period, earning a wage that may exceed his current marginal product in order to even out his wages over his working life. The employer will be tempted to fire him, unless, of course, restrained by reputational considerations or by an employment contract.

Alternatively, the employer may have backloaded the employee’s wages as a method of assuring faithful performance. Suppose it’s the kind of job in which an employee can malinger, or even steal from his employer, and the costs of detection are high. To increase the expected cost to the employee of being detected and fired—in other words, to raise the expected punishment cost (PL) without raising P—which means by raising L—the employer may shift remuneration toward the end of the employee’s career, for example, as we shall discuss in the next section, in the form of a generous pension.5 (This is a version of the economic theory of punishment (see Chapter 7), in which the penalty is made more severe to offset a low probability that it will be imposed.) Yet once the employee is near the end of his working life, the employer may have an incentive to fire him if by doing this it can avoid its obligation of deferred compensation. Of course, if employers behave opportunistically in this fashion, employees may demand contracts that forbid termination without just cause, as determined by an arbitrator or other neutral, or demand higher wages in the early stages of their career to compensate them for the risk of being turned out to pasture prematurely. And though reputational considerations alone will not restrain an employer who is in his last period, the employee has little to lose from being fired then—if the employer is about to go out of business, his employees will soon be terminated regardless of their age.

A reason to doubt the efficacy of the age discrimination law is that both the prohibition of mandatory retirement at a fixed age and the broader prohibition against discriminating in employment on the basis of age can be circumvented by early-retirement offers. Despite appearances, the early-retirement offer as a method of reducing the average age of an employer’s workforce is a carrot and stick device, not just a carrot—and the carrot part of it is very cheap to the employer, being paid for, in fact, by the employees themselves. The right to take early retirement on terms sufficiently advantageous to make the exercise of the right attractive is a form of employee compensation no different from any other fringe benefit. Its value is uncertain, but so is that of health or life insurance, the value of which to an individual worker depends on his individual health experience and longevity, which cannot be known with anything approaching certainty in advance. The more generous the early-retirement offer, the less the employer need pay in wages and other benefits.6

The net cost to the employer of offering early retirement is also held down by the risk to an employee of turning down even a rather chintzy offer; this is where the stick comes into play. Unless the employee can prove that the employer’s package of retirement and other benefits is not a bona fide benefits plan, but is instead designed to evade the statute’s prohibition against age discrimination (which is not an easy thing to prove), the employer can penalize the employee for refusing an offer of early retirement by offering lower benefits to employees who retire later. The making of an offer of early retirement, moreover, does not commit the employer to retain until normal retirement age an employee who turns down the offer. On the contrary, such an offer usually reflects a desire by the employer to reduce the number or average age of its employees, and if not many employees take up the offer, and even if many do, the employer may resort to other measures for achieving the desired size and age composition of his workforce. The employee knows this, and knows therefore that if he turns down an offer of early retirement today, he may be fired or laid off tomorrow in circumstances in which it may be impossible for him to prove age discrimination and thus obtain compensation (because the employer will be able to demonstrate business necessity for his reduction in force) or to find alternative employment at an equivalent wage, especially if his current wage includes a return to firm-specific human capital.

The older a worker is, the higher the employer’s “firing costs” are likely to be. On the one hand, this makes it less likely that the older worker will be fired, but on the other hand it makes it more likely that he won’t be hired in the first place. The latter effect, combined with the early-retirement strategy for reducing the average age of the workforce, may explain why the Age Discrimination in Employment Act has been found to have a net negative effect on the employment of older workers.7

 

4. The Americans with Disabilities Act prohibits discriminating against disabled persons who, despite their disability, can perform to the employer’s specifications if the employer “accommodates” the disabled person’s disability, for example by providing wheelchair access. The goal is to increase employment opportunities for disabled persons; yet the actual effect has been to reduce the number of disabled persons who are employed.8 On the one hand, like other antidiscrimination statutes, the ADA acts as a hiring subsidy for disabled workers, because refusing to hire a disabled person carries a risk of a lawsuit that has no counterpart in refusing to hire a nondisabled person. Faced with a choice between otherwise equally suitable applicants, the employer will find it cheaper to hire the disabled applicant. On the other hand, and apparently more than offsetting the hiring subsidy, are the costs of accommodating disabled workers and the expected litigation costs should the disabled worker prove unsatisfactory and have to be discharged and bring suit claiming that he was discharged in violation of the Act. The employer is forbidden to offset these costs by offering the disabled worker a lower wage than the nondisabled worker performing the same job.

The Act thus imposes both firing costs (like other employment-discrimination laws that we have examined) and accommodation costs, though one study finds that only the second has a disemployment effect.9 The duty to accommodate resembles the “disparate impact”10 approach to proving discrimination. Suppose an employer requires that all employees be at least 5 feet 8 inches tall. Such a requirement would have a disproportionate effect on the employment of women. Even if it could not be proved that the employer had adopted the height requirement as a proxy for a gender requirement, the requirement would be unlawful unless the employer could prove that it was a genuine business necessity. This burden of proof would make it more costly for the employer to employ women (assuming the height requirement had some relation to productivity, even if not enough to satisfy the employer’s burden of proof), in the same way that having to build special facilities for women would.

A difference between accommodation and disparate impact, however, is that an employer will find it easier to substitute affirmative action for the latter than for the former. If, in the height example, the employer through active recruitment managed to hire enough 5-foot-8-inch women to rebut any inference of discrimination, he could retain the height requirement, and the benefits in productivity might exceed the cost of the additional recruitment of women.11

§12.11 Federal Pension Law

There are two basic types of pension plan. A defined-benefit plan promises a fixed annual pension based on the employee’s wage in his last year or (more commonly) last few years of work and on his years of service. The higher his salary at termination and the longer the time he has worked for this employer, the larger his pension entitlement; and the entitlement is independent of the amount of the employer’s contributions to the plan or of the plan’s investment performance.1 In a defined-contribution plan, contributions are made, typically by both employer and employee, to a separate account for each covered employee.2 When the employee retires, the amount of money in his account, which will be the sum of his and his employer’s contributions plus any interest or other earnings from investing them, is used to buy an annuity that will give the employee and his spouse an assured income for the rest of their lives. Thus, in a defined-benefit plan the investment risk is borne by the employer or by the plan (or the plan’s insurer), while in a defined-contribution plan it is borne by the employee, though he can eliminate most of the risk by investing the contributions in a suitably diversified portfolio of securities (see Chapter 16).

Because benefits under a defined-benefit plan are tied to the employee’s final salary, such a plan provides greater assurance of stable though usually not full replacement of wage income, so that the employee’s accustomed standard of living will be more or less preserved in retirement. Benefits under a defined-contribution plan depend on the amount contributed and on the investment performance of the contributions. If the employer is the better risk-bearer, the defined-benefit form will generally be more attractive to employees than the defined-contribution form, although differences in vesting rules and the omnipresent risk of inflation complicate the tradeoffs. The defined-benefit plan also facilitates (as we are about to see) optimal investments in human capital, and confers tax advantages on the employer when the plan is overfunded—that is, when its assets exceed its pension liabilities. The income on those assets will inure in part to the employer, because not all of the income will be needed to defray the employer’s pension liabilities. That income also will accumulate tax free because the plan is a tax-exempt entity.

Before the enactment of ERISA,3 pension liabilities could be and often were liabilities of the pension plan alone, rather than also of the employer who had created the plan. If the plan was underfunded because the employer’s contributions had been stingy, investment performance disappointing, or actuarial projections inaccurate, the loss fell on the employees; in this way some of the investment risk was shifted back to them. If the plan was overfunded, the employer’s shareholders, being the residual claimants to the plan’s funds after all the entitlements of employees were honored, reaped the gain. Depending on the rules of vesting and of crediting years of service adopted by the particular plan, a worker who left before retirement age might find himself with a meager, or perhaps even no, pension. So he had a strong incentive to remain with the same company until he reached retirement age. This incentive both reduced the mobility of labor and increased the employer’s power to expropriate employees’ firm-specific human capital by implicitly threatening to fire them before their pension rights vested, if they insisted on a salary commensurate with their value to the company. Indeed, quite apart from human-capital considerations, one could imagine an employer reducing the employee’s wage to a point at which the wage and the pension benefit together would just exceed the employee’s wage in his next-best job. The year before the employee retired and became eligible for the pension, the wage could be zero—or even negative; the employee would pay to be allowed to work long enough to qualify for his pension.

Does this mean that pension practices were exploitative before ERISA? Not necessarily. Remember that the terms of retirement, including pension rights, are a matter of contractual negotiation between employer and prospective employee, not a unilateral imposition. Even if the employer refused to negotiate separately with each employee but offered terms of employment on a take-it-or-leave-it basis, competition among employers would give prospective employees a choice between different wage-benefit packages. The packages offered by some employers would emphasize good retirement or other benefits at the cost of lower wages, while those offered by other employers would emphasize high wages at the cost of less generous or secure retirement or other benefits. Employees would sort themselves among employers according to the individual employee’s preferences regarding risk and the allocation of consumption over the life cycle.

Even incomplete vesting was not a scam, or an impediment to optimal mobility of labor. By making pension benefits contingent on the employee’s remaining with the firm and performing satisfactorily, incomplete vesting facilitated the recovery by employers of their investment in their employees’ firm-specific human capital. It also treated the employee last-period problem mentioned in the preceding section not only with the stick (the threat of discharge before pension rights vested) but also with the carrot, since pension benefits in a defined-benefit plan are heavily influenced by the employee’s wage in his last years of employment. The employer’s incentive to abuse the power that incomplete vesting conferred on him by reneging on his unwritten contract to deal fairly with his employees would be held in check by his concern with preserving a reputation for fair dealing (if he lost that, he would have to pay new employees higher wages) and by the bargaining power that the possession of firm-specific human capital confers on a worker. In fact, before ERISA, opportunistic discharges of workers covered by a pension plan were rare; and the statute has had no detectable impact on discharges of covered workers.4

Even before mandatory retirement at a fixed age was abolished, it was far from universal. Indeed it was found mainly in firms that had defined-benefit retirement plans for their employees.

Mandatory retirement would impose heavy costs on a worker who did not have a secure retirement income, which a defined-benefits plan provides. The combination of mandatory retirement with such a plan therefore protects the worker’s income while enabling the employer to terminate older workers without evaluating their productivity on a case-by-case basis.

ERISA requires among other things that defined-benefit plans vest the employee’s pension rights after he has been a participant in the plan for five years. By thus limiting incomplete vesting, the Act has tended to reduce the control of employers over their older employees. Such a loss of control would be expected to lead employers, first, to invest less in the firm-specific human capital of their employees, and, second—because employers have a diminished investment in the employees to protect and the employees less incentive to perform well (not being faced with a substantial loss of pension benefits if they are fired)—to resort more frequently to an explicit or implicit threat of discharge in order to maintain discipline.

Difficult questions arise in the administration of ERISA when an employee who is enrolled in a defined-benefit plan leaves his employer before retirement age. Suppose he has a cash-balance defined-benefit plan (see note 2 supra). Every year that he is in the plan, the amount of his notional account will grow by the interest rate specified in the plan. At retirement age he would be entitled to the then total amount in his account, which he could take as a lump sum or an annuity. If he leaves the employer’s employ earlier, he should be, and by law is, entitled to the present value of the amount that could be expected to be in his account when he reached retirement age. Suppose he wants a lump sum rather than an annuity. Calculating the lump sum that would be the present value of what he could expect at retirement is tricky.5 It requires increasing his cash balance by the amount of interest he could expect to receive until retirement and then discounting the resulting increased cash balance to reflect the benefit of receiving money now rather than in the future. This opposed action of increasing the cash balance by future interest on it and then discounting that increased cash balance to present value is called “whipsawing.” It involves projecting forward to the value of the retirement benefit at retirement age (moving up) and then discounting backward to the present (moving down), and thus resembles the action of a two-person saw (a “whipsaw”). Often the plan will entitle the participant to a variable rather than fixed interest rate, and then the interest credits that would have accrued between the lump sum distribution that an employee who left early took and his reaching normal retirement age cannot be known for certain; they can only be estimated. The rate picked to estimate those interest credits is called the “projection rate.” It will not generate an exact match to the interest credits because the variations in future interest credits cannot be known. But it must be a reasonable, good-faith estimate. Only if the projection rate used to calculate the cash balance at retirement age is identical to the interest rate used to discount the cash balance to present value (the discount rate) will the early retiree’s lump sum be simply the cash balance on the date he leaves the employ of the plan sponsor.
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        Problems

 1.    A closed shop, outlawed by the Taft-Hartley Act, is created when the employer agrees with the union that he will hire only workers who are members of the union (in contrast to a union shop, where the workers have to join the union if and when it becomes the collective bargaining representative for their unit). What is the economic function of the closed shop?

 2.    Are unions likely to be more powerful in service industries or in manufacturing industries? In the public sector or in the private sector? More generally, what are the factors that predispose an industry to unionization?

 3.    What precisely does the leadership of a union try to maximize? The average hourly wage of its members? The average yearly wage? The total wages of workers employed in the unionized activity? What different effects might these various maximands have on the size of the union? Why might the union’s leadership be concerned with the size of the union as well as with the incomes of its members? How does this explain featherbedding?

 4.    Wages have risen faster in nonunionized occupations, notably domestic service, than in unionized occupations. Does this indicate that unionization is ineffective in raising wages above competitive levels?

 5.    Can unions raise wages above competitive levels in the long run, if employers sell in competitive product markets? Or if all workers are unionized?

 6.    Should an employer charged with age discrimination be allowed to defend on the ground that the plaintiff is receiving a wage in excess of other employees of this employer who are doing the same work?

 7.    If an employee succeeds in proving that he was fired in violation of an antidiscrimination statute, what should the measure of damages be? Should it be the difference between his salary from his former employer and his current salary (assuming he’s found another job)? In what circumstances would that measure overcompensate him?
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CHAPTER 13



PUBLIC UTILITY AND COMMON CARRIER REGULATION1

§13.1  Natural Monopoly

The structural circumstances in which monopoly is the cheapest way of organizing an industry (hence natural monopoly) are depicted in Figure 13.1. Observe that average cost (AC) is declining at the point where the average-cost curve intersects the demand curve. Suppose there is one firm in the market, producing q units at an average cost of c. Efficiency would be increased by carrying production to q′, where demand and marginal cost would be equated. There are two ways to get there. One is for the existing firm to produce q′−q more units. Another is for a new firm to enter the market and produce qe units, which is equal to q′−q. At q′, the existing firm’s average cost would be c′, but the new entrant would have to incur an average cost of ce to produce qe units, and ce lies above c′. Thus it is cheaper for the existing firm to supply the additional units. This is not because the firm is more efficient in the sense that its cost curve lies below those of other firms—the cost schedules for the existing firm and the new entrant are identical in Figure 13.1. It is because one firm can supply the entire output demanded at a lower cost than more than one firm could.1

The reason is that fixed costs are very large in relation to demand. If they can be spread over the market’s entire output, a single firm supplying that output may have a lower average cost of production than two equally efficient firms, each of which would incur the same fixed costs but be able to spread them over only one-half the output.2 This is possible even if, as in Figure 13.1, marginal cost is increasing with output. Suppose fixed costs are $10, and marginal cost increases as shown in Table 13.1 (from which Figure 13.1 is derived). If the market’s output is six or less, one firm can supply all of it at a lower total cost than could two or more firms (for example, at an output of six, the total cost if there is one firm is $31, while the total cost if there were two firms, each producing three units, would be $32). Hence efficiency requires that only one firm serve this market unless the demand is for seven or more units.
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A plausible example of natural monopoly is local electrical service; the market is limited in extent because of the cost of transporting electricity over long distances, while fixed costs (generating equipment, a citywide grid of wires, etc.) are high. But if a market is small enough, almost any kind of firm can have a natural monopoly—a grocery store in a village, for example—because every firm has some fixed costs, and they may dominate total costs if demand is low enough.

Natural monopoly presents three problems that have been thought to warrant public regulation. One is monopoly pricing. The firm that supplies a natural monopoly market has the same incentive as any other firm to maximize profit by restricting its output and has a much better chance of achieving this goal since it need not incur the legal and administrative costs of collusion or corporate acquisition to do so. Antitrust laws are ineffectual in this situation; if the natural monopolist is broken up, each component, having declining average costs, will expand, until one has the whole market again.

The second (and superficially inconsistent) problem is encouragement of inefficient entry, depicted in Figure 13.2. The monopolist sells quantity q at price p, as determined by the intersection of marginal cost and marginal revenue. A new entrant, seeing that he can supply a portion of the market, qe, at an average cost (ce) lower than the market price, has an incentive to enter. When he does so, the existing firm must either reduce price or curtail output. If it curtails its output, the average cost of production will be higher than necessary. If instead it reduces price, it will underprice the new entrant, who will have higher costs because of his smaller scale of operations. This lower price may still be remunerative, though lower than the cost of the new entrant, and in that event the latter will be forced from the market and the monopolist will be free once again to charge the profit-maximizing price. That may greatly exceed his cost, depending on the elasticity of demand for his product.
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The third problem is the difficulty of devising an efficient price structure. At the point in Figures 13.1 and 13.2 where marginal cost intersects demand, the firm’s average cost is greater than its marginal cost. So if the firm sold its entire output at the cost of the last unit (marginal cost), its total revenue would be less than its total cost.3 But if it therefore sells at a price equal to average cost, it will induce the marginal purchaser to switch to substitute products even though they cost more to produce than would carrying production of the first product to the point at which price just equals marginal cost. As in any case of monopoly pricing, marginal purchasers will be confronted with what, from a social standpoint, is a false alternative.

The traditional American solution to the problem of natural monopoly was public utility or common carrier regulation.4 (Other countries tended to opt for public ownership.) This type of regulation has three primary elements: (1) profit control (the regulated firm’s rates are not to exceed the level necessary to enable the firm to cover its cost of service, including a reasonable return on invested capital); (2) entry control (a firm may not provide a regulated service without first obtaining the leave of the regulatory agency); (3) control over price structure (the firm may not discriminate in its rates). The three controls, which are discussed in the following sections, relate to the three problems of natural monopoly sketched above. Yet many of the services that have been subjected to such regulation have not been natural monopolies at all, and there may be better methods of dealing with those that are. Beginning in the 1970s, the deregulation movement curtailed or eliminated public utility and common carrier regulation in air and surface transportation, telecommunications, finance, and energy. The deregulation movement is touched on in this and the following chapter.

§13.2  Control of Profits and the Problem of Reasonable Return

In the standard method of limiting the profits of regulated firms, the regulatory agency first selects a representative recent year of the company’s operations and computes the total costs incurred by the firm that year in rendering the regulated service, less all capital costs including interest on long-term debt. The sum of the included costs is what is known as the company’s test-year cost of service. To this amount the agency adds a reasonable return on invested capital (long-term debt plus equity). The return component is determined by multiplying the company’s rate base—an estimate of the value of the capital assets used by the company to render the regulated service—by the company’s reasonable rate of return. That rate is in turn a weighted average of the long-term interest rate plus the rate of return to the equity shareholders that the agency considers appropriate in light of the risk of the investment and the rate of return enjoyed by shareholders in comparable firms. The return component, when added to the cost of service, establishes the company’s revenue requirements. The company submits a schedule of rates designed to generate just this amount of revenue, on the assumption that the quantity demanded of the firm’s service will be the same as in the test year. When approved, these rates are the maximum the firm may charge1 and often the minimum as well. See §13.5 infra.

Determining the test-year cost of service is relatively straightforward, although some monopoly profits may get concealed in expense items such as managerial salaries and perquisites.2 But determining the return component presents significant difficulties. The issue that long preoccupied courts and legal scholars was whether the rate base should be measured by the depreciated original cost of the firm’s capital assets or by their replacement cost. The issue is important in periods of protracted inflation, when the cost of replacing a long-lived capital asset may greatly exceed the asset’s original cost, so that using replacement cost would entitle the utility to a much higher rate-of-return allowance, which in turn would result in higher rates. Suppose a firm pays $10,000 for a machine that can produce 1,000 units per year and has a useful life of 20 years. Operating costs are $1 per unit, and the annual cost of the capital used to purchase the machine is 5 percent. Average cost is therefore $2.3 Demand for the firm’s product increases, and in the tenth year the firm decides to buy a second machine. But prices have risen. The identical machine now costs $15,000, and while operating costs are unchanged the cost of capital has increased by 6 percent. The average cost of production on the second machine is therefore $2.65. What should the firm’s price be: $2.00, $2.325, or $2.65?

The last. A lower price may induce the firm to make an incorrect investment decision. Suppose the price is $2.33. People who value the product at more than $2.33 but less than $2.65 will try to buy it. Faced with excess demand the firm may buy a third machine. When it then raises its price to cover the cost of production of that machine (which will also, let us assume, be $2.65), it will lose many of its new customers; it will have overexpanded.

If replacement (i.e., current) cost rather than original cost is the correct economic standard, why has the issue of original versus replacement cost been controversial? There are three reasons. First, replacement cost is not always the correct economic standard. If because of declining demand for the industry’s product an industry’s major capital assets (for example, railroad tracks, locomotives, and terminals) are not going to be fully replaced, a price based on replacement costs will merely prevent full utilization of the existing capacity by driving consumers away; for there is no point in confronting consumers with the cost of replacing assets that won’t be replaced. The proper standard in such a case is the opportunity cost of the industry’s existing assets; if, as in the railroad case, the assets are highly specialized (cannot readily be shifted to an alternative use), that cost may be much lower than the cost of replacing them (cf. §13.3 infra).

Second, where original cost is lower than replacement cost, the use of the latter measure to determine the firm’s revenue requirements will make the firm’s revenues exceed the costs shown on the firm’s books, resulting in an apparent windfall for the firm’s shareholders. But the windfall may be an illusion created by inflation.4 And in any event it is balanced by the losses to the shareholders and creditors of firms in other industries, such as railroads, where the value of specialized resources has plummeted because demand for the industry’s output has declined rather than increased. Ex ante, there is no windfall.

Third, the legal issue of current versus replacement costs arises in a form that obscures the economic reality. The constitutional guarantee of just compensation for governmental takings has been held to entitle the shareholders of a public utility to a “fair” return on their investment. Two questions are relevant to deciding whether the use of original cost in determining a public utility’s rate ceiling prevents the shareholders from earning a fair return. The first is, did the shareholders have notice of the standard to be applied when they invested? If they knew that the regulatory agency applied an original-cost standard, they can hardly charge confiscation; for presumably, even with this feature, their investment in the regulated firm was more attractive than their alternative investment opportunities, or they would not have made the investment.5 If they invested on the reasonable assumption that the agency would apply a replacement-cost standard, the charge of confiscation is more compelling.

The second question is whether the additional returns to the shareholders resulting from use of a replacement-cost standard are within the scope of the constitutional guarantee of just compensation. This may depend on whether or not they are characterized as windfalls. Either inquiry deflects attention from the question of the economic soundness of the original-cost standard.

Another major problem in fixing the return component in the regulated firm’s revenue requirements is measuring the cost of equity capital. Consideration of this problem is postponed to the chapter on capital market theory (see §16.7 infra).

§13.3  Other Problems Caused by Attempting to Limit a Regulated Firm’s Profits

The use of past rather than current costs as the basis for the regulated firm’s pricing is deeply problematic. If costs have risen since the test year, the rates will be too low to cover the firm’s current costs, and the firm may not be able to catch up by filing for rate increases. If costs have declined, the current rates will be too high. If demand has increased, the rates may again be too high, since they are calculated by dividing the revenue requirements by the test-year output, and the average cost of a higher output will be lower if the firm is operating in a region of declining average costs. Notice also that the lag introduced by the use of a test year creates opportunities for the firm to cheat: By reducing the quality of its output, it can reduce its current costs below its test-year costs and thereby increase its profits.

The popularity of the original-cost and test-year-of-service concepts is evidence of the eternal struggle in regulation between economic theory and feasibility. Both methods facilitate the use of the company’s own books of account as the basic source of information for the ratemaking process, but both lead to serious departures from efficient pricing.

In periods when inflation is slight and real input prices are steady or falling, public utility regulation may have little effect on price levels or profits, implying that it is a failure as a system for controlling monopoly. In periods of steep inflation, when regulatory lag works dramatically against the firm, profits may be depressed below the competitive level, implying overcorrection. And mistakes involved in regulatory attempts to limit prices and profits do not cancel out. If rates are too high, consumers will be induced to buy substitute products that may cost society more to produce. If rates are too low, consumers will be deflected from substitute products that may cost society less to produce.

To the extent that public utility regulation achieves its goal of placing public utility pricing on a cost-plus basis, it reduces the firm’s incentive to minimize costs (see further on this point §15.17 infra). The penalty to the monopolist who fails to minimize costs is that his profits are lower than otherwise, and the tendency of public utility regulation is to reduce that penalty. Regulatory lag may hold this tendency in check, however—showing that bureaucratic delay can be serendipitous!

Since it is easier for the agency to police salaries than perquisites, the management of a regulated firm may substitute the latter for the former. The substitution reduces value if a dollar spent on perquisites is worth less to the recipients than the same dollar given to them in cash. The substitution is made additionally attractive by the fact that fringe benefits are not taxable to the recipients.

Similarly, if the cost of equity capital is not as effectively constrained as labor costs are, the regulated firm will have an incentive to use too much capital relative to labor.1 This incentive may explain a bit of railroad lore: the reluctance of a railroad to “short haul” itself.2 Suppose the X railroad has a line from point A to point C, a distance of 800 miles, and a line from A to B, a distance of 400 miles, but the Y railroad has a line from B to C, a distance of only 200 miles. Then it would be faster and cheaper to get from A to C through B, with the X and Y railroads providing joint service, than via the X railroad’s longer single line. Even if the X railroad is the only railroad serving A and controls the choice of the route, it will choose the more efficient A-B-C route (in the absence of regulation) even though this means “short-hauling” itself. X can capture all the monopoly returns from the traffic whichever way it is routed, and these returns will be greatest when it offers joint service with Y, because the shorter distance reduces total costs of service and increases the speed (hence value) of the service to shippers.3 But under rate regulation, short hauling will reduce the railroad’s capital costs and as a result the railroad will be unable to justify as high a rate for the shipment. So if capital costs are regulated imperfectly, the railroad may prefer the less efficient route, which requires it to use more of its own capital.

Paradoxically, an incentive to overinvest may also be created if the regulatory agency depresses the regulated firm’s rates and profits by insisting that the firm use depreciated original cost rather than replacement cost to determine the amount by which the allowed rate of return will be multiplied to yield the firm’s allowed profits. The firm will have an incentive to expand its plant to serve new customers, folding the cost of the new investment into its rate base. Old customers will pay more because the firm’s cost of capital is higher, but the rate increase will be relatively painless to them because they were paying low rates as a result of the regulatory agency’s policy on valuing the rate base. New customers may pay less than the incremental cost of the expansion because that cost is being averaged over all the firm’s customers, but the firm will not care because it will be recovering the full costs of the expansion from its customers as a whole. The result will be overbuilding.4

A regulatory agency will be less able to control a firm’s profits if the firm has unregulated affiliates, to which the firm may be able to allocate some of the profits of its regulated service; hence regulation creates incentives to expand into other markets even when such expansion is inefficient. This could be prevented by forbidding a regulated firm to operate in unregulated markets, but such a prohibition might prevent efficient integration.

Profit regulation may induce the regulated firm to tilt its capital structure toward debt. Though this will increase risk of bankruptcy, because debt service is a fixed cost and therefore can’t be avoided by the firm’s curtailing its output if demand falls, the risk may be well worth taking. The firm knows that the regulatory agency would be embarrassed by the firm’s going bankrupt because the agency probably would be blamed for not having permitted the firm to charge remunerative rates; and so the risky capital structure, by increasing the firm’s bankruptcy risk, may deter the agency from forcing the firm to reduce its rates.5

What if a public utility’s capital project is unexpectedly cancelled, as when regulators force the closure of a partially completed nuclear power plant because of concerns over safety?6 Should the utility be allowed to include its investment in the plant (which let us assume was prudent when made) in its rate base, thus passing on the cost of the closure to the ratepayers? The answer should depend on the extent to which public utility regulation succeeds in its formal aim of placing pricing on a cost-plus basis. If it succeeds fully, then the ratepayers obtain the benefit of any unexpected cost decreases, and therefore they should bear the burden of any unexpected cost increases, provided the utility is acting prudently. Otherwise the ratepayers bear all the windfall gains and the shareholders all the windfall losses, and that will result in suboptimal investment in the regulated service.

By now it should be apparent that the basic problem of regulation is that of divided ownership. The property rights in the regulated firm’s assets are in effect divided between the regulated firm and the regulatory agency. As the problem of divided ownership is a recurrent one in areas of conduct regulated by the common law, maybe there is a common law alternative to public utility regulation. We shall explore this possibility in the next chapter (see §14.11 infra).

§13.4  Incentive Regulation

Regulatory lag is an imperfect method of rewarding the efficient, and penalizing the inefficient, regulated monopolist. The costs of the regulated firm may be rising for reasons unrelated to its efficiency, such as an increase in the price of a key input; or falling for reasons unrelated to the firm’s efficiency, such as an increase in demand that enables it to spread its fixed costs over a larger output. Regulatory lag confers windfall losses in the first case and windfall gains in the second.

One way of gearing the permitted level of profits more closely to the firm’s performance is to permit rate changes based on changes in an industrywide cost index. Suppose 20 electric utilities that serve different areas are comparable in size and operating characteristics, and in one period the average per-kilowatt cost of these utilities rises by 1¢; under the index approach each of these utilities will be permitted to raise its rates by (no more than) 1¢ in the next period. Utilities whose performance was above average in the previous period thereby earn an additional profit; below-average performers are penalized.

The process simulates that of market competition, where firms that have lower costs earn supracompetitive profits in the short run. In the long run, as the more efficient firms expand production to close the gap between marginal cost and market price, the price level falls, and to continue obtaining supracompetitive profits the firms will have to find new ways of reducing cost. Similarly, under the index (or “price cap regulation”) approach, the efforts of utilities to beat the average with superior cost controls cause the average to fall (both directly and by inducing persistently below-average performers to change management), thus creating unrelenting pressure for continuing cost reductions.1

This approach is to be distinguished from the automatic pass-throughs of fuel-input costs that became popular when fuel prices skyrocketed in the 1970s. The pass-through allowed the regulated firm to add a dollar to its rates (without going through a formal rate proceeding) whenever an increase in fuel prices added a dollar to its costs of service. This reduced the firm’s incentive to economize on the use of fuel, negotiate a better price, switch to a cheaper fuel, or take other economizing measures.

In practice, incentive regulation is not a perfect substitute for a market. A particularly serious problem is the incentive of a price-capped firm to reduce quality in order to reduce its costs without a price reduction.2 This is a general problem with performance-based measures: An employee paid a fixed rate per unit of output will have an incentive to substitute quantity for quality because he can increase his output by reducing its quality.

In addition, incentive regulation can’t, without turning back into cost-of-service regulation, take account of idiosyncratic factors pushing up a regulated firm’s costs. In a market, a firm that experiences a cost not borne by its competitors is constrained, but not necessarily to its existing price. If there is product differentiation, so that his competitors’ products are not perfect substitutes for his own, he can, by reducing output, charge at least a slightly higher price (that is, he faces a downward-sloping, if only gently downward-sloping, demand curve). A firm precluded by a price cap from making such an adjustment may face bankruptcy, a fate that regulatory agencies are reluctant to visit on their wards; and so there is great pressure to grant exceptions from the cap.

§13.5  Regulation of Rate Structure and of Entry

The conjunction of profit control and entry regulation seems at first glance odd, since if monopoly pricing is prevented by rate regulation, the new entrant can gain a foothold in the monopolist’s market only if his costs are lower. Either the regulation of entry rests on a sophisticated awareness that control of the overall price level of regulated monopolists is often ineffectual, or, more plausibly, it has different purposes altogether. One may be to support the third major leg of public utility and common carrier regulation, which is control over price structure—how the firm’s revenue requirements are translated into specific prices.

There is no satisfactory answer to the question, raised earlier, of the optimal pricing of services when marginal cost is below average cost.1 Pricing at average cost is unsatisfactory for reasons already discussed. It used to be thought that the best approach was that the service be sold at (short-run) marginal cost, with the government making up out of general tax revenues the deficit resulting from the firm’s inability to recover its total cost. But this solution has two serious drawbacks. First, by forcing up tax rates elsewhere in the economy, it causes the same kind of allocative distortions that it is supposed to cure (see §13.7 infra). Second, it encourages consumers to substitute services produced under conditions of declining average cost for services produced under conditions of increasing average cost, even when the former services are more costly to provide.

Suppose it costs no more to build and operate a bridge that can carry 1,000 cars a day than one that can carry 900. Estimated daily demand, within a broad range of possible prices, is 950 cars, more or less. The annual depreciation and operating costs of the bridge are $1 million. As long as fewer than 1,000 cars are carried, the marginal cost (the cost of increasing the output of the bridge by one more car journey) will be zero. But suppose the same number of cars could be carried at the same speed by ferry at a total annual cost of only $100,000, but marginal cost would be $5. There would be no demand for ferry service if the government built or paid for the bridge and charged a toll equal to marginal cost—that is, if it charged nothing. Of course, an all-seeing government that could resist consumer pressures would not build the bridge because it would know there was a socially less costly method of providing the same service. But there is no such government. And had the bridge been built at a time when ferry service was not feasible and later the question arose whether to replace the bridge, the government would be under great pressure from people who had adapted to free bridge service to replace it. Congestion might be a problem if the price for bridge service continued to be zero. But even if the government were committed to zero pricing whenever marginal cost was zero, marginal cost would be positive if there was congestion, since congestion costs would be a function of the number of people using the bridge (and when, etc.).

An alternative to marginal-cost pricing is two-part pricing. The user of the bridge might be required to pay (1) an initial one-time fee so calculated that the sum of such fees defrayed the fixed costs of the bridge and (2) a toll, equal to marginal cost, payable every time he crossed the bridge. This method of pricing would enable both the fixed costs of the bridge to be covered and the marginal purchase to be made. But it would not enable the marginal purchaser to obtain service—the purchaser who was willing to pay the marginal cost of his use of the bridge but not to contribute his proportionate share of fixed costs. Suppose the one-time charge is $10 and the toll (equal to marginal cost) is 2¢ (rather than zero, as in our previous example). Our marginal purchaser might be willing to pay a $1 one-time charge but no more, because he does not expect to use the bridge often. If he is denied service, the bridge company is worse off since he would have made some contribution to its fixed costs, and he of course is worse off, too.

Another alternative is Ramsey pricing. In its original form it meant charging a higher price the less elastic the buyer’s demand. In contrast to two-part pricing, where the average price paid by each buyer declines the more he buys, this form of Ramsey pricing is uniform for each buyer but differs among buyers, with the less elastic demanders paying more and the more elastic demanders less. The best form of Ramsey pricing—if one ignores the formidable information costs entailed by efforts to measure elasticities and to prevent arbitrage—is the following. As in two-part pricing, every buyer pays an entry fee to cover fixed costs, but that fee varies inversely with the buyer’s elasticity of demand—and the truly marginal buyer pays no entry fee. In addition to the entry fee, every buyer pays the marginal cost of each unit that he buys. Given perfect information, output will be carried to the point where marginal cost intersects demand, yet without imposing a deficit on the regulated firm or a tax on nonusers of the regulated service.

Two-part and Ramsey pricing resemble but are not identical to ordinary price discrimination, that is, price discrimination by a profit-maximizing monopolist (see §9.5 supra). (Optimal Ramsey pricing, just described, resembles perfect price discrimination.) Under ordinary price discrimination, too, price varies with willingness to pay, and in the same direction—price is higher the less elastic the customer’s demand. Sometimes the resemblance is uncanny, as where the monopolist of a mimeograph machine requires users of his machine to buy ink from him. The price for buying or leasing the machine corresponds to the fixed charge in a system of two-part pricing; the price of the ink is the variable charge, and is higher the more the customer uses the machine. But as the purpose of ordinary price discrimination is not to enable fixed costs to be recouped in a manner that permits marginal purchasers to be served, but to maximize the excess of revenues over costs, the average price will be higher than under two-part pricing and output probably lower because the fixed component of a two-part price may deter many demanders.

Yet just like ordinary price discrimination, two-part (Ramsey) pricing can distort competition among buyers. Even when each buyer is assessed the same share of fixed costs, the average price will vary across buyers depending on the quantity purchased (the greater the quantity, the lower the average price), although there is no difference in the cost of serving different buyers. If the buyers are in competition with each, some will have a competitive advantage unrelated to superior efficiency.

Long before there were measured elasticities of demand, public utility and common carrier pricing sometimes approximated Ramsey pricing. An example is value-of-service ratemaking in the railroad industry before the coming of the truck.2 While rail rates based on average cost would be roughly proportional to the weight of the shipment, those based on Ramsey principles would, under certain conditions, be roughly proportional to the value of the shipment. Suppose the variable cost of transporting each of two commodities by rail the same distance in the same length of time is $1, and the railroad is trying to figure out how to cover $3 in fixed costs while maximizing output. The value of one shipment (of coal) is $10 and that of the other (of copper) is $100. If the railroad charges each shipper the same price, $2.50 (thus allocating half of the fixed costs to each), the coal shipper will perceive this as the equivalent of a 25 percent tax on his shipment and will cast about for alternative modes of transportation. If the railroad charges the coal shipper only $1 and the copper shipper $4, the tax on the former will be reduced to 10 percent yet the tax on the latter will be only 4 percent.

This pricing scheme works only if the copper shipper has no good transportation alternatives—as was true only in the early days of the railroads, before the advent of trucks. Shippers who benefit from value-of-service pricing—shippers of heavy, low-value goods—naturally resist a readjustment of rates to reflect changing elasticities of demand for rail transport, as do the competing modes of transportation. Regulatory commissions, being political bodies, often yield to such pressures. The Supreme Court’s ingot-molds decision3 upheld a ruling by the Interstate Commerce Commission forbidding railroads to reduce price below their average cost in order to attract business away from barge lines. At first glance, rail-barge competition seems just like our bridge-ferry example. Railroads, like bridges, have heavy fixed costs (the rights of way, the track, rolling stock, etc.) and low marginal costs; barges, like ferries, have low fixed costs and high marginal costs. But this is not an argument for requiring the railroads to use average-cost pricing (unless the concern with competitive distortion in the purchasers’ markets is considered overriding). It is an argument for requiring railroads to use Ramsey pricing rather than marginal-cost pricing, resulting in low rates in their competitive markets, where, as we know from Chapter 10, firm elasticity of demand will be high.

There is a case for permitting railroads to charge even lower prices—prices equal to marginal cost. Recall the bridge example. The concern about a pricing system under which the users fail to pay the fixed costs of the bridge is that it creates false signals with respect to the efficient allocation of resources. Because travelers use the bridge rather than the ferry, it is assumed that resources should be shifted from ferry building to bridge building; but they prefer the bridge not because it has lower social costs but because they don’t pay the full social costs. Railroads, however, were a declining industry at the time of the ingot-molds decision, and a shift of some business from barge lines to railroads would not have induced economically unjustified railroad expansion; it would just have ensured maximum utilization of rail assets.

Regulatory suspicion of departures from average-cost pricing has largely been due to their usually being triggered by the threat or actuality of competition. If a regulated firm serves two markets and faces competition in neither, and the volume and elasticity of demand for its service are the same in both markets and the marginal cost of serving customers in each is also the same, output will be maximized (without a deficit) by the firm’s charging the same price in each market, a price equal to the firm’s average total (i.e., fixed plus variable) costs. If a competitor now appears in one of the markets, this will make the demand facing the regulated firm more elastic. Its efficient response, though it looks discriminatory, would be to reduce its price in the competitive market and raise it in the monopoly market. For suppose the firm’s fixed costs are $100, its marginal cost (= average variable cost, for let’s assume for the moment that its marginal cost is constant) is $2, and the number of units demanded in each market is 50 (for a total of 100), making the total costs in both markets $300 ($100 fixed plus $200 variable). Before the new entrant appears, price will be $3. Let the new entrant have fixed costs of only $40 and marginal cost of $2, so that it figures it can take the market away from the existing firm by charging a price slightly below $3, which will still yield it a substantial profit. The existing firm can retain this market by cutting its price there to $2 while raising its price in its monopoly market to $4 until the new entrant departs—as eventually he will. For if the new entrant can cover only its short-run marginal costs, it will go out of business when its existing plant wears out. The fixed costs are actually part of the long-run marginal costs of the business, assuming that continuation of the business will require replacement of the existing plant at costs similar to those incurred in building it.

The effect of the existing firm’s response to the new entrant will be to load all its fixed costs on the customers in the market in which the firm has a monopoly. This may seem “unfair” both to them and to the new entrant. But if the regulated firm were forced to maintain a price of $3 in the competitive market, it would lose that market. To remain in business it would have to raise the price in its monopoly market to $4 anyway, and the total social costs of serving both markets would rise from $300 to $340 (i.e., by the amount of the new entrant’s fixed costs).

In supposing that the regulated firm has fixed costs, we need not assume that it has a natural monopoly or even, as the numerical example would naturally be taken to imply, that fixed costs are a substantial fraction of its total costs. When a firm sells in more than one market and has costs that are common to both markets, such as corporate overhead, then so far as each market is concerned these are fixed costs because they do not vary with changes in the output sold in that market. The economist’s standard example of pricing to cover common costs has nothing to do with natural monopoly; it is the humble example of the sale of hides and beef from the same animal.4 The main costs of both products are common to both, and the joint output of the two products is maximized by prices that allocate the common costs inversely to the elasticity of demand, for then the effect of cost (when translated into a price) in reducing demand is minimized.

§13.6  Pay Television

A variant of the bridge-ferry problem was presented by the long-running controversy over whether pay television should be permitted,1 a controversy now resolved in favor of this service. The economic argument against pay television was that since the marginal cost of broadcasting to another viewer is zero once the transmitter is in operation, viewers should be able to buy television programs at a zero price, as under the system of free (to the viewer) television. But when marginal cost is zero, the problem of financing undertakings priced at marginal cost is, as we have seen, acute. The traditional solution of the television industry was to sell television time to advertisers rather than to viewers. This enabled the costs of broadcasting to be defrayed without either a government subsidy or a departure from marginal-cost pricing in the viewer market. But since television as an advertising and sales promotion medium has fairly good substitutes, and since a viewer’s demand for the advertised product is uncorrelated with the pleasure he gets from the program, advertisers will not pay more than a few cents per viewer for television time. This makes it impossible to defray the costs of expensive programming unless an audience of tens of millions of people can be assembled. Advertisers will not support an opera broadcast that costs $400,000 to produce if it will draw a nationwide audience of only 1 million, for then it is paying 40¢ per viewer, and it could reach consumers at lower cost through other means. Yet a million viewers might be willing to pay 40¢ apiece to see the opera. Thus a prohibition against pay television would force them to substitute a less desired or more costly entertainment.

§13.7  Taxation by Regulation (Internal Subsidization or Cross-Subsidization)

In the ingot-molds case the inefficient rate structure subsidized a group of competitors. In other cases such rate structures subsidize particular classes of customer. Sometimes regulated firms actually provide service at prices below marginal cost; this was true of intercity railroad passenger service prior to Amtrak. But even prices above marginal cost may be too low from the standpoint of efficiency. Suppose a firm has fixed costs of $500 and a (constant) marginal cost of $1, and if it prices at average total cost it can sell 1,000 units at $1.50 per unit, while if it uses a two-part price system, under which each customer contributes $10 to fixed costs but may then buy as many units as he wants for $1 per unit, it can sell 2,000 units. The two-part system favors the large purchaser; for example, the average price to a purchaser of 100 units is $1.10, while under average-cost pricing he would pay $1.50. But a buyer of only one unit is worse off. He pays $11 instead of $1.50. He would be better off under average-cost pricing even though it would be inefficient because it would induce consumers willing to pay between $1 and $1.49 to substitute other products that cost society more than $1 to produce. Before the railroad industry was deregulated, agricultural commodities paid less than the share of fixed costs properly (that is, according to the intensity of their demand) allocable to them, owing to the persistence of value-of-service pricing into an era of vigorous truck competition. The result was to increase the fixed-cost assessment against commodities, such as manufactured goods, for which there were good substitute modes of transportation—with the result that shippers of such goods abandoned rail transportation.

In both examples—pricing below marginal cost and failing to concentrate fixed costs on the customers who can be made to pay them—one group of customers is in effect taxed to defray the cost of a subsidy to another group. The traditional regulatory prohibition of “personal discrimination” (charging a different price to different customers for the same service—same from the demand, not supply, side of the market) is another example of taxation by regulation.1 Since users of high-density facilities are cheaper to serve than users of low-density facilities, the former ought to be charged less for the same service, but the rule against personal discrimination forbids this.

The taxation analogy brings out the essentially public nature of the income transfer brought about by the pricing scheme. An unregulated firm would not sell below marginal cost, except in the rare case of predatory price cutting. The railroads would have abandoned passenger service long before Amtrak if abandonments had not required the Interstate Commerce Commission’s permission. Nor would an unregulated firm use average-cost pricing when it could increase its profits with some version of Ramsey pricing.

Internal subsidization of what I am calling “taxation by regulation” is easy to condemn as inefficient because it results in just the kind of inefficient substitutions that we identified in discussing the consequences of inaccurate profit controls. But if we assume for the moment that the object of the internal subsidy is a laudable one and then ask what alternative methods for providing the subsidy are available, we shall see that the condemnation is superficial. For example, if the money for the subsidy were obtained by increasing the federal income tax rate, this would be inefficient in the same sense that internal subsidization is inefficient (compare §3.6 supra). For just as internal subsidization makes the value of a product seem higher than it is by artificially depressing its prices, so income taxation makes leisure, and nonpecuniary income such as a housewife’s imputed earnings, seem more valuable than they are by taxing only their substitutes (see §§18.6, 18.7 infra).

Internal subsidization may be a peculiarly inefficient method of taxation, however, since by requiring regulated firms to maintain high price-cost spreads in some markets in order to defray the cost of subsidizing service in other markets it encourages inefficient entry. Suppose the regulated firm’s average cost in one market is $2 but its price is $3—not because its profits aren’t effectively controlled by the regulatory agency but because it is forced to sell the same $2 service in another market (of the same size) at a price of only $1. A firm that could serve the first market at a cost of $2.50 would have an incentive to enter that market even though the result would be a higher cost of service. To prevent the waste of resources that such entry (aptly called “cream skimming”) would entail, as well as the collapse of the subsidy program, the regulatory agency must control entry. This would be unnecessary were it not for internal subsidization—but could be eliminated, without doing away with internal subsidization, by placing an (explicit) excise tax on sales in the first market with the proceeds earmarked for firms serving the second market. Entry would no longer have to be regulated, except that every firm entering the high-price market would be subject to the excise tax. The inefficient advantage of the new entrant in our last example would be eliminated. And internal subsidization requires regulatory control over exit as well as entry, as otherwise the regulated firm would simply abandon those services that the agency wanted it to provide at unremunerative rates.

Yet internal subsidization is often difficult to distinguish empirically from efficient pricing, especially in network industries such as telephony (see §10.11 supra). The addition of a new subscriber confers a benefit on existing subscribers, so in order to get the right number of subscribers, the existing subscribers should be charged more and new subscribers less—perhaps less than marginal cost. But if the telephone company does this, as by failing to charge a premium to subscribers located far from the nearest local exchange, it will appear to be subsidizing those subscribers out of revenues derived from other subscribers. The low-cost market will be attractive to cream skimmers, who will be taking a free ride on the telephone common carrier. The resistance to cream skimming will look like the defense of an internal subsidy yet actually be a defense of an efficient pricing system—one that allows external benefits to be internalized.

§13.8  The Demand for Regulation

The deficiencies of public utility regulation viewed as a method of regulating profits, the degree to which it seems deliberately to maintain inefficient rate structures, and the frequency with which it has been imposed in naturally competitive industries and also used to discourage competition in industries that have some, but not pervasive, natural monopoly characteristics (railroads, for example), create doubt that the actual purpose of public utility regulation is to respond to the economist’s concern about the inefficient consequences of unregulated natural monopolies. Regulation is more plausibly viewed as a product, much like other products except supplied by the government, that is demanded by and supplied to the members of political pressure groups rather than to the general consuming public. Particular consumers may demand a rate structure that, while inefficient overall, gives them benefits greater than the costs that it imposes on them in common with other consumers. Members of a competitive industry benefit from the imposition of public utility controls since minimum-rate regulation provides greater assurance of effective cartel pricing than does private agreement—while placing the cartel beyond the reach of the antitrust laws. And regulatory control of entry can remove one of the principal threats to the success of a cartel. Coalitions between special-interest consumer groups (such as the shippers of certain commodities) and members of an industry may be especially effective in manipulating the regulatory process.1

Part II of this book explained the common law as a system designed (on the whole) to promote efficiency. In this chapter we have used economic analysis to refute the view that another branch of law, public utility regulation, pursues efficiency with the same consistency, and to propose, indeed, that it often pursues a conflicting objective. An effort to explain the difference (further illustrated by the materials in the next chapter) is made in Chapter 20.

§13.9  The Deregulation Movement; Privatization

The term “deregulation movement” refers to the removal or reduction of comprehensive controls over particular industries, the sorts of controls, in the sorts of industries (mainly transportation, including aviation, trucking, railroads, barges, pipelines, and taxi service; communications, including telephony and its data counterparts and television, particularly cable television; power, especially electrical power and natural gas; and financial institutions, primarily banks but also bank substitutes such as savings and loan associations), discussed in this chapter. The movement, which may be said to have begun in the late 1970s, in the airline industry, though there were earlier anticipations, coincided with increased regulation of health, safety, and the labor markets, so that to speak of “deregulation” in the large is misleading; regulation has changed rather than diminished.

The preceding section of this chapter examined the demand for regulation. But what produced the demand for deregulation that resulted in a successful deregulation movement? Three factors can be identified. The first and probably most important is innovation that reduced the cost of competition relative to monopoly. For example, the development of the money-market fund enabled competition with banks for deposits (see §16.13 infra), and banks pressed for relaxation of the prohibition against paying interest on bank deposits, an anticompetitive prohibition typical of comprehensive regulation, so that they could meet the competition of the money-market funds. Similarly, innovations in long-distance telephony pried open the AT&T monopoly to competition, and continued innovations in telecommunications have opened the whole range of telecommunications services to competition. A standard pattern of deregulation is the rise of unregulated competition, which leads the regulated firms to demand that regulatory control be relaxed so that they can meet the new competition.

The second factor was the chronic inflation of the 1970s. Regulatory agencies were sluggish in responding to regulated firms’ applications to be permitted to raise rates, and many of the regulated firms decided eventually that they would be better off without rate regulation, even though that would enable competitive pricing. And third, there is a natural tendency for cartel-like regulation eventually to prove self-defeating. Limits on entry into airline city-pairs, for example, drove airlines to compete for traffic that such limits made lucrative by costly service competition (such as increasing the number of flights between each city-pair and providing elaborate food and even entertainment in flight) that ate up the profits that restrictions on entry had generated before the profits were eroded by service competition.

Deregulation has often been partial, notably in financial regulation and in telecommunications. The AT&T system was broken up in the early 1980s, but the Bell operating companies, which had been major constituents of the system, retained as independent firms their local monopolies. Indeed, until the advent of the cell phone, local telephone service remained a natural monopoly. The Telecommunications Act of 1996 (amending the Communications Act of 1934), among other provisions requires local telephone companies to provide competing telecommunications companies with “unbundled access” to certain of the telephone companies’ facilities. Suppose the local company (L) has a switching facility for routing phone calls to their destination, and a competing telecom company (T) would like to route its own customers’ calls through that facility. Suppose the facility has a lot of excess capacity and so could handle T’s traffic at minimal cost and that it would be prohibitively expensive for T to build its own facility because it wouldn’t have enough traffic to be able to recoup its investment. Then if L refused to grant T access to its switching service at a cost close to L’s cost, T would be unable to compete.

But suppose instead that the market for T’s service is large enough to enable the company to recoup the cost of investing in its own switching facility. T would still prefer to piggyback on L’s facility, hoping the regulators would make L charge a price so low that it would be subsidizing its competitor. The Telecommunications Act steers a middle course, by requiring unbundled access at cost only to network services that the requesting carrier needs in order to be able to serve its customers. For as long as requesting carriers rely on network services supplied by local telephone companies, competition is hampered because the services continue to be monopolies and require regulation.1 Limiting the requirement of unbundled access at cost to network services that requesting carriers need rather than just want serves “to wean [those carriers] from reliance on unbundled network elements so that fully competitive landline networks will be built, now that there is widespread agreement that local service is no longer a natural monopoly.”2 The 1996 Act thus created a framework for the gradual deregulation of the industry as advances in technology and the expansion of markets create increased scope for competition with the local phone companies; unbundled access at the local company’s cost is not required in large markets because those markets have enough traffic to enable competing telecom companies to support their own switching centers.3

The economic and financial effects of deregulation (alternatively, the efficiency and distributive effects) should be distinguished. The former are the effects on how resources are allocated. The latter are the effects on the relative wealth of the regulated firms, their suppliers, competitors, customers, and so on, and are illustrated by the phenomenon of “stranded costs.” Suppose an electrical utility has invested enormous amounts of capital in nuclear or other generation facilities in the expectation of being able to recoup its investment in the rates permitted by the public utility commission. Suppose now that competitive entry is permitted. The new entrant, unless he has sunk costs comparable to those of the incumbent, will have no inhibition against pricing below existing rates in order to capture a share of the business. By doing this he may prevent the incumbent firm from recouping its investment and even drive it into bankruptcy. Should this be prevented by forbidding entry until the investment has been amortized? The economist is inclined to say “no,” that the financial distress of the regulated firm’s shareholders is not an argument against the more efficient utilization of society’s scarce economic resources that is enabled by competition. But against this it can be argued that reimbursement of stranded costs may be the price of overcoming the regulated industry’s opposition to deregulation.

The most important effects of deregulation are on industry structure (number and scope of firms), costs (including labor costs), pricing patterns, innovation, product or service variety, and managerial attitudes. The removal of comprehensive regulation exposes the regulated firm to competition and new entry, creating pressure for what in the European context is called “rationalization,” that is, for organizing the industry in the most efficient pattern. This may mean more firms, fewer firms, more vertical integration, less vertical integration—the point is only that an industry structure that is optimal in the light of the comprehensive regulation to which the industry is subject is unlikely to be optimal in a competitive environment. Rationalization has been estimated to have lowered, within a three-year period, the costs of the railroad industry by $3 billion and those of the trucking industry by more than 20 percent.4 One reason deregulation causes costs to fall is that unions tend to be powerful in industries in which the entry of new firms is limited (often indeed prevented altogether) by regulation. When a unionized industry is deregulated, wages fall because such an industry is particularly vulnerable to entry by nonunionized firms, since they have a cost advantage.5

The opening of a formerly comprehensively regulated industry to entry is bound to affect the structure of prices (quite apart from price changes resulting from reduction in total costs, such as wage costs), often dramatically, as in the airline and telecommunications industries. Remember that without control over entry, a pattern in which some prices are below cost and others far enough above cost to finance the resulting losses is untenable; it is not an equilibrium. The new entrants will target the high-price markets, forcing the incumbent firm to lower its prices in those markets and, in order to avoid overall losses as a result, raise its prices in the markets in which it had been charging prices below cost. In telecommunications, permitting entry has resulted in lower prices for long-distance telephone calls and business calls and higher prices for local residential service; the industry had kept those prices very low in order to generate widespread political support for the regulatory structure, including barriers to entry, that the industry favored. In the airline industry deregulation has resulted in lower prices on long hauls and higher prices on short hauls. Because deregulation involves higher as well as lower prices, it is difficult to gauge the net effect on price levels; but the evidence, consistent with theory, is that those levels have fallen in real (that is, inflation-adjusted and quality-adjusted) terms because of deregulation.

The effect on price structure makes clear that deregulation affects the distribution of wealth as well as aggregate wealth. Even if consumers as a whole are better off as a result of deregulation, particular groups of consumers—those who enjoyed below-cost rates subsidized by monopoly rates to other consumers—may experience a decline in net welfare.

Another economic effect of deregulation may have been to alter managerial mentalities6 and, as a result, product and service variety and innovation. A comprehensively regulated firm tends to be politically sensitive and plan-driven in the sense of subordinating responsiveness to consumers’ shifting desires to the interest in steady, predictable firm development, since the regulatory agency may be slow to allow the firm to change its prices and products in response to rapidly fluctuating consumer demands. A competitive firm cares little for politics, and being driven by the competitive imperative of giving the consumer what he wants when he wants it is committed to responding nimbly to changes in demand. AT&T in its heyday, though technologically progressive, was famously unresponsive to businesses’ and consumers’ varied wants. It focused on making steady cost reductions for a highly standardized package of services, enabling it to reap profits by keeping one step ahead of the regulators, who set prices on the basis of past rather than current and future costs. Deregulation revealed an enormous heterogeneity of demands for telecommunications services, to which a newly competitive industry responded with imagination and alacrity. The direction of innovation changed dramatically, from reducing the cost of the existing services to creating new services.

In superficially paradoxical contrast, the airline industry has witnessed the “commodification” of air travel. In the regulated era of restricted price competition, airlines vied with one another to provide a luxurious, glamorous service—symbolized by the piano bars that American Airlines installed in its Boeing 747 airliners—that would attract the customers of other airlines. The price competition that ensued from deregulation quickly identified a huge untapped demand for no-frills service, which the airlines moved to fill. The result has been an enormous increase in the volume of air traffic coupled with a substantial fall in real prices. It has been estimated that by 1993 average airline fares had fallen by 20 percent (in real, that is, inflation-adjusted, terms) because of deregulation.7

Deregulation does not bring about automatic changes in firm behavior. It changes the incentives facing management, and managers differ in their ability to respond intelligently to such changes. Older firms, firms that were profitable before deregulation, and family firms are apt to be more sluggish in responding to the challenges of deregulation than firms having the opposite attributes.8 Of particular interest because of America’s troubled race relations, deregulation has been found to reduce racial discrimination in the formerly regulated industries, presumably by increasing the return to meritocratic hiring practices.9

Yet deregulation cannot be pronounced a complete success; the deregulation of financial services went too far and set the stage for the financial collapse of 2008 (see §§16.10, 16.14 infra).

Privatization is to publicly owned enterprises—which in the United States include schools and colleges, jails and prisons, airports and air control, passenger and commuter railroads, weather service, municipal garbage collection, hospitals, pension and disability insurance systems (notably Social Security), and electric power companies—as deregulation is to regulated enterprises. The question is whether government has a comparative advantage in any of these activities. In some, such as electric power generation, the answer is clearly no.10 Indeed, a much stronger statement can be made: State-owned business enterprises are likely to be much less efficient than private profit-making firms because the former are controlled by bureaucrats who lack the normal profit-maximizing incentives and constraints, as well as being buffeted by interest groups, such as labor unions, that lack those incentives and constraints as well. (Not that the constraints that product and capital markets exert on corporate management guaranty efficient behavior. See Chapter 15 infra.)

With regard to some services, there is a powerful argument that the private market would not provide the optimal amount of service (such as education) but it is unclear why the government has an operating role rather than merely subsidizing the private sector. In the case of jails and prisons, however, it is arguable that because the cost of the service is so much easier to determine and monitor than the quality of the service, privatization will result in a decline in quality because the private contractor will offset dramatic cost reductions with hidden quality reductions.11 The question is then the relative importance attached to quality relative to cost. Agency costs are greater, the more difficult it is for the principal to monitor the agent; and it is more difficult to monitor the quality of the agent’s output than the quantity.

To complete the circle, if the government owns a natural monopoly, is there still an argument for privatization, given the problems we have seen of regulating natural monopolies? Perhaps, though, there are effective contractual substitutes for regulating monopoly. This possibility is explored in the next chapter, culminating in a further discussion of the economics of privatization.
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        Problems

 1.    Among other rules governing public utilities that have not been discussed in this chapter, a public utility may not arbitrarily refuse to serve a customer, may not charge a price other than one contained in a published price list (tariff), and may not build a new plant without the permission of the regulatory agency. Can you explain the function of these rules? On the theory that the purpose of public utility regulation is to promote economic efficiency? On the theory that its real purpose is to subsidize particular groups of customers? On the theory that its real purpose is to facilitate monopoly pricing by regulated firms?

 2.    Most hospitals in the United States today are voluntary (nonprofit) hospitals. They are widely believed to be mismanaged. They run huge deficits and, it is argued, are plagued by chronic excess capacity. In an effort to solve these problems, it has been proposed that hospitals be made public utilities subject to the usual public utility controls, in particular control over new construction (see Problem 1 supra). What do you think of this proposal? Would nationalization of the hospital industry be better or worse from an economic standpoint? See Regulating Health Facilities Construction (Clark C. Havighurst ed., 1974); Clark C. Havighurst, Health Planning for Deregulation: Implementing the 1979 Amendments, Law & Contemp. Probs., Winter 1981, p. 33.

 3.    Can there be a problem of encouraging inefficient entry into a natural monopoly market if the monopolist employs multipart pricing? If he price discriminates?

 4.    A state law forbids the state’s airport authority to charge unreasonable rates. At the only international airport in the state, the authority (which owns the airport) charges landing fees to each airline based on the relative amount of space in the airport used by the airline, the fees being so calculated as to return in the aggregate the total costs of operating the airport, including depreciation, except for the costs of the various concessions in the airport. In addition, the authority charges rental fees to parking lot, car rental, and other concessionaires, and these fees generate revenues substantially in excess of the costs of the concessions to the airport. Is the authority violating the state statute?

 5.    The Staggers Act empowers the Interstate Commerce Commission to exempt from maximum rate regulation any commodity as to which there is no danger of the railroads’ abusing their market power (if any). Suppose the price of U.S. coal sold for export is determined by a world market in coal, and the world market price is unaffected by the quantity of U.S. coal sold in it. Does it follow that if the railroads agreed not to compete among themselves in the rates they set for transporting coal to ports for sale in the export market, they would have no monopoly power over coal transportation, their rates being effectively constrained by the world market price for coal? See Coal Exporters Ass’n of U.S., Inc. v. United States, 745 F.2d 76 (D.C. Cir. 1984). (Assume there is no intermodal competition, i.e., competition of nonrail carriers.)

 6.    The Staggers Act also forbids the Commission to invalidate a railroad’s rate as unreasonably high as long as the revenues generated by the rate do not exceed 180 percent of the variable costs of the service. See 49 U.S.C. §10709. What is the economic rationale of this rule, and is the rule sensible?

 7.    In what circumstances, if any, should a natural monopolist be allowed to include advertising expenditures in its cost of service?

 8.    Responding to the sharp growth in federal expenditures under the Medicare program, Congress in the Deficit Reduction Act of 1984 imposed a 15-month freeze on the government’s reimbursement of fees charged for physicians’ services under Medicare and also on the amount of those fees. Explain the likely effects of these freezes on the demand for and supply of physicians’ services, the incomes of physicians, the welfare of Medicare recipients, and the federal deficit.

 9.    The Federal Power Commission (the predecessor to the Federal Energy Regulatory Commission) used to regulate the prices charged by producers of natural gas. In order to encourage continued production despite the price controls, the Commission allowed producers to charge higher prices for gas from newly drilled wells. It was unwilling to allow them to charge the same price for gas from old wells, lest the producers obtain windfall profits (the old wells had been paid for already and had been drilled at a lower cost). Suppose the new-well gas price is $1 per some standard unit of output, the old-well price is 50¢, and equal quantities are produced from new and old wells, making the average price of gas 75¢. Most sales are of mixtures of gas from new and from old wells, so that 75¢ is what most buyers pay. This pricing method eliminates windfall profits. Is it efficient?
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1. Average costs need not actually be declining at the intersection with the demand curve. As long as two or more firms would have higher average costs than one, the market is a natural monopoly; that is, the market has “room” for only one firm.

2. Of course, a large firm may be less efficient than a small one, because of loss of control over subordinates, lack of innovative vigor, or other sources of diseconomies of scale. A natural monopolist is a firm that has net economies of scale over the whole range of its feasible output. This is an important qualification, raising the question just how important, empirically, natural monopoly is: perhaps not very, unless, as noted in the text below, the range of feasible output is quite small because market demand is quite small.

3. Total cost is average cost times quantity sold. If marginal cost is lower than average cost, the product of marginal cost times quantity sold will be less than total cost.

4. The term “common carrier” is usually used for a transportation or communications firm, “public utility” for a producer or supplier of electricity or gas; but the regulatory regimes tend to be similar.

1. There are two different procedures by which rates may be changed. First, the agency may initiate a proceeding, such as that described in the text, to review the firm’s rates. Second, and more commonly, the firm may initiate a proceeding for permission to make a rate increase. This is ordinarily a more abbreviated proceeding. The burden of justifying an increase is on the firm.

2. See §§13.3 and 28.1 infra.

3. Depreciation is $10,000 ÷ 20, or $500 a year, which is equal to 50¢ per unit. The annual cost of capital, 5 percent of $10,000, is another 50¢ per unit, and operating costs are $1 per unit.

4. Or it may result from a change in underlying supply or demand conditions, unrelated to inflation, that has caused the real price of the good to increase. In that event the “windfall” is a form of economic rent. See §1.1 supra.

5. If the investors are bondholders, the regulated firm is presumably paying them a rate of interest sufficiently high to compensate them for the disadvantages that the original-cost standard may impose upon them. If they are stockholders, the rate of return on equity capital expected to be allowed by the agency presumably was, when they invested, sufficiently high to make the investment remunerative in spite of the agency’s use of the original-cost standard.
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CHAPTER 14



THE CHOICE BETWEEN REGULATION AND COMMON LAW

§14.1  Optimal Regulation

Monopoly, pollution, fraud, mistake, mismanagement, and other unhappy by-products of the market are conventionally viewed as failures of the market’s self-regulatory mechanisms and therefore as appropriate occasions for public regulation. This way of looking at the matter is misleading. The failure is ordinarily a failure of the market and of the rules of the market prescribed by the common law. Pollution, for example, would not be considered a serious problem if the common law remedies, such as nuisance and trespass, were effective methods of minimizing the costs of pollution. The choice is rarely between a free market and public regulation. It is between two methods of public control—the common law system of privately enforced rights and the administrative system of direct public control—and should depend on a weighing of their strengths and weaknesses in particular contexts.

The common law method relies minimally on public officials—judges and other court personnel—and mainly on private citizens, namely victims and their lawyers; and creates incentives to obey by threatening injurers with having to compensate victims for the harm done them by a violation of law. Direct regulation relies much more heavily on public officials (the staff of the regulatory agency) and tries to prevent harm from occurring in the first place rather than to compensate the victims. Under the common law of nuisance, the polluter may be compelled in a lawsuit to pay compensation to the people injured by the pollution; under the federal statutes governing air and water and pollution, public agencies create and administer standards designed to prevent the emission of pollutants in harmful quantities.

These simple distinctions enable predictions of where the common law method is likely to be inferior to direct regulation. If the injury that an activity inflicts on each victim is too small to make a lawsuit a paying proposition, there is an argument for direct regulation, provided the total injury inflicted by the activity is substantial in relation to the cost of prevention. (The argument is not airtight. As we shall see in Chapter 22, the class action is a device for aggregating small claims into a single large lawsuit.) Oddly perhaps, the argument for direct regulation comes back into play when the injury is not very small but very large. An injurer may not have the resources to pay a very large damages judgment; and if not, his incentive to comply with the law may be reduced below the optimal level. One might think that as long as the judgment would take away the whole of the injurer’s wealth, it would provide incentive enough. Not so (cf. §7.2 supra). Suppose that B in the Hand Formula is $100, P is .001, and L is $1 million, so that PL = $1,000, but the maximum judgment the (potential) defendant could pay would be $10,000. Then in deciding whether to spend B, he will be comparing an outlay of $100 with an expected judgment cost of only $10 ($10,000 × P).

The common law has a difficulty dealing with fatal injuries that is related but not identical to its problem in dealing with very large injuries in general. It is related because a death is a particularly costly form of injury and may strain the injurer’s resources, but it is distinct because of the difficulty of placing a dollar value on a human life. Although it might seem that this problem could not be avoided by shifting from common law to direct regulation of safety—that the regulators, in determining how strictly to regulate safety, would have to place at least an implicit value on a human life—this is not true. The economic question raised by a proposal, say, to force railroads to replace cross-buck crossing signs with flashing light signals is not the value that the traveler at a railroad crossing places on his life; it is the value he places on a further reduction in an already small risk. There is a fair amount of information about how people value safety measures that reduce the risk of injury or death; the problem for the tort system is to extrapolate from these estimates to the value of the life itself. Although a method of doing this was suggested in Chapter 6, it is imperfect, as we saw, and the tort system has not embraced it—but the case for regulation is weakened if it is based on a corrigible defect in the tort system.

Another problem with common law regulation, also encountered in Chapter 6, arises from the fact that the causal relationship between a particular injurer (or even class of injurers) and a particular victim may be attenuated. If we have a pretty good idea that a nuclear reactor accident will cause an increase of .01 percent in the number of cancers, but do not know which cancers would not have occurred but for the accident, it will be difficult to bring the costs of the accident to bear on the owner of the nuclear reactor through the methods of the tort system, unless perhaps by class actions that amalgamate claims of probabilistic injury of all persons who had been exposed to the hazard in question.

Air pollution presents this problem and another: that of uncertainty as to the injurer’s identity. A given injury (such as lung disease, dirty laundry, or stench) from air pollution will often be the consequence of the combined emissions of numerous polluters, and it may be impossible to aggregate all the polluters in a single lawsuit or establish a causal linkage between a given polluter and the injury. But these problems argue for supplementary, rather than preemptive, direct regulation. There is no problem combining common law with direct regulation (as with driving) provided the duties imposed are not inconsistent.

So the common law is an imperfect regulatory system; but so is direct regulation. It tends to be costlier than common law regulation because it is continuous; the common law machinery is invoked only if someone actually is hurt. (Notice the analogy to whether to reward rescuers—restitution—or punish those who fail to rescue—tort liability. See §6.9 supra.) Direct regulation is also more politicized than common law regulation because judges are better insulated from political favor and retribution than administrators are. And while regulatory agencies are specialized and have more flexible means of obtaining information than courts, they too encounter serious information problems: If accident victims have nothing to gain from bringing an unsafe condition to the government’s attention, the regulators may have difficulty finding out what the problem is.

Regulation works best when the manipulation of a few well-understood inputs into safety or health can generate cost-justified results. Punishing drunk driving is a good example. The external costs almost certainly exceed the benefits to the driver, and the difficulty of measuring the costs of fatal accidents argues for trying to prevent the accidents from occurring by forbidding the dangerous conduct before an accident results.

As in these examples, regulation tends to use ex ante (preventive) means of control, while common law litigation tends to use ex post (deterrent) means. The first method is illustrated by speed limits, the second by personal-injury suits for negligence. But as in this example, the two types of regulation are frequently conjoined. The regulation of highway safety is a complex mosaic of ex ante regulation (including speed limits and other safe-driving rules, federal safety design standards, standards for the design and maintenance of highways, and the licensure of drivers) and ex post regulation (such as suits for negligent driving, product-liability suits for defects in the design or manufacture of motor vehicles, and criminal prosecutions for drunk or other reckless driving).

Ex ante regulation can, however, be judicial as well as administrative, as in preventive detention, injunctions, and regulatory decrees, and ex post regulation can be administered by agencies as well as courts, such as the Federal Trade Commission and the National Labor Relations Board, which operate mainly by trial-type proceedings conducted after a violation of the laws administered by the agency has occurred.

The ex ante approach promotes clarity of legal obligation and therefore presumably better compliance (fewer inadvertent violations) by laying down rules in advance of the regulated activities. Ex ante regulation, unlike a lawsuit, is activated before there is a loss; it can be centrally designed and imposed (for example, by a single agency such as the Food and Drug Administration, as opposed to a decentralized judicial system); and it can be enforced by light penalties, because the optimal penalty for creating a mere risk of injury usually is less draconian than the optimal penalty for causing an actual injury. This means, however, that ex ante and ex post regulation actually are inseparable. Because compliance with rules is never 100 percent, there must be a machinery for punishing violators, though the machinery may involve penalties meted out by the regulatory agency itself, with judicial involvement limited to judicial review of the penalty proceeding. And while rules involve heavy fixed costs (designing the rule in the first place), if a rule is very clear and violations of it are punished severely, compliance may be achieved without frequent enforcement proceedings, so the rule’s marginal cost may be low. Rules are therefore attractive when the alternative would be vague standards, resulting in frequent actual or arguable violations and hence frequent enforcement proceedings.

As this discussion shows, ex ante regulation and rules have an affinity. Ex ante regulation enables exploitation of the economizing properties of rules as preventives. With vague standards, the regulatory emphasis shifts to seeking deterrence by proceedings to punish violators.

Ex ante regulation narrows the information base when it takes the form of rules; for then it is buying precision at the cost of excluding case-specific information that the promulgators of the regulation either did not anticipate or excluded in order to keep the regulation simple (i.e., to keep it a rule). Standards, such as negligence, allow more information to be considered in particular cases, though in doing so not only reduce predictability but veer into ex post regulation because vague standards beget disputes that require litigation to resolve. Yet ex ante regulation, like preventive care in medicine, can burden much harmless activity, such as safe driving in excess of the speed limit. Compare screening the entire population for medical conditions that afflict only a few people.1

When ex ante regulation takes the form of licensure rather than merely prohibition—compare a requirement of a building permit to a speed limit—costs of compliance may soar, along with an increased risk of bribery if the license is highly valuable. In contrast, ex post regulation may require only rare interventions (again, compare screening for medical conditions with treatment if and when a condition produces symptoms)—zero in the limiting case in which a rule or standard achieves 100 percent compliance, though there are costs of compliance. Ex post regulation economizes on administrative expense because intervention is sporadic, and utilizes both case-specific information and adversary procedure. There is more information, including up-to-date and case-specific information, and it is screened and weighed more carefully because it is presented in a contested proceeding. In its private (as distinct from public) and adversary character, litigation as a regulatory approach borrows the methods of competitive markets.

The information advantage of ex post regulation is especially pronounced when the standard is strict liability, meaning that the injurer is obligated to pay damages even if he could not at reasonable cost have avoided inflicting the injury. An example is an injury caused by the use of explosives, viewed as an ultrahazardous activity, in building a tunnel. Potential injurers have a strong incentive to balance the costs and benefits of the hazardous activity in order to decide whether or on what scale or in what circumstances engaging in the activity is cost-justified, and they have ready access to the necessary information.

Ex post regulation, typified by common law adjudication with its heavy emphasis on standards, such as negligence and good faith, in preference to rules, involves high costs per case compared to adjudicating a speeding ticket. This is partly because of the additional information generated by a proceeding focused on a specific injury inflicted in particular circumstances. More information can not only make a proceeding more costly but also create more uncertainty and as a result more variance in outcome; uncertainty also makes it more difficult to monitor the performance of the judge or other regulator to make sure he’s competent and honest. And, a point related to the fact that the optimal penalty when an injury has occurred is greater than when a risk has been created that has not yet materialized, the injurer may not have sufficient resources to pay the penalty.

The greater the social cost if deterrence fails and the likelier deterrence is to fail, the stronger the case for ex ante regulation. Even if 99 percent of building collapses, but only 10 percent of drug offenses, can be prevented by ex post regulation (suits for negligent design or construction in the first case, criminal punishments in the second), the social cost of the 1 percent of building collapses may exceed the social cost of the 90 percent of drug offenses. If it also exceeds the cost of prevention by the enactment and enforcement of building codes, then ex ante regulation is justified. Reinforcing this conclusion is the positive correlation between the gravity of the injury and the likelihood that deterrence will fail. They are positively correlated because the limited solvency of potential injurers is likely to make the expected cost to them of the injury (for remember that we are assuming a grave injury) lower than the expected social cost.

A similar example is public inspections of restaurants and food-processing plants versus relying entirely on threat of negligence suits to prevent food poisoning. Many restaurants are small start-ups, with inexperienced owners and staff, no reputation capital that would be impaired by an accidental poisoning, and no financial resources that might be depleted by a tort suit. An inspection regime might actually facilitate new entry, as in its absence many people might be afraid to try a new restaurant. And carelessness in a food-processing plant can cause mass injuries, the costs of which to the victims may exceed the ability of the negligent food processor to pay.

§14.2  Consumer Fraud Revisited

Although there are market forces working to give consumers information about the products they buy, these forces may not always work well and neither may the common law remedy for fraud (see §4.7 supra). But let’s not forget the role of trademarks in protecting consumers from deception (see §11.7 supra). The investment that a producer makes in his trademark is like a hostage: It increases the cost to the producer of surreptitiously reducing the quality of the product or otherwise trying to deceive consumers, because when they catch on, the producer may lose his entire investment. He may lose it even if they don’t catch on, because failure to maintain quality control is a legal bar to enforcing a trademark against an infringing competitor.

Paradoxically, considering their role in protecting consumers’ expectations, trademarks have been criticized as inducing producers to spend money on creating a spurious image of high quality that enables them to reap monopoly profits by deflecting consumers from lower-priced substitutes of equal quality. Consider products such as aspirin and household liquid bleach; trademarked brands, such as Bayer and Clorox, though chemically equivalent to their generic substitutes, command higher prices. But the fact that two goods have the same chemical formula does not make them of equal quality. They may not be manufactured with the same attention to quality control. The manufacturer who has invested heavily in a trademark has a greater incentive to maintain quality, and knowing this a rational consumer may be willing to pay a premium for that manufacturer’s brand.

With the market and common law remedies against consumer deception compare the public remedies administered by the Federal Trade Commission. Originally consumers had little incentive to invoke the Commission’s enforcement machinery. The Commission could not award damages to a defrauded consumer. The threat of a complaint to the Commission would sometimes induce a seller to buy off an angry consumer, but once the Commission began proceedings the seller would have no further incentive to come to terms with the consumer; this limited consumers’ interest in filing complaints with the FTC. (Courts recently have held, however, that the Commission can order restitution to defrauded consumers.1) In contrast, the seller’s competitors have a constant incentive to complain to the Commission, which can by issuing a cease and desist order terminate a practice that is diverting business from them. But since the Commission bears the entire expense of prosecution, the complaining seller has no incentive to avoid lodging frivolous complaints designed to harass a competitor rather than to dispel consumer misinformation.

The combination of the consumer’s lack of an adequate incentive to complain with the competitor’s possession of too great an incentive to complain creates an imbalance in the nature of the pressures that are brought to bear on the Commission. It hears less from defrauded consumers than from labor unions concerned about the effect of cheap Chinese imports on the sales of their members’ employers, from furriers concerned about the competition of synthetic furs, and from diamond merchants concerned about the competition of synthetic diamonds. Given the nature of these inputs, it is not surprising that throughout its history much of the Commission’s output of rules and decisions was tenuously, if at all, related to actual problems of consumer deception.2

In addition, the Commission lacks the weapons necessary to be effective against the fly-by-night operator, perhaps the major defrauder of consumers. He preys on people who are least likely to complain to the Commission, and anyway the Commission lacks sanctions appropriate to deal with firms that lack continuity of operation, that conceal their activities, or that are financially irresponsible. The Commission could be made a more effective agency for fighting consumer fraud. It could be given the power to mete out penal sanctions, to assess the costs of prosecution against competitor complainants, and to grant its field offices autonomy. The effect of such changes would be to bring the administrative model of regulation closer to the common law model.

An interesting sanction that the Commission does use is to require a firm that has been found to have engaged in false advertising to make statements in future advertising that will correct the misleading impression created by the false advertising. Requiring such “corrective advertising” is penal—that is, it imposes on the violator a cost greater than the injury that the violation caused—because the statements may cause consumers to switch their entire business to competitors, not just the part of the business they would have lost to them had they not resorted to false advertising. For example, the Commission required Johnson Products, the manufacturer of Ultra Sheen “hair relaxer,” to include in each package a detailed warning that use of the hair relaxer might result in scalp and hair burns, hair loss, and eye injury. It appears that the hair relaxers manufactured by other firms had similar hazards; but no orders were imposed on them for more than a year and as a result Johnson lost considerable sales. The loss is easily understood when one considers that the consumer of a hair relaxer had to choose between a product that continuously warned him of its danger and products that appeared safer since they contained no warning. A penal sanction with these effects is socially as well as privately costly; it punishes past deception at the cost of creating new deception.

The more general problem with trying to protect consumers from false advertising is that advertising is directed at an audience that is bound to be heterogeneous with regard to the costs of absorbing information. An advertisement that misleads some consumers by leaving out a qualification important to them may mislead (or fail to inform) other consumers if the qualification is added. Suppose an advertisement states that the advertiser’s camera is cheaper than its rivals’ cameras, which is true, but fails to add that it is also less durable. Some consumers know this without being told; others do not. If the advertisement is deemed deceptive, the advertiser may decide to make no claim concerning price. Then consumers who know that the advertiser’s camera is less durable than rivals’ cameras, but do not know that it is cheaper, will be harmed.

§14.3  Mandated Disclosure

Statutes such as the Truth in Lending Act, and initiatives of the Federal Trade Commission such as its rules requiring the posting of numerical octane ratings and disclosure of the tar and nicotine content of cigarette brands, embody a distinct approach to the problem of consumer product information: that of requiring sellers to provide information deemed valuable to consumers, rather than simply forbidding misleading representations.1 Mandated disclosure,2 as the approach is sometimes called, is different not only from corrective advertising but also from requiring affirmative disclosure when in its absence the consumer would incorrectly assume the contrary (for example, that reprocessed oil was new oil). Such disclosure may be mandated although sellers have not been accused of making misrepresentations.

As we saw in Chapter 4, markets may not provide enough information about a product characteristic that is at once costly for the consumer to learn about and common to all brands of the product. The characteristic could be good or bad from a consumer standpoint—the low cholesterol content of margarine or the high cholesterol content of butter. An individual margarine producer may be reluctant to advertise the low cholesterol content of his product because his advertising will benefit his competitors, who have not helped defray its expense. And no producer of butter has an incentive to advertise the high cholesterol content of his product.

The problem is not limited to brands that are identical with respect to the characteristic in question. Suppose that before the hazards of cigarette smoking were generally known, one brand of cigarettes contained less tar and nicotine than the others. Before advertising this fact the manufacturer would have to weigh the increase in his market share from convincing consumers that his brand was safer against the loss in his sales as a result of informing cigarette consumers of the hazards of smoking, thereby inducing some of them to substitute other products altogether. Sellers of competing products, though they would have had an incentive to frighten consumers away from smoking, could not realistically have been expected to campaign against smoking. What would consumers think if a manufacturer of chewing gum advertised that chewing gum, unlike smoking cigarettes, does not cause lung cancer?

Automobile manufacturers were slow to offer seatbelts, doubtless fearing that they would be advertising the dangers of driving—while at the same charging a higher price to cover the cost of the seatbelts.

In 2008, New York City began enforcing an ordinance requiring fast-food chains to post on menus and menu boards the number of calories in each menu item, and in the same type size as the item itself. The stated purpose of the ordinance is to reduce obesity rather than just to help people avoid inadvertently becoming obese. The ordinance can be criticized as being unnecessary, because information about caloric content can be conveyed without requiring that it be printed in large type on the menu (an alternative would be publication on the chain’s Web site, or the posting of a separate notice in the restaurant), and paternalistic, because people concerned about their weight have the incentive and ability to inform themselves about the number of calories that they consume.

A law aimed at reducing obesity is paternalistic, however, only if obesity does not produce external costs. But it does. Obese people consume a disproportionate amount of medical resources, usually without paying fully for them because there is extensive public and private subsidization of medical expenses (private through insurance pools that are unable or forbidden to identify and reject high-risk insureds). The size of the externality is in question, however, because obese people die on average at a younger age than thin people, and so consume medical resources for fewer years on average than thin people do.

As in the case of cigarettes, competition will not produce the caloric intake desired by consumers given firms’ reluctance to advertise relative safety because it alerts the consumer to the existence of danger.

The significance of the New York City ordinance lies in its requiring that calorie numbers be printed next to the food items on menus and menu boards and in large type. The purpose is less to inform than to frighten. Psychologists have shown (what is anyway pretty obvious) that people respond more to information that is presented to them in a dramatic, memorable form than to information that is presented in an abstract form or is merely remembered rather than being pushed in one’s face.

The direct effect of the ordinance on obesity may be small, but it will impose costs of compliance on the fast-food chains subject to them and as a result cause the price of fast food to rise, though perhaps by a trivial amount—and the increase in price will contribute, albeit modestly, to efforts to reduce obesity.

Banning television advertising of fattening foods on programs oriented to children and teenagers has been suggested, but might actually be counterproductive. Advertising generally has a greater effect on brand shares than on aggregate demand for a product, which means that the advertisers as a whole might be better off if forbidden to advertise. (Advertising that merely alters competitors’ market share increases the costs to the competitors as a whole without benefiting them as a whole.) With higher profits, and a costly form of nonprice competition eliminated, advertisers might compete more on price, resulting in lower prices. A more effective measure to reduce youthful obesity might be to ban the sale or service of soft drinks and other high-calorie foods in schools, or even to tax such foods heavily.

The economic crisis that began with the financial collapse of September 2008 is attributed by some observers in part to inadequate disclosure of the cost of consumer financial products. In fact there has long been considerable mandated disclosure of such cost. Notably, the Truth in Lending Act3 requires uniform disclosure of consumer credit terms and conditions—in particular, of the interest rate. The value of such disclosure can be questioned, however. The educated and affluent do not need it.4 And as for consumers who are liquidity constrained, and who therefore, one might think, need and would welcome such information, realistically their choice is not among buying on the installment plan, borrowing from a bank and paying cash, or not buying and instead saving. It is among installment plans. And one can compare the disutility of paying $20 a month for 40 months with that of paying $15 a month for 60 months or $25 a month for 30 months without being told what the annual percentage interest rates implied by these payment schedules are. The consumer will choose the combination that is best for him in light of his present and anticipated future liquidity, his present and anticipated future expenses, alternative uses of his money, etc. These considerations are not summarized in an interest rate, a figure primarily of interest to persons who have investment opportunities.

Not all borrowing by persons of modest means takes the form of installment borrowing to enable the purchase of a specific product. Think of payday loans. There is evidence that many people can’t make sense of the interest rates and other fees charged by loan companies, in part because of the complexity of most loan documents. People end up paying absurdly high rates when they could borrow at much lower rates from a bank or credit union, or, without having to borrow at all, could draw upon savings that earn low interest. Many borrowers, lacking self-control (meaning, in economic terms, having high discount rates)—but unaware of this and therefore unable to take countermeasures—are incapable of moderating their desire for goods and services and end up overindebted.5

The counterargument is that people who cannot borrow from a bank because they have poor credit may need a loan desperately. If a ceiling is placed on interest rates, these unfortunates may be unable to borrow because the ceiling may be too low for the interest rate to compensate the lender for the risk of default. As a result they may lose their house or car or other property or find themselves at the mercy of loan sharks.6 True, an annual interest rate of 300 percent can fairly be characterized as astronomical. But a person who borrows $5,000 at that rate and repays it two weeks later pays only $577 in interest, and the loan may have enabled him to avert foreclosure on his house, or some other dire event that would have cost him more than $577. However, many of the persons who borrow at astronomical interest rates end up rolling over their loans from month to month, and this runs counter to the theory that these are short-term loans rationally incurred, despite their high cost, as a temporary response to unexpected setbacks.7

§14.4  Alternatives to Disclosure: The Case of Trans Fats

Given the limited efficacy of disclosure as a regulatory tool, outright prohibitions of dangerous substances or activities have considerable appeal, and of course are common, and are discussed in the next section of this chapter. An unusual example, meriting separate consideration, is another novel regulation by New York City: a ban on trans fats in food sold in restaurants or by catering and meal services.

Trans fats are largely synthetic fats widely used in fried foods and baked goods as preservatives, and there is strong medical opinion that they are significant contributors to heart disease because they both raise the cholesterol that is bad for the heart (LDL) and lower the cholesterol that helps to protect the coronary arteries against the effects of the bad cholesterol (HDL). About half of New York City’s restaurants use trans fats in their cooking (or did before the ordinance was passed); and roughly a third of the caloric intake of New Yorkers comes from restaurant meals.

The restaurant industry is highly competitive, and so if consumers are willing to pay a higher price for meals that do not contain trans fats, the industry will oblige them. Restaurants catering to health-conscious eaters will advertise that they do not use any trans fats in their meal preparations or will state on the menu the amount of trans fats in each item. Other restaurants will cater to diners who prefer a cheaper meal to a healthier one. The ban thus forces people who want to eat in restaurants to pay higher prices even if they would prefer to pay less and take the risk of an increased likelihood of heart disease. Some of these would be people who eat in restaurants rarely, and avoid trans fats when they cook at home, so that the health risk to them of a restaurant meal containing trans fats is small. Others would be people who disbelieve the medical opinion—and such opinion often is wrong—or think that trans fats improve the taste of food or that the ban is the result of political pressure from producers of substitutes for trans fats, such as corn oil, or from the restaurants that have voluntarily abandoned the use of trans fats and don’t want to be put at a competitive disadvantage. Since half the restaurants in New York City continue to use trans fats, this suggests that a majority of consumers would not support the ban.

But this analysis ignores the cost of absorbing information, as distinct from the cost of disseminating it. Many people have never heard of trans fats; many who have don’t know that they are (very probably) harmful to health; and, above all, almost no one outside the medical and nutrition communities knows how harmful trans fats are, and in what quantity, and hence what the benefit would be of avoiding trans fats in restaurants. The danger of trans fats would be impossible to explain to a restaurant’s customer, because it would depend on his average daily consumption of trans fats, which neither he nor the restaurant would know.

In such a situation, the ban on trans fats could produce a net improvement in the welfare of New Yorkers. Proponents of the ban estimated that it would reduce the annual number of heart attack deaths in New York City by 500. The consensus economic estimate of the value of an American life is $7 million, so that a saving of 500 lives would yield a benefit of $3.5 billion. The restaurants would incur some cost in substituting other preservatives, but probably not a large one. Half the restaurants in New York City have already phased out trans fats without anyone noticing a big jump in restaurant prices; and the manufacturing cost of the substitutes for trans fats does not appear to be higher—the only advantage of trans fats is that they increase the shelf life of foods somewhat. This is important to restaurants, by enabling them to economize on storage and spoilage costs, but probably not critical.

There is evidence that the ban, which went into effect in 2007, has been effective in lowering New Yorkers’ intake of trans fats.1

A comparison of mandated disclosure of safety information with banning unsafe products may well favor banning (which is, indeed, if anything the more common solution). Mandated disclosure creates information overload; there are so many warnings (because so many different federal and state agencies require warnings on so many products), and they are so wordy, that many consumers tune out. And the precise wording is often left to the sellers, who are able to pad the disclosures with extraneous information that contributes to the tune-out effect.2 The psychology of consumer behavior (the core of “behavioral economics,” see §1.4 supra) strongly supports banning unsafe products rather than trying to educate consumers through disclosure of hazards. But advocates of the behavioral-economic approach to understanding economic behavior flinch at the thought of advocating outright bans, fearing that banning products that are merely unhealthful will label behavioral economists as “paternalists” and by doing so undermine acceptance of behavioral economics.3

§14.5  Safety and Health

A drug sold to millions of people can, if it is unsafe, wreak enormous harm, whereas individual cases of medical malpractice injure only one patient. Moreover, it is feasible to test every new drug, and thus determine safety in advance, but infeasible to require physicians to seek approval from a regulatory agency for every procedure they perform. Consistent with this analysis, ex ante regulation is the dominant mode of regulation of new drugs, while ex post regulation, in the form of medical malpractice suits, is the dominant mode of regulation of medical treatment.

The actual regulations of safety and health are often perverse from an economic standpoint. Laws that require drug companies to conduct protracted and expensive tests before introducing a new drug delay the introduction of new drugs, resulting in the death of people who might have been saved by earlier introduction. In light of these and other factors, studies of new-drug regulation have found that the costs of the regulation exceed the benefits.1

The erratic character of safety (and health) regulation is shown by the extraordinary variance in the estimates of the value of life that guide regulators in deciding how much to force the regulated entities to spend on safety. A recent study finds that regulatory estimates of the value of life range from $100,000 per life saved to $100 billion per life saved.2 The bottom of the range is too low, resulting in regulation that is too lax, and the top of the range is too high, resulting in regulation that is too stringent. By requiring too great an investment in safety, such regulations can actually kill more people than they save. Income and mortality are negatively related (rich people live longer than poor people), and the costs of regulation operate as a regressive tax because they increase a firm’s marginal costs and thus are borne primarily though not exclusively by workers and consumers.3

A regulation that focuses on a single input into safety may, moreover, be ineffectual or even harmful. Automobile seatbelt requirements, for example, reduce the cost of fast driving to the driver and his passengers, and we would expect (by the Law of Demand) that drivers would respond by driving faster. If so, there will be more accidents, and while the costs to the driver and his passengers of each accident may be lower because of the protection afforded by the seat belt, the total accident costs to pedestrians (who are not protected by seatbelts) should, and there is evidence that they do, rise.4 Happily, it seems that on balance seatbelts create very great net benefits—it has been estimated that their use saves 15,000 lives a year.5 But this creates a puzzle: Given that the benefits of seatbelt use by drivers and passengers greatly exceed the costs, why didn’t the free market induce installation and widespread use of seatbelts, without need for government intervention? The answer may be that without educating the public in the safety benefits of seatbelts, a firm that offered them would not be able to recoup the cost in a higher price for its cars; and the cost of the education campaign itself would be difficult to recoup because the other firms could take a free ride on the campaign. In other words, the first firm to offer the seatbelts would be creating a market opportunity for the other firms at no cost to them.

§14.6  Regulation of Pollution

There are three basic types of regulation of pollution (apart from common law nuisance suits). One is input control: The legislature or an administrative agency prescribes the specific technological measures that the polluter must adopt in order to avoid legal sanctions. For example, a municipality might be required to install a certain kind of sewage treatment plant, a steel mill to build its smokestacks 40 feet higher, automobile manufacturers to install a particular type of emission control device. This approach requires that the regulator have an enormous amount of information about the costs and benefits of alternative methods of pollution control. And specification of the particular method of pollution control retards the search for the most efficient method. In the deliberations before the legislature or agency leading to the formulation of the standard, the affected industry has an incentive to propose the cheapest pollution control method, regardless of its efficacy, and to deny the existence or efficacy of any more costly devices. And once the specified measure is adopted, the industry has no incentive to develop better devices unless they happen also to be cheaper.

An alternative approach is to establish the level of pollution emissions deemed tolerable, to compel the polluters, under penalty of injunction or fine, not to exceed that level, but to leave the choice of method to the industry (output control). The polluting firm will be led to minimize the costs of complying with the emission standard, which is good, but the standard may be inefficient; it may permit too much, or too little, pollution from an economic standpoint. Cost-benefit analysis could be used to set the standard, but this would require the agency to have as much information about the costs of complying with various standards as the firm has. It would thus eliminate the principal efficiency associated with specifying the permitted level of emissions rather than the specific pollution control devices that the firm must use.

Although it is easy to see why a regulatory agency would prefer to fix an emission standard without regard to costs and benefits, it really is not feasible to banish such considerations. For when enforcement of the standard is attempted, the firm or industry will argue that the cost of compliance is prohibitive—meaning disproportionate to the benefits from reduced pollution. Such an argument cannot be ignored unless society wants to reduce pollution far below efficient levels. And more than efficiency is at stake. Even if abating pollution is not so costly that a plant can no longer operate economically, the limitation will raise the plant’s costs, which is likely to lead to a reduction in output and consequent reduction in employment and a drop in workers’ incomes. Of course, the distributive effects will be the same whether or not the limitation on pollution is efficient. An efficient limitation may cause a plant to shut down; the full social costs of the plant (including pollution) may exceed the value of its output at any level of output. But when regulation takes the form of specifying the particular pollution control technology, distributive and efficiency concerns enter the regulatory decision at an earlier stage.

The third approach, not yet employed in this country but a great favorite of economists, is to tax pollution. The tax rate for each unit of pollution is set equal to the estimated social costs created by that pollution; this distinguishes the tax from a fine intended to deter pollution in the usual manner of criminal sanctions. A firm subject to a pollution tax will compare its tax costs with the costs of buying pollution control equipment or reducing its output or otherwise trying to reduce pollution. If a net tax saving would be generated by one of these measures, the firm will adopt it; otherwise it will pay the tax and continue to pollute.

The approach resembles strict tort liability (input control resembles negligence liability and rigid emission ceilings a penal sanction), except that it is publicly rather than privately enforced and there is no defense of contributory negligence. The tax corresponds to the damages of the victims of pollution. The polluters are required to pay those “damages” whether or not there are methods of pollution control that would avert them at lower cost. This gives polluters an incentive to search for cost-justified pollution preventives (including activity-level changes such as closing, reducing the output of, or relocating their plants—perhaps to foreign countries less concerned about pollution) but not to adopt any preventive measure that costs more than its benefit in reducing the social costs of pollution. Public determination of cost-justified pollution levels, which is required in setting an economically sound emission standard, is thereby avoided.

A pollution tax is an example of a regulatory, as distinct from a revenue, tax. (Economists call a regulatory tax a “Pigouvian” tax, in honor of the English economist A.C. Pigou, who first developed the concept.) Most taxes, of course, are designed to raise revenue for government; an incidental effect is to reduce the taxed activity, so, as we’ll see in Chapter 18, the best revenue-raising tax is a tax on a highly inelastic activity, a head tax being the best in that respect. The aim of a pure regulatory tax is not to raise revenue but to discourage the taxed activity, in the present instance the emission of pollutants. But most regulatory taxes generate some revenue, whether by design or because the tax is too low to make avoidance cost-justified, or, an aspect of the second point, because the firms subject to the tax differ in the costs they would have to incur to avoid the tax.

The tax approach to pollution control is attractive, but is not a panacea:

 

1. It is likely to be counterproductive if the victim of pollution is the cheapest pollution avoider (by installing air conditioning, living farther from the factory, etc.), rather than the polluter. The polluter will spend on pollution control an amount equal at the margin to the estimated tax saving even though victims could have reduced pollution costs by the same amount at lower cost.1

 

2. Accidents usually are discrete events of relative infrequency. Their costs can be assessed in separate proceedings. But there are billions of emissions of pollutants every year, and it would be infeasible to estimate the social cost of each one for the purpose of setting the correct tax rates. The social costs of different pollutants, and of the same pollutant in different parts of the country (or for that matter of a single state, county, or even city or town), are not uniform. Moreover, the social cost of pollution is not necessarily, or probably, a linear function of the amount of pollution. Suppose 10 firms each emit 100 units of pollution, and the aggregate social cost is $1,000. It might seem that the tax should be $1 per unit, and suppose that’s the rate set. Each firm will cast about for ways of reducing its tax liability, and suppose that at a cost of $10 each firm can reduce pollution from its plant by 15 percent but that the cost of reducing it any further would be prohibitive. The firms will incur this cost, and as a result there will be 15 percent less pollution—but will that confer a $150 benefit (for a net of $50) after cost is taken into account? Not necessarily. Maybe all the social cost comes from the first 50 units of pollution (5 percent), and the remaining pollution imposes no incremental costs, as might be the case if, for example, the only harm from the pollution were to a particular species of fish and the first 50 units were enough to kill all of them. Then the tax will have led the firms to incur abatement costs that have no social value. Or maybe 90 percent of the social cost of the pollution comes from the last 5 percent of the emissions, so that if the emissions were reduced by 5 percent the social cost of the remaining pollution would be only $100. In the first case certainly, and in the second case possibly, the tax will lead firms to spend too much on pollution control. The correct tax would be equal to the marginal rather than average social cost of the particular form of pollution and would thus vary with the level of pollution. But a staggering amount of information would be required to devise such a tax schedule.

 

3. The tax will either be paid by the firms subject to it or induce them (or some of them) to incur pollution-control costs to avoid the tax. Either way, the firm’s cost of production will increase, roughly in proportion to the firm’s output, and much of the higher cost will be passed on to consumers of the firm’s products in the form of higher prices. A pollution tax, therefore, like other excise taxes (see §18.3 infra), is regressive. And so to assure the overall proportionality or progressivity of the tax system, the imposition of comprehensive pollution taxes would require exemptions, rebates, or compensating changes elsewhere in the tax system.

The wealth effects of a pollution tax are shown in Figure 14.1. The tax is set at a level calculated to induce the firm to emit the optimal amount of pollution—the amount at which the marginal social benefits (MB) from abating pollution equal the marginal costs of abatement. MB is assumed to fall to zero (that is, intersect the horizontal axis) at the point where zero pollution is emitted. Thus the point 0, a on the horizontal axis is the amount of pollution (i.e., 0) that is abated when no effort at abatement is made and the amount of pollution emitted as a result (a), while c, 0 is the amount of abatement (c) at the zero pollution level (so a = c). At q, where the optimal amount of pollution is abated, the firm incurs a cost equal to the area dqa under MC between a and q, and in addition pays a tax, equal to the rectangle decq, on the unabated pollution. Under an emission standard that forced the firm to carry abatement to q, the firm would incur cost dqa but would pay no tax. Compare Figure 6.2 in Chapter 6, a parallel comparison of negligence and strict liability.
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4. It might seem that a system of pollution taxes would save the polluter the potentially astronomical costs of complying with excessively stringent emission standards; the tax would cap his exposure. But actually it’s not certain which system would generate higher social costs if regulation (whether a tax or an emission standard) is too strict. This is shown in Figures 14.2 and 14.3. T is again the optimal tax, and q the optimal abatement of pollution, whether induced by T or prescribed by an (optimal) emission standard. Te and qe are a proportionally equally more stringent tax and emission standard, respectively. In Figure 14.2, the tax induces the firm to carry abatement to point qte, where marginal costs of abatement exceed marginal benefits, resulting in a waste of resources measured by the triangle def. The waste is smaller than that induced by the erroneous emission standard—the larger triangle dgh.
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But in Figure 14.3 the relation is reversed; the tax generates the larger waste. The intuition is that if marginal costs of abatement rise steeply in the region of the tax, the firm will prefer to pay the tax rather than abate the pollution; there will be a transfer payment but no social cost. But if the marginal costs of abatement rise more gently, the firm may prefer to carry abatement quite far, resulting in a substantial social cost.

The tax approach has one great advantage over the other regulatory approaches: It spares the agency from having to measure the costs of compliance with the pollution control criteria embodied in the tax rates (provided distributive effects are ignored); the agency need only estimate the benefits of reducing pollution. This makes it less likely that the tax will be set at the erroneous level than that an emission standard will be, in which event the problem depicted in Figure 14.3 will be less likely to arise. To put this differently, emission standards require cost-benefit analysis; pollution taxes require only benefit analysis. This also means that pollution taxes create incentives to activity-level changes as well as care-level changes that reduce pollution, since assuming that pollution is more or less proportional to output, reducing output is one way for a firm to reduce its pollution tax bill.

Even economists who are sympathetic to objections to trying to monetize the benefits of abating pollution have been sharply critical of the Clean Air Act, the nation’s most ambitious program of pollution control.2 Among the economically dubious aspects of the program, some of which have transparent political explanations, are (1) the more stringent regulation of new than of existing sources of air pollution,3 which induces firms to delay the introduction of cleaner production technologies but also benefits existing firms by raising the costs of new productive capacity; (2) the policy, favored by producers in “dirty-air” states, of not allowing even slight degradation in the air quality of the nation’s cleanest areas, even though the marginal social costs of pollution (particularly to health) are greater in dirty than in clean areas; and (3) the insistence that all polluting sources reduce their emissions without regard to the differing marginal costs of abatement across sources.

In response to criticisms of the third feature of the Act, Congress has authorized, and the Environmental Protection Agency has created, a system of tradable pollution permits for sulphur dioxide emissions (the cause of acid rain) by electrical utilities.4 Each permit (referred to as an “allowance”) authorizes a utility to emit one ton of sulphur dioxide per year. The total number of allowances has been capped well below the total annual emissions of sulphur dioxide by the nation’s electric utilities, so that the program reduces the total emissions of the pollutant. But utilities are free to sell their allowances to each other, so a utility that can reduce its emissions at low cost has an incentive to sell some of its allowances to a utility that would incur a high cost to reduce its own emissions, enabling the aggregate costs of sulphur dioxide abatement to be reduced while increasing the amount of abatement. Such a system of pollution control is called “cap and trade” and has been suggested for carbon dioxide, the principal cause of global warming. See §14.10 infra.

§14.7  Traffic Congestion

Traffic congestion is a classic negative externality. A rational self-interested driver does not consider the effect of his driving on the other users of the road, but only on himself. The standard method of reducing congestion—building more roads—is not only very costly but to a degree self-defeating, since by reducing congestion (and thus the time cost of driving) it attracts more traffic. It is not surprising that, despite much road building, congestion measured by average commuting delays has increased substantially in recent years. The average per-hour private cost of commuting by car has fallen with the substantial improvements in automobile comfort, but not enough to fully offset the increased delay.

The usual recommendation by economists for dealing with negative externalities is, as we know, to tax the activity that produces them. London recently took a big step in that direction by imposing a hefty fee for driving into the center of the city during weekdays. The result has been impressive—a 20 percent reduction in London vehicle traffic. But it is doubtful that this success could be duplicated in the United States. Before the imposition of the London commuting fee, 85 percent of the commuters were already using buses and other forms of public transportation rather than commuting by car. This indicated both that most commuters thought such transportation a good alternative to driving and, more important, that the public transportation system could easily absorb additional commuters. A 20 percent decline in commuting by car translates into only a 3 percent shift to public transportation if commuters by car are only 15 percent of the total number of commuters before the fee is imposed. True, there are other methods of economizing on driving besides switching to another mode of transportation, such as car pooling. But car pooling has the features that people who dislike public transportation dislike: less privacy and flexibility than driving by oneself.

Resistance to a commuting fee would be great in cities that do not have good public transportation alternatives, which is most U.S. cities. (On average, only about 2 percent of American commuters use public transportation.) In such cities heavy commuting fees would reduce the number of commuters, hurting downtown businesses. And by reducing congestion and hence the cost of commuting by car, a stiff commuting fee may have only a modest effect on congestion. Indeed, the fee will induce some commuters to substitute driving, if they have a high cost of time, for public transportation. A frequent suggestion for combating traffic congestion is staggered work hours. A favorite suggestion of economists that would have a similar effect would be to make the commuting fee vary by time of day, so that it would be higher during rush hours. But these suggestions involve a hidden cost—anything that reduces congestion attracts more traffic by reducing the time costs of driving, and the additional traffic then creates, or re-creates, those time costs.

§14.8  Mandatory Container Deposits

The aesthetic pollution created by discarding beer and soft drink cans and bottles along highways and in parks is difficult to control. The cost of picking up the litter is high, and the cost of apprehending litterers is also high. Fines for littering are heavy in recognition of the low probability of apprehension. But they would have to be much heavier to have a significant deterrent effect—and we know from Chapter 7 that severe penalties can be socially very costly. The device of the mandatory container deposit, adopted in a number of states, has seemed an alluring answer. The retailer is required to make his customers deposit a nickel or dime for every container they buy, but the retailer must refund the deposit if the customer returns the container. The fact that, in principle, every cent of “tax” collected is to be returned to the taxpayer is a good illustration of the difference between using taxes to raise revenue and to regulate behavior. The mandatory deposit makes it costly for the consumer to litter, since he loses his deposit if he doesn’t return the container, but it generates no revenue for anyone, since competition will prevent retailers from profiting from the deposits they do retain.

The problem is that no effort has been made to estimate the cost of litter and relate that to the level of the tax (deposit). This omission may be due to the fact that the proponents of the tax regard it as costless because the customer has only to return the container to get his money back. Their reasoning ignores nonpecuniary costs. The customer incurs a storage cost and a time cost by returning rather than discarding his beverage containers. If the tax is set at a level lower than this cost, people will not return their containers, and the only effect of the scheme will be to increase the bookkeeping costs of retailers. Their profits won’t be higher even if no customer returns containers and as a result the retailer never has to refund a container deposit; retailing is a competitive sector, so any windfall returns from the deposit container charge will be competed away by a reduction in product prices.

If the deposit “tax” is set high enough to induce returns, it will impose a social cost measured by the time and other costs of those consumers who return the containers (cf. Figure 14.3 supra). If that cost is equal to the social cost of the litter that is prevented, as it will be if the deposit is set equal to the reduction in social costs of litter from returning one more bottle, well and good; but if it is more, then regulation by mandatory deposit taxation is inefficient.

§14.9  Cost-Benefit Analysis as a Regulatory Tool

The basic tool of regulation conducted in accordance with economic principles is cost-benefit analysis; and let us pause to consider the strengths and weaknesses of this tool.

The term “cost-benefit analysis” has a variety of meanings and uses. At the highest level of generality, it is virtually synonymous with the normative use of economics. At the other end of the scale of generality, the term denotes the use of the criterion of wealth maximization to evaluate government projects, such as the building of a dam or the procurement of a weapons system; government grants, such as grants for medical research; and, of particular concern in this chapter, government regulations, including not only administrative regulations dealing with health, the environment, and other heavily regulated activities but also statutes and common law doctrines and decisions. But cost-benefit analysis may have positive as well as normative utility, explaining or predicting government decisions that are relatively insulated from the operation of interest-group politics—a point illustrated by the positive theory of the common law presented in Part II of this book.

Along a different axis of definition, cost-benefit analysis can refer to a method of pure evaluation, conducted without regard to the possible use of its results in a decision; to an input into decision, with the decision maker free to reject the results of the analysis on the basis of other considerations; or to the exclusive method of decision. When cost-benefit analysis is merely an input into decision, there is no need to insist on its adequacy as a normative principle, provided that wealth is accepted to be a social value, even if not the only one. So used, it merely compels the decision maker to confront the costs of a proposed course of action.1

Limitations of human cognition provide an additional argument for using cost-benefit analysis for regulatory and other public purposes. Contrary to the view that economic analysis slights “soft” (nonquantifiable) variables, ordinary thinking is actually warped against giving quantitative variables their due weight. It is when cost-benefit analysis is applied to the regulation of risks to health and safety by different federal regulatory agencies that the anomalous value-of-life estimates noted earlier, estimates that if widely known would not be defended, are revealed. Granted, if cognitive limitations affect market behavior, the prices used in cost-benefit analysis will not be an entirely dependable basis for disciplining thought. But at least, when regulations are based on cost-benefit analysis, people who want to challenge them in court can point out the respects in which the assumptions employed in the analysis were unreasonable. It is more difficult to challenge a regulation that rests entirely on qualitative considerations, such as “fairness.”

Speaking of human cognitive limitations, if property values will plummet because of an irrational fear of contagion from patients in a hospital, should that count as a cost in deciding where to locate the hospital? Irrational fears are real costs to the people who harbor them. But if they are disregarded and the hospital is built and neighbors do not become infected, the fears of contagion will dissipate, and so the costs, though real, are so only in the short term. So maybe irrational fears should be given weight only if they are unlikely ever to be dissipated, as in the case of fear of (safe) heights, which is a result of our genes rather than of ignorance.

A difficult problem in the application of cost-benefit analysis to environmental issues is valuing intangible environmental values. Asking people what they would pay to save a member of an endangered species is unsatisfactory because we do not buy endangered species, so that while asking a person what he would pay for a tube of toothpaste will elicit a meaningful answer, asking him what an endangered species is worth to him will not. Another problem with these “contingent evaluations” as they are called is that the response is likely to depend on how many contingencies the respondent is asked to value. The more he is asked about, the lower will be the valuation placed on each, since he has limited resources.

A recurrent issue in cost-benefit analysis is the choice of the discount rate,2 an issue that we have already encountered in the context of valuing lost future earnings in personal-injury cases (see §6.11 supra). Suppose an environmental regulation that will cost $100 million to implement, all in the first year, is expected to yield monetizable benefits of $10 million a year for the next 100 years. What rate should be used to discount the future benefits to a present value that can be used to compare with the $100 million present cost? Three possibilities need to be considered. One is to use a zero discount rate on the ground that we have no right to value the welfare of future generations any less than we value our own welfare. But even if the premise is accepted, the conclusion does not follow, for it ignores the possibility of investing the money that we would need to implement the regulation and using the interest to fund a future project. For example, $50 million might be used now to generate 50 years of benefits, and the other $50 million invested to enable the following 50 years of benefits to be obtained with the 50 years of interest on the investment.

A second possibility is to use the commercial interest rate, as in the example just given, and the third is to use a “social” interest rate, which is to say an interest rate that reflects a governmental determination of the socially correct preference for present over future value. The commercial rate reflects the preferences of the current generation—it is they who are investing, and if the interest rate is not high enough to overcome their preference for current consumption, they will not invest. (Remember that the higher the interest rate used to discount future to present values, the smaller the present values will be.) If the government decides that people are being too selfish in deciding how much to spend for the benefit of future generations, it can pick a discount rate for use in cost-benefit analysis of its projects that is lower than the commercial interest rate; this will automatically weight the future more heavily than the market does. Again though, a high discount rate implies high interest rates (potential lenders will demand a very high interest rate to compensate them for deferring consumption if they don’t much value future consumption), which means that if the cost of the project is saved and invested, interest compounding will create a large fund in the future for financing such projects. More on these issues in the next section of this chapter.

§14.10 The Limits of Cost-Benefit Analysis: The Case of Global Warming

A greenhouse gas is a gas that tends to block heat reflected from the earth’s surface while letting the heat of the sun through to heat up that surface; so the higher the concentration of such gases in the atmosphere, the hotter the surface becomes.1 The most important greenhouse gas is carbon dioxide, which is emitted into the atmosphere by a variety of human activities, mainly the burning of fossil fuels (oil, coal, and natural gas) and of forests; those fuels, and of course wood, are made out of carbon and burning them liberates carbon in the form of carbon dioxide.

Recent decades have seen large, and accelerating, increases in annual emissions of carbon dioxide, because of growth of population and of economic activity. The increases in emissions have been accompanied by substantial increases in the atmospheric concentration of carbon dioxide, and by increases in global temperatures as well. It is now the scientific consensus that these developments are linked: The emissions increase the atmospheric concentration of carbon dioxide and the increase in that concentration causes global temperatures to rise.

The Kyoto Protocol, which the United States has refused to sign (and carbon dioxide is not classified as a pollutant under the Clean Air Act), requires the signatory nations to reduce their carbon dioxide emissions below what they were in the late 1990s, presumably by imposing energy or emissions taxes that would induce substitution away from activities that burn fossil fuels and would otherwise encourage more economical use of such fuels. But the Protocol exempts developing countries, such as China, a larger and growing emitter, and Brazil, which is destroying large stretches of the Amazon rain forest by burning. The effect of carbon dioxide emissions on the atmospheric concentration of the gas is cumulative, because carbon dioxide leaves the atmosphere (by being absorbed into the oceans) at a much lower rate than it enters it, and therefore the concentration will continue to grow even if the annual rate of emission is capped. Between this phenomenon and the exemptions, the direct effect of the Kyoto Protocol on global warming will be modest; yet the cost of the tax or other regulatory measures required to comply with the Protocol will be immense. That cost, however, will give the energy industries, along with customers of theirs such as airlines and manufacturers of motor vehicles, a strong incentive to finance research and development (R&D) designed to create economical clean substitutes for such fuels and devices to trap emissions at the source, before they enter the atmosphere, or even to remove carbon dioxide from the atmosphere. Of course, this indirect effect of the Protocol would be greatly enhanced if the United States signed the Protocol and, to comply with it, imposed heavy taxes on emissions.

Given the practically irreversible effect of greenhouse-gas emissions on the atmospheric concentration of those gases, stabilizing that concentration at some future date might require far deeper cuts in emissions than if the process of stabilization begins now. Making shallower cuts now, as required by the Kyoto Protocol, is the equivalent of purchasing an option to enable global warming to be stopped or slowed at some future time at a lower cost. Should further research show that the problem of global warming is not a serious one, the option would not be exercised.

To illustrate, suppose there is a 70 percent probability that in 2024 global warming will cause a social loss of $1 trillion (present value) and a 30 percent probability that it will cause no loss, and that the possible loss can be averted by imposing emissions controls now that will cost the society $500 billion (for simplicity’s sake, we’ll assume the entire cost is borne in the first year). It might seem that since the discounted loss from global warming in 2024 is $700 billion, the imposition of emissions controls now would be cost justified. But suppose that in 2014 we shall discover for certain whether there is going to be the bad ($1 trillion) outcome in 2024. Suppose further that if we postpone imposing the emissions controls until 2014, we can still avert the $1 trillion loss. Then clearly we should wait, not only for the obvious reason that the present value of $500 billion to be spent in 10 years is less than $500 billion (at a discount rate of 3 percent it is approximately $425 billion), but also and more interestingly because there is a 30 percent chance that we won’t have to incur any cost of emissions controls. As a result, the expected cost of the postponed controls is not $425 billion, but only 70 percent of that amount, or $297.5 billion, which is far less than $500 billion. The difference is the value of waiting.

But now suppose that emissions controls imposed today, to comply with the Kyoto Protocol, that would cost society $100 billion would, by forcing the pace of technological advance, reduce from $500 billion to $250 billion the cost in 2014 of averting the $1 trillion loss that global warming is expected to cause in 2024. After discounting to present value at 3 percent and by 70 percent to reflect the 30 percent probability that we’ll learn in 2014 that emissions controls are not needed, the $250 billion figure shrinks to $170 billion. This is $127.5 billion less than the superficially attractive wait-and-see approach ($297.5 billion minus $170 billion). Of course, there is a price to be paid for the modified approach—$100 billion. But the value is greater than the price.

The Kyoto Protocol may be too limited a response to global warming if the focus is changed from gradual to abrupt global warming. At various times in the earth’s history, drastic increases in global temperatures have occurred within a decade or less. Such an increase today would have devastating effects on agriculture and on coastal cities, and might even cause a shift in the Gulf Stream that would result in giving all of Europe a Siberian climate. However, no numerical probability can be assigned to such a catastrophe. This is an example of the concept of uncertainty, as distinct from calculable risk, introduced in Chapter 1. It raises acutely the question of how one can conduct a cost-benefit analysis of measures to avert abrupt global warming if the expected costs of the catastrophe cannot be estimated because the probability of the catastrophe is unknown.

One answer is depicted in Figure 14.4. The marginal benefits and marginal costs of measures to reduce or eliminate a catastrophic risk are shown as functions of the precautions taken, the optimal amount of those precautions (q*) being given by the intersection of the two functions. Even if uncertainty makes it impossible to determine the optimum, we may know enough about the benefits and costs to be able to create the “window” formed by the two vertical lines inside the box. At the left side of the window frame the benefits of a further effort to eliminate or prevent the catastrophe comfortably exceed the costs, while at the right side the reverse is true. If we stay within the window, although we won’t know whether our measures are optimal we’ll at least have some basis for confidence that they are neither grossly inadequate nor grossly excessive.
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Another adjustment to enable cost-benefit analysis to be conducted under conditions of uncertainty is “inverse cost-benefit analysis.” Analogous to extracting probability estimates from insurance premiums, it involves dividing what the government is spending to prevent a particular catastrophic risk from materializing by what the social cost of the catastrophe would be if it did materialize. The result is the implied probability of the catastrophe. Remember that expected cost is the product of probability and consequence (loss): C = PL. If P and L are known, C can be calculated. If instead C and L are known, P can be calculated: If $1 billion (C) is being spent to avert a disaster that if it occurs will impose a loss (L) of $100 billion, then P = C/L =.01.

If P so calculated diverges sharply from independent estimates of it, this is a clue that society is spending too much or too little on avoiding L. It is just a clue, because of the distinction between marginal and total costs and benefits. Suppose P is not .01 but .1, so that the expected cost of the catastrophe is not $1 billion but $10 billion. It doesn’t follow that we should be spending $10 billion, or indeed anything more than $1 billion, to avert the catastrophe. Maybe spending just $1 billion would reduce the expected cost of catastrophe from $10 billion all the way down to $500 million and no further expenditure would bring about a further reduction, or at least a cost-justified further reduction. For example, if spending another $1 billion would reduce the expected cost from $500 million to zero, that would be a bad investment, at least if risk aversion is ignored.

Suppose that abrupt, catastrophic global warming would cause a permanent reduction of one-fifth of U.S. GDP, which is currently $13 trillion. Because this $2.6 trillion annual loss is assumed to be permanent, the present value of the total loss caused by such a disaster, at a 3 percent discount rate, would be about $85 trillion. The government is currently spending about $2 billion to subsidize R&D on global warming. If that is the right amount to be spending to avert the risk of abrupt global warming, the implication is that the probability of such a catastrophe is only one in several hundred thousand (P = C/L= $2 billon/$85 trillion = .000024). That seems too low even if we don’t know what the optimal expenditure would be.

An alternative to subsidies as a means of encouraging the creation of technology that would reduce or eliminate global warming would be, as mentioned earlier, a tax on emissions, viewed as a technology-forcing device. An advantage of such a tax over a subsidy would be that it would keep the government out of the business of picking winners—the affected industries would decide what R&D to support. Moreover, the brunt of the tax could be partly offset by reducing other taxes, since an emission tax would raise revenue as well as inducing greater R&D expenditures.

But wouldn’t subsidies be necessary for technologies that would have no market, such as technologies for removing carbon dioxide from the atmosphere? There would be no private demand because, in contrast to technologies that reduce emissions, ones that remove already emitted carbon dioxide from the atmosphere (carbon sequestration) would not reduce any emitter’s tax burden. But this problem is easily solved by making the tax a tax on net emissions. Then an electrical generating plant or other emitter could reduce its tax burden by removing carbon dioxide from the atmosphere as well as by reducing its own emissions of carbon dioxide into the atmosphere. If it removed more than it emitted, it would get a tax credit.

Should the tax be on emissions or on the fossil fuels themselves (a gasoline tax, for example, or a tax on B.T.U. content)? An energy tax is cheaper to enforce because there is no need to monitor emissions. But only an emissions tax would be effective in inducing carbon sequestration, because sequestration reduces the amount of atmospheric carbon dioxide without curtailing the demand for fossil fuels. A tax on gasoline reduces the demand for gasoline but will not induce efforts to prevent the carbon dioxide emitted by the burning of the gasoline that continues to be produced from entering the atmosphere.

By focusing on the risk of abrupt global warming, we can largely avoid the vexing problem of the choice of a discount rate, a problem that is acute when concern focuses on gradual global warming. Suppose that a $10 billion expenditure on capping emissions today would have no effect on human welfare during this century but, by slowing global warming, would produce a savings in social costs of $100 billion in 2100. At a discount rate of 3 percent, the present value of $100 billion a century from now is only $5 billion. That would make the expenditure of $10 billion today seem a very poor investment. The same amount of money invested in financial instruments could be expected to grow to $192 billion by 2100, assuming a 3 percent real interest rate for the next 100 years (though in fact interest rates cannot be forecast over such a long period). If the fund were then disbursed to the victims of global warming, they would be better off than if the $100 billion cost of global warming assumed to be incurred in that year had been averted. Less conservative investments, moreover, would yield larger expected returns—10 percent or more rather than 3 percent.

But it is not a real alternative to spending $10 billion now to invest it in a fund for future victims of global warming. No such fund will be created. In these circumstances, discounting future to present values would not be a method of helping people to decide how to manage their affairs in the way most conducive to maximizing their welfare.

At best, a discount rate based on market interest rates tends to obliterate the interests of remote future generations. At a 5 percent discount rate, the present value of $1 to be received in 100 years is only three-quarters of a cent—and if for money we substitute lives, then to save one life this year we should be willing to sacrifice almost 150 lives a century hence. Yet not to discount future costs at all would be absurd, for then the present value of benefits conferred on our remote descendants would approach infinity. Measures taken today to arrest global warming would confer benefits not only in 2100 but in every subsequent year, perhaps for millions of years. The present value of $100 billion received every year for a million years at a discount rate of 0 percent is $100 quadrillion, which is more than even Greenpeace wants spent on limiting emissions of greenhouse gases.

A possible way of finessing the problem of how much weight to give to the welfare of remote future generations is by translating a discounted present value to an undiscounted one by shortening the time horizon for the consideration of costs and benefits. For example, the present value of an infinite stream of costs discounted at 4 percent a year is equal to the undiscounted sum of those costs for 25 years, while the present value of an infinite stream of costs discounted at 1 percent a year is equal to the undiscounted sum of those costs for 100 years. The formula for the present value of $1 per year forever is $1/r, where r is the discount rate. So if r is 4 percent, the present value is $25, and this is equal to an undiscounted stream of $1 per year for 25 years. If r is 1 percent, the undiscounted equivalent is 100 years.

One way to argue for the 4 percent rate (that is, for truncating our concern for future welfare at 25 years) is to say that we’re willing to weight the welfare of the next generation as heavily as our own welfare but that’s the extent of our regard for the future. One way to argue for the 1 percent rate is to say that we’re willing to give equal weight to the welfare of everyone living in this century, which will include us, our children, and our grandchildren, but beyond that we don’t care.

Another way to bring future consequences into focus without conventional discounting is by aggregating risks over time rather than expressing them in annualized terms. If we are concerned about what may happen over the next century, then instead of asking what the annual probability of abrupt global warming is, we might ask what the probability is that such an event will occur within the next 100 years. An annual probability of 1 in 1 million translates into a century probability of almost 1 in 10,000. That may be high enough—considering the consequences if the event occurs—to justify spending many billions of dollars to avert it.

§14.11 Cable Television: Problems of Copyright and Local Monopoly

A cable television system obtains its signals either from a master antenna that picks them up from nearby broadcast stations or from a microwave relay or satellite system that brings them in from a distant antenna that receives the signals of nearby broadcast stations. By bringing in distant signals the cable operator increases the number of different signals available in the local market in which it operates. The local broadcast stations do not like this because they lose viewers to the new signal and with them advertising revenues. The owners of the copyrights on the programs carried on the distant signal do not like (free) importation either. Although by enlarging the audience for the program broadcast by the originating station importation increases the royalties that the copyright owner can extract from that station, this gain is offset by the loss of royalties from the station carrying the program in competition with the cable system. Were the effects perfectly offsetting, the copyright owner would be indifferent to the cable operator’s importing distant signals. But importation prevents the copyright owner from offering exclusive rights to a station competing with the cable system, and exclusive program rights command a premium because they enable a station to differentiate its schedule from its competitors’ schedules. Put differently, nonexclusive broadcast rights can create a congestion externality (see §3.1 supra and especially the discussion of the right to exclusive use of one’s name and picture in advertising, in §11.4 supra).

There are two methods of regulating distant signals: private property rights (copyright) and federal regulation of cable television operations (by the Federal Communications Commission). The latter of course is our focus in this chapter. The FCC adopted limitations on importation. The Supreme Court held that importation is not a copyright infringement.1 The Court reasoned that the construction of a cable television system is like the erection of a very tall antenna by an individual viewer. The analogy does not illuminate the economic issue, which is the tradeoff between the social benefits from the increased production of copyrighted works that is brought about by giving the copyright owner greater protection and the social costs imposed by raising the marginal cost of using copyrighted works (see §11.5 supra), and notice the analogy to the optimal pricing of a natural monopolist’s output). The FCC’s consideration of the economics of distant signals was biased by the fact that the suppliants before it included the local television stations as well as the copyright owners. Competition is not a common law tort, but a regulatory agency may and often does give sympathetic consideration to the interest of a firm in being free from competition. The major brunt of cable competition, it was believed, would be borne by independent stations, mostly those using the UHF bands of the electromagnetic spectrum. Since the Commission in its allocation and licensing policies had for many years assiduously nurtured the growth of UHF television, it was naturally inclined to sympathize with the complaints of the UHF independents about competition from cable television.2

Another regulatory issue concerning cable television arises from the fact that a company wanting to provide cable television service must obtain a franchise from the municipal authorities. Its rates to subscribers may also be subject to regulation by the state public utility commission.3 Because the distribution by wire of television signals into the home resembles in its technical aspects local gas, water, and electric service—the standard examples of natural monopoly—it is not surprising that there is widespread support for regulation of subscriber rates. But an alternative approach, based on contract law, may be superior.

Any number of companies can build and operate a cable television system anywhere in the country. Were there no entry limitations, we would expect several companies to vie for the privilege of serving each community in which there was a substantial demand for cable television. The company that offered the best package of price and service would sign up the most customers, and if local cable television service really is a natural monopoly, that company would have lower average costs than its competitors and would drive them from the market.

At this point the successful firm would have a monopoly. Would the subscribers therefore be at its mercy? Not if the promised level of price and service had been specified in a contract with each potential subscriber—and competition among rival aspirants to the local market should assure that potential subscribers would receive a binding contract. Nor would the process of determining which firm would prevail impose substantial costs in the form of duplicate facilities that turned out to be redundant. No firm would begin building its cable grid until after a period of solicitation, and if that period revealed a strong consumer preference for one firm the others would sell their subscriber contracts to it. If the period of solicitation revealed no strong preference for one firm, and each had subscribers scattered throughout the market, the firms presumably would exchange subscribers until each had a compact market area to serve.

The costs of contracting could be quite high, making a pure contract approach unsatisfactory. The successful provider would be difficult to dislodge, so a consumer would need a long-term contract to avoid being exploited; but it would be impracticable to specify and enforce the price and other terms of the contract over a long period of time,4 relative to the stakes involved, which for each subscriber would be small. But there is a regulatory approach that preserves the essential elements of the contractual approach. Acting as the contracting agent of its residents, a municipality could solicit bids from competing applicants for the cable television franchise (or franchises). It would compare these bids and enter into a firm contract with the applicant that promised the best combination of low price and generous service. If it found it difficult to choose between different price-service packages, it might poll the residents following a campaign by the applicants.

The modified contractual approach may seem quite like the existing system of cable franchising, for the franchisee is usually chosen from among several applicants. The difference is that under the present system the municipality ordinarily does not aim at obtaining the best possible contract for the subscribers, but rather at extracting concessions from the franchisee as the price of permitting it to charge a monopoly price. A typical cable franchise will provide that the franchisee must remit a percentage of its gross revenues to the municipality and also dedicate a certain number of channels, free of charge, for municipal services such as education. The residents gain something as taxpayers from the franchise, but they lose as consumers. They pay a monopoly subscription rate that is higher, because of the concessions, than it would be if the cable television company were an unfettered monopolist, let alone a company contractually obligated to provide service at a price equal to cost. This is illustrated in Figure 14.5, which compares the monopoly price with and without a gross receipts tax.5 The example points out the difference between taxation by regulation and consumer welfare maximization by contract.6
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If common law contracting (with perhaps some regulatory overlay) is a possible answer to the regulation of cable television, why is it not a possible answer to the regulation of other natural monopolies, and hence an alternative to the elaborate regulatory system discussed in the preceding chapter? In fact, franchise regulation was the regulatory system used in the early days of electrical distribution, street railways, and telephone services—all grid-type services like cable television. It was a dismal failure, however, mainly, it seems, because the franchising authorities did not in fact represent the consumer interest and hence failed to play the role of buyer in the conventional contract.

In addition to this political problem, there is a purer economic problem that harks back to the discussion of landlord-tenant contracts in Chapter 3 (see §3.10 supra). The franchise has to have a fixed duration, because it is impossible to fix sensible terms (price, service, etc.) for the indefinite future. Suppose the optimal duration is shorter than the useful life of many of the assets of the franchisee (rights-of-way, etc.). At the end of the franchise term there will be a bilateral-monopoly problem. The cost to the franchisee of removing the assets will be very high (in particular because they may have little or no value in other uses), but the cost to the franchisor of replacing the assets may also be very high. A simple solution would be to vest the assets in the franchisor at the end of the term. But then, just as with tenant improvements that escheat to the landlord at the end of the lease, the franchisee will underinvest. A better alternative, found in many cable television ordinances, is to establish at the time of franchising a formula for pricing the franchisee’s assets at the end of the franchise term.7

§14.12 Selling Highways

A parallel to the contract approach to regulating cable television is presented by a growing movement to privatize the nation’s toll roads. The State of Indiana recently leased the Indiana Toll Road—a 157-mile-long highway in northern Indiana that connects Illinois to Ohio—to a Spanish-Australian consortium for 75 years for $3.8 billion, to be paid in a lump sum.

The idea of privatizing toll roads is an attractive one from an economic standpoint. Private companies have both a strong financial incentive and also competitive pressure to try to minimize their costs—factors that operate weakly or not all in the case of public agencies—and their pricing and purchasing decisions, including decisions regarding wages and labor relations, are not distorted by political pressures and corruption, provided that society has effective institutions for minimizing political interference (which breeds corruption) in private markets. Not that these conditions are easily or costlessly attained. The high incidence of price fixing in highway construction and maintenance is attributable in part to bidding rules that in endeavoring to prevent corruption facilitate bid rigging. For example, if to prevent corruption contracts are always awarded to the low bidder, a bid-rigging conspiracy will always know whether one of its members is cheating, if the low bidder, who gets the contract, was not the bidder that the conspiracy assigned to make the low bid. When cheating on a conspiracy is readily detectable, cheating is less likely and therefore the conspiracy more effective.

But privatization of toll roads creates a problem of monopoly. Drivers who do not have good alternatives to using the toll road can be made to pay tolls that exceed wear and tear, congestion effects, social costs of pollution, and other costs of the road, engendering inefficient substitutions by drivers unwilling to pay those tolls. This point should lead us to ask what exactly Indiana was selling when it leased the toll road for $3.8 billion. The higher the tolls and the greater the lessee’s freedom to raise them in the future, the higher the price that the state can command for the lease. If the lease placed no limitations on tolls, the state would be selling an unregulated monopoly. If the lease could constrain the lessee to charge tolls just equal to the cost of operating the toll road (including maintenance, repairs, snow removal, lighting, and the collection of the tolls), the market price of the lease would be significantly lower. To the extent that the state wants to maximize its take from the lease, it will be creating allocative inefficiency by conferring monopoly power on the lessee, as we saw in the case of cable-television franchises.

It is difficult to determine whether the $3.8 billion price tag for the Indiana Toll Road is the competitive or the monopoly price. On the one hand, the lessee is forbidden to raise the tolls until 2016 (for passenger cars—tolls for trucks were raised in 2010) and then only by the highest of 2 percent a year, the consumer inflation rate (CPI), or the annual increase in GDP. On the other hand, the tolls were raised significantly just before the lease, and allowing the operator in 2010 to begin raising toll rates annually by the increase in GDP may confer windfall gains, since the cost of operating the toll road may not increase at so high a rate.

But the monopoly concern is not a compelling objection to the leasing of the toll road, since all feasible taxes have monopoly-like effects in the sense of driving a wedge between cost and price. (This qualification is also applicable to the critique of high franchise fees for cable television.) Suppose the lease price would have been only $2 billion had the state imposed more stringent limitations on toll increases. Then the state would have $1.8 billion less in revenue and would presumably make up the difference by increasing tax rates or imposing additional taxes, and these measures would have allocative effects similar to those of higher tolls charged by the lessee of the toll road. If the monopoly issue is therefore considered a wash, the principal effect of the lease will be the positive one of reducing the quality-adjusted cost of operating the toll road.

Opponents argue that privatization, at least when it takes the form of a sale or long-term lease of government property for a lump sum, beggars the future by depriving government of an income-producing asset. Indiana is not discarding an asset, however, but merely changing its form: from a highway to cash. But given the truncated horizons of elected officials, there is a danger that the state will not invest the cash wisely for the long term, but will squander it on short-term projects. Indeed, Greece is accused of having sold lucrative national assets for cash that it spent rather than invested, and as a result has diminished income with which to meet its staggering financial obligations. Closer to home, public pension funds are notoriously underfunded because officials project unrealistically high returns on investment, allowing them to predict that small annual investments will grow rapidly.

A final point is that congestion is likely to be less on a privately owned toll road than a publicly owned one. The public entity will probably be more sensitive to complaints from drivers who prefer congestion to heavy tolls, because those drivers are voters and outnumber drivers whose high cost of time (implying that they have higher incomes) makes them willing to pay a premium for reduced congestion.
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        Problems

 1.    Would a subsidy to a firm designed to defray the cost of reducing its emission of pollutants have the same allocative and distributive effects as a regulation requiring the reduction, without any compensation? Hint: What would be the effect of the subsidy on the industry’s output?

 2.    If transaction costs between copyright holders and cable television companies were low, would the FCC’s distant signal rules have had any effect on the output of copyrighted material? Would it have made a difference if many of the copyrights had been owned by television networks, each of which owns several television stations?

 3.    As noted in Chapter 11, the makers of home video recording equipment are not required to pay copyright royalties to the owners of copyrighted television programs, having been held not to be contributory infringers. The copyright owners have proposed that the federal government impose a tax on the sale of video recorders and video cassettes and distribute the revenues from the tax to the copyright owners in proportion to their shares of the television audience, the shares to be recalculated periodically. Evaluate the economic properties of the proposed scheme in comparison to copyright liability.

 4.    Evaluate the following proposition: We have at hand an excellent example of a feasible and effective regulatory tax on harmful externalities to use as a model for a pollution tax—the excise tax on alcoholic beverages.

 5.    Smokers might attach different values to three policies, each of which is expected to reduce the expected number of deaths from lung cancer by, say, one half: making cigarettes safer, reducing the number of smokers, and reducing the lethality of lung cancer. Does this mean that cost-benefit analysis cannot yield a unique valuation of the value of the life of an individual who smokes?
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CHAPTER 15



CORPORATIONS, SECURED AND UNSECURED FINANCING, BANKRUPTCY1

§15.1  The Nature of the Firm

Transaction costs—the costs involved in organizing economic activity through voluntary exchange—are a recurrent theme of this book. Here it is used to explain why so much economic activity is carried on by firms rather than by individuals.1

Contrast two methods of organizing production. In the first, the entrepreneur contracts with one person to supply the component parts, with another to assemble them, and with a third to sell the finished product. In the second, he hires them to perform these tasks as his employees under his direction. The first method of organizing production is the traditional domain of the market in economics and of contract law in law, the second that of the firm in economics and master-servant law in law. The essence of the first method is that the entrepreneur negotiates with each of the three producers an agreement specifying the price, quantity, quality, delivery date, credit terms, and guarantees of the contractor’s performance. The essence of the second method is that the entrepreneur pays the producers a wage—a price not for a specific performance but for the right to direct their performance. Supervisory employees direct the work of subordinate employees rather than buying their output as in a market system.

Each method has its costs. The first, contract, requires that the details of the supplier’s performance be spelled out at the time of signing the contract. This may require protracted negotiations or elaborate bidding procedures; and should changed circumstances require modification of any aspect of the agreed-upon performance, the agreement must be renegotiated. The second method, the firm, involves incentive, information, and communication costs. Since the employee (or team of employees) is not paid directly for his output, he has less incentive to minimize his costs. And information about costs and value is obscured in the firm since the employees do not bid for the various resources they use in production, a process that would indicate where those resources could be employed most valuably; in other words, the information impounded in prices is lost. And since the firm’s activity is directed by the employer’s orders, a machinery for minimizing failures of communication up and down the chain of command is necessary—a machinery that is both costly and imperfect. In sum, the contract method of organizing economic activity encounters the problem of high transaction costs, the method of organizing economic activity through the firm the problem of loss of control.

It is the control problem, or as it is called in modern economics the problem of agency costs (the costs to the principal of obtaining faithful and effective performance by his agents), rather than the law of diminishing returns, that limits the efficient size of firms.2 Diminishing returns limit merely how much of a single product a firm can produce efficiently.3 Because the span of supervision by one person is limited, the more employees a firm has, the more supervisors it requires; and the more supervisors it has, the more supervisors of supervisors it needs because the span of control is limited at every tier of the hierarchy. So as an organization expands, the layers of supervisors have to multiply. The unavoidable by-products of the lengthening hierarchy of an expanding organization include delay in executing orders, loss of information, attenuation of the directions emanating from the top, and in short a weakening of control and coherence. And the larger the organization, the more difficult it will be to correlate the work of a particular employee with the value of the organization’s output, and so the employee’s incentives will fall farther out of alignment with those of the firm. Employees will have greater scope to engage in behavior that serves their own interests but not those of the firm; in other words, agency costs will rise.

Agency costs take many forms; slacking off is just one. Another is “influence activities”—activities by which agents try to influence the decisions of their principals, for example, by flattery, by being a “yes man” and not “rocking the boat,” by doing personal favors, by making alliances with coworkers, and by jockeying for promotion; the agent may even try to assist his immediate supervisor to subvert the top layer of management. A related agency cost is hoarding information to make oneself indispensable and reduce the output of one’s competitors in the organization.

The extent of influence activities and related careerist maneuvers may be related to the rate and direction of change in the size of an organization. If it is growing, such activities should diminish because promotion opportunities are better. If the organization is shrinking, the activities should increase. And shrinkage will cause careerist activities that diminish productivity to increase, further shrinking the organization if it is competing in a market.

Since the purpose of an organization is to coordinate activity, it is natural to think that an organization is a more efficient method of coordination than leaving things to private ordering—markets, tacit agreements, bargaining, give-and-take, social networks, customs, and the like. Surely, it seems, a central planner could coordinate economic activity better than the market can do, with its business cycles, unemployment, and other symptoms of disequilibrium. But as Friedrich Hayek famously argued4 and the collapse of communism confirmed, this commonsensical idea is fallacious. The principal reason is that knowledge, especially knowledge of how to do something rather than of facts or procedures that can be communicated as a set of directions, is difficult to transfer. As a result, the manager of a complex system is unlikely to have all the information he needs in order to be able to exercise control intelligently. Hence the importance of decentralized methods of coordination, such as the economic market, in which dispersed knowledge—each individual consumer’s knowledge of his needs and opportunities, each individual seller’s knowledge of his costs, his suppliers, his customers—is aggregated by the price system. If, discovering that a particular input needed for the manufacture or distribution of his product is likely to become scarce, a seller buys up a large quantity of the input and stores it, his action forces up the input price, and the higher price induces other users to economize on their use of it and by thus increasing their costs leads them to raise the price they charge for their product, thereby in effect communicating the information about higher input costs to the entire market. Price operates as a method by which private information is diffused throughout a market and ultimately throughout the entire national and world economy. Price impounds information.

To prescribe contractually what agents must do in all potential states of the world would be prohibitively costly. Instead organizations rely on a set of common norms, understandings, customs, and perspectives that substitute for explicit contracting and thus enable cooperation on dimensions of performance that cannot be prescribed by formal directives. This set of informal binding elements (compendiously, the organization’s “culture”) includes codes and other shared specific human capital that facilitates communication and coordination among agents. Unfortunately, an organizational culture that is optimal in its current environment may become suboptimal when the environment changes, yet adaptation to the new environment may be difficult because once information channels and other organizing elements are created, an investment has been sunk that will constrain the organization’s reaction to a new environment. Change is especially hard because an organization’s culture is diffused throughout the organization rather than concentrated in one place (an employment manual, for example) where it could be changed at a stroke. Hence there is a tendency to organizational conservatism.

§15.2  The Different Kinds of Firm

The theory of the firm tells us why so much economic activity is organized in firms but not why most firms are corporations. A clue is that firms in which the inputs are primarily labor rather than capital often are partnerships or individual proprietorships rather than corporations. The corporation is primarily a method of solving problems encountered in raising substantial amounts of capital.1

How does the entrepreneur who has a promising idea for a new venture, but either lacks the necessary capital or doesn’t want to put it at risk, go about raising capital? Borrowing all of it is probably out of the question. If the riskless interest rate is 6 percent but the venture has a 50 percent chance of failing and having no assets out of which to repay the loan, the lender, if risk neutral, will charge an interest rate of 112 percent.2 The high interest charge, plus amortization, will impose a heavy fixed cost on the venture from the outset. This will increase the danger of failure (see §13.8 supra)—and in turn the interest rate.

These difficulties could in principle be overcome by careful and imaginative drafting of the loan agreement, but the transaction costs might be very high. An alternative is for the entrepreneur to admit a partner to the business who is entitled to receive a portion of the profits of the venture, if any, in exchange for contributing the necessary capital to it. The partner’s compensation is determined automatically by the fortunes of the business. There is no need to compute an interest rate although this is implicit in the determination of the fraction of any future profits that he is to receive in exchange for his contribution. Most important, there are no fixed costs of debt to make the venture even riskier than it inherently is; the partner receives profits only if earned.

There are still problems. A partnership can be dissolved by, and is automatically dissolved on the death of, any partner. The impermanence of the arrangement may deter the commitment of large amounts of money to an enterprise in which it may be frozen for years. The partners may be able to negotiate around this hurdle but not without incurring transaction costs that may be high. Moreover, to the extent that they agree to limit the investing partner’s right to dissolve the partnership and withdraw his money, the liquidity of his investment is reduced and (as we shall see later in this chapter) he may be placed at the mercy of the active partner. The investment is locked in, in much the same way that a franchisee can lock himself into the franchise with a dedicated investment, such as building a facility that is worth much less in any alternative use.

Since each partner is personally liable for the debts of the partnership, a prospective investor will want to figure out the likely extent of the enterprise’s potential liability, or even to participate in the actual management of the firm to make sure it doesn’t run up huge debts for which he would be liable. Yet the risk of indefinite liability would remain. In principle, the enterprise could include in all its contracts with customers and suppliers a clause limiting its liability to the assets of the enterprise (some business trusts do this). But the negotiation of such waivers would be costly. And it would be utterly impracticable to limit most tort liability in this way. Nor, as we shall see, is insurance a complete answer.

The problems of partnership arise from the firm’s need for more capital than the workers (the active partner, in our example) can be expected to supply. A firm that doesn’t need outside capital is likely to be organized as a partnership or sole proprietorship rather than as a corporation, because the advantages of the corporate form lie primarily in overcoming the problems that a partnership or a proprietorship would encounter in trying to raise capital from investors.

Another type of firm is the nonprofit—the typical organization form for religious sects, private colleges and universities, and most other charitable foundations. Because a nonprofit firm is forbidden to distribute any excess of revenues over costs as profits, a firm that wants to have profits will not organize in the nonprofit form. The fact that a firm has chosen that form is therefore an indication that it wants to maximize something other than profits, presumably its output. The point is not that a price that does not have a profit component will be lower and so will evoke a greater demand for the firm’s product or service. It probably will not be any lower—if the firm has to pay for its capital; for it is a detail whether the payment takes the form of interest on the one hand or dividends plus appreciation of the firm’s stock on the other hand. The key to a charity’s ability to sell its output cheap (or give it away) is that its capital is donated. The resulting increase in the utility of the objects of charity enters into the donors’ utility functions; they are altruists, deriving a nonpecuniary benefit from their donations that is in lieu of a financial return on their investment and is the incentive for the choice of organizational form.

The donors to the nonprofit corporation thus correspond to the shareholders of a for-profit corporation. If they do not control the nonprofit’s board of directors and the board does not need to seek new donations in order to keep going, there is the serious problem of agency costs discussed in §15.1 supra. But if a continuous flow of donations is required, and if in addition the nonprofit corporation has paying consumers—both being conditions fulfilled by colleges and universities—the incentives for efficient operation do not seem markedly weaker than in the case of for-profit corporations. For on these assumptions the nonprofit faces competition in both the capital market (where it is like a business firm that must raise new capital every year—which most business firms do not) and the product market.

But one must be careful not to overemphasize the altruistic motive in donations to nonprofits. Donations to nonprofits often are intended to display the donor’s wealth, give the donor publicity, give him or her a reputation for altruism that earns respect or even admiration, or promote political ends that if achieved would benefit the donor financially. Donations to colleges and universities are often motivated by hope of inducing the institution to admit the donor’s children. Donors may make contributions to nonprofit institutions that conduct research in diseases that the donors suffer from or fear getting. Donations to religious organizations may be motivated by fear of damnation or hope of salvation. Some charitable donations are tax-avoidance gimmicks. And nonprofits’ employees often have motives identical to those of employees of profitmaking firms. From the inside, for example, university administration is a career much like any other.

The partnership is a type of workers’ cooperative, but the term “workers’ cooperative” is more often used to denote a conventional capital-intensive business that happens to be owned by the workers. In a true workers’ cooperative, the workers are the residual claimants to any profits of the enterprise, capital being raised by a combination of borrowing at fixed interest rates and of retaining earnings. The standard objection is that the enterprise is bound to be undercapitalized because the workers have a shorter time horizon than the enterprise. A worker would not want his earnings reduced to finance a project that will not yield profits until after he retires.

Might there be offsetting advantages to the cooperative form? It has been argued that “environmental protection tends to harmonize more with the interests as well as the ideals of worker-managed firms than with the interest of capitalist firms,” since “workers, unlike capitalists, have to live in the communities where they work and so must live with the pollution they create.”3 But if “workers” include office workers as well as factory workers, or if a firm has several or many factories only some of which pollute, the majority of worker-owners may not be exposed to the firm’s pollution. Even if they are, and thus have more to lose from pollution than the firm’s shareholders do, they also have more to lose (their jobs) from pollution-control measures than shareholders do. By raising the firm’s costs, such measures may make the firm less competitive and force it to curtail its output or even fold. The northwest plywood cooperatives, the principal “success story” of worker-owned firms in the industrial sector in the United States, have, according to an admirer of worker-owned firms, the same dirty, noisy, and dangerous working conditions as capitalist sawmills.4 Furthermore, they have virtually disappeared.5

The problem of the worker’s foreshortened horizon would be less serious if workers owned tradable or redeemable stock in their cooperative. This is the insight behind the Employee Stock Ownership Plan (ESOP), a device whereby an employee’s benefits plan is permitted to invest its assets in the shares of the employer, which is organized as a conventional business corporation. (Some 8 million workers are employed by ESOPs—many more than by conventional workers’ cooperatives.) The value of the shares of the employer’s stock held by the ESOP impounds the employer’s discounted future earnings, including earnings after the current employees quit or retire. So if those earnings are truncated by adoption of the kind of “full employment” policy that would be attractive to a conventional workers’ cooperative, the employee-owners are hurt in their capacity as stockholders. It is true that the value of their jobs may exceed the diminution in the value of their shares that such a policy would cause. And therefore the ESOP form would dilute rather than eliminate the inefficiencies of the conventional workers’ cooperative—were it not that ERISA (the Employee Retirement Income Security Act) requires that an ESOP be administered by a trustee forbidden to consider any interest other than that of the plan’s beneficiaries qua beneficiaries, that is, as shareholders, not employees.6

The argument for the ESOP (and the stated purpose of the tax breaks for owning stock in an ESOP) is that by giving workers a larger stake in their company’s fortunes it conduces to “broadening ownership of capital within a capitalist system,” to the end of “encouraging capital formation through an improved form of finance, improved management-labor relations, and increased productivity.7 What makes it an “improved” form of finance? Nothing. It merely provides a tax incentive for investing, and is thus equivalent to reducing taxes on capital gains or dividends. But it can smooth labor relations by giving the workers a stake in the company’s profits, which could moderate their wage demands; and it could operate as an antitakeover device if workers were afraid that an acquiring firm would lay off workers or reduce wages or benefits.

The big disadvantage of the ESOP form is the serious risk of underdiversification, discussed in the next chapter.

Some enterprises that could be organized as conventional business firms are instead owned and operated by the government; we considered the example of toll roads in §14.12 supra and saw why such enterprises are likely to be less efficient than normal business firms.

§15.3  The Corporation as a Standard Contract

The corporate form is the normal solution that the law and business practice have evolved to solve the financing and accountability problems of partnerships. The corporation’s perpetual existence obviates the need for a special agreement limiting withdrawal or dissolution. The shareholder’s liability for corporate debts is limited to the value of his shares (“limited liability”), and passive investment is further protected by a complex of legal rights vis-à-vis management and any controlling group of shareholders and by the fact that the ownership of a corporation is denoted in fractional shares normally of small value that can be, and in the case of the larger corporations are, traded in organized markets, assuring (in the case of tradable shares) the liquidity of the owners’ interests. The corporate form enables an investor to make small equity investments, to reduce risk through diversification (see §16.1 infra), and, if it is a publicly traded company, to liquidate his investment quickly and cheaply. Without limited liability, a shareholder, like a partner, would not even be allowed to sell his shares without the other shareholders’ consent, since if he sold them to someone poorer than he, the liability risk to the other shareholders would be increased.

Limited liability is a means not of eliminating the risks of entrepreneurial failure but of shifting them from individual investors to the corporation’s voluntary and involuntary creditors—it is they who bear the risk of corporate default. Creditors must be paid to bear this risk.1 Why might the investor want and be able to shift a part of the downside risk of business failure to the lender, given that he must compensate him for bearing any added risk? The lender may be the superior risk bearer. A bank, for example, is in a better position to appraise the risk of a default than the average shareholder is. The bank is a specialist in risk appraisal. The shareholder may know little or nothing about the business in which he has invested and may face high information costs of finding out. And if he is an individual the shareholder is likely to be more risk averse than the bank, which can eliminate or greatly reduce the risk of loss on a particular loan by holding a diversified portfolio of loans. It is true that shareholders can offset any risks incurred by a corporation in which they invest by holding a diversified portfolio of securities; but this is because there is limited shareholder liability. Without it, even a shareholder who held a diversified portfolio of securities would not be protected against the risk of being forced to give up all his wealth in order to make good the debts of one of the corporations whose shares he owned. He would face a painful tradeoff between holding an underdiversified portfolio and being unable (because of the number of stocks in the portfolio) to monitor the individual companies for whose debts he might as a shareholder be liable. A lender, moreover, controls his exposure—his maximum exposure is the amount of the loan. The shareholder, if liable for the corporation’s debts, could not control his exposure because he could not limit the amount of borrowing by the corporation.

Granted, a large shareholder may be in a better position to evaluate and monitor the risk of corporate default than a small trade creditor. The latter, however, can usually protect himself by selling to many different customers and by extending credit to a given customer for only a short time. And even a large shareholder would probably not monitor optimally, because his efforts would be conferring an uncompensated benefit on the other shareholders.

The case for limited liability is not conclusive. By reducing the assets available to pay back creditors, limited liability raises the borrowing costs of corporations. The shareholders can, however, waive their limited liability. Limited liability is merely a default rule, and a reasonable one since most shareholders would be unwilling to surrender limited liability in exchange for a higher expected return on their investment (higher because the firm’s borrowing costs would be lower).

It might seem that limited liability would enable a business to externalize the risk of failure.2 The voluntary lender, however, is compensated for the risk of default by the higher interest rate that the corporation must pay lenders by virtue of its limited liability. He is also free to insist as a condition of making the loan that the shareholders personally guarantee the corporation’s debts, or insert in the loan agreement other provisions limiting the lender’s risk. Any resulting reduction in the risk of default will, however, reduce the interest rate; the creditor who wants more security against default must pay for it.

Because the interest rate will reflect the risk of default as that risk is estimated when the loan agreement is signed, there is a danger that later the corporation will increase the risk of default, for example, by obtaining additional loans or by transferring assets to its shareholders without full consideration. By doing these things a borrower unilaterally reduces the interest rate it is paying for the loan, a rate negotiated with reference to an anticipated level of risk that is lower than has come to pass. Anything that increases the borrower’s debt-equity ratio will increase the likelihood of default, because debt charges are fixed costs to the firm and cannot be reduced if business adversities reduce its revenues.

Why would the firm deliberately increase the risk of its defaulting? This way of posing the question is misleading. The firm does not want to default. It wants to increase its expected return—but it can do this by running a higher risk of default. Suppose it has a choice between two investment projects involving the same outlay. One has an expected return of 25 percent but is risky, and to finance it the firm would have to borrow at 15 percent, making the firm’s net expected return 10 percent. The other project is less risky but has an expected return of only 18 percent (on the positive correlation between risk and return, see next chapter), and because it is less risky the firm could borrow for the project at 10 percent, making the net expected return to the firm 2 percent less (that is, 8 percent versus 10 percent for the riskier project). Assume that 2 percent is all the risk premium that the owners of the firm demand for investing in the riskier project, and now suppose that the firm borrows the money required for either project (remember they cost the same) from a lender who expects the money to be invested in project 2. By diverting this 10 percent money to project 1, the riskier project, the firm can raise its net expected return to 15 percent.

This strategy does not depend on the existence of alternative investment projects. Suppose the 10 percent interest rate reflects an equity cushion; that is, it is low because the risk of failure will be borne largely by the shareholders. By eliminating the cushion after getting the loan, the borrower increases its expected return without having to compensate the lender for the added risk. The expected return is higher because the return is spread over fewer dollars of equity. Suppose the project is expected to yield a profit of $1 million. If there is $10 million in equity this translates into a 10 percent return; if only $5 million (because the shareholders have returned half to themselves in dividends and borrowed to replace it), it translates into a 20 percent return.

This maneuver would fail if the original lenders could raise their interest rate to reflect the added risk (see §16.2 infra). But since the probability that the borrower would deliberately attempt to increase the riskiness of the loan would be difficult to quantify, the lender is unlikely to rely for his protection entirely on a higher interest rate—especially since the higher rate would increase the risk of default, by increasing the borrower’s fixed costs. To gain access to the loan market at reasonable rates in these circumstances, it might be in the corporate borrower’s own interest to disable itself from such opportunistic behavior by agreeing to limit its freedom of action—for example, by limiting both its total indebtedness and the amount of dividends that it can pay during the term of the loan, “dividend” being broadly defined for these purposes to include any transfer of corporate assets for less than full market value; or by agreeing to maintain a specified minimum capitalization.

One function of contract law, we discovered in Chapter 4, was to economize on transaction costs by supplying standard contract terms that the parties would otherwise have to adopt by express agreement; it should be clear by now that the same is true of corporation law. For example, the rules of corporation law limiting the payment of dividends to the amount of earned surplus shown on the corporation’s books give creditors some protection against attempts by corporate borrowers to increase the risk of default after the loan has been made—protection, we have seen, that in the absence of a legal rule creditors would probably write expressly into each loan contract.

The contract analogy breaks down in the case of involuntary extensions of credit, as when a pedestrian is struck by a moving van in circumstances making the moving company liable to him for a tort. Since the parties had no opportunity to transact in advance around the provisions of corporation law, the pedestrian will not be compensated for bearing the default risk created by the moving company’s limited liability.

Even where the context is one of voluntary transacting, the costs of explicitly negotiating the extent of liability may be high in relation to the stakes involved. The slight probability that an employee will be seriously injured on the job, when multiplied by the further probability that the employer will lack sufficient assets to satisfy the employee’s claim for workers’ compensation, may be too small to warrant inclusion of an express provision in the employment contract to cover that contingency (for example, an employer’s bond). Whatever term is implied as a matter of corporate or bankruptcy law will control the parties’ relations even if it is contrary to what the parties would have negotiated in a world of zero transaction costs. But there is a difference between this and the previous accident case: The wage rate can adjust to compensate the worker for the risk of nonpayment of any compensation claim that he may some day have against his employer. There will be no compensation for the pedestrian, because he has no actual or potential contractual relationship with the corporation.

Given that limited liability may generate external costs because a corporation may have involuntary creditors (not only tort victims, but also tax and regulatory authorities) and that bankruptcy is a source of social cost rather than merely a method of transferring wealth to and among creditors, it is arguable that the government should take a more active role in assuring the solvency of corporations. This could be accomplished by requiring that a corporation maintain a fixed ratio of equity to liabilities and by limiting the corporation’s right to engage in risky enterprises. This is the regime in banking (discussed in the next chapter) and in European corporate law. In both instances, however, there is continuous regulatory scrutiny of the corporation by an administrative agency (though it failed to prevent the financial collapse of 2008, discussed in the next chapter), a statist solution that has thus far been resisted in most nonfinancial industries in the United States.3

§15.4  Corporate Debt and Secured Debt

We have thus far taken for granted that corporations will have debt as well as equity—creditors as well as shareholders. To some extent this is inevitable; a corporation cannot avoid the possibility of becoming an involuntary creditor as a result of a tort committed by an employee in the course of his employment. But this is the type of risk that can be minimized (though, as we shall see, not eliminated) by insurance. If corporate debt is inessential, it becomes unclear why limited liability is necessary. For if corporations just had equity capital, so that they couldn’t default on loans, the only thing at risk, unless the corporation committed a tort, would be the stockholders’ capital contributions; and tort liability is insurable.

There are several reasons why corporations have debt as well as equity in their capital structures, though one reason has been challenged: that it increases the stockholders’ rate of return by making their investment a leveraged one. We examine the challenge (and the rebuttal to it) in the next chapter.

Another explanation is that a mixture of equity and debt capital enables the corporation to provide different risk-return packages to meet the varying preferences of investors (a term here used broadly to include lenders as well as shareholders). Investment in a corporation that has only equity capital provides a uniform expected risk and return for all investors. As soon as the corporation borrows, the expected risk and return to the shareholders will rise; they will now have a leveraged investment. But even if the debt-equity ratio is very high, the creditors will have a less risky investment than would the shareholders in an all-equity company, because creditors lose none of their investment until the shareholders’ investment is wiped out. Secured creditors are in an even better position. All they have to worry about is the value of the specific assets earmarked to repay their loans; unless that value falls below the value of their loans, they don’t have to worry about the corporation’s going broke. (“Liens pass unaffected through bankruptcy,” as lawyers say—with some exaggeration, however—as it is not costless to enforce a lien; and if the value of the lien is less than the creditor’s claim, he will want to file the claim in bankruptcy in the hope that some of the excess of the claim over the value of the lien will be made good from the debtor’s unsecured assets.) This means that they save on the costs of monitoring the corporation’s performance; they don’t have to value the firm—they only have to value the security. But in consequence their expected return is lower than that of unsecured creditors, who bear greater risk and monitoring costs, and is much lower than that of the shareholders.

The presence of other creditors makes the phenomenon of secured lending puzzling in the corporate context. Security reduces a creditor’s costs of assessing risk and monitoring the borrower’s actions and so reduces the rate of interest that he demands. But at the same time, by reducing the pool of assets available to satisfy the claims of other creditors, the earmarking of assets for the secured creditor raises the interest rate that the borrower must pay the unsecured ones. The qualification “in the corporate context” is important. Secured lending is not a puzzle in the consumer context—in the financing of a home or a car, for example. The consumer is unlikely to have other major creditors. But a corporation is; so how is it made better off by borrowing on a secured basis?

The answer may lie in the difference between risk-assessment costs and monitoring costs (creditor information costs), on the one hand, and the creditor’s expected loss in the event of a default, on the other. Secured credit reduces secured creditors’ information costs while not raising, and possibly even reducing, unsecured creditors’ information costs. If all creditors are unsecured, no creditor knows where he stands. The first lender to extend credit to the corporation does not know the risk of default because he doesn’t know how much money the corporation will borrow from other lenders. Each subsequent creditor except the last (he will know he’s the last if the loan limits the borrower’s obtaining additional credit, which would impair the borrower’s solvency) is in the same position. But suppose some of the creditors are given security interests in assets of the corporation, which they can seize and sell in the event of a default, repaying themselves out of the proceeds of the sales. These creditors will have a better idea of the risk of not being able to collect the money owed them. Their information costs will therefore be low, while the information costs of the unsecured creditors will be no higher than before, and may be lower, because both the pool of unsecured creditors and the pool of assets available to satisfy the unsecured creditors will be smaller.

The point is that security and creditors’ information costs are substitutes. If information costs vary across creditors, some will want security and others, perhaps specialists in risk assessment and monitoring,1 will be content to do without it.

There is a danger that a corporation will take on too much secured debt. The reason is that some unsecured creditors cannot protect themselves against the enhanced risk of noncollection that secured credit creates for them. Involuntary creditors are the obvious example, but voluntary creditors with high credit information costs are another example. Using the previous numbers, we can see that if the corporation that initially has only unsecured creditors could substitute secured debt for half its unsecured debt without having to pay a higher risk-of-default premium to its remaining unsecured creditors, it would be better off even if there were no net reduction in creditors’ information costs—indeed, even if those costs rose (provided that the rise was less than half a percent). It has been suggested that to prevent corporations from taking on inefficient amounts of secured debt, the absolute priority of secured creditors over unsecured creditors should be modified.2

Corporate debt reduces risk-assessment and monitoring costs in another way. The lender’s return is fixed in advance, so all he has to worry about is the corporation’s insolvency; he doesn’t have to worry about whether the corporation will succeed in maximizing its profits. Corporate debt thus enables investment in the corporate sector by investors who would find it too costly to monitor business performance in depth. This point is mainly confined to small corporations, however, for in large ones the shareholders too are, as we know, passive investors, being protected in their passivity by limited liability and by the ability to diversify their holdings across corporations. The latter protection will not, however, prevent the shareholders from being “taken” by the corporate managers, a problem to which we will turn shortly.

We can turn the question around and ask why a corporation has shareholders rather than just creditors, since investors are really just a type of creditor. The answer is that there is an ineradicable uncertainty about the level of profits, and the shareholders are simply the investors who have agreed to be the recipients of this uncertain stream of earnings rather than negotiating for a fixed return. They accept a higher risk in exchange for a higher expected return, and they can buffer the risk by holding a diversified portfolio of securities. By having shareholders and creditors (as well as different types of creditor), the corporation caters to different preferences of persons who have money to invest (or lend, which is a form of investing).

The shareholders’ status as the residual risk bearers should help us see why the actual management of the corporation—the board of directors and the officers that it hires and supervises—is chosen (until insolvency, at any rate) by the shareholders rather than by the creditors. The creditors do not have the correct economic incentive—to maximize the value of the corporation—because they have no claim to the upper tail of the distribution of possible earnings. Suppose the creditors are owed 100 and there is a corporate strategy that will make the corporation worth 101 with certainty, but alternative strategies that will make it worth 90 with a 10 percent probability and 200 with a 90 percent probability. The expected value of the corporation is much greater in the second scenario—189 ((90×.1)+ (200×.9)=189) versus 101—but the creditors, if they’re running the corporation, will choose the first strategy.

This is a problem of agency costs and is reduced but not completely solved by vesting control of the corporation in the shareholders. No individual shareholder may have an incentive to spend time and money monitoring the performance of the people managing the company, because the benefit of his efforts would accrue mostly to the other shareholders. This would matter even if the cost of monitoring were slight, for although in that event the benefit to a single shareholder might exceed that cost, each would be tempted to hang back in the hope that another would step into the breach. The free-rider problem is exacerbated if the costs of monitoring exceed the benefits to any one shareholder but are lower than the benefits to all. And this is likely to be the case, since the costs of monitoring the managers of a large corporation are substantial.

One way to keep managers in line without monitoring by individual shareholders is to hire people to watch the managers. Boards of directors and auditors do this—so do large holders of corporate debt, since by virtue of lending money to the corporation they obtain a stake in its success. Although it is a smaller stake than that of the shareholders, it may be concentrated in fewer hands, making the free-rider problem less acute.

Still another way to keep managers in line is to maintain a nontrivial risk of bankruptcy; and this will usually require debt to do because without debt a corporation’s fixed costs are apt to be low, making it easy for the firm to adjust to a sudden fall in demand by reducing its inputs (i.e., its variable costs). Bankruptcy can impose costs on managers in one of two ways. First, it is a public symbol of business failure, and while not all bankruptcies are due to managerial mistakes, incompetence, or dishonesty—some are the unavoidable consequence of rational risk-taking—prospective employers of the former manager of a bankrupt firm may find it costly to determine his personal blameworthiness and may therefore discount his efforts at self-exculpation. This is likelier the higher the fraction of bankruptcies that are due, in part or whole, to avoidable managerial error.

The problem of excessive blame is exacerbated by “hindsight bias,” the stubborn cognitive defect that leads people to think that something was inevitable, such as a business failure, that ex ante might have had a very low probability. Given hindsight bias, the risk of bankruptcy may make corporate managers too cautious, since they may be blamed for taking sensible risks should the risks turn out badly (which, in the nature of risk, they may). Corporate bankruptcy is apt to be especially costly to a manager if he has firm-specific human capital and bankruptcy leads either to the liquidation of the firm or to the manager’s being fired or otherwise penalized.

Debt is a cheaper source of capital than equity because of the corporate income tax, which is in part an excise tax on equity capital (see §18.5 infra).3 This is not a good economic reason for giving favored tax treatment to corporate debt. Discrimination against equity merely increases the risk of bankruptcy. Bankruptcy is precipitated by debt; a firm that never borrowed couldn’t go bankrupt unless burdened by involuntary debt, such as a tort judgment. Another effect of discrimination against equity is to weaken shareholder control over the corporation by encouraging the retention of earnings, which increases managerial discretion, rather than the distribution of earnings to the shareholders as dividends. Retention is encouraged because earnings that are distributed as dividends are taxed twice—as corporate income when earned and as individual income when distributed.

§15.5  Corporate Bankruptcy

At first glance “corporate bankruptcy” is an oxymoron. Since the shareholders can’t be ruined by the collapse of the corporation—their loss is limited to what they invested—there might seem no reason for either voluntary or involuntary corporate bankruptcy. But this takes too narrow a view of the purposes of bankruptcy. Granted, an important function of personal bankruptcy is to encourage enterprise by risk-averse individuals,1 through the principle that bankruptcy discharges the bankrupt from his debts, or at least most of them. An individual would otherwise have to hazard virtually his entire earning capacity on his business ventures. Limited liability is to corporate entrepreneurs what the right to declare personal bankruptcy is to individual entrepreneurs.

But bankruptcy is a creditor’s remedy as well as a debtor’s right. If a debtor lacks ready cash to pay a debt when due, and a creditor insists on payment, there has to be a mechanism for collection or discharge even if the debtor has no other creditors. In the case of an individual debtor as distinct from a corporate one, the critical question is which assets of the debtor the creditor can reach. The more the creditor can reach, the more risky will entrepreneurial activity be to the entrepreneur; the fewer the assets the creditor can reach, the higher interest rates will be. Some states have generous household exemptions for insolvent debtors, others chintzy ones.2 In the former states, the risk of entrepreneurship is reduced because the cost of failure is less, but interest rates are higher because default is more likely and the creditor’s position in the event of default is weaker. Higher interest rates in turn make default all the more likely. Cutting the other way, however, is that in low-exemption states lenders’ risk is less, which induces lenders to make more risky loans—loans likelier to end in bankruptcy. It is therefore unclear on the plane of theory whether there will be more bankruptcies in the high-exemption states or in the low-exemption ones.3

When the debtor has multiple creditors, bankruptcy becomes a creditor’s remedy of equal significance in the corporate as in the personal setting. Suppose the market for a corporation’s only product collapses, and the market price is now lower than the corporation’s variable costs at any output, so that the only sensible thing for the corporation to do is to shut down and, assuming there is no prospect for a recovery, to sell its assets at their salvage value. If that value is less than the corporation’s total debt, the shareholders will be indifferent to the opportunities from liquidation. Their rational course will be to abandon the company. The creditors will have an interest in liquidating the corporation’s assets for the highest possible value, but they will encounter externalities in trying to work out a plan of liquidation that will achieve this goal. What if a rental payment is due, and unless it is paid the assets of the company will have to be relocated at great cost before they can be sold: Which creditor will pay it? Each will have an incentive to hang back, hoping another will step forward. Worse, even if there is enough money in the company’s bank account to pay the rent, one of the creditors may attach the account and take the money to satisfy his debt, leaving the other creditors to worry about the rent. Bankruptcy law takes care of this problem by giving a superpriority to one who lends the bankrupt money essential to preserve the value of the bankrupt’s assets.

Also, in a world without bankruptcy law some creditors would make side deals with the shareholders that would hurt other creditors. Here is an extreme example (a fraudulent conveyance). Suppose the company has total debt of $1 million, of which $100,000 is owed to creditor A, and total assets of only $200,000. Creditor A might offer to buy the assets from the company for $100,000, since he could resell them for $200,000 and recoup his loan that way. The shareholders would be happy because they’d be recovering part of their investment, but the other creditors would be left out in the cold. The possibility of such deals would induce costly jockeying among creditors; that and the uncertainty of creditors’ returns in such a regime of musical chairs would result in higher interest rates to compensate for the greater risk that creditors would be bearing.

This type of problem would exist even if the firm simply repaid creditor A his debt in full before the other creditors (maybe because A was the first to reduce his claim to judgment)—granted A a preference, in the language of bankruptcy law. The effect on the other creditors would be to reduce their repayment prospects from 20 cents on the dollar ($200,000 divided by $1 million) to 11 cents on the dollar ($100,000 divided by $900,000) and to redouble the efforts of each of those creditors to get a preference. Each would have an incentive to be the first to get a judgment against the bankrupt, and the race would be likely to drain the company of its assets too rapidly to maximize the value of those assets in an orderly sale. (It would be like a bank run.) Each creditor would have an incentive to move too quickly—from the standpoint of maximizing the value of the debtor’s assets—in seeking the satisfaction of his claim, and too slowly in paying for any expenses required to maximize that value.

These problems could in principle be solved by ex ante contracts among creditors and between creditors and debtors. Bankruptcy law is the standard such “contract.” Creditors and debtors don’t have to negotiate with respect to what is usually a low-probability event. Under bankruptcy law, a court-appointed neutral, the trustee in bankruptcy, sets aside any last minute preferences and administers the bankrupt’s assets as the representative of all the (unsecured) creditors. Like a conventional trustee in a trust with multiple beneficiaries, the trustee in bankruptcy overcomes the difficulty that is created when multiple parties claim interests in the same assets. Analytically the problem of bankruptcy, viewed from the creditors’ standpoint, is the same as that of divided ownership of land (see §3.10 supra).

The most interesting form of voluntary corporate bankruptcy is the corporate reorganization. Under Chapter 11 of the Bankruptcy Code, management is allowed to continue operating the corporation as debtor in possession; there is no trustee, and no steps are taken to liquidate the firm. But the corporation must come up within six months with a plan of reorganization, whereby the firm will continue in operation but with a different structure of ownership. A typical plan will propose converting the debt of the corporation into stock and other securities to be assigned to the creditors in payment of the corporation’s debt to them, so that the creditors will become the corporation’s owners. Creditors can object to the terms of a proposed plan and then it is up to the bankruptcy court to determine what the true value of the corporation is and how it should be allocated, in the form of securities of the reorganized company, among the creditors.

It might seem that if continued operation of the firm were economically feasible, the creditors would have no interest in forcing the firm into bankruptcy in the first place.4 But this is not correct. A firm can be at once insolvent and economically viable. If the demand for the firm’s product (or products) has declined unexpectedly, the firm may find that its revenues do not cover its total costs, including fixed costs of debt. But they may exceed its variable costs, in which event it ought not be liquidated, at least yet—and maybe the firm could continue in business indefinitely with a smaller plant, for then it wouldn’t have to replace all its debt when that debt was retired, its total costs would be lower, and its (lower) demand and (lower) supply curves might once again intersect. In short, the company may have a viable future, short or long, which it can get to if it can just wipe out its current debt. One way of doing this is to convert that debt into equity capital, at which point the debt will cease being a fixed cost and thus cease preventing the company from meeting its other expenses. A bankruptcy reorganization does this. Since the company remains in operation, it is natural both to allow the present management rather than a trustee to manage the company during the period of reorganization and to vest the initiative to reorganize in that management. The members of management have both relevant experience and a strong incentive to make a success of the reorganization in order to save their jobs and thereby avoid losing their firm-specific human capital.

Yet why, if the firm is worth more as a going concern than shut down, won’t the creditors consent to a reorganization voluntarily? Why should the law permit (as it does) a court to “cram down” a plan of reorganization on a minority of nonconsenting creditors? There are two answers. One is familiar: the free-rider problem. If unanimous consent of creditors were required for the reorganization to be approved, it would pay each creditor to hold out for favored treatment in the assignment of equity shares in the reorganized entity. Second and more interesting, reorganization may be in the best interests of the shareholders and creditors as a whole but hurt some creditors. Under the absolute-priority rule (see Problem 4 at the end of the next chapter), a senior creditor is entitled to be paid in full before junior creditors get anything and he may therefore be assured of payment in full if the firm is liquidated, and he would not want to exchange this assurance for his prospects as a shareholder in the reorganized firm. He is entitled to receive in the reorganization an equity interest equivalent in risk-adjusted expected return to what he would get in liquidation. But the equivalence is likely to be difficult to calculate; the value of an equity interest depends on the firm’s earning prospects, which may be highly uncertain. Furthermore, the “new value” rule of bankruptcy law entitles the bankrupt to give a superpriority to lenders who extend new credit to the firm (otherwise it would be difficult to induce lenders to lend money to bankrupts). This may weaken the senior creditor’s prospects for repayment in full, should the firm eventually be liquidated. When immediate liquidation produces less money to pay off creditors than would a continuation of the business on a reorganized basis, costs are imposed on the creditors. But a creditor who because of his seniority has more to gain from liquidation than from reorganization will not consider this in deciding whether to agree to a reorganization. While in principle he could be compensated by the other creditors for so agreeing, the costs of the necessary multiparty transaction may be formidable even apart from free-rider problems.

So for fully secured creditors a fire sale of the bankrupt firm’s assets may be preferable to a reorganization even if the firm would be worth more reorganized than liquidated. This was a problem in the Chrysler bankruptcy of 2009. Section 363 of the Bankruptcy Code authorizes the bankruptcy judge to auction off the assets of the bankrupt firm if that is the best deal for the creditors; the proceeds of the auction are distributed to the creditors according to the usual priority rules. Section 363 sales have become a common alternative to corporate reorganizations in bankruptcy.5 The first bidder, which in the case of the Chrysler bankruptcy was the federal government, proposes to the bankruptcy judge the structure of the bids. The government proposed that every bidder be required to offer as much as it (the government) was willing to offer to the union retirement plans. The bankruptcy judge agreed. The consequence was that the auction was unlikely to, and did not, attract any bids that would honor the priority of the secured creditors. To illustrate, suppose senior creditors have claims of $4 billion and the bid structure proposed by the government and accepted by the judge requires that any bidder promise $3 billion to the union retirement plans. Suppose further that the government’s bid is $5 billion, so that the senior creditors would get only $2 billion. Conceivably, some other prospective bidder might have been willing to pay the senior creditors’ claims in full but unwilling to both do that and pony up another $3 billion for the retirement plans; for suppose it valued the company’s assets at only $4 billion. That bidder’s bid, which would make the secured creditors whole, would be ineligible.

The secured creditors argued unsuccessfully that the government’s ploy violated the absolute-priority rule. But, if so, the violation may have been economically justified. Suppose that the senior creditors in our numerical example, unconvinced that the company has any future as a going concern, offers $4 billion for the assets with the intention of selling them piecemeal, thus liquidating the company. The government, being unwilling to pay more than $5 billion yet thinking that paying the retirement plans $3 billion would be necessary to give the company a reasonable chance of surviving as a going concern, would not meet the secured creditors’ bid if the secured creditors were entitled to terms of sale that would pay them ahead of all unsecured creditors, such as the retirement plans. That would be an unattractive result, because it would yield a lower price for the assets—$4 billion rather than $5 billion. A company thought by one bidder to be worth more as a going concern than in liquidation would be sold for a lower bid. A major goal of bankruptcy law is to maximize the value of the debtor’s estate, and sometimes that goal can be achieved only at the expense of the secured creditors.

In the Chrysler case, reorganization (technically a sale of assets, but functionally a reorganization because the company remained in business) preserved value; but often liquidation would preserve more value than reorganization, yet is resisted, and not only because managers will lose their jobs and therefore their firm-specific capital in a liquidation; junior creditors unlikely to recover anything in a liquidation have an interest in keeping the firm alive even if its assets are worth more in liquidation. (Shareholders also like Chapter 11, provided the reorganization gives them even a small equity interest in the reorganized firm. For then reorganization is a no-lose proposition for them. If the reorganized firm is profitable they share in the profits; if it flops, the entire loss falls on the creditors.) But by the same token, were there no Chapter 11, managers would fight all the harder to stave off bankruptcy, because bankruptcy would mean liquidation.

The balance between management and senior creditors may be tilted too far toward management because of an asymmetry of bargaining power brought about by the rules of bankruptcy law. During the period in which the management has the exclusive right to propose a plan of reorganization, and while the plan is under consideration by the bankruptcy court, the secured creditors cannot levy on their collateral, nor can the other creditors force a liquidation. The creditors, in short, lack an “exit option” from negotiation over a plan of reorganization. The managers have such an option; they are free to quit the firm and seek work elsewhere. The more valuable that option, the better the terms they will demand from the creditors.6

Then there is what has been called “filtering failure.”7 Some bankrupt corporations are viable and should continue in operation; others are not, and should be liquidated. Managers of both types prefer reorganization, as we have seen. Managers of a nonviable firm strive to make their firm seem viable, lest the creditors be able to force a liquidation. Less obviously, the managers of a viable firm want the firm to look somewhat less viable than it is, so that creditors will demand less in the plan of reorganization, leaving more for the shareholders, with whom management is linked. As a result of these incentives, the creditors and the bankruptcy court will have difficulty deciding which bankrupt corporations should be preserved and which dissolved. This pooling equilibrium may be the reason why most bankruptcy reorganizations end in liquidation, implying that the effect of Chapter 11 is to delay the reallocation of the bankrupt company’s assets beyond the optimal point.8

Increasingly creditors of firms in Chapter 11 bankruptcy are using DIP (“debtor in possession”) financing (borrowing by the bankrupt firm with the approval of the bankruptcy judge) to guide the reorganization in a way that limits the control exerted by the firms’ managers.9 The debt owed the lender receives seniority over all the debtor’s pre-bankruptcy creditors. DIP financing is nothing new. What is new is the DIP lenders’ injecting themselves into the governance of the firm, as by exerting pressure on the board of directors (which creditors can do because usually they will end up as the shareholders of the reorganized firm when it exits bankruptcy, and knowing this the directors will play ball with them from the outset), and by motivating managers by offering them “pay for performance” contracts. A concern, however, is that when the DIP creditor is also a pre-petition creditor, he may use his influence over the management of the firm to favor the repayment of his pre-petition debt.

Corporate bankruptcy has become more frequent since, and perhaps because of, the advent of the leveraged buyout (LBO)—a transaction in which a company is bought largely with borrowed money and the borrower-buyer secures the loan with the company’s own assets. For example, the managers of a firm might buy it from its owners with cash borrowed from a bank to which the managers pledge the firm’s assets as security for the loan. The result is an increase in the amount of debt on the firm’s books and so in the risk of bankruptcy. Is this a bad thing? The tradeoffs are complex.10 On the one hand, bankruptcy imposes deadweight social losses—that is, it causes not just a transfer of wealth from shareholders, managers, and some creditors to other creditors but also the consumption of valuable resources (lawyers’ and bankers’ and judges’ time, beyond what would be consumed in ordinary collection litigation) as well as the reductions in the efficiency of asset use discussed above—anything that increases the risk of bankruptcy imposes a social cost. On the other hand, increasing the amount of a firm’s debt enables managers to become controlling shareholders, which reduces agency costs within the corporation by turning agents into principals. This is especially likely to happen when the corporation is publicly held and the managers have a low equity stake prior to the transaction. In a publicly held corporation the managers, if they aren’t major shareholders, may use their control to manage the company in a way that will increase their personal wealth rather than maximize corporate profits. This conflict of interest is eliminated by making the managers the owners by means of an LBO.

An LBO can reduce agency costs indirectly too. For it curtails the firm’s ability to finance new projects out of retained earnings and thus forces it to go to the capital market more often, thereby reducing managerial discretion (see §15.14 infra). And by making the firm a more risky enterprise, a high debt-equity ratio may offset managers’ tendency to behave in a risk-averse manner. Shareholders ordinarily want the corporations in which they invest to behave as if risk neutral, because a risk-averse shareholder can protect himself against firm-specific risk simply by holding a diversified portfolio of securities. But because managers’ firm-specific human capital is not readily diversifiable, they have an incentive to manage in a risk-averse fashion. This tendency can be counteracted by leverage, which will magnify the financial effect of swings in the firm’s performance. (More on this in the next chapter.) But this is not the case when the buyers in the leveraged buyout are investors rather than the managers: The increased risk of financial failure created by the higher debt-equity ratio resulting from the buyout may make the managers even more timid at the same time that it makes the consequences of their managerial decisions more risky.

The abuse of the LBO device is illustrated by a case in which the burden of debt created by the transaction was so heavy that the corporation had no reasonable prospect of surviving.11 The effect of the transaction was merely to wipe out any prospects that unsecured creditors would recover anything on their claims. The payment to the shareholders by the buyer of the corporation was therefore deemed, in a suit by the trustee in bankruptcy (representing the unsecured creditors), a fraudulent conveyance. For in exchange for the money the shareholders had received (money obtained by the purchaser by further encumbering the firm’s already encumbered assets), they had provided no value to the corporation; the transaction merely increased the corporation’s debt and by doing so pushed it over the brink.

§15.6  Personal Bankruptcy

We have now to consider why the law allows voluntary nonbusiness bankruptcies (for example, of consumers who go overboard buying goods on credit). Cases talk about giving the bankrupt a “fresh start,” yet that rationale seems more applicable to corporate bankruptcies. However, much small business is not conducted in the corporate form; and heavy debt can make it difficult for a person to get and hold a job, or the education he needs in order to get a job. So the fresh-start rationale does have application to individual as well as corporate bankrupts. And there are other answers as well to the question why the law should offer individuals a fresh start. One answer, based on risk aversion, is that bankruptcy provides a kind of insurance, albeit not business insurance, that is difficult to purchase in the market. You cannot buy private insurance against going broke, for then people would indeed borrow recklessly; but even a prudent borrower could find himself broke as a result of an unforeseeable streak of bad luck. And if debtors were forbidden to discharge their debts in bankruptcy, the courts would incur heavy costs in supervising the collection of the bankrupt’s debts over his lifetime. This may explain why a person is not allowed, when he borrows money, to waive his right to seek discharge of the debt in bankruptcy. The costs to the judicial system of supervising the collection of debts over a long period of time (the usual alternative to discharge is payment on the installment plan for an indefinite period) might be considerable and would not be fully borne by the parties to the loan.

The objection to allowing personal bankruptcies is the same as the reason it is difficult to purchase insurance against defaulting on one’s debts: It makes default attractive. One can buy and consume all sorts of nice things on credit and then default. This problem, which is a particularly serious form of the general moral-hazard problem of insurance, could in principle be solved by distinguishing between voluntary and involuntary defaults and limiting the privilege of voluntary bankruptcy to the latter. But the distinction would be difficult to make in practice. There is no sharp line between voluntary and involuntary defaults. The more debt one takes on, the more likely one is to be unable to repay it because of unforeseen circumstances, no matter how genuine one’s intention to repay.

Notice the wealth-redistributing effect of a liberal personal bankruptcy law if information costs prevent lenders from adjusting their interest rates according to the probability that the borrower will declare bankruptcy: The effect is to make prudent borrowers subsidize feckless ones—a curious basis on which to redistribute wealth! For, contrary to what one might think, a liberal bankruptcy law does not redistribute wealth from creditors as a class to debtors as a class. It just causes creditors to raise their interest rates to offset the added risk of default that such a law creates. However, if the law is unanticipated and is applied retroactively, that is, to existing credit contracts, there will be a one-time redistribution in favor of existing debtors and against existing creditors.1

The Bankruptcy Abuse Prevention and Consumer Protection Act of 2005 (“Bankruptcy Reform Act” for short) made it more difficult for individuals to declare bankruptcy under Chapter 7 of the Bankruptcy Code. Under Chapter 7, the bankrupt’s assets, minus exempt assets such as a home and work tools, are sold to repay creditors. When the bankrupt is an individual rather than a corporation, his assets will usually be too meager to enable the creditors to recover all they are owed; often they receive just a few cents on the dollar. An alternative procedure of which individuals (and their creditors) can avail themselves is Chapter 13 bankruptcy, under which, instead of surrendering his nonexempt assets to the creditors, the debtor agrees to make periodic payments to the creditors for as long as five years after the bankruptcy. Although Chapter 13 is attractive to individuals who have substantial assets, Chapter 7 is attractive to individuals who have few nonexempt assets, and that is most individuals. Chapter 7 enables them to run up huge credit card debts for purchases that do not create durable assets (such as food, travel, and entertainment), declare bankruptcy, wipe out their debts, and then start over. (Although there are limits to how often a person can declare bankruptcy, there are no limits to involuntary bankruptcy.) Personal bankruptcies had soared because of expanded issuance of credit cards, which increased access to credit, along with federal preemption of usury laws, which enabled borrowing at very high interest rates, which both reflect and increase the risk of default. The Bankruptcy Reform Act forces many debtors who have incomes in excess of the median income in their state of residence to go the Chapter 13 route and thus make periodic payments out of their income for a period of years. The Act also increases the length of time that a bankrupt must wait, after receiving his discharge from his existing debts, before he can declare bankruptcy again and wipe out a new round of debts.

Critics of the reform argue that more than half of all individual bankrupts are not reckless borrowers; they are unfortunate people hit by unexpected medical expenses. But whether one is forced into bankruptcy by a medical expense (or by losing one’s job as a result of a medical problem) may depend on one’s other borrowing. If one is already borrowed to the hilt, an unexpected medical expense may indeed force one over the edge. But knowing that medical expenses are a risk in our society, prudent people avoid loading themselves to the hilt with nonmedical debt.

The real problem with the reform is that, to the extent its aim is to reduce consumer overindebtedness (a level of debt that creates a high risk of default because of the fixed character of debt), it may fail because by increasing lenders’ rights it reduces interest rates, since such rates are in part a function of default risk.

A question rendered more acute by the collapse of the housing market, one of the major precipitants of the financial collapse of September 2008, which in turn precipitated the economic depression from which the United States is still recovering, is whether bankruptcy can or should be used to allow homeowners to strip off mortgages unlikely ever to be paid off because they so exceed the value of the mortgaged property. Remember the maxim that liens pass through bankruptcy unaffected. A bank that has a mortgage that greatly exceeds the current value of the mortgage property may not bother to file a claim in the mortgagor’s bankruptcy or foreclose the mortgage, for in neither case will he expect to recover much money, and he will have had to incur legal expenses. He will be especially unlikely to seek either remedy if he is a second mortgagee and the mortgaged property is worth considerably less than the first mortgage. He may prefer to do nothing until and unless the value of the property surges.

There are lien-stripping provisions in Chapter 7 of the Bankruptcy Code. Section 522(f) allows the debtor to reduce a lien on exempt property so far as is necessary to preserve the exemption, while section 722 allows a debtor to redeem “tangible personal property intended primarily for personal, family, or household use, from a lien securing a dischargeable consumer debt” by paying the current value of the lien. Both provisions support the “fresh start” policy of Chapter 7. But now consider this recent case.2 A bank had a second mortgage on a home for $50,000, while another lender had a first mortgage on the home for $243,000—yet the value of the home was only $165,000. The bankrupt owners of the home wanted the bankruptcy court to invalidate (strip off) the second mortgage, on the theory that it was worthless. Actually it had prospective worth; someday the home might be worth more than the first mortgage, and then the second mortgagee could foreclose with an expectation of recovering some of the money owed it. There was no challenge to the second mortgage’s validity.

To have stripped off the second mortgage would not have promoted the “fresh start” policy, so it is no surprise that the court found that Chapter 7 did not authorize that stripping off. All the continued existence of the second mortgage did was deprive the debtors of the chance to make some money should the value of their home ever exceed the balance on the first mortgage. The deprivation of so speculative a future opportunity could not realistically be thought to impair the debtors’ ability to make a fresh start. The invalidation of the lien would not enable them to obtain a new second mortgage (unless from a predatory lender) or otherwise improve their financial situation.

§15.7  Piercing the Corporate Veil

Although limited liability serves an important function in making equity investments attractive to individuals, disregarding it—piercing the corporate veil, in the jargon of corporation law—may promote efficiency in two situations. The first and more problematic is the case of undercapitalization, illustrated by a taxi enterprise whose owners incorporate each taxicab separately in order to limit tort liability to accident victim, thereby externalizing a cost of taxi service.1 But piercing the corporate veil is not an ideal remedy for that problem. Permitting tort victims to reach the shareholders’ assets would impose additional risk on the shareholders, and we know that an increase in risk is a real cost to people who are risk averse. Although the company could insure itself against its torts, this would not be a completely satisfactory alternative, especially when the liability risk is massive, as in the case of nuclear reactor accidents or asbestos-caused lung disease. And piercing the corporate veil is an administrative nightmare when there are many shareholders and shares turn over frequently. For then one must decide which shareholders shall be liable—those who owned shares when the tort occurred, those who owned when the tort judgment was rendered, or those who owned at some other time?—and how liability shall be apportioned among the shareholders in the liable group.

An alternative to piercing the corporate veil would be to require any corporation engaged in dangerous activity to post a bond equal to the highest reasonable estimate of the probable extent of its tort liability. Shareholders would be protected against being wiped out completely, although their earnings would be reduced. The knotty question is who determines the size of the bond? It would have to be a government agency somehow endowed with comprehensive knowledge of potential tort liabilities in every area of the economy.

The less problematic case for piercing the corporate veil is where separate incorporation misleads creditors. Corporations that represent that they have greater assets to pay creditors than they actually have increase the costs that creditors must incur to ascertain the true creditworthiness of the corporations with which they deal.

In deciding whether to pierce the corporate veil, courts like to ask whether the debtor corporation is merely an agent, alter ego, or instrumentality of the shareholder, and so they consider whether the debtor has observed corporate formalities (whether, for example, it has held regular directors’ meetings) and is adequately capitalized. These criteria are unhelpful. The “alter ego” test is question-begging, the instrumental or agency character of the corporation irrelevant, the observance of corporate formalities a nitpicking consideration, and the concern with undercapitalization perverse quite apart from the problems with it discussed with reference to the taxi company. Start-up firms usually are thinly capitalized, yet they are the very firms whose shareholders most need limited liability as an inducement to entrepreneurial risk-taking, both because a large fraction of new firms fail and because the investors in them often are persons of modest means. Lenders to new or thinly capitalized corporations can require the shareholders to agree to guarantee the corporation’s debts; if they fail to do so, the law should not pull their chestnuts out of the fire unless the corporation’s financial capability has been misrepresented.

Often a shareholder is a corporation rather than an individual, and it might seem that the policy of risk shifting that underlies the principle of limited liability would not apply in that case. If a parent corporation is made liable for its subsidiary’s debts, the exposure of the parent’s shareholders to liability, although greater than if the subsidiary enjoyed limited liability, is limited to their investment in the parent and can be further reduced by their holding a diversified portfolio of equities. But we should distinguish between the publicly held corporation (many shareholders, regularly traded stock) and the close corporation (few shareholders, no market in the stock). Suppose Mr. A. Smith wants to invest in a mining venture but the entire Smith fortune (other than that which he plans to commit to the mining venture) is invested in a radio station owned by a corporation of which he’s the sole stockholder. If he forms a new corporation to conduct the mining venture, and if the assets of affiliated corporations can be pooled to satisfy the claims of creditors of one of the affiliates, he will have hazarded his entire fortune on the outcome of the mining venture. In this case there is no difference between piercing the corporate veil to reach the assets of an affiliated corporation and piercing it to reach an individual shareholder’s assets.

Even if a large, publicly held corporation operates through wholly owned subsidiaries, so long as those subsidiaries are in unrelated businesses maximization of the enterprise’s profits will require that the profits of each subsidiary be maximized separately, and the assets, costs, and debts of each subsidiary should be the same as they would be if they were separate firms, so creditors are not prejudiced by being limited to their rights against the particular subsidiary with which they dealt. The danger of abuse of the corporate form is greatest in the case of the small business, where operation of the constituent corporations as separate profit centers is less necessary to assure efficient management—but where the individual investors’ interest in the limited liability of corporate affiliates approaches the investor interest in preserving the limited liability of unaffiliated corporations. That is our A. Smith example.

Even when the activities of affiliated corporations are closely related—when for example they produce complementary goods—each corporation normally will be operated as a separate profit center.2 It is true that if there are substantial cost savings from common ownership, as in some cases in which affiliated corporations operate at successive stages in the production of a good (see §§10.10, 15.1 supra), the two corporations will be managed differently from separately owned corporations in the same line of business; their operations will be more closely integrated than would be those of independent corporations. But it would be perverse to penalize such a corporation for its superior efficiency by withdrawing from it the privilege of limited liability that its nonintegrated competitors enjoy. The common owner, moreover, has a strong incentive to avoid intercorporate transfers that, by distorting the profitability of each corporation, make it more difficult for him to evaluate their performance. That is why the price at which one division of a vertically integrated firm will “sell” its output to another division is normally the market price for the good in question (less any savings in cost attributable to making an intrafirm transfer compared to a market transaction) rather than an arbitrary transfer price designed to increase the profits of one division at the expense of the other.

The important difference between a group of affiliates engaged in related businesses and one engaged in a number of unrelated businesses is that in the former case the creditor is more likely to be misled into thinking he’s dealing with a single corporation. Suppose, for example, that a bank holding company establishes a subsidiary to invest in real estate. The holding company gives the subsidiary a name confusingly similar to that of the holding company’s banking subsidiary, and the real estate corporation leases office space in the bank so that its offices appear to be bank offices. Unsophisticated creditors lend at low interest rates to the real estate subsidiary in the reasonable belief that they are dealing with the bank itself. In these circumstances it might be appropriate to estop (i.e., forbid) the bank holding company—or even the bank itself—to deny that it is the entity to which the creditors have extended credit. But notice that where there is no misrepresentation, abrogating the limited liability of affiliated corporations would not reduce the risks of any class of creditors; it would merely increase their costs of information. Although the creditor of A Corporation would know that if A defaulted he could reach the assets of its affiliate B, he would also know that if B defaulted, B’s creditors might have a claim on the assets of A that might cause A to default on the debt to him. To determine how high an interest rate to charge, he would have to investigate B’s financial situation as well as A’s. And B might be in a completely unrelated business from A.

§15.8  The Separation of Ownership and Control

Corporation law is widely believed to be tilted not only against the creditors of corporations but also against the shareholders themselves. (These beliefs needn’t be inconsistent; if the law is tilted against creditors, resulting in higher interest costs for the corporation, shareholders suffer.) The reason is said to be the separation in large corporations between ownership (the shareholders) and control (the management) in the publicly held corporation. Much of the concern with this separation is based on a failure to distinguish between firm and corporation (see §15.1 supra). The firm is a method of organizing production; the corporation is a method, like a bond indenture, for attracting capital into the firm. The typical large business is both firm and corporation. The control of the firm resides in a management group that gives orders to the employees who buy the firm’s inputs and make and sell its output. The management group consists of people who are experienced in the business and involved in it on a full-time basis. The typical shareholder (except in the closely held corporation or where one shareholder owns a very large percentage of the shares of the corporation) is not knowledgeable about the business of the firm, does not derive an important part of his livelihood from it, and neither expects nor has an incentive to participate in its management. He is a passive investor and, because of the liquidity of his interest, has only a casual and often a transitory relationship with the firm. His interest, like that of a creditor, is a financial rather than managerial interest.

It is no more anomalous that shareholders do not manage or control “their” corporation than that bondholders do not manage or control the corporations whose bonds they hold, or trust beneficiaries the trustee. All three groups have an investment interest. The difference lies in the greater vulnerability of the shareholder (as of the trust beneficiary) than of the bondholder to misfeasance and nonfeasance by corporate management. Since the bondholder has a fixed interest rate (and, for what it is worth, the cushion of the equity investment), his concern is not that the firm be well managed but that it not be so mismanaged that it defaults on its interest payments, or is unable to repay the principal when the bond matures, or makes these eventualities likelier than the bondholder thought when he negotiated the interest rate. In contrast, the shareholder’s return is directly related both to how well the firm is managed and to how scrupulously the managers allot to the shareholders an appropriate portion of the firm’s income—which is to say everything above the competitive return to the managers for performance of the managerial function.

The danger of mismanagement (negligence) is less serious than the danger that the managers will not deal fairly with the shareholders (disloyalty). Managers have a strong incentive to manage their firm well or, if they are unable to manage it well themselves, to sell their offices to those who can,1 but their incentive to deal fairly with shareholders (meaning, to try to maximize the per-share value of the corporation’s stock) is weaker. Although a corporation whose managers do not deal fairly in this sense with the shareholders will have to pay a premium should the corporation ever want to raise additional capital by a new issue of common stock; the cost of the premium will not be borne (primarily, anyway) by the managers, but by the original shareholders in the form of a dilution of their interest.

The potential conflict of interest between management and shareholders is great enough that shareholders would demand protective features in the corporate charter.2 Corporation law reduces the costs of negotiation between shareholders and management by implying in every corporation charter the normal rights that a shareholder could be expected to insist on, of which the most important is the right to cast votes, equal to the number of shares he holds, for membership in the corporation’s board of directors. The board does not manage the firm. Composed usually of senior management plus (increasingly) outsiders who, having full-time employment elsewhere, devote only sporadic attention to the corporation’s affairs, normally the board ratifies the actions of management. But it selects the corporation’s chief executive officer and replaces him if he fails to fulfill expectations. The existence of the board prevents corporate management from becoming a self-perpetuating oligarchy.

Legal protections of shareholders reinforce contractual devices for aligning managers’ self-interest with that of shareholders, devices such as basing managerial compensation to a substantial extent on the performance of the firm as measured by changes in the value of its shares.3 Earlier, we discussed a more exotic method of alignment, the leveraged buyout. An older method, which resembles it, is the paying of dividends. Given the much more favorable income-tax treatment of capital gains than of ordinary income, the paying of dividends may seem anomalous. Dividends are taxable as ordinary income; if the same income is retained in the corporation, the value of the corporation’s stock will be higher, and the shareholder can obtain the same cash he could get from receiving dividends by periodically selling some of his shares. Paying dividends, however, helps align managers’ interests with shareholders’ interests, both by forcing the corporation to return more often to the capital market to finance new ventures, as distinct from financing them out of retained earnings, and by making the risk of corporate failure greater because the ratio of debt to equity will be higher if not all earnings are retained.4 In countries that offer investors weaker legal protection than U.S. law does, one observes such market responses as highly concentrated rather than dispersed stock ownership and very high premiums for a controlling stock interest, and such legal responses as mandatory dividends.5

There are reasons to doubt that either the contractual and legal devices for aligning managers’ interests with those of the shareholders, or the market in corporate control, discussed next, are fully effective, as we shall see in §§15.11 and 15.13 infra.

§15.9  The Transfer of Corporate Control

If management is disregarding the shareholders’ interests, the price of the firm’s common stock will fall. Alert investors will realize that its price would be higher if the firm were being managed with the object of maximizing the shareholder’s return. They can exploit this knowledge in several ways:

 

1. A corporation or other investor can try to persuade the current board of directors to cooperate in a sale or merger that will give control to the acquirer. The acquiescence of the directors and managers of the acquired firm can be secured by promises of generous compensation in the form of lucrative consulting contracts, etc. The shareholders will have to vote on the proposed sale or merger, however.

 

2. If the management and board of directors resist, a would-be acquirer can make an offer to buy a majority of the outstanding shares of the corporation from the existing shareholders at a price somewhere in between the current market price and the price to which the stock would rise under proper management and control. If the tender offer succeeds, the acquirer will have enough votes to elect his own board of directors, which will then replace the present management.

 

3. A corporate or individual investor can buy enough shares (a) to form a base from which to wage a campaign for the voting proxies of the other shareholders and (b) to enable him to profit handsomely from the increase in the market price of the firm’s common stock when the old board and management are overthrown.

Traditional scholars of corporation law placed too much emphasis on corporate democracy (number 3) and not enough on the market in corporate control. The proxy fight waged by an individual who has not acquired a substantial ownership position most closely resembles the democratic political process but is the least feasible method of takeover, in part because of externalities: How can such an individual recoup the costs of the campaign with a profit commensurate with the risk of failure?

The law places obstacles in the way of effective use of the tender offer, which in turn reduces the efficiency of the voluntary merger route as well by reducing the pressure on managers of a mismanaged firm to relinquish control of the firm voluntarily. For example, an investor bent on takeover is forbidden to buy up a substantial portion of the target firm’s shares without disclosing his purpose. Such disclosure tends to increase the price of the stock and thus reduce the gain from takeover and therefore the incentive to attempt it; it externalizes much of the benefit created by the takeover bid.1

There would be another obstacle if, as sometimes proposed, a controlling shareholder were forbidden, in selling his shares, to charge a premium for the control of the corporation that the sale would bestow on the buyer. The legal theory is that the controlling shareholder has fiduciary obligations to the minority shareholders. The theory has merit where there is a conflict of interest between majority and minority shareholders. But in the usual takeover situation, the minority shareholders will be more harmed than benefited by a rule that by reducing the controlling shareholder’s incentive to sell control retards the reallocation of the assets of the corporation to people who can use them more productively to the benefit of all of the shareholders.

Prospective targets of takeovers often adopt devices for making takeovers more costly—for example, contracts guaranteeing extravagant severance pay to managers let go as a result of a takeover (the golden parachute, as it is called), and poison pills. The poison pill is a warrant, which each shareholder receives with each share, that entitles him, should the corporation be acquired, to sell his shares to the acquiring firm at the price fixed in the warrant, which usually is several times the current market price of the share. If the tender offer is sufficiently generous, the poison pill causes no problem, because every shareholder will be happy to sell his shares (with the warrants attached) to the acquiring firm. But the optimal tender offer, from the offeror’s standpoint, is one that does not attract all the shareholders; that would be too expensive; the goal is to set a price that will induce a bare majority of the shareholders to sell their shares. Having thus obtained control, the tender offeror will then offer to buy out the remaining shareholders (assuming he doesn’t want to be bothered by minority shareholders)—but at a lower price, as they have nowhere else to go; the difference in price is the premium for control mentioned earlier. The two-tiered tender offer actually reduces the initial offering price, since shareholders will compete with one another to be in the first, the higher-priced, tier, which receives the premium for control. The poison pill is an effective antidote to two-tiered offers because it forces the acquiring corporation to buy out the second tier at a higher price than the first and thus reduces the expected gains to him from making the offer.

The golden parachute is less objectionable than the poison pill. A guarantee of high severance pay triggered by a takeover makes takeovers more costly but also reduces the incentive of managers to resist takeovers; the effects may be offsetting.

Antitakeover devices are defended as promoting equality among shareholders, causing tender offerors to sweeten their offers, and correcting undervaluations by the market. These defenses, at least the first and third, are implausible (the last especially, in view of the efficient-markets theory explored in the next chapter). It has been argued that their major effect is to discourage tender offers, and some studies have shown that when tender offers are defeated the shareholders of the target corporation—all of them—suffer losses.2

And yet the antitakeover devices require the approval of the corporation’s board of directors—a board likely nowadays to have a majority of outside directors. Could they be acting against the corporation’s interests? They could be. They have, after all, a conflict of interest, since if the corporation is taken over they are quite likely to lose their positions on the board, which pay handsome fees. Inside directors have even greater stakes in the continued independence of the company. More puzzling is why shareholders endorse antitakeover devices—for such devices often require, and often receive, the endorsement of a majority of the shareholders as well as of a majority of the board of directors.

If the studies that find that antitakeover devices hurt the shareholders are right, this suggests both that the market for corporate control is not working well and that its failure is a serious one. Yet the fact that management resists a takeover that would be in the shareholders’ best interest is not necessarily proof of a serious conflict of interest between managers and shareholders. For we must ask what should be the posture of the management of a takeover target. Should it advise the shareholders to accept the first takeover offer made, or should it try to delay acceptance of the offer in the hope of stimulating a competition among takeover bidders in which the stock will be sold to the highest bidder? It would be thought odd in an ordinary market to require a seller to accept the first offer; and while no individual shareholder is required to accept a tender offer he may lack the information that management has regarding the prospect for a higher offer if he turns down this one. There is evidence that targets that resist tender offers yet are later acquired do in fact do better than targets that do not resist, though if they resist successfully, they do worse.3 Still, the expected gain from resistance may be positive even though some fraction of resisters do too well and are not acquired at all, rather than acquired at a higher premium—the purpose of the resistance, if the evidence has been correctly interpreted.

A variant of the poison pill is the “lockup”: The corporation promises a bidder for the corporation that if his bid is rejected, the corporation will compensate him for his lost opportunity. Courts object that the lockup (1) deters other potential acquirers from submitting higher bids, because the corporation will be worth less if taken over by anyone other than the bidder who has the lockup (because of what the corporation will have to pay him), and (2) invites the corporation to give preference to a bidder who will preserve the existing management even if the corporation’s assets would actually be worth more in the hands of another acquirer. But these objections need not be decisive.4 A bidder promised compensation if its bid is rejected will bid a higher price, and if its bid is accepted the corporation will not have to pay any compensation. So even loyal boards—boards determined to maximize the shareholders’ interests rather than their own—might use lockups. A disloyal board forbidden to use lockups might achieve the same objective by other means, for example, by refusing to accept the highest bidder’s bid without side payments to management.

Most takeovers are friendly; yet there is evidence that the acquiring firm (the successful bidder) very often fails to make money on the acquisition. This may be another manifestation of agency costs, specifically a reflection of managerial incentives for diversification and growth.5 Managers, because they have firm-specific capital (and shareholders don’t), have a greater incentive to diversify in order to reduce the risk of bankruptcy and the likely ensuing loss of their jobs, and also a greater incentive to increase the size of the firm, both to reduce the risk of the firm’s collapse and because it is easier to “hide” managerial rents the larger and more complex the enterprise and the more difficult therefore it is to monitor.

§15.10 Corporate Squeeze-Outs and the Competition in Laxity

Delaware corporation law allows the majority to force the minority to sell its shares to the corporation without having to show any business purpose for the action. Minority shareholders dissatisfied with the price offered by the majority for their shares are remitted to a judicial appraisal of the value of those shares, so that in effect the majority has a power of eminent domain with respect to the minority’s shares. Whether this coerced transfer ought to be allowed depends in part on whether there is any reasonable basis for a majority’s wanting to squeeze out a minority. There is. A corporation’s assets may be more valuable if the corporation’s shares are held privately rather than registered under the securities laws and traded on one of the organized exchanges and therefore subject to extensive governmental and stock exchange regulations. Not only are these regulations costly to comply with and a source of legal risks, but they make it difficult for a firm to operate in secrecy—which may prevent the firm from taking advantage of certain business opportunities. Moreover, going private produces a closer union of ownership and control, thus reducing agency costs. If a majority shareholder (or shareholders) therefore decides that his publicly traded corporation would be more valuable if it went private, he must persuade most of the other shareholders to surrender their shares. This might appear to be an easy negotiation since, by assumption, the corporation would be worth more private than public. But especially where the minority shareholders are numerous, there is a serious holdout problem of a sort that should be thoroughly familiar to the reader by now.

Concern with squeeze-outs is related to the prevailing notion that states compete to attract corporations by writing corporation charters that provide inadequate protections to creditors and to some or all shareholders, and that Delaware—the state of incorporation of almost half the companies listed on the New York Stock Exchange—has won the competition by reason of the laxity of its corporation law. There are perennial proposals to eliminate this competition by requiring the largest corporations to incorporate under a uniform federal corporation law. Yet minority shareholders themselves might be hurt by a provision that by giving them the power to block squeeze-outs could prevent corporations from obtaining greater profits by going private.1 The minority shareholders themselves would be hurt, since their compensation for surrendering their shares would be greater, the greater the benefit to the corporation from going private.

In the simplest model of corporate behavior, corporations would not incorporate in a state that provided inadequate protections to creditors or shareholders because they would either have to pay very high interest rates to creditors or else agree in their loan agreements to protective provisions beyond those provided by the state’s law. A corporation that wanted to go public but offer only a minority of its outstanding shares to the investing public would be reluctant to embrace a squeeze-out provision unfair to minority shareholders because prospective shareholders would realize that, as minority shareholders in a corporation having a compact majority, they would be vulnerable to being squeezed out. It would be difficult to compensate them in advance for bearing this risk because the risk is in the control of the majority; it is not an external event. There would be the same kind of moral-hazard problem as would arise if people could buy fire insurance against fires they deliberately set.

Does this mean that Delaware has won the race for incorporations because it derives so much of its revenues from corporate charter fees that corporations know that it has a financial stake in maintaining a good body of interpretive case law applied by competent specialist judges?2 Maybe not. There is evidence that many states do not compete for incorporations by corporations headquartered in other states and that those that do do so by offering corporations strong protections against hostile takeovers, protections that may well (though this is uncertain, see §15.9 supra) harm shareholders.3

§15.11 The Compensation Issue

In the simplest economic model of compensation, a worker, right up to the level of the chief executive officer of a giant corporation, is paid his marginal product—essentially, his contribution to the firm’s net income. Yet one observes that wages vary across the employees of the same rank in the same company by much less than the differences in their contribution to the company’s profitability, and that employees who do satisfactory work can expect real (that is, inflation-adjusted) annual increases in their wages throughout their careers with the firm, even though their contributions will not be increasing that fast, and eventually they will not be increasing at all. The first phenomenon may reflect the difficulty of measuring individual contributions to team production. Despite the difficulty, often it is apparent (and to the other members of the team, as well as to management) that one member of the team is the best; so he is promoted and given a higher salary, and in this way at least marked differences in contribution are rewarded. The second phenomenon may be designed to solve the last-period problem (see §12.10 supra).

But can the standard model of compensation, even as so refined, explain the compensation of corporate CEOs? American CEOs are paid about twice as much on average as their counterparts in other countries. Yet this is not because Americans at all levels earn more than their foreign counterparts; the difference between U.S. and foreign wages is much smaller below the CEO level. The proximate cause of the difference in CEO compensation is that salaries are a much smaller fraction of American CEOs’ compensation (less than half) than of foreign CEOs’ incomes, with the rest consisting of bonuses but mainly of stock options. Stock options and other incentive-based compensation methods impart risk (variance) to CEOs’ incomes. This reinforces the risk inherent in the fact that much of a CEO’s human capital may be specific to his firm. Because business executives, as distinct from entrepreneurs, do not like risk, they will demand a higher wage if the wage has a substantial risky component. This may explain some of the difference between American and foreign CEO compensation, but not all or even much of it—especially since job turnover at the CEO level is actually greater in Europe than in the United States.

Of course, if shareholders want the CEO to take really enormous risks, they will have to pay him really enormous compensation to make his expected compensation equal to that of his peers. Some private equity companies adopt this strategy, but this cannot explain the international difference in average compensation.

A more persuasive explanation is that stock ownership is more concentrated abroad than in the United States. Shareholders have a greater incentive to monitor the performance of their firm’s managers the more they have at stake. And the more effective that shareholder monitoring is, the less need there is for incentive-based compensation: The stick is substituted for the carrot. So maybe American CEOs’ incomes are excessive in the sense of being higher than they would be in an effectively competitive market for corporate managers.1 This inference is supported by the fact that the most significant “incentive” component of their incomes—stock options—is not well correlated with the contribution of the CEO to the value of his company. Many things move a company’s stock besides the decisions of its CEO. To tie his income to the value of his company’s stock is a bit like tying the salary of the president of the United States to GNP. The analogy is close in an industry like oil. The profits of an oil company are largely a function of the price of oil, over which the companies have little control. In addition, tying an executive’s compensation to the value of the corporation’s stock creates an incentive to manipulate the stock price, and this incentive has been responsible for a number of financial debacles.

The choice of stock options as the principal method of providing nonsalary compensation to CEOs may be related to the fact that, until quite recently, accounting rules did not require that income generated by these options, unlike salary or bonus income, be reported as a corporate expense—and usually it was not. Of course, security analysts and stockholders large enough to follow closely the affairs of the companies in which they invest can calculate the expense of stock options, but the ordinary public cannot; and we shall see evidence in the next chapter that capital markets are not as competitive as economists used to think.

One might think that competition in the corporation’s product markets would constrain managerial greed because that greed increases the corporation’s costs. But the problem of agency costs is inherent in the structure of any large firm or other large enterprise, and so is likely to plague all major competitors in a market and thus not be eliminated by competition even if the markets in which the firms sell their products or services are highly competitive. Moreover, the effect of excess CEO compensation on the firm’s welfare is indirect. The direct effect is merely to transfer wealth from shareholders to managers, although the indirect effect (apart from any distortions of managerial behavior) is to increase the firm’s cost of obtaining new equity capital.

Another imperfect control of excessive corporate compensation is public opinion. Companies cannot afford to ignore public opinion completely, because adverse public opinion can power legislative or regulatory measures harmful to a company or an industry. Companies employ ingenious devices by which CEO compensation that would strike the average person as grossly excessive is concealed from the public; exposure of these devices, along with well-publicized corporate scandals, may be placing downward pressure on CEO compensation.

The cost to a major company of even a grossly overpaid CEO is so slight when divided among the shareholders that no shareholder (assuming dispersed ownership) will have an incentive to do anything. The incentive of the board of directors is also weak, in part because the board is likely to be dominated by highly paid business executives, including CEOs, who have an economic interest in high corporate salaries and a natural psychological tendency to believe that such salaries accurately reflect the intrinsic worth of their recipients. Moreover, a board that hired the second-best candidate on the ground that he would cost the company much less would be subject to serious criticism if the new CEO came a cropper. The board protects itself by paying top dollar to get the very best—then if he screws up, the board will be harder to blame.

The consulting firms that boards of directors hire to advise them on selection and compensation of a CEO play to the self-protective instincts of directors by typically recommending that the board hire as CEO someone who will demand compensation in the 75th or higher percentile of the CEOs of the firms that the consultant has identified as comparable to the board’s firm. The result is an upward ratchet in CEO compensation; the old 75th percentile becomes the new 50th percentile. The compensation consultants’ conflict of interest is augmented by the fact that (just as with accounting firms) the consultants sell other consulting services to the firm.

In opposition to the rent-seeking theory of executive compensation, it has been argued that the increase over time in compensation of CEOs is a function of the growth in the market value of firms.2 The theory, which is consistent with the elementary marginal-product theory of compensation, is that the chief executive of a more valuable firm is more productive, since if he increases the firm’s value by a given percentage, the absolute increase in the firm’s value will be greater the more valuable the firm is. (If there are two equally skilled managers and one manages a grocery store and one manages IBM, the latter is probably creating greater value.) An alternative explanation, however, is that the higher the firm’s market value, the easier it is to “hide” the compensation of the top executives. If a 10 percent increase in the firm’s value is associated with a 3 percent increase in its chief executive’s compensation, then the percentage of the firm’s value that is going to him will have fallen. This may be another reason why many mergers fail to increase earnings per share. The aggregate value of the enterprise will be greater, enabling an increase in the CEO’s compensation to be hidden more easily.

Other students of the compensation issue argue that from the shareholders’ standpoint the critical “managerial” skill is not the ability to manage a large enterprise efficiently but rather the perhaps scarcer ability to use public relations skills and accounting legerdemain to create a bubble in the corporation’s stock.3 The more the corporation’s stock is worth, the lower the cost to the corporation of acquiring additional capital, either by acquisition of other firms or by issuing new shares, and of attracting good executives and other employees. If this analysis is correct, it is efficient to base a CEO’s compensation on the performance of the corporation’s stock rather than on the company’s “fundamentals,” such as its profits, revenue, and costs.

Competition in the corporations’ product and capital markets cannot be assumed to eliminate managerial ineptitude and misconduct. The problem of agency costs is inherent in the structure of any large enterprise and is therefore likely to plague all major competitors in every market and thus not be eliminated by competition.

§15.12 Insider Trading and the Problem of Entrepreneurial Reward

Managers and other insiders are forbidden to use material information not yet disclosed to other shareholders or the outside world to make profits by trading in the firm’s stock. Insider trading has attracted a lot of attention as late because of unprecedentedly vigorous enforcement efforts by the federal prosecutors in New York City, which has revealed that insider trading is extremely common and highly lucrative, confirming the growing impression that corruption is widespread in the financial industry, for the rather obvious reason that modern finance is highly profitable and therefore attracts more than its share of extremely greedy people.

Yet the prohibition of insider trading has long been criticized on the ground that insider trading is a potentially important incentive device.1 If as is plausible managers are more risk-averse than shareholders, allowing insider trading, by encouraging managers to take greater risks on behalf of the corporation, might align managers’ incentives more closely with those of shareholders. It might also enable the corporation to pay managers lower salaries. And it might conduce more accurate pricing of a corporation’s stock by enabling information possessed only by insiders to affect trading in the stock and hence the price, thus making the information available to other investors. But insider trading does not reward efficient management as such. It rewards the possession of confidential information, whether favorable or unfavorable to the corporation’s prospects. And it places investors who do not have (or refuse, whether out of fear or principle to trade on) access to insider information at a disadvantage about which they can do nothing, and by doing so discourages trading and investment research and reduces liquidity.

§15.13 Corporate Scandals

In recent years, a surprising number of senior managers of major corporations have been prosecuted for corporate frauds that in some cases (such as Enron and WorldCom) led to huge shareholder losses. The well-publicized misconduct of these managers spurred enactment of the Sarbanes-Oxley Act of 2002,1 which increased the penalties for corporate fraud, stiffened auditing standards (and forbade companies to purchase consulting services from their auditors), increased the authority of independent directors, limited the practice of corporations’ lending money to their executives, and in these and other ways sought to make corporate managers more faithful agents of their (nominal) principals, the shareholders. Concern with misbehavior of corporate managers crested with the financial collapse of 2008 and the ensuing world economic crisis, but that is a subject for the next chapter.

Several of the recurrent types of misbehavior that have been alleged relate directly to the issue of CEO compensation. They are—

 

        1. Failure to treat the value of stock options as a corporate liability, that is, to expense them, thus concealing from shareholders the actual compensation paid management.

        2. Failure to disclose in the company’s financial statements the cost of nonpecuniary benefits to officers, including retired officers, such as use of company aircraft and residences, with the same effect as in the preceding point.

        3. Failure to disclose loans by corporations to their officers, or the subsequent forgiveness of the loans, with again the same effect.

        4. Inadequate supervision of management by boards of directors, particularly the audit and compensation committees of the board.

        5. Lavish issuance of stock options to corporate executives, a practice claimed to have caused management to become unduly preoccupied with, and desirous of manipulating, short-term fluctuations in stock prices.

 

Even some of the other recurrent corporate abuses are related, albeit indirectly, to executive compensation: Inflating the value of corporate assets by transferring some of them at inflated prices to so-called “special purpose entities,” and conflicts of interest when corporate executives are paid for managing the controlled entities; and accounting firms’ failure to audit their clients carefully, perhaps owing to the conflict of interest inherent in the fact that the clients pay the audit fee and to the further fact that they may also be paying their auditor for consulting services, thus increasing the auditor’s dependence on the company’s good opinion.

The common element in the list is enrichment of corporate officers by the provision to them of corporate benefits concealed from or inadequately disclosed to the corporation’s nominal owners, the shareholders, or by concealing from the shareholders bad news that would cause the corporation’s stock price to plummet and with it the officers’ compensation. The charge, in short, is corporate looting by management; thus the issue of scandal is closely related to the issue of excessive compensation. The first question an economist would ask is whether such “looting” imposes social costs or merely redistributes wealth from the shareholders to the officers. It does both. The prospect converts some at least of the expected gains to costs, as officers expend resources—the equivalent of the cost of burglar tools—to obtain the loot. And the potential victims have an incentive to incur costs to prevent themselves from becoming victims; so investors may be deflected from corporate stock to types of investment that yield a lower social return.

Corporate misconduct is not new, but increased beginning in the mid-1990s, a period characterized by a dramatic stock market boom followed by an equally dramatic bust. When a corporation’s stock is rising rapidly, shareholders’ and directors’ concern with diversion of profits to officers is attenuated. The diversion is likely to seem inconsequential (even if rising in absolute terms, it may be falling in percentage terms if the stock market is rising), and the officers can claim with greater or less plausibility that the rise is due, in part anyway, to their efforts, and so a greater reward to them is justified on incentive grounds. When the bust occurs, the officers have an incentive to employ tactics that will postpone the collapse in the value of their company’s stock and thus buffer the impact of the bust on their personal wealth.

The devices by which corporate law endeavors to reduce the divergence between shareholder and management interests—requiring that there be a board of directors elected by the shareholders to oversee the officers, that the corporation hire independent auditors to certify the accuracy of its financial disclosures, and that its officers assume legally enforceable fiduciary obligations to the shareholders—plus the fact that securities analysts employed by brokerage houses and investment banks monitor the performance of the corporations in which their customers invest, as do banks and other major creditors, all depend for their efficacy on information largely in the control of the corporate officers. The directors are vulnerable because they devote only a small fraction of their time to the company. And if they are inside directors (that is, full-time employees of the firm) they have a conflict of interest, while if they are outside (independent) directors they have less access to information about the company, which is doubtless why there is no persuasive evidence that corporate performance is a function of the percentage of independent directors on the corporation’s board. Corporate managers influence the selection of outside as well as inside directors; hire and pay the auditor and dangle consulting contracts in front of auditors who also offer consulting services; and can influence analysts’ reports by steering underwriting fees to investment banks whose analysts give their companies glowing reports.

Yet how strong is the case for an increase in regulatory controls of the sort imposed by the Sarbanes-Oxley Act?2 For example, the inflation of corporate assets by transferring them at inflated prices to special-purpose entities (one of Enron’s principal abuses) is a form of fraud when the inflation is concealed from investors in the transferor corporation. But fraud has long been criminal, and the successful prosecution of the Enron executives suggests that adequate legal tools were in place to deal with such conduct before Sarbanes-Oxley. It would be a mistake to forbid all asset transfers to special-purpose entities because such transfers confer genuine economic benefits, namely the disintermediation of debt (that is, eliminating intermediate links between the ultimate lender and the ultimate borrower). And quite apart from Sarbanes-Oxley it would be possible, invoking what in tax law is called the “substance over form” doctrine, to forbid such transfers when they have no economic purpose but are merely designed to shift corporate debt from one pocket to the other in the hope that investors will find it difficult to locate the second pocket.

As for the receipt by accounting firms of fees for consulting services, as well as for auditing, Enron’s auditor, Arthur Andersen, had largely effected that separation before the Enron scandal. There is no compelling reason to require such separation by law. It should be enough to require the corporation to disclose to investors the terms of its relations with its auditors, and leave the investors to penalize a corporation by bidding down its stock price if they think the auditor has been “bought.” More important (given doubts about the efficiency of the stock market’s response to such information), it is hard to see who other than the audited firms would pay the auditor, or how the clients could be prevented from recycling the fees they now pay auditors for consulting services as higher fees for auditing; so the fundamental conflict of interest remains.

Stock options should not be forbidden, as they do have some tendency to align managerial compensation with firm performance.3 Their efficacy and appropriateness, as well as their magnitude and their net impact on the value of the firm, will, in the wake of the well-publicized scandals, now receive greater market scrutiny, as they should, for they are a very clumsy instrument for incentivizing managers. It would make more sense to base stock options on the performance of a company’s stock relative not to some base period but to the stock of the other companies in the same industry.

It is hard to believe that much turns on whether stock options are treated, as they should be, as a corporate expense. The information concerning the number of stock options granted and to whom and what the strike price is public, albeit in the footnotes of the corporation’s financial statements; now, at least, analysts are sensitive to the issue.

Not much can be done to improve the supervision of management by the board of directors. Directors lack the information and the incentives they would need to ride herd on management. Their main function, besides picking the CEO, is to intervene in crises (ordinarily by replacing the CEO).

§15.14 Managerial Discretion and the Corporation’s Social Responsibilities

Were there no competition in product markets, no market for corporate control, no governance by directors and shareholders, and no law of fiduciary obligations,1 corporate managers would not be constrained to maximize corporate profits. They would maximize their own utility, presumably by skimming off the whole of the corporation’s net income as salaries, or perhaps by liquidating the corporation and distributing its assets to themselves as bonuses. No one thinks that corporate managers are so unconstrained that they can behave in these ways. But some economists believe that in large, publicly held corporations managers are so weakly constrained that they can at least substitute maximands such as sales, or growth, or even personal power that may bring them closer to personal utility maximizing than profit maximizing would bring them.2 But are such maximands really distinct from profits? Suppose growth of corporate sales is what the managers decide to maximize, because the larger the firm the higher their compensation can be without attracting hostile attention from shareholders. To grow rapidly a firm must either generate large amounts of cash from current operations or obtain money from the capital markets. For either purpose it needs large profits (current or expected). Growth maximization thus blends insensibly into profit maximization. Now consider personal power as a maximand. The most powerful corporate executive is the one who controls a highly profitable enterprise. He is least likely to encounter criticism from shareholders, let alone a threat of a takeover. In addition, large profits generate capital (and enable additional capital to be obtained on favorable terms) that he can use for additional ventures.

While some people criticize the modern corporation for not trying assiduously enough to maximize profits, others criticize it for making profit maximization its only goal. They want corporations to devote a portion of their revenues to social needs such as controlling pollution or training members of disadvantaged minorities.3 Yet philanthropy can backfire; “voluntary” corporate reduction of pollution, coordinated through trade associations in order to minimize free riding, since a firm that does not go along with the voluntary campaign will have lower costs and so a competitive advantage, might actually increase the amount of pollution. The demand for regulation of pollution is a function, in part, of the amount of pollution. If the amount is reduced by voluntary action of the polluters, the demand for regulation may fall below the critical point at which advocates can overcome the free-rider problems that plague organizing for political action.4

But the basic point is that in competitive markets, a sustained commitment to any goal other than profitability will result in the firm’s shrinking, quite possibly to nothing. The firm that channels profits into pollution control will not be able to recoup its losses by charging higher prices to its customers. Customers do not benefit as customers from such expenditures; more precisely, they benefit just as much from those expenditures if they purchase the lower-priced product of a competing firm that does not incur them. So the firm will have to defray the expenses of pollution control entirely out of its profits. But in a competitive market there are no profits in an economic sense, other than as a short-run consequence of uncertainty (the shareholders being the residual claimants of any excess of corporate revenues over costs).

It is true that if a firm has the usual upward-sloping marginal cost curve, it may be able, even if it is not minimizing its costs, to continue in business by reducing its output. But it will not survive indefinitely, for at its lower output it will be unable to pay the owners of the scarce resources (land, technical skills, etc.) that it uses a rent equal to what those owners could obtain elsewhere; monopsony is rarely a long-run game (see §10.13 supra).

The prospects for corporate social responsibility are only slightly brighter in monopolistic markets. A firm that has no rivals can shift a part of the cost of pollution control equipment to its customers, but only a part. As shown in Figure 15.1, its profits will decline. To the outsider, the result is a reduction in monopoly profits (from ABCD to EFGH). To the shareholder, however, it is a loss. The price of a share of stock is equal to the present value of the anticipated future earnings of that share.5 If the firm has a monopoly with a prospect of continued monopoly profits of a certain level, the share price will be higher than it would be if a lower level of profits were anticipated. Suppose the firm decides to incur unanticipated pollution-control costs. Its anticipated future earnings are now lower, so the price of its shares will fall. This will be felt as a loss to the shareholder. In the usual case he will neither know nor care whether the corporation has monopoly profits. All he cares about is that the value of his holdings has declined. Managers, unless the expenditure on philanthropy is trivial in relation to the corporation’s profits, will be reluctant to visit such consequences upon themselves and the shareholders.6
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And if there is competition to become a monopolist or to retain monopoly power, a monopolist may have no profits out of which to defray additional costs. The area ABCD in Figure 15.1 may represent not monopoly profits but the fixed costs of having obtained the monopoly, in which event any action that reduces that area will place the firm in danger of bankruptcy (see §9.3 supra).

But then how to explain the long-standing practice of corporations of making charitable donations? Especially, but not only, when these donations are made where the corporation has its headquarters or other facilities, they often are forms of public relations. They may be aimed at currying favor with politicians and interest groups, advertising the corporation to potential consumers (as by underwriting cultural events), creating diffuse goodwill, disguising greed, and warding off criticisms. Sometimes commercial activities can be made to resemble charity. The very low marginal cost of pharmaceuticals makes their sale in poor countries at very low prices profit maximizing, provided that the re-export of the drugs to rich countries can be prevented. The low prices can be represented as being motivated by altruism.

Increased globalization has given rise to what might be called “jump-start charity”—donations aimed at building future demand for the donor’s product in poor countries. This is particularly important with respect to products that involve network externalities, so that being first in a market may give one a head start that is difficult to overcome. The more people who use Windows, the more valuable Windows is to other people. And once hooked on Windows, a person is likely to buy Microsoft’s applications programs, such as Office. Because the marginal cost of an operating system is essentially zero, giving it away may be profit maximizing by inducing the purchase of applications programs that run on it and by creating a network effect; but the giveaway can be advertised as being philanthropic.

Not all corporate charity is cynically motivated. One can imagine situations in which disinterested charitable donations by corporations—donations that do not increase profitability directly or indirectly—could nevertheless benefit shareholders and therefore comport with profit maximization. Most shareholders may want to make some charitable donations but believe that corporations have more information about what are worthwhile charitable enterprises than an individual does. Charities differ greatly in the amount of money that they spend on their own administration, including salaries and perquisites for their employees, relative to the amount they give to the actual objects of charity. Corporations are in a better position to determine which charities are efficient than individuals are; if so, then shareholders may impliedly consent to some amount of charitable giving by their corporations. But not a great amount. One person’s charity is another person’s deviltry: A shareholder who is opposed to abortion on religious grounds would be offended if his corporation contributed to Planned Parenthood. The result is that corporations avoid controversial charities, so that the issue of implied consent becomes whether the shareholder would like his corporation to make a modest contribution to uncontroversial charities.

There is also a tax motivation for implied shareholder consent to charitable donations by his corporation. If the shareholder receives a dividend, the corporation will have paid corporate income tax on the income from which the dividend is paid. Suppose the corporation and the shareholder are both in the 20 percent bracket. The corporation earns $10, pays $2 in tax, and gives the shareholder $8. The shareholder gives the $8 to charity, which costs him $6.40, since he gets a 20 percent tax deduction. If he wants the charity to have $10, he has to dig into his pockets for another $2, which costs him $1.60 (because of the 20 percent deduction), and so the total cost to him of giving the charity $10 is $8. If instead the corporation gives the $10 to charity, a deductible expense that therefore costs it only $8, the charity receives $10 rather than, as before, only $8. The shareholder loses his $2 deduction, which means that the total cost to him of the transfer is, as before, $8. But the corporation is better off to the tune of $2, since it avoids the corporate income tax on the $10 in income that it gave the charity. And anything that benefits the corporation benefits the shareholder.

The latest movement in corporate charity goes by the name of “creative capitalism,” and is supported by Bill Gates, Warren Buffett, and other very wealthy Americans.7 What is distinctive about it is the claim that corporate charity is good business, though not for cynical reasons. Gates, for example, argues that idealistic young people will want to work for a “creative capitalist” company, presumably at a lower wage than if they had to be paid to overcome their scruples about working for a straight profit maximizer. One doubts that there are many such people. But there are some; and some of the charitable projects that Gates would like Microsoft and other big companies to pursue may be more interesting than some of the firms’ pure business projects, and thus may provide nonpecuniary income to employees that would enable the firm to pay them a lower income. There is an analogy to pro bono work by law firms, which is attractive to young lawyers because it is more interesting than much of their ordinary work, or at least provides welcome variety. But if “creative capitalism” reduces labor costs by enough to offset the cost of the charitable undertaking, it is consistent with strict profit maximization.

Gates and Buffett believe that corporations are more efficient than foundations and government, and so if the charity function is turned over to the corporate sector it will be performed better. (Buffett suggests that 3 percent of the revenue from the corporate income tax might be allocated to a fund “that would be administered by some representatives of corporate America to be used in intelligent ways for the long-term benefit of society.”) But corporations are more efficient only because they operate under the discipline of profit maximization, which is dissipated if they direct significant resources to charitable projects. There is even a danger that altruistic corporations would exert pressure on the government to compel their nonaltruistic competitors to undertake charitable projects as well, in order to prevent those competitors from taking over the market.

§15.15 Corporate Criminality

The most elemental issue of corporate social responsibility concerns obedience to law. From a strict shareholder standpoint, it might seem that corporate managers should obey the law only when the expected costs of violating it would exceed the expected benefits, so that managers would have a duty to their shareholders to disobey the law, perhaps especially in countries in which law enforcement is very weak, a country for example that had a law against child labor but was unable to enforce it. This would be a case of a direct clash between ethics and shareholder welfare. Given the social benefits of compliance with law, the ethical argument should normally prevail, so that a shareholder would be precluded from complaining that corporate management, by failing to violate the law even when it could get away with it, was violating its fiduciary duty to shareholders. A further argument for compliance, which lies behind the prohibition against U.S. firms’ engaging in bribery even in countries where bribery is extremely common—is that reducing the amount of bribery in those countries will benefit U.S. firms in the long run by making the markets in these countries more open, to the advantage of efficient firms.

The fact that it will sometimes be in the shareholders’ interest for management to violate law requires punishing corporate managers severely enough to prevent their punishment from being offset by shareholder gains for which the managers could be expected to be rewarded.

A separate question is whether the corporation itself should be liable for the crimes of its managers and other employees. Recall that the doctrine of respondeat superior—that the employer is liable regardless of his personal lack of fault for the torts committed by his employees within the scope of their employment—rests on the insight that most employees cannot pay substantial money judgments and therefore tort liability has no effect on their incentives. Because the criminal law does not rely primarily on monetary sanctions, because imposing criminal sanctions on the employer would duplicate tort sanctions, and because criminal sanctions, being so severe, can induce too much care, the criminal law has not adopted the doctrine of respondeat superior. The principal exception is the criminal liability of corporations. If a crime at least ostensibly in the corporation’s behalf is committed or condoned at the managerial or board of directors level of the corporation, the corporation itself will be criminally liable, which means that the burden of the fine will be borne by the shareholders, who correspond to the employers of tortfeasing employees.

The economic reason for the exception is that because corporations can be subjected only to financial sanctions, are either risk neutral or if risk averse at all are less so than individuals, and are only lightly stigmatized by criminal punishment (a corporation can act only through individuals and there is a constant turnover of them), such punishment is less costly to the punished than the punishment of individuals is. There is little danger it will cause shareholders to be too careful in hiring, supervising, and terminating directors (and through the board of directors, the managerial employees). In these circumstances, corporate criminal liability may be efficient.

Assume to begin with that the corporation’s managers are perfect agents of the shareholders, so that any revenue obtained from criminal activity accrues to the shareholders. Then if shareholders bear no financial responsibility for a manager’s crime they will have every incentive to hire managers willing to commit crimes on the corporation’s behalf. Of course the shareholders will have to compensate the managers for the expected costs of criminal punishment. But given the limitations on the severity of criminal sanctions emphasized in Chapter 7, which truncate the expected cost of criminal punishment to the managers, the shareholders may be able to do this and still have an expected gain from corporate criminal activity. Now assume that the managers are not perfect agents of the corporation—that in fact they use their corporate positions to facilitate criminal activity intended to enrich themselves. It is still the case that the corporation has supplied the facilities that they are using, and its owners should be given incentives to select and supervise managers more carefully.

The real puzzle about corporate criminal liability, it might seem, is why it has to be criminal liability. The economic rationale of criminal law is that the optimal tort remedy is sometimes too large to be collectable, and how can that be a consideration in the case of an entity that can be subjected only to monetary sanctions? Corporations are not infinitely solvent, however, and two of the fundamental techniques of criminal law are fully applicable even to an entity that cannot be punished other than by a nonstigmatizing fine—the use of public resources to raise the probability of punishment above what might be a very low level because of efforts taken to conceal criminal responsibility, and the punishment of preparatory activity in order to reduce the net expected gain from crime.

But since corporate criminal punishment is purely monetary, it is not clear why the corporation should be entitled to the elaborate procedural safeguards of the criminal process. Those safeguards, as we shall see in Chapter 22, make economic sense only on the assumption that criminal punishments impose heavy costs rather than merely transfer money from the criminal to the state.

Corporate criminal liability has been criticized on several grounds.1 One is that it is not integrated with tort liability, and so creates a danger of overdeterrence, since often the corporate criminal act will also be a tort that gives rise to substantial liability in damages. Punitive damages can be awarded for the type of intentional tort that is likely also to be criminal, and as corporate criminal sanctions are purely financial it’s hard to see why those sanctions should be imposed without regard to the corporation’s tort liability. Another criticism of corporate criminal liability is that it may actually increase the amount of corporate crime. If corporate efforts to prevent the commission of crimes by corporate employees simultaneously increase the probability that crimes will be discovered and, if discovered, prosecuted, the corporation may decide to curtail its preventive efforts.

This debate has implications for whether corporations should be liable for punitive damages awards against their employees for conduct within the scope of their employment.2 Because the employee is likely to be judgment proof, punitive damages are unlikely to deter unless the corporation is liable for them.

§15.16 The Closely Held Corporation

Our emphasis has been on the large, publicly held corporation. But much U.S. business is conducted in closely held corporations. The close corporation has few shareholders, most or even all of whom are active in management, and its securities are not publicly traded—and often are not saleable at all. The principal inducement to forming a close corporation, besides certain diminishing tax advantages, is to obtain perpetual existence and limited liability (though major creditors will often demand that the principals guarantee the corporation’s debts personally).

Although many of the problems that we have considered in relation to publicly held corporations do not afflict the close corporation, it has economic problems of its own, above all the problem of bilateral monopoly. Suppose three people form a corporation to manufacture computer software and each receives one-third of the corporation’s common stock. Should one of them later want to leave the business, he probably won’t be able to sell his stock to anyone but his fellow shareholders since any stranger who purchased would be afraid the other two would gang up on him. Having the departing shareholder over a barrel, the others may offer him very little for his stock. The solution is for the shareholders to enter into a buy-out agreement when the corporation is formed. But now suppose the corporation needs more capital and thus wants to sell stock to a fourth person. The question will arise, whose interest shall be diluted to make way for this new shareholder? Each of the existing shareholders will naturally hang back from offering to dilute his own interest.

It might seem that these problems are easily solved by the principle of majority rule. But especially when there are very few electors, majority rule is unstable. If two of the shareholders in our hypothetical close corporation try to gang up on the third, the third will have an incentive to try to pry loose one of the members of the ruling coalition. All this will make for high bargaining costs and also great initial uncertainty. A possible solution is to have a rule of unanimity for transactions that will alter the corporate structure, but this magnifies the problem of bilateral monopoly.

One thing the law can and generally does do is to allow the creators of close corporations to depart quite freely from the standard form contract that is the state’s corporation law—to let the incorporators cut their own deal in a way that would not be feasible in a very large corporation, whose shareholders cannot be meaningfully consulted, in part because their stakes are too small to repay close study of the details of corporate governance. Another possibility recognized in the law is to allow a shareholder to petition for dissolution of the corporation if there is a deadlock that paralyzes corporate operations. Assuming that the assets of the corporation would be worth less upon dissolution, the prospect will increase the shareholders’ incentive to negotiate their way out of their impasse. Of course, just as with divorce—an economic analog to the dissolution of a close corporation—it is vital that the grant of the petition be conditioned on proper compensation for the other shareholders. Otherwise the right to require dissolution would become a bargaining counter for whichever shareholder had the least to lose from dissolution.

Consider In re Radom & Neidorff, Inc.1 Radom and his brother-in-law had a successful business in which the two were the only, and equal, shareholders. The brother-in-law died and his wife, Radom’s sister, inherited his shares. Radom and his sister did not get along. Although the rules of the corporation required that both shareholders sign all checks, she refused to sign his salary check, on the ground that he was drawing excessive salary. Even though the corporation was profitable, the impasse between its shareholders prevented it from declaring dividends or even paying its debts.

Radom petitioned for dissolution, but the court refused to grant it. To have granted it would have amounted to the expropriation of his sister’s interest, as Radom, the active partner, could readily have continued the business under a new name. It would be like granting a unilateral divorce to a man whose wife had just finished putting him through medical school (see §5.3 supra). The court might have conditioned dissolution on Radom’s paying his sister an equal share of the going-concern value of the corporation (like a property settlement in a divorce), rather than simply dividing its tangible assets with her. But maybe denying the petition served just as well; it put pressure (we do not know how effectively) on Radom to offer her a better price for her stock.

This analysis suggests a reason for the rule that a partnership dissolves on the death of any partner: If the partnership continued, the surviving partners would have the dead one’s widow over a barrel, as in the Radom case. Dissolution gives her some bargaining power.

§15.17 Public Utility Regulation Revisited

In using terms like “debt” and “equity” in this chapter we have, as is usual in this book, been sticking closely to their legal meanings; and doing so can obscure interesting economic issues. Take the public utility, discussed in Chapter 13. Formally it is a conventional corporation with shareholders and bondholders. But to the extent that regulation succeeds in its formal aim of placing the utility’s pricing on a cost-plus basis, it alters the economic relationships within the firm. No longer is the stockholder the residual claimant. Changes in the fortunes of the company are registered in the price of its product or service rather than of its shares. The real equity holder is thus the consumer. This suggests the fundamental economic objection to cost-plus pricing. The consumer is in an even worse position than the stockholder to supervise management, since he has no voting power and cannot sell his shares. But in a system of cost-plus pricing the consumer is the only person who has any economic incentive to supervise management, beyond the limited incentive that any long-term creditor has to keep tabs on the debtor.
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        Problems

 1.    Suppose that when the post office was still an executive department, you had been asked to design an appropriate organizational form for postal service. Would you propose a private corporation? A public corporation? Would either form be an advance over the executive department?

2.    The Communications Satellite Corporation (Comsat) is a private corporation, but the president of the United States appoints several of the directors (a minority). Do you expect the firm to behave differently from other private corporations by virtue of these public directors?

 3.    Under German law, workers are entitled to elect some of the members of the counterpart (roughly speaking) to our board of directors. Would you consider this a worthwhile innovation in our corporate form? Cf. Detlev F. Vagts, Reforming the “Modern” Corporation: Perspectives from the German, 80 Harv. L. Rev. 23 (1966). Does your answer depend on what union leaders maximize (see Problem 6)? Suppose workers were given shares of corporate stock: Would it make a difference whether it was stock of the company for which they worked or stock of some other company?

 4.    Discuss this proposition: Corporation law should be wholly permissive with respect to the allocation of power in the corporate charter between shareholders and directors.

 5.    How could a manager benefit from adoption of a corporate goal of sales maximization? Does your answer depend on whether the market for managers is competitive? Whether buyers in that market are well informed?

 6.    Would you expect the problem of managers’ substituting their personal goals for organizational goals to be more acute in a university, labor union, or government regulatory agency than in a business firm? Can it be argued that the personal goals of the management of any type of organization generally coincide with the goal of maximizing the present worth of the organization?

 7.    For purposes of applying the rule against insider trading, should “insider” include only corporate officers, their families, and people to whom they sell inside information, or should it include anyone who in fact possesses inside information? Why might the expanded definition be extremely costly, quite apart from administrative and enforcement costs?

 8.    The Price-Anderson Act, 142 U.S.C. §2210, in effect places a limitation (of several hundred million dollars) on the tort liability of any manufacturer or owner of a nuclear reactor for the consequences of a reactor accident. What is the economic rationale of this limitation?

 9.    Would you expect racial discrimination to be more common in a publicly held or a close corporation? In a regulated or a nonregulated firm? Assume public policy is neutral on private discrimination. If stumped, see §28.1 infra.

 10.    Assume there is a first and a second mortgage on a piece of property. If the mortgagor defaults, who, from the standpoint of economic efficiency, should have the right to foreclose—the first or the second mortgagee?
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CHAPTER 16



FINANCIAL MARKETS

§16.1  Portfolio Design

The focus in this chapter shifts from the corporation to the shareholder, the managers of investment portfolios—trustees, pension plans, banks, mutual funds, insurance companies, and individual investors—and the broader financial system of banks and financial regulators. The financial collapse of 2008—which triggered the biggest economic downturn, in the United States and the world as a whole, since the Great Depression of the 1930s, and is still with us after five years—has generated skepticism, which needs to be taken seriously, about the theory of finance.

A place to begin analysis is with the market for corporate securities, particularly common stock. A security has two dimensions: risk and expected return. The expected return is constructed by multiplying every possible return by the probability of its being the actual return, and then adding the results of the multiplication. Thus, if there is a 50 percent probability that a particular stock that sells for $10 today will be worth $12 one year from now, a 40 percent probability that it will be worth $15, and a 10 percent probability that it will be worth nothing, its expected return is $2 [(.5 × $2) + (.4 × $5) − (.1 × $10)].1

Although the expected return of a 100 percent chance of obtaining $10 is the same ($10) as the expected return of a 50 percent chance of obtaining $20 or a 1 percent chance of obtaining $1,000, we know that people are not indifferent to the various ways of combining uncertainty and outcomes to yield the same expected return. In choosing among securities that have identical expected returns, the risk-averse investor will choose the one having the least uncertainty unless the prices of the others fall, thereby increasing their expected returns, to the point where he feels adequately compensated for bearing greater risk.

The prevalence of risk aversion in investing is illustrated by the normally lower rate of return on bonds compared to the common stock of the same company. Suppose that the expected return (dividends plus appreciation) on a company’s common stock is 10 percent. Risk-neutral investors would demand 10 percent interest on the company’s bonds as well. Although there is less risk to being a bondholder, since he has the cushion of the equity shareholders, who would have to be wiped out completely before he could lose his interest, his additional safety is offset in an expected-return sense by the fact that he cannot earn more than the interest rate specified in the bond. The difference between a company’s bond interest rate and the (higher) expected return to owners of the common stock is compensation to the stockholders for the extra risk they bear.2

It follows that there should also be a systematic difference among the expected returns of common stocks that differ in their riskiness; but this point is subject to an important qualification. Suppose the expected per-share returns of two stocks (A and B) are the same, $2, but the expected return of A combines a 50 percent probability of no return with a 50 percent probability of a $4 return, while that of B combines a 50 percent probability of a −$6 return with an equal probability of a $10 return. B is the riskier stock. Let there be a third stock (C) that, like B, has an expected return of $2 resulting from a combination of a 50 percent probability of a −$6 return with the same probability of a $10 return—only the fortunes of C and B are reciprocal, so that when B does well C does poorly and vice versa.3 Then a portfolio composed of B and C will be less risky than one composed solely of A, even though A, considered in isolation, is less risky than either B or C. The investor will not insist on a risk premium for holding B and C in his portfolio. Their risks cancel; the portfolio itself is risk free.

This illustrates the fundamental point that portfolio design can alter the risk characteristics of securities considered individually. And in a world in which the risks of different common stocks were negatively correlated, as in the preceding example, there would be few if any differential risk premiums among common stocks. Less obviously, this would also be true if the risks of common stocks, instead of being negatively correlated, were uncorrelated, i.e., random; for in a portfolio consisting of many different common stocks, the randomly distributed risks of the securities in the portfolio would tend to cancel out. By way of analogy, observe that while the riskiness of every individual life in this country is nonnegligible, the country’s death rate—the performance of the “portfolio” of all individuals—is extremely stable. It is, in fact, much more stable than the stock market. This suggests that the risks of different common stocks are neither negatively correlated nor random but in fact have a strong positive correlation. This in turn makes it necessary in portfolio design to distinguish between two components of risk. One is the component that is positively correlated with the risk of the whole flock of securities, the market, and therefore cannot be eliminated simply by adding more and more securities. The other component is risk that is negatively correlated, or uncorrelated, with the risk of the market as a whole, and therefore can be diversified away. Diversification is an important goal of portfolio design because it allows the investor to get rid of a form of risk that is uncompensated (precisely because it can be eliminated at slight cost, through diversification) and is therefore a deadweight loss to the investor who is risk averse. But diversification does not eliminate all risk; some risk, as we have seen, is undiversifiable, and to bear that risk the risk-averse investor will insist on compensation. (Moreover, by spreading risk, diversification imposes risk, though usually in bearable form: If you belong to an insurance pool, you impose risk on the other members of the pool.) Because systematic risk—the risk component that is positively correlated with the risk of the market as a whole—is also compensated risk, the portfolio manager who wants to reduce it must be prepared to pay a price in the form of a lower expected return.4

A security whose price rose on average 10 percent when the market rose 10 percent and fell 10 percent when the market fell 10 percent would have a systematic risk equal to that of the market. In the language of finance it would have a beta of 1, beta being the riskiness of the security in relation to that of the market as a whole. If the security rose 20 percent when the market rose 10 percent and fell 20 percent when the market fell 10 percent, its beta would be 2, and if it rose by only 5 percent when the market rose 10 percent and fell by 5 percent when the market fell 10 percent, its beta would be .5.5 Of course no security moves in perfect lockstep with the market. But we are not interested in the portion of the stock’s variance that is uncorrelated with the movement of the market as a whole—that is diversifiable. While a stock with a high beta should have a high expected return, a stock that has a greater overall risk but a low beta—a stock that moves a lot but not in step with the market as a whole—should have a low expected return.

Why do stocks differ in their riskiness, either systematic or random (diversifiable)? Two factors are particularly important. One, examined in the next section of this chapter, is the degree to which the corporation’s activities are diversified. The other is the corporation’s debt-equity ratio (leverage). If it is great, any decline in the firm’s gross revenues will hit the equity shareholders hard because debt is a fixed cost; it does not fall when revenues fall, unlike variable costs, which fall when output falls (and hence revenue). The stock of such a firm will tend to have a high beta because any development that affects adversely the business world (and hence the stock market) as a whole, such as an unanticipated fall in aggregate demand, will affect this company even more adversely. Conversely, should the market as a whole rise (because, say, of an increase in aggregate demand), the company will tend to do better than firms having average amounts of debt. As an example now of diversifiable risk, consider a company engaged in prospecting for uranium. Its fortunes will tend to rise and fall with its success or failure in locating uranium deposits, an uncertain process but one unlikely to be systematically related to the movements of the stock market as a whole. It may be a very risky stock, but its beta may be no higher than average.

The foregoing analysis suggests that if the administrative costs of diversification are ignored, an investor’s portfolio should be as widely diversified as possible in order to eliminate uncompensated risk. One measure of a portfolio’s diversification is its correlation with some broadly based index of investment opportunities, such as Standard & Poor’s 500. But because the movements of a portfolio consisting of only 32 (carefully selected) stocks would be 95 percent correlated with those of the S&P 500, it is sometimes assumed that there is no point in holding a larger portfolio, let alone one that would include 250 or 500 stocks. This is incorrect. For example, although a portfolio consisting of 50 stocks would have a correlation coefficient well above 90 percent, its expected return would be a range of 4.5 percentage points on either side of the expected return of the S&P 500, so that if one year the S&P 500 rose by 10 percent, the 50-stock portfolio would be expected to increase by anywhere between 5.5 and 14.5 percent. Even a portfolio consisting of 100 stocks would often differ by as much as 3 percent from the performance of the S&P 500; it takes a portfolio of 200 stocks to reduce this figure to 1 percent.6 And even the S&P 500 is not completely diversified; it is a sample of only one type of asset traded on only one exchange.

A further implication of the analysis is that the portfolio manager, by his choice of the portfolio’s beta (undiversifiable risk), will determine the investor’s expected return. Thus he can vary that return without trying to pick winners. The most efficient method of achieving the desired combination of risk and return is to adjust the proportions in which either relatively risk-free assets are included in the portfolio or borrowed money is used to increase the portfolio’s holdings. Consider as a reference point the hypothetical market portfolio consisting of all stocks traded on the stock market7 weighted by the market value of each company whose stock is represented. The beta of the market portfolio is of course 1, and its expected return today probably about 9 percent.8 Suppose the portfolio manager is willing to accept a lower return in exchange for less volatility, say half as much as that of the market as a whole. That is, he wants a portfolio that will have a beta of .5. How can he get this? He could simply cast out the riskier stocks in the market portfolio until the average beta of the stocks that remained was only .5. But in the process his portfolio would become less diversified, and as pointed out several times now risks avoidable by greater diversification are not compensated. The alternative is to add to the portfolio enough corporate or government bonds or other fixed-income securities, with their typically low betas, to pull the average beta of the portfolio down to .5. This has the advantage of not reducing the diversification of the common-stock component of the portfolio. It is a better strategy than replacing the common stocks in the portfolio with bonds having an average beta of .5, since the resulting portfolio would be badly underdiversified—it would, for example, be much more exposed to the risk of an unanticipated change in the inflation rate than a portfolio that included common stocks, whose earnings are not fixed in nominal dollar terms. A related point is that bonds added to a common-stock portfolio in order to reduce the portfolio’s beta should be selected with a view toward maintaining the overall diversification of the portfolio. It would not do to hold a portfolio that consisted of $1 million in the shares of a market fund (i.e., a fund holding the market portfolio or some reasonable approximation to it) and $1 million in the bonds of one company.

The investor who wants a higher expected return than that of the market as a whole can obtain it by borrowing money to buy additional securities for the portfolio. Suppose an investor invests $500,000 of his own money and borrows another $500,000, thus giving him $1 million in assets, which he invests in a fund holding the market portfolio. Suppose that he pays 6 percent interest on the loan and that the expected return on the market portfolio is 9 percent. His expected rate of return, then, which is equal to the expected return of the portfolio (.09 × $1 million = $90,000) minus his interest costs (.06 × $500,000 = $30,000), divided by his personal investment, will be 12 percent ($90,000 − $30,000 = $60,000 divided by $500,000 = .12). This is higher than the market rate; but the beta of the portfolio is higher than the market’s beta. If, for example, the market declined by 10 percent, the portfolio would be worth only $900,000 (we can ignore the interest cost of the borrowed money), and since the investor would still owe $500,000 to the lender his net assets would be only $400,000, 20 percent less than before the decline of the market. The portfolio’s beta is thus 2.

§16.2  Diversification, Leverage, and the Debt-Equity Ratio

The analysis in the previous section is helpful in appraising the argument that the existence of conglomerate corporations—corporations whose divisions or subsidiaries operate in unrelated markets, thus seemingly condemning the corporation to diseconomies of underspecialization—is attributable to the fact that the conglomerate form overcomes certain inefficiencies in the financial structures of many firms. Conglomerates are often highly diversified, and it has been argued that a highly diversified firm, by reducing risk to investors, enables capital to be acquired at lower cost than if the firm were not diversified. The argument overlooks the fact that the individual shareholder whose portfolio consists of shares in firms that are not diversified but that operate in unrelated markets enjoys the same benefits of diversification that he would if those firms were consolidated into a single conglomerate. What is important to an investor is the diversification of his portfolio—not whether individual stocks are diversified.

A second argument is that firms bought by conglomerate corporations often have low debt-equity ratios and that the conglomerate, by increasing that ratio, can increase the return to the shareholders. This argument is often coupled with the first in an effort to persuade that the conglomerate’s diversification enables it to minimize the risks associated with high debt-equity ratios. But it is unlikely that the value of shareholders’ equity can be increased by altering the debt-equity ratio.1

Consider a hypothetical firm that has 1 million shares of common stock outstanding, no debt, and a steady net operating income of $3 million a year. Since the value of a firm is the present discounted value of its expected income, the value of our hypothetical firm will be some multiple of $3 million (the multiple is determined by such things as the stock’s beta and the demand for investment assets generally—and also by the firm’s estimated future earnings—but that determinant is assumed away in the example); and suppose it is 10. Then the firm will be worth $30 million, and the price of a share of stock in the firm will be $30, the earnings per share $3, and the price-earnings ratio 10. Now suppose the firm borrows $15 million at 6 percent interest and uses this money to buy back one-half the outstanding shares of its common stock, which it then retires. The firm’s operating net income is unchanged, but there is now an interest expense of $900,000. This reduces the shareholders’ earnings to $2.1 million, or $4.20 per share since the number of shares has fallen from 1 million to 500,000. If the price-earnings ratio is unchanged, each share of stock will be worth $42 and the aggregate shareholders’ equity will be $21 million. The value of the firm will therefore be $36 million ($21 million equity plus $15 million debt); the change in the debt-equity ratio has created a new value of $6 million. But something must be wrong. The net assets of the firm were worth $30 million originally because they generated net operating income of $3 million a year. Nothing has happened to make those assets more productive, so why would a purchaser now pay $36 million for the assets?

He would not. The fallacy in the hypothetical is the assumption that the price-earnings ratio is unaffected by the amount of debt the firm has. The addition of leverage increases risk to the shareholder because debt is a fixed cost and anything that increases a firm’s fixed costs makes it more vulnerable to a reduction in demand for its product, such as a downturn in the business cycle. There is upside risk as well—the highly leveraged firm does better than the less leveraged firm when the economy turns up—but since most investors are risk averse, a stock’s price-earnings ratio should fall as the firm’s leverage increases. Indeed, since the productive value of the firm’s assets is unaffected by how the firm chooses to arrange the components of its capital structure, we would expect the firm’s price-earnings ratio to fall to 7.14, the ratio at which the value of the firm is unchanged from before. A purchaser of the firm would have no reason to pay a premium just because its capital structure contained leverage, even if he prefers the high expected return of a high-risk investment. He can create his preferred debt-equity ratio by purchasing some of the stock with borrowed money. Or he can pair his purchase with investing in highly leveraged or otherwise highly risky firms.

The purity of the analysis is impaired by the differential tax treatment of interest and earnings. The government subsidizes the raising of capital through borrowing by permitting corporations to deduct the cost of borrowed capital, but not of equity, from their taxable income. In addition, when a firm’s debt-equity ratio is very high, the risks both to the holders of debt and to the shareholders may become so great that the firm will be unable to attract either sort of investor. The amount of leverage in its capital structure is therefore not a matter of complete indifference to the shareholder (see also §15.4 supra); but it seems unlikely that this factor could explain many conglomerate mergers.2

The analysis has implications for assessing the value of a corporation for purposes of calculating punitive damages in cases in which corporate misconduct warrants the imposition of such a sanction. It is tempting to suppose that the corporation’s net worth is the proper measure of the corporation’s value. Net worth, however, is an artifact of an accounting convention that treats shareholder equity different from debt; if two corporations have the same value, but one has a high debt-equity ratio and the other a low debt-equity ratio, the second corporation will have a higher net worth than the first. The only justification for imposing heavier punitive damages on the second corporation than on the first would be a belief that stockholders can prevent corporate misconduct more readily than creditors can. The opposite might be true of a corporation that had no major stockholders but a few very large creditors; each of those creditors might exert more influence on the corporation’s behavior than any of the shareholders.

§16.3  Why Do Corporations Buy Insurance?

If the stockholders of a corporation can diversify away the nonsystematic risk component of the corporation’s expected earnings stream, why do we observe that most corporations, large as well as small, publicly held as well as closely held, carry insurance against losses as a result of tort suits, fire, theft by employees, and other adverse contingencies? Why are the shareholders of a publicly held corporation not adequately insured just by virtue of holding diversified portfolios? Here are some answers:

 

1. Managers are risk averse and have too much of their wealth (including human capital) locked up in the corporation to be able to diversify other than by insuring the corporation. Personal wealth insurance is not a feasible alternative, because of moral hazard. The insured may stop working hard, or, since he has no downside risk, take unjustified risks. On this view, is the purchase of corporate insurance in the stockholders’ interest, or is it another example of an agency cost? It’s both. Managers’ risk aversion drives a wedge between their interests and those of the shareholders, but reducing their risk by the purchase of corporate insurance may be cheaper than paying the managers to bear the risk.

 

2. The loading (administrative) cost of the insurance may be less than the expected deadweight cost of bankruptcy. In other words, the bankruptcy that insurance wards off, discounted by the probability of bankruptcy if the corporation is not insured, would cost more in real resources consumed (in legal fees, trustee’s fees, and above all in lost production caused by the less efficient management of a firm that is operating under judicial control) than the amount by which the insurance premium exceeds the expected payout.

 

3. Insurance companies are specialists in reducing risks by advising on safety precautions and also in monitoring the defense of certain claims. If a corporation that does not carry liability insurance is sued under the doctrine of respondeat superior for an accident by one of its employees, it will have to go out and find a law firm to defend the tort action, and it will have to monitor the law firm’s performance. All this will be difficult if the corporation does not have many tort claims against it; it will lack relevant information concerning defending against a tort claim. As a specialist in such defense, a liability insurance company may be able to arrange for the corporation’s defense at lower cost and with better prospects of success than the corporation itself could do. This analysis implies—and one observes—that corporations that encounter repetitive tort claims, such as railroads, frequently self-insure.

 

4. Insurance enables the firm to reduce the volatility of its earnings. If securities and credit markets cannot readily distinguish poor earnings that are due to mismanagement from poor earnings that are due to some exogenous shock for which management is not responsible, managers will have an incentive to smooth earnings in order to avoid periods of poor earnings. In other words, the managers insure themselves against being blamed for adversities for which they are not actually to blame.

§16.4  Stock Picking and the Efficient-Markets Hypothesis

In focusing on portfolio design and capital structure, we may seem to have lost sight of the most straightforward investment strategy—the purchase of undervalued, and sale of overvalued, securities—and, the same thing really, the timing of market turns. (A belief that the market is “too high” and about to fall is equivalent to a belief that (all) stocks are overvalued at their current price. Likewise with a belief that the market is “oversold” and about to rise.) But is this really an efficient strategy? To begin with, it is expensive. There are the research costs incurred in selecting specific securities to include in, or exclude from, the portfolio, the transaction costs incurred in buying and selling shares in accordance with the changing results of the securities analysis, and the sacrifice of diversification entailed by holding substantially less than the market portfolio (stock picking implies selectivity, but diversification requires inclusiveness). For all these costs to be worthwhile, stock picking must generate larger benefits, in the form of a higher expected return, than one could expect to receive from the market portfolio adjusted to impose the same level of systematic risk as the portfolio created by stock picking.1

It may seem virtually self-evident that a skilled investor, who conducts careful research into the conditions and prospects of particular companies and of the economy as a whole, will earn a higher return (always correcting for differences in systematic risk) than the investor who simply buys the market, blindly investing in the entire stock market list and never selling a stock when its prospects begin to sour. If the value of a stock is purely a function of its anticipated earnings and therefore depends on future events, determining whether a stock is undervalued or overvalued at its current price will require knowledge of what the future holds, and very few people are good at predicting the future. Although a stock may be undervalued because of some characteristic of the company (or of its competitors, suppliers, customers, political environment, etc.) that exists today but is not widely known or correctly understood, the underlying information is in the public domain,2 meaning that it is equally available to all security analysts. The only way to make money from such information is to interpret it better than other analysts do. This is not a promising method of outperforming the market. It requires both that the analyst interpret publicly available information differently from the average opinion of the analyst community and that his deviant interpretations be correct substantially more often than they are incorrect—substantially in order to cover the transaction costs involved in trading securities.

The difficulty of beating the market consistently is even greater than just suggested, because of a point suggested by John Maynard Keynes. The stock trader is less interested in the value of a stock implied by the “fundamentals” (how well the firm is managed and financed, the demand for its products, and so forth) than in what the other traders think the stock is worth, who in turn may base their purchase and sale decisions on what they think he thinks the stock is worth, and so on in an endless circle. The fundamentals will influence the traders’ valuations and hence the price of the stock, but many other factors may come into play as well, and they are extremely difficult to foresee.

Confirming these theoretical points, empirical studies have found that mutual funds, despite employing security analysts and portfolio managers for the purpose of outperforming the market, fail to do so.3 They do no better than the blind market portfolio. Although it has been argued that the proper comparison is not between all mutual funds and the market but between the most successful mutual funds and the market, the studies suggest that there are no consistently successful mutual funds. Some enjoy shorter or longer runs of success, but generally their success is no greater than one would expect if luck, not skill, is indeed the only factor determining the fund’s performance.

The studies support an even stronger conclusion: When brokerage costs and management fees are taken into account, the average mutual or common trust fund yields a lower net return than a broadly based market index such as the S&P 500.4 This comparison was long derided on the ground that the S&P 500 is a hypothetical fund and hence has no administrative costs. Now that there are, and indeed for decades have been, real market-matching funds in operation (see §16.6 infra), it is possible to evaluate—and reject—this criticism. The administrative costs of a market fund turn out to be so low (on a $500 million portfolio, perhaps 10 percent of the costs of conventional management) that the expected return of a properly constructed market fund is only trivially different from that of the S&P 500.

§16.5  The Challenge of Behavioral Finance

The various points made in this chapter so far concerning the operation of securities markets are premised on the idea that these markets operate as if the traders in them were rational (which of course does not mean omniscient—information is costly and therefore “rational ignorance” is not an oxymoron). The “as ifness” of the assumption needs to be emphasized. It could be that many traders are irrational (“trading on noise” rather than trading on information), yet if their deviations from rationality were random, the average price of a security would not be affected. And even if their deviations were systematic, the effect on the average price would be slight if arbitrageurs were alert for bargains. Arbitrageurs are speculators who look for situations in which two identical assets are selling for different prices. An arbitrageur might, for example, exploit the presence of price discrimination (the same product being sold at different prices to buyers that have different elasticities of demand for the product) by buying the product from buyers charged a lower price because their demand is more elastic and reselling to the buyers charged a higher price because their demand is less elastic.

Suppose that because of an irrational fondness for stock X over very similar stock Y, the price of X rises relative to that of Y even though the expected returns to the two stocks are the same. By selling X short and buying Y, the arbitrageur makes a more or less guaranteed profit, since if the two stocks are indeed close substitutes, a continued rise in the market price of X is likely to be accompanied by a rise in the market value of Y, so that the arbitrageur will make up in profits on Y what he will lose if, contrary to his expectation, the price of X does not fall. If it does fall, his short selling will be profitable, and he is unlikely to incur a commensurate loss on Y, since Y was undervalued relative to X when it sold for less (since the stocks are so similar). The existence of the close substitute for X, namely Y, is what enables the arbitrageur to hedge, for without that substitute his selling X short would be very risky, since he cannot be certain that it is overvalued; more precisely, he cannot be certain that the market will “wake up” and realize that it is overvalued.

A growing literature in “behavioral finance”—a literature, that is, which relies heavily on the insights of cognitive psychology as opposed to the model of rational behavior employed in conventional economic analysis (and is thus a cousin of behavioral economics—challenges, with significant empirical support, the key assumptions of efficient-markets theory. Among the challenged assumptions is the efficacy of arbitrage in neutralizing irrational investment behavior (behavior illustrated by arbitrary differences in the price of stocks that are very close substitutes for one another).1 “Investors follow the advice of financial gurus, fail to diversify, actively trade stocks and churn their portfolios, sell winning stocks and hold on to losing stocks thereby increasing their tax liabilities, buy and sell actively and expensively managed mutual funds, follow stock price patterns and other popular models.”2 Of course all this has long been known. But the behavioral-finance literature finds that these behaviors are systematic rather than random. Investors are more reluctant to sell losing than winning stocks (“loss aversion”). They have an exaggerated expectation that trends will continue, and this expectation amplifies stock market swings by encouraging buying when stock prices are rising and selling when they are falling. Investors also demand a higher risk premium than risk aversion would warrant (given the possibility of reducing risk by means of diversification) for owning stocks relative to bonds, because stocks have more downside risk and loss aversion implies that downside risk weighs more heavily in an investor’s decision than upside risk. And because people, including many investors, have difficulty dealing with probabilities and tend therefore not to understand that “runs” are consistent with chance (this is related to the tendency of people to expect trends to continue indefinitely), they see patterns where they do not exist and therefore give greater weight to stocks’ short-run performance—and to the short-run performance of money managers—than is warranted.

Professional money managers—or at least many of them (for professionals are not immune from cognitive defects)—know better. But if they are competing for the investment dollars of unsophisticated investors, they must cater to those investors’ irrational predilections. (This is related to the earlier point about trading on the basis of what the trader thinks other traders think.) Arbitrage cannot be depended on to eliminate these irrationalities because the arbitrageur often cannot hedge, and when he cannot arbitrage is extremely risky. He cannot hedge if there are no good substitute securities for those he thinks overvalued or undervalued. And even if there are, the market may not wake up in time for the hedge to work. In our example, if the price of X keeps rising after the arbitrageur has sold it short and bought Y, but Y does not rise at the same time, he may suffer staggering losses before the two stock prices finally converge. Since arbitrage is incomplete, investor irrationalities persist and cause systematic deviations between stock price and fundamental value. Irrational investor behavior is also promoted by mutual funds, brokers, and other securities professionals who see profit opportunities in encouraging that behavior.

The extent of these deviations from rationality is a matter of controversy.3 And as is often the case with insights from cognitive psychology, the policy implications are unclear. What is true is that the more gullible investors are, the more important it is to have effective remedies against securities fraud: Suppose, for example, that if a mutual fund advertised that above-average performance for two years running proves that its performance will be above average in the third year, the law would deny credulous investors a remedy on the ground that no one could be so dumb as to believe such a thing. But to go much beyond this and, for example, forbid people to buy stocks without first passing a test in clear thinking seems hardly feasible. Cognitive limitations deeply rooted in human mentality defy legal remedy. But it is important that the law not assume that people are more rational than they are.

§16.6  A Deeper Challenge

In its weak version, which is all that is needed to show that stock picking is likely to be an inferior strategy to buying and holding a diversified portfolio, efficient-markets theory claims merely that the stock market is hard to beat because there are so many traders trying to do so and they have access to the same information. In its strong version, the theory claims that current stock prices are the best estimate of the future earnings of the companies whose stocks are being traded.1 Behavioral-finance theory might move us to substitute “pretty good” for “best,” but a more radical criticism of the strong version of efficient-markets theory is that current stock prices may often seriously mispredict future corporate earnings, and for reasons that don’t rely on positing that many traders are irrational.

People who trade stocks, as distinct from people who buy and hold them for the long term, are not primarily interested in the future corporate earnings of the companies whose stock they’re trading; they are primarily interested in whether other traders think the stocks are likely to rise or fall in value; and those other traders likewise are interested in what still other traders think. A trader who thinks that many other traders consider a stock undervalued has a good reason to buy the stock, whatever he might think the company’s future earnings are likely to be. Hence “momentum trading”—buying when others are buying, selling when others are selling. This tendency (which should be distinguished from the earlier-discussed tendency to exaggerate the persistence of trends) is derided as “herd behavior,” which may seem irrational, but is not, and not only among the (other) animals. (If you are an antelope, and you see the other antelopes suddenly start to stampede, you are well advised to join them because they may be fleeing from a lion or other predator.) Momentum trading is rational herd behavior when it is based on a rational conjecture about the behavior of other traders, though it may also reflect the human tendency to see patterns where there aren’t any (possibly because pattern spotting is an evolved human trait of great value in most situations). But momentum trading is also dangerous for the economy as a whole—it can give rise to asset-price bubbles. A bubble is a disequilibrium event involving a steep increase in price that persists for a significant time, cannot be explained by fundamentals, and, after peaking, quickly gives way to a steep fall in price. See §16.4 supra. The bursting of a bubble can bring on a general economic crisis, as we learned in 2008.

Here is a related example of rational herd behavior: Suppose the consensus of stock analysts is that the stock of some company is undervalued. You’re a stock analyst and you disagree; you think it’s overvalued. Will you recommend to your customers that they sell the stock? Probably not, unless you’re either extremely confident that you’re right or extremely bold. (Temperament differs across people, and temperament influences action—especially under uncertainty, where “objective” data cannot guide decision reliably.) For if you’re wrong, you’ll stand out and be criticized. If despite your doubts you advise buying the stock, and you are wrong, you are part of the herd—where everybody is wrong, no one is to blame. Hence (depending on your probability estimate), the decision that maximizes your expected income may be to go with the herd despite your disbelief in the herd’s wisdom. Let the probability that your buy recommendation is correct be p, so that the probability that it is incorrect is 1 – p; and let the benefit to you in future income from an enhanced reputation be x and the loss to you of future income from a diminished reputation y; then you will recommend buy if px > (1 – p)y and you will recommend sell if px < (1 – p)y.

It’s been observed that stock prices tend to dip at the end of each quarter—a pattern that can’t be explained by changes in forecasted corporate earnings or for that matter by momentum trading. There is a rational explanation, grounded in agency costs, though again an explanation that casts doubt on the strong version of efficient-markets theory. The end of the quarter (or the year, which is the end of a quarter) is the usual time when a portfolio manager’s performance is reviewed by his clients or superiors. If his portfolio contains a number of stocks that have fallen in value during the quarter he will have some explaining to do; and rather than have to do that he may decide to sell those losers before his quarterly review. Uncertainty plays a role here because if portfolio managers were good stock pickers, a manager wouldn’t have many losers to have to try to explain away. But there are few good stock pickers, as we know.2

The challenge, sketched in this section, to the strong version of efficient-markets theory will play a big role when, later in this chapter, we consider the financial collapse of 2008.

§16.7  Implications of Finance Theory for Regulated Monopoly

Finance theory can help solve the problem of limiting regulated monopolists’ profits. The problem is complicated by the difficulty of ascertaining the cost of equity capital, a difficulty that is due in turn to the absence of a directly observable price. The present regulatory approach is a largely circular one of basing the permitted rate of return on the rates of return of other regulated companies. If the regulators were instead to begin by measuring the beta of the regulated firm’s stock, they could fix a level of permitted earnings such that the expected return to the firm’s investors was equal to that of investors in nonregulated firms of the same beta. This would be the true cost to the regulated firm of attracting equity capital without diluting the value of the shares held by existing shareholders.

Capital-markets theory might also be useful in deflecting regulatory agencies (and their critics) from what are largely spurious issues, such as the optimum debt-equity ratio. In the case of a regulated firm with a low debt-equity ratio, it is often argued that if only the firm would increase the ratio, its cost of capital would decline—since the interest rate is lower than the return on common stock—and its prices could be reduced. But this is equivalent to arguing that regulated firms should be more highly leveraged. Since debt increases the volatility of equity, a firm that increased the proportion of debt in its capital structure would experience an increase in the cost of its equity capital. There is no reason to think that the overall cost of capital would be lower—or for that matter higher—with a higher debt-equity ratio (see §16.2 supra).

This conclusion may seem vulnerable to the criticisms of the behavioral-finance theorists. The idea that capital structure (the debt-equity ratio) is a matter of indifference apart from tax considerations assumes perfect substitutability of stocks of different companies. If that assumption is relaxed1 and some investors are avid, say, to own stock in company X, a regulatory decree that X increase its debt-equity ratio might reduce the company’s value rather than, as assumed above, leaving it unchanged. If instead the company was attractive to bond investors but not to stock investors, an increase in the debt-equity ratio might reduce the company’s overall cost of capital. But presumably the company would know this and choose its debt-equity ratio accordingly without need of prompting by the regulatory agency.

§16.8  ESOPs Revisited: The Problem of Underdiversification

In the preceding chapter we saw that Employee Stock Ownership Plans overcome a serious problem that plagues workers’ cooperatives—the worker’s truncated horizon—because the employee who participates in an ESOP has an ownership stake, since his shares reflect the present value of the firm’s future earnings, including earnings after he resigns or retires. But there is a problem of underdiversification if the employee’s ESOP shares are a substantial percentage of his wealth.1 The problem makes the position of the trustee who manages the ESOP an awkward one. On the one hand, he can have no duty of diversification as such, because that would be inconsistent with the ESOP concept. On the other hand, ERISA imposes on him a duty of prudence. The clash between these principles is illustrated by the fate of UAL, the parent of United Airlines. Between the beginning of 2001 and September 2002, when UAL was on the verge of bankruptcy (it declared bankruptcy in December 2002), the price of its shares fell from $45 to little more than $2. Not until September 2002 did the trustee begin to sell UAL shares from the ESOP, and by then it was too late to avert a disastrous loss of wealth for the ESOP participants. Not only were their shares in the ESOP the major financial asset of many of the participants, but, as employees of United Airlines, their nonfinancial wealth—mainly expected earnings and fringe benefits—was positively correlated with United’s income and so plunged when the company went broke, exacerbating the consequences of underdiversification.

The participants sued the trustee, arguing that it should have unloaded UAL shares as soon as the September 11, 2001, terrorist attacks showed that airlines were in serious financial jeopardy.2 That was a bad argument, and the plaintiffs lost the case. The month after the 9/11 attacks the market was still valuing UAL stock at $15 a share. Had the market thought that UAL would be bankrupt by the end of 2002, the price of UAL stock would not have been that high in October 2001, implying a market capitalization for the company of more than $800 million. A trustee is not imprudent to assume that a major stock market (United was traded on the New York Stock Exchange) provides the best estimate of the value of the stocks traded on it that is available to him.3 At any price at which a sale takes place, the buyer thinks he’s getting a bargain. Some investors, it is true, consistently beat the market, but few of them are trustees; it would be hubris for a trust to think it could predict UAL’s future more accurately than the market could.

But the fall in UAL’s market price was increasing the risk borne by the owners of its stock, the participants in the ESOP. As we know, the higher the ratio of fixed-interest debt to equity is, the riskier is the position of the equity holders (the common stockholders). As the value of UAL, as reckoned by the stock market, plummeted, the company’s debt-equity ratio soared because its debt wasn’t decreasing, and this increased the risk borne by the ESOP participants beyond what had been expected when the ESOP was created. At some point in the slide, therefore, the duty of prudence may have overridden the presumption that an ESOP trustee is not required to diversify, but it’s doubtful whether a court could determine what that point was.

§16.9  Trust Investment Law and Index Funds

The law of trusts requires a trustee, in managing trust funds, to act prudently and cautiously with the primary purpose of preserving the principal of the trust. The assumption is that trust beneficiaries are highly risk averse and therefore prefer to receive a lower expected return in exchange for taking fewer risks. The assumption is reasonable with regard to many, though not all, trusts. If the beneficiaries are a widow and minor children who have no other income, and limited earning power, and as a result of risky investment of the principal the trust income declines sharply, the position of the beneficiaries may become extremely awkward. Risky investments are more attractive to people who have regular salaries or other stable sources of basic income that protect their standard of living if the investments go sour—but of course some trust beneficiaries are in this position. The creator of a trust who desires the trustee to make risky investments can so provide by appropriate language in the trust instrument. The prudent man rule serves the now familiar function of reducing transaction costs by implying a provision in every instrument (unless there is language to the contrary) that most parties would otherwise incorporate by express language.

The rule, and trust investment law generally, have acquired increased importance since the enactment of the Employee Retirement Income Security Act (ERISA) in 1976 (see §12.11 supra). ERISA imposes the prudent man rule on pension fund managers and forbids the rule to be waived.

While the general principle underlying the prudent man rule makes economic sense, some of the traditional (but now happily abandoned) implementing rules, in particular that the standard is to be applied to individual investments rather than to the portfolio as a whole, do not. Under this approach, however well the portfolio performs, the trustee is at risk of being held accountable for a poor showing by one of the investments in the portfolio if he failed to verify the soundness of that investment before making it. Such an approach has three bad consequences:

 

1. Trustees are induced to spend time and money investigating the prospects of individual securities even though the costs of search and execution involved in identifying and acquiring undervalued securities to buy and in continuously reviewing one’s portfolio for overvalued securities to sell will, according to the economic analysis of stock picking, almost always exceed the benefits.

 

2. Trustees are deterred from investing in perfectly good securities merely because the company that issued them has poor earnings prospects. There is no presumption in economic theory that the stock prices of declining or even of bankrupt firms are typically overvalued. Those prices will be bid down to the point at which the company’s expected earnings or liquidation value (whatever they or it may be) will yield the investor a normal return on his investment for securities of the stock’s volatility (beta), which may be low.1 Yet under the traditional prudent man rule a trustee who knowingly bought the shares of a bankrupt firm might be considered to have acted imprudently.

 

3. The investment-by-investment application of the prudent man rule induces trustees to hold underdiversified portfolios. If the trustee is to investigate every stock that he buys and watch it closely after purchase, the number of different stocks that he can hold in the portfolio will be limited. Inconsistently, the rule, even when it was applied on an individual investment basis, required trustees to diversify their portfolios; the cases did not specify the degree of diversification that is required. This placed trustees in much the same uncomfortable position that an ESOP trustee is in even today, when, as we’re about to see, the prudent man rule has been modernized.

 

One manifestation of the law’s traditional preoccupation with care in the selection of individual investments is the concept, formerly embodied in many state statutes and judicial decisions, that whole categories of investments were barred to a trustee unless expressly permitted to him in the trust instrument. For a long time trustees were not permitted to invest in common stocks. This naturally led them to invest heavily in bonds. What was overlooked was that a long-term bond exposes the owner to a risk that he would avoid if he invested in stock (or a short-term debt instrument)—the risk that inflation will increase. A bond is perfectly good protection against the expected rate of inflation, for the interest rate fixed in the bond will include that rate as one component. But should the inflation rate unexpectedly increase during the term of the bond, the resulting reduction in the real (net of inflation) value of the bond will be borne entirely by the bondholder. A risk-averse investor would not want to bear such a risk and does not have to.

Consistent with the insistence that the trustee monitor every security, the law in some states limited trustees’ authority to purchase shares in mutual funds. Yet where the assets of a trust are small it may be impossible to achieve reasonable diversification other than by purchasing shares in a mutual fund. The rule was based on the foolish notion that by purchasing mutual fund shares the trustee was abdicating to the mutual fund’s managers his key responsibility of selecting the investments for the trust.

With the law so out of phase with economic understanding, one expects that the draftsmen of trust instruments would commonly have included language waiving the limitations that trust law had made the default rules of trust investment law. And indeed, even before recent legal reforms, most trust instruments were waiving many of the detailed limitations of trust law and vesting broad discretion in the trustee—hence the paucity of reported litigation involving the investment duties of trustees.2 But finally the law caught up with modern finance theory. Today all states have modulated the “prudent man” rule into the “prudent investor” rule, which requires trustees to conform their investment practices to the teachings of that theory.3

Trustees will now invest portions of the funds entrusted to them in index funds. A typical index fund buys and holds a 200 to 500 stock portfolio designed to match the performance of the New York Stock Exchange (or perhaps some weighted average of domestic and foreign securities markets), performing no securities analysis and trading only insofar as necessary to maintain diversification, handle redemptions, and invest its shareholders’ cash. It epitomizes passive investment. But this raises the question: What if every investor adopted the passive strategy implied by the concept? Then the market would cease to be efficient. For to the extent it’s efficient, it is so only because many thousands of investors and their advisors are searching for information that will reveal securities to be overvalued or undervalued and are acting promptly on the information obtained. Not to worry; long before every investor had adopted the passive strategy, some investors would abandon it in order to take advantage of the increased opportunities for obtaining positive profits from securities analysis and active trading. Observation of other markets, for example, the housing market, where transactions are relatively infrequent and the products traded are heterogeneous (no two houses are as alike as two shares of the same class of the same company’s stock), suggests that the stock market would remain efficient even if most investors were passive.

Another question about index funds concerns their potential effect on corporate governance. If a majority of a corporation’s shareholders were passive investors who never sold their shares when someone offered a high price for them—instead assuming that their holdings were always correctly valued at the current (and now higher) price—how would it ever be possible to take over a corporation through the tender offer route or even by a proxy fight? If market funds became the principal corporate investors and simply ignored proxy material—an arguable corollary of the passive approach—shareholder control over management would be weakened. But again the weakening would not be great until a large fraction of corporate securities were under passive management, and at that point gains to studying proxy material would reappear.

The economic crisis of 2008 (and continuing) has raised questions about the shift from bonds to stocks as the major components of trust investment portfolios.4 There is now a sharper awareness of the point made at the beginning of this chapter that not all risk is diversifiable; in particular, the risk that is common to the stock market as a whole (beta) is not diversifiable. Not only have stock prices been extremely volatile since the dot-com boom of the late 1990s, but the value of equities as a whole has largely stagnated since the bust that followed. And we now know that stock prices can’t be regarded as simple estimates of future corporate profits—that they are vulnerable to bubbles that can drive stock prices to untenable heights followed by sudden drastic declines. The unpredictability and instability of the stock market argue for more cautious trust investment strategies, perhaps placing greater emphasis on short-term bonds in order to minimize the risk of unforeseen inflation—but the unprecedentedly low bond rates engineered by the Federal Reserve in the wake of the economic crisis in order to reduce debt burden and encourage entrepreneurial investment (by making safe, passive investment unattractive because poorly remunerated) cast a shadow over that response to the volatility of the stock market.

§16.10 Social Investing by Trustees

Some corporations do things that seem immoral to influential segments of our society, and the critics urge investors not to buy or keep their stock. If the investor is an individual, his decision whether or not to heed this call is a purely personal one, raising no interesting issues of legal policy. But suppose the investor is the manager of a pension trust or university endowment and has the obligations of a trustee to the beneficiaries of the investment fund that he manages. Should he be permitted to practice “socially responsible” investing, as by casting out of his portfolio the securities of companies that have records of sexual or racial discrimination, or in the case of a pension fund for city employees, by overinvesting (from the standpoint of normal investing principles) in the city’s own securities?

The first thing to note is that the fund will incur administrative expenses, akin to those incurred by stock pickers, in identifying firms or government units whose securities will be excluded from or overincluded in the portfolio; these expenses will lower the net return to the fund’s beneficiaries. Second, unless the favored and disfavored firms are a random draw from the universe of possible investments, and also constitute in the aggregate only a small fraction of all investment opportunities, social investing will result in underdiversification of the investor’s portfolio. Since as we know an investor is not compensated for holding a less than optimally diversified portfolio, the expected return of the portfolio will not rise to compensate the beneficiaries for bearing greater risk.

Notice, however, that the theory of finance does not predict that adopting principles of social investing will result in a reduction in the expected return to the investor, except by the amount of the extra administrative costs that are incurred. The risk-adjusted return will be lower if there is underdiversification, but the return (before administrative expense), ignoring risk, will not be. It does not matter whether the favored or disfavored firms are more or less profitable than average; their stock prices will be bid up or down so that all represent an equally good investment, judged on an investment-by-investment rather than portfolio basis, to the risk-averse investor.

Since social investors are unlikely to spend a lot of money on deciding which securities to cast out of (or overinclude in) their portfolios, the principal economic consequence of social investing is underdiversification. This is a serious problem in local-preference social investing. When cities in distressed areas of the country find it difficult to meet their obligations to contribute money to pension funds of city employees, the fund’s trustees come under pressure to help out the city by buying the city’s securities. Yielding to the pressure may cause significant underdiversification. But the analysis is incomplete. The fund must evaluate the tradeoff between underdiversification and what may be reduced pension contributions if the fund does not make a gesture of support to the city by buying more of the city’s securities than financial theory indicates it should.

§16.11 The Regulation of the Securities Markets

The regulation of the stock market by the Securities and Exchange Commission dates from the creation of the commission in the 1930s and was motivated by a belief that the 1929 stock market crash had been the result of fraud and other abuses and had in turn caused the Depression: post hoc ergo propter hoc.1 Adherents to the strong version (see §16.6 supra) of efficient-markets theory would think a precipitous decline in stock prices far more likely to have resulted from the expectation of a decline in economic activity than to cause the decline.2 But in fact our recent economic crisis suggests as we’ll see that asset-price bubbles, which are not based on anticipations of economic trouble, can trigger a depression or serious recession. Even so, it is doubtful that key provisions of the 1930s securities legislation, such as the requirement that new issues of stock be sold only by means of a prospectus that must be submitted to the SEC in advance for review to make sure it contains all the information that the SEC deems material to investors, could head off a crash. It certainly didn’t head off the recent crash, which saw the Dow Jones Industrial Average plunge from above 14,000 in 2007 to less than half that in the winter of 2009. That plunge, incidentally, is a further challenge to the strong version of efficient-markets theory: It is hardly plausible that over that period the discounted future earnings of the companies in the DJIA fell by half.

Written in a forbidding legal and accounting jargon, prospectuses are of no direct value to the unsophisticated stock purchaser (imagine a cigarette warning label in the vocabulary and format of a stock prospectus). Nor is it obvious that the disclosure requirements imposed by the SEC actually increase the amount of relevant information communicated to the market. By limiting selling efforts to the prospectus and by taking a restrictive view of what may properly be included in a prospectus (for example, the SEC long was hostile to earnings projections), the SEC has limited the amount of information communicated by issuers. The danger that efforts to prevent the dissemination of misleading information may also impede the dissemination of true, useful information is acute when information is being disseminated to a large audience having heterogeneous costs of absorbing information; information that may mislead some members of the audience may be valuable to others. Mandatory disclosure can also undermine the use of secrecy as a legitimate device for appropriating the benefits of being the first company to make a valuable discovery or to obtain commercially valuable information (see §§4.7, 11.7 supra).

A study by the economist George Stigler found that before the regulation of new stock issues was initiated in 1933 purchasers of new issues fared, on average, no worse than purchasers of new issues do today.3 Some economists agree with Stigler’s conclusion,4 but many others do not; the empirical evidence for it is weak and the theoretical assumption that motivates it—the efficiency of the securities markets—has, as we know, been challenged. The issuer has much better information about his company than even sophisticated outsiders such as securities analysts do, and the potential gains to the issuer of jacking up the price of the new stock are often so large as to outweigh the reputational concerns that normally inhibit sharp dealing.5 A careful study finds that a securities law that simply requires the disclosure of material information and provides private legal remedies for the failure to disclose it, such as the Securities Act of 1933, brings about a net improvement in the operation of stock markets, though more ambitious forms of public regulation of securities markets do not.6 The former approach, common law in character, is prominent, as one would expect, in legal systems of English origin, and is evidence in support of the superior efficiency of common law versus civil law systems.

But what exactly should be disclosed? Should compensation of the firm’s CEO be disclosed, for example? Probably not. What should be disclosed is information relating to the value of the firm, and a CEO’s compensation is difficult to relate to that value—the compensation may be high because the board of directors is not protecting shareholder interests, or because the CEO is outstanding.

Another major aim of securities law—but this one perverse—is reducing speculation, which in stock trading as elsewhere serves the salutary purpose of enabling the rapid adjustment of prices to current values. (Remember that arbitrage is a form of speculation.) The speculator is the eager searcher for undervalued securities to buy and overvalued ones to sell short. The information that he uncovers diffuses rapidly throughout the market (the rapidity with which information about stocks traded on organized exchanges spreads is the principal reason why it is so difficult to outperform the stock market consistently), enabling other traders to adjust swiftly to the changed conditions that he has discovered.7

The law discriminates against people who speculate on a downturn in the market, by forbidding shares to be sold short at a price lower than the most recent price at which the share has traded. The legal attitude resembles the ancient practice of punishing a bearer of bad tidings. One who sells a stock short—agrees to deliver at the current market price, hoping the price of the stock will fall so that he can buy it when delivery is due for less than he has sold it—will lose money unless he has correctly predicted a decline in the price of the stock. But he cannot bring about that decline unless he spreads false rumors, which is illegal. The attitude toward short selling is especially odd in view of the concern with avoiding panics. To the extent that short selling is discouraged, market declines are likely to be more rather than less precipitous.

Another effort to reduce speculation is the limitation on the purchase of stock on margin, in other words on the amount of leverage that may be employed in the purchase of stocks. The effort is unlikely to succeed. Leverage is just one way of increasing the risk and expected return of a purchase. An alternative that the margin limitation does not reach is to hold a portfolio of high-risk securities. A demand for such securities will lead corporations to increase the amount of leverage in their capital structures, as that will increase the beta of their stock. As we’ll see shortly, excessive risk taking can create serious macroeconomic risk, but merely regulating margin amounts to sticking one finger in a dike that has many holes.

Federal securities law is also a vehicle for giving the federal courts jurisdiction over outright securities frauds. The SEC’s Rule 10b-5, which has been interpreted to create a right to sue for damages, forbids fraud in buying or selling securities and thus enables investors to litigate fraud claims in federal court.

The rule makes it vital to know what counts as a security. Suppose an insurance company sells an annuity that guarantees the annuitant a minimum return on his investment, but whether he gets more depends on the performance of the securities portfolio in which the insurance company invests his contributions. Is the annuity a security? It is (the courts hold), because the investor’s return is to a significant degree a function of the performance of what incontestably are securities.

But now suppose that the owner of a business that happens to be incorporated sells his business to another corporation. The buyer buys all the stock en route to merging the acquired firm into it. If the buyer thinks that the seller made misrepresentations in the sale, can he sue under Rule 10b-5 as the victim of a securities fraud? He can. This result makes little economic sense. Although the buyer is buying securities, he has no need for the protections that the securities laws extend to persons assumed to be passive investors because they do not have the stake or (often) the expertise that would motivate or enable them to protect themselves at reasonable cost. No one buys the whole of a business without careful investigation. Such a buyer needs no legal protections beyond those that the common law of fraud gives him.

Securities fraud presents interesting issues of damages. Under conventional fraud principles, a misrepresentation, to be actionable, must actually have been relied on by the allegedly defrauded person; otherwise the fraud is harmless. Suppose therefore that a misrepresentation in a prospectus for a new issue of stock leads brokers who read the prospectus to buy large amounts of the stock and to recommend that their customers do likewise. As a result the price rises. Suppose someone who has no knowledge of the prospectus—in fact no idea why the stock’s price has risen—buys it at its higher price. Later the fraud is unmasked and the price plummets. Should this someone be allowed to sue the issuer? The Supreme Court has answered yes,8 and this is the economically correct answer. The fraud is impounded in the market price, and the person who buys without knowledge of the prospectus is acting on false information to the same extent as those who buy with knowledge.

But what should the measure of damages be? It might seem obvious that it should be the losses of those who bought at a price inflated by the false prospectus or other misrepresentation, after the elimination (by means of the capital asset pricing model sketched in §16.1 supra) of other possible causes of the drop in the stock’s price. But what about innocent people who profited from the fraud? Suppose that a person misled by the prospectus buys the stock as its price is rising but unloads it at a profit before the bubble bursts. Unless he is forced to disgorge his profit, the corporation that issued the misleading prospectus will be made to pay damages in excess of the harm caused to defrauded buyers. As there is no legal or practical basis for forcing restitution by those shareholders who were unjustly but innocently enriched by the fraud, there is a danger of overdeterrence (cf. §§6.7, 10.14 supra, for discussions of similar problems in tort and antitrust law).

A stronger statement is possible, is it not? Often the profits from a stock fraud will be zero, at least as damages are usually measured in fraud cases. Suppose the managers of a corporation unjustifiably delay disclosing bad news about the corporation’s prospects, in the vain hope that some miracle will restore those prospects. By doing this they stave off for two weeks a plunge in the price of the corporation’s stock. People who buy the stock during this period will be hurt, but the people from whom they bought will be benefited because if they had held on to the stock longer they would have suffered the loss that instead their buyers suffered. If the managers themselves had profited by selling their stock before the bad news hit the market, there would be no problem in forcing them to disgorge their gains (i.e., the losses they avoided). But suppose they didn’t; what then would be the argument for awarding damages based on the losses sustained by some of the shareholders? A pragmatic answer is that if forced to pay those losses, the corporation will have an incentive to police its managers more carefully.

All this assumes that there is some social cost from the fraud, albeit not a cost equal to the losses of the shareholders who were hurt by the managers’ concealment. Two kinds of social cost are possible, although difficult to quantify. First, the managers may have expended real resources in concealing the bad news. Second, and related, some investors will now have an incentive to expend more resources in trying to find out the truth about firms, since they have to overcome disinformation efforts by corporate managers. Still, these costs may be much lower than the gains (to the investors harmed by the fraud) from suing. Yet it does not follow that there will be too many suits from a social standpoint, if the threat of suit deters a great deal of fraud.

Suppose the prospectus fails to disclose that one of the principals of the offeror has a criminal record, and this omission is material in the sense that the plaintiff would not have bought the stock had he known. It is an oil stock, and later the price of oil plummets and as a result the stock loses value. In a suit for misrepresentation, should the loss of value be a component of damages?9 The answer is no. The investor wanted oil stock, so if he hadn’t bought this one, chances are that he would have bought another and suffered the same loss.

§16.12 Compensation Revisited: The Case of the Mutual Fund Fees

Section 36(b) of the Investment Company Act1 makes a mutual fund advisor the fiduciary of the mutual funds he advises. The Second Circuit, in Gartenberg v. Merrill Lynch Asset Management, Inc.,2 ruled that in deciding whether a mutual fund adviser has breached his fiduciary duty a court can consider whether the fee is “so disproportionately large that it bears no reasonable relationship to the services rendered and could not have been the product of arm’s-length bargaining.” Many years later, the Seventh Circuit disapproved Gartenberg, saying that “a fiduciary must make full disclosure and play no tricks but is not subject to a cap on compensation.”3

The adviser in the Seventh Circuit’s case had founded and managed some of the mutual funds that it advised; other of its advisees were independent. It charged twice as high an advisory fee to its “captive” funds. The Seventh Circuit said that the fact “that mutual funds are ‘captives’ of investment advisers does not curtail this competition. An adviser can’t make money from its captive fund if high fees drive investors away.”4 But apparently the high fees had not driven investors away, even though the fees had been disclosed. Of course, one possibility is that the funds had done very well, notwithstanding the high fees. But a fiduciary’s compensation is supposed to be cost-based, rather than profit-based; he is supposed to be his principals’ alter ego. It is hard to understand how it could cost the adviser twice as much to manage the funds that the adviser had created than the funds over which it had no control. Why had the investors not noticed and complained? One reason might be that they took seriously the adviser’s fiduciary status!

§16.13 Why Regulate Banks?

Banks are financial intermediaries. That is, they borrow from owners of capital and lend the borrowed money to persons or firms that need capital. Financial intermediation (banking in a broad sense not limited to commercial banks) is inherently risky. The bank needs to charge a higher interest rate to those to whom it lends than the interest rate at which it borrows, in order to be able to pay salaries and other expenses and provide a return to its shareholders. It does this by borrowing short and lending long. (This is called “maturities arbitrage.”) An interest rate is lower (other things being equal) the shorter the term of the loan. The lender retains considerable liquidity (cash or its equivalent) when he lends for just a short period, and liquidity is valued as a hedge against uncertainty; and the risk of default is lower the shorter the term, as unforeseen circumstances that might cause a default are less likely to occur. By the same token, the longer the term, the higher the interest rate, to compensate the lender for the loss of liquidity and the higher default risk.

Because short-term loan rates are lower not only than long-term loan rates but also than equity returns (because of the greater uncertainty of equity values), banks prefer to have their capital dominated by short-term capital than by equity; hence they strive for a very high ratio of debt to equity. But this business model places the bank at risk of having to meet demands for the return of most of its capital (to the short-term lenders that supply most of its capital) while its capital is tied up in long-term loans. Suppose one of the bank’s lenders (its capital suppliers) discovers that some of the bank’s loans are shaky, and so the lender demands the return of his capital (his deposit, in the conventional nomenclature of commercial banking). Other depositors, getting wind of the first depositor’s withdrawal, may, either because they agree with his assessment or fear that other depositors will, decide to withdraw their capital as well. In desperation to meet these withdrawal demands, the bank may try to sell some of its loans, but its desperation may result in its having to sell at a price too low to generate the funds that it needs in order to meet all the withdrawal demands; and then it is broke. Suppose for simplicity that the bank has total deposit capital of $100, but only $5 in cash, the other $95 being tied up in loans. If half the depositors ask for their capital back, the bank must come up with $45 in additional cash, requiring that it liquidate almost half its loan portfolio post-haste.

Federal deposit insurance was instituted in the 1930s to prevent bank runs. The idea was that an insured depositor would not worry about the collapse of his bank as long as his deposit did not exceed the insurable limit. You’ll notice the parallel between deposit insurance and bankruptcy law. Because a depositor has a claim payable on demand, he would, in the absence of deposit insurance, withdraw his deposit at the slightest sign that the bank might be in financial trouble. Other depositors would quickly follow, lest they be left holding the bag. The efforts of all the depositors to withdraw at once or in a short period of time would break the bank. A bank run is a classic example of a harmful externality; each depositor by attempting to withdraw his deposit will injure the other depositors but will not take the injury into account in deciding whether to withdraw.

The government’s decision to insure bank deposits made some regulatory supervision of banks inevitable because every insurer, public or private, has an interest in controlling (if feasible) the risks it insures against, especially when those risks are in the control of the insured. One way to view the federal banking agencies is as surrogates for the depositors, insisting on the kinds of creditor protections that the depositors would demand were they not insured. And in fact many banking regulations resemble the kinds of protection on which private creditors often insist. Examples are the minimum capitalization requirements of insured banks and the limits on the riskiness of insured banks’ loan portfolios. Minimum capitalization requirements reduce a creditor’s risk by ensuring an equity cushion of a prescribed size, and limiting the risks that the borrower can impose on his assets prevents a borrower from unilaterally reducing the (risk-adjusted) negotiated interest rate.

In addition, banks were forbidden to pay interest on demand deposits. By giving the banks a source of capital that was interest free (banks had monopsony power over deposits when there were no close substitutes for a federally insured demand deposit), this restriction enabled banks to make short-run loans that were safe yet also lucrative—even though the interest rate on short-run loans is low—because the cost to the bank of the capital that the bank used to make such loans was zero.

Banking regulation didn’t stop there. One way to reduce the likelihood of a bank failure that would trigger the government’s obligation to reimburse insured depositors is to restrict competition between banks—something the banks themselves wanted. The prohibition against paying interest on demand deposits was a limitation on price competition between banks. Entry into banking was also limited, both directly and through prohibitions against branch banking. The Glass-Steagall Act (now repealed) forbade banks to engage in securities underwriting. That was thought to be a risky activity, but probably the real purpose of the Act was to protect securities underwriters from bank competition. Suspicion is likewise strong that the real reason for limitations on branch banking and interstate banking was not to protect banks from risks of competition that might be borne ultimately by the federal deposit insurance agency but to protect banks from competition, period.

Then money-market funds came along, which offered a close substitute for bank checking accounts but paid interest, thus attracting deposits from the banks. And later broker-dealers (firms engaged in brokering and trading in stocks and bonds), such as Goldman Sachs and Morgan Stanley, began competing in loan markets with commercial banks, using short-term capital that was not, however, federally insured. Faced with competition from money-market funds and broker-dealers (“nonbank banks”), and riding the deregulation tide discussed in Chapter 13, the commercial banks over a 20-year period beginning in 1980 obtained freedom from many of the 1930s-era restrictions on their freedom to compete.

Among the deregulatory measures was a law that allowed savings and loan associations (which specialize in mortgage lending, and are now known as “thrifts”) for the first time to offer checking accounts in competition with the commercial banks. Disaster struck in the late 1980s, as one savings and loan association after another went broke. The chief culprit, it appears, was the absence of experience rating of federal deposit insurance. Experience rating, as we know (§6.14 supra), means varying insurance premia with the risk (of default, accident, or whatever the calamity insured against is) of the particular insured entity, rather than charging a uniform premium to all insureds. Newly authorized to compete for deposits by paying interest, savings and loan associations had an incentive to seek high-yield investments, since that would enable them to pay higher interest rates and so grow. We know that high expected return means high risk, but since federal deposit insurance is not experience rated, the S&Ls could shove much of the risk off on the taxpayer. Of course, the shareholders bore added risk, but they could diversify it away by proper design of their portfolios; the managers, however, could not diversify away any human capital that they had that was specific to the savings and loan industry. Regulators didn’t tumble to the problem until too late. Experience rating of deposit insurance would reduce the probability of widespread failure of financial institutions without incurring the social costs of reregulation.

§16.14 The Crash of ’08

The repeal of the Glass-Steagall Act in 1999 largely completed the deregulation of the banking industry. Not that the industry was completely deregulated. Indeed, the banking agencies, notably the Federal Reserve and the Securities and Exchange Commission, retained extensive powers to regulate the practices and capital structures of commercial banks and broker-dealers, respectively. But during the presidency of George W. Bush, these powers were exercised weakly. It was believed by most economists and legislators, the Federal Reserve, and the Administration’s economic officials that although banking was riskier than it had been before deregulation, bankers could be trusted as a matter of their own self-interest to avoid taking excessive risks, for they well understood the inherent riskiness of their business.

And if the agencies didn’t prevent bankruptcies of banks, so what? The airline industry had been deregulated without bad consequences, even though, like banking, it is an inherently risky business, though for different reasons, and as a result of its riskiness is often teetering on the brink of bankruptcy and sometimes is over the brink. Airlines are risky because they have very heavy fixed costs, fluctuating demand, and fluctuating input costs (primarily aviation fuel). An industry that has heavy fixed costs tends, as we know, to be unstable, and especially so if its other costs and its revenues fluctuate a lot. After the terrorist attacks of September 11, 2001, the U.S. airline industry was essentially broke (there was a now-forgotten modest bailout by the government, designed to deny Osama bin Laden the satisfaction of having bankrupted an American industry), because its revenues plunged while its fixed costs remained—fixed. The following year, United Air Lines did in fact declare bankruptcy. But it continued in business, and the impact of the airlines’ financial travails on the rest of the domestic and world economy was slight.

What was overlooked was that a solvency crisis in the banking industry, unlike a solvency crisis in the airline industry, can be a source of enormous external costs, as we have now learned. Most of the people unemployed as a result of the economic downturn that followed the financial collapse of 2008 had nothing to do with the banking industry. Although shareholders and executives of a number of major banks lost money, their losses were much smaller than the losses sustained by the U.S. economy as a whole.

The reason that a banking crisis unlike an airline crisis can impose substantial external costs is that banks (and remember that “banks” is a shorthand for financial intermediaries, and thus not limited to commercial banks) are a critical source of credit for the economy. Consumers and businesses alike borrow money to bridge the interval between when they incur expenses and when they receive revenue to pay them; if they cannot borrow, because banks are insolvent or fear becoming insolvent and hence cannot, or are afraid to, make loans, economic activity plunges. The plunge can induce a dangerous downward spiral in the economy. Consumers reduce spending, leading producers to reduce production and selling, and hence to lay off workers, who spend less because their income and their income prospects are diminished, resulting in a further drop in output and increase in unemployment. With prices falling as producers compete desperately to retain their decreasingly affluent customers, people begin hoarding cash in the expectation of further price decreases; and this hoarding, which marks a deflationary spiral, causes a further drop in consumer spending and thus in production.

Uncertainty was a big factor in the economic downturn. When credit froze in September 2008, no one could be sure how dire the consequences would be. A rational response to uncertainty (see §1.1 supra) is to freeze, in the hope of being able to dispel or reduce the uncertainty before one has to act, so that one can act more intelligently. (It’s like buying an option.) But when consumers freeze, consumption drops; when lenders freeze, both consumption and production drop; and as businesses sell less and curtail investment projects, employment drops and with it consumption.

What caused the solvency crisis of the banking industry? The key factors appear to have been unsound monetary policy in the early 2000s and regulatory inattention right up until the crash of September 2008. Wanting to stimulate the economy after the collapse of the dot-com boom, the Federal Reserve under its long-time chairman Alan Greenspan pushed short-term interest rates way down and kept them there for several years; during much of this period they were actually negative, because the inflation rate was higher than the short-term interest rate.1 Although mortgage interest rates are long term, a reduction in short-term rates is likely to and did reduce long-term rates, owing to substitutability between short- and long-term loans. For example, a short-term loan that is expected to be rolled over when it expires is (depending on the number of rollovers) the equivalent of a long-term loan. In fact the interest rate on a long-term loan can be calculated as the discounted sum of the interest rates on a series of short-term loans over the same period. The mortgage interest rate, though usually long term, was lowered by the reduction in short-term interest rates.

Because houses are bought with considerable debt (traditionally an 80 percent mortgage, but often in recent years a 100 percent mortgage), a reduction in mortgage interest rates reduces the cost of housing and so increases demand. Housing prices, already rising rapidly, continued to rise in the early 2000s with the help of the very low mortgage rates. Not that prices always rise when demand increases. That depends on the slope of the supply curve. If it is horizontal, increased demand results in increased output at the same price. But the housing stock is extremely durable, and because of lags in creating new housing developments the supply of new housing is inelastic in the short run. As a result, a sharp increase in demand for houses results in higher prices and not just in more homebuilding.

At some point, with housing prices continuing to rise, momentum trading set in—people saw housing prices rising and decided to join the fun by getting into the market, or if they already owned a house they decided to sell it and buy a better one or to take out a home-equity loan and use the proceeds to buy other goods or services. If the prices of some class of assets are rising, then, even though no one knows how long the upward price trend will continue, just the fact that many investors are buying (which in a bubble is why prices are rising) is an indication that some investors, at least, think the asset a bargain (rising demand in the face of rising prices suggests that many people think the asset is underpriced) and will continue buying it, for a time anyway, though others may just be buying in the belief that the other investors will keep buying. Thus prices rise because prices are rising rather than because of changes in fundamentals of demand and supply. This is the phenomenon of the asset-price bubble, a not uncommon consequence of momentum trading.

The banking industry accommodated rising demand by easing mortgage terms—adjustable-rate mortgages allowed people to buy houses without a down payment and required only low “teaser” rates for the first two or three years of the mortgage, so that if prices kept rising the borrower would have equity in his house when the teaser rates expired and could refinance with a conventional 30-year mortgage at a low interest rate. Mortgages, often thousands at a time, were packaged into huge bonds (“mortgage-backed securities”). The income generated by the mortgages was the income of the bond. Rather than selling the entire bond (which might be valued at $1 billion or more), its creator would divide it into “tranches” (slices) having different priorities and carrying different interest rates. For example, the senior tranche might entitle the buyer of it to the first 80 percent of any of the income generated by the mortgages. The buyer of this tranche would be safe as long as the mortgages actually yielded at least 80 percent of the principal and interest owed by the borrowers (the mortgagors), and therefore this buyer would be promised only a modest interest rate by the issuer of the mortgage-backed security. The buyers of junior tranches would bear much more risk and so would be promised higher interest rates in compensation.

The securitization of mortgages increased the demand for investing in mortgages. For it is much more convenient to own a bond than a mortgage. The mortgage requires servicing and potentially a foreclosure suit; the bond does not. The servicing and other administration of the mortgages underlying mortgage-backed securities were undertaken by the issuer of the bonds representing interests in those securities; the buyers had no administrative responsibilities and could sell the bonds effortlessly. Mortgage-backed securities thus sucked capital into mortgage financing and thus kept the housing bubble going. Although many of the mortgages were subprime (meaning that the borrower didn’t have good credit), the mortgage-backed securities were geographically diversified. And the tranching procedure enabled risk-averse investors to achieve additional protection against default by buying just the senior tranche. But the plunge in housing prices in 2007 and 2008, after the bubble burst, was so unexpectedly great (about 30 percent nationwide) that even buyers of the senior tranches of mortgage-backed securities lost money because so many mortgagors defaulted.

When prices in an asset-price bubble reach the point at which almost everyone who wants and can afford the asset has bought it, the price plateaus (this happened in the housing market in May 2006), and then is quite likely to fall as people who bought the asset recently in the hope now dashed that its price would rise begin to bail out. And now the momentum reverses itself. Seeing people bailing out, other owners of the asset worry that the market value of the asset will fall, and so they begin to sell, thus driving the price down. The prevalence of adjustable-rate mortgages accelerated the fall. Such mortgages generally carry very low interest rates for the first couple of years, after which the interest rate is reset at a much higher level. The mortgagor (borrower) may have counted on being able to refinance the mortgage at a lower rate (because he expected his house to grow in value, increasing his equity in it and therefore the security that he could offer a lender). When house values plummeted, refinancing became infeasible, and often the mortgagor found himself with negative equity in the house, which might cause him to default.

One of the banks that had invested in mortgage-backed securities was Lehman Brothers, a broker-dealer. It was highly leveraged, and most of its capital was short term and, because it was a “nonbank bank,” its capital was not federally insured. When the market value of mortgage-backed securities plummeted, a run began on Lehman; and when the government refused to bail it out, so that it declared bankruptcy, a run began on the other broker-dealers as well, and at this point the entire world credit industry began to freeze. Prices of financial assets plummeted as banks liquidated their investment portfolios pell-mell to meet demands for capital withdrawals. The government intervened with massive loans and investments in the financial industry, but it was too late to prevent a full-fledged global economic crisis.

The bankers have been criticized for failing to anticipate and prevent the financial collapse. The criticism is misplaced. It is not rational for a firm to conduct its business in such a way as to reduce the risk of bankruptcy to zero. Bankruptcy risk is an expected cost of doing business, like any other cost, and a rational firm will ratchet up the risk to the point where the expected cost is just equal to the gain from risk taking. Most economists, government officials, and private investors (including Warren Buffett) thought the risk of a collapse of the banking industry negligible. This made it virtually impossible for any major bank to adopt a business model that would significantly reduce the risk of bankruptcy. Remember that bank capital is mainly short term and therefore extremely mobile. The only other major asset of a bank—its talented staff—is also highly mobile. Hence a bank that fails to maximize profits is in danger of quickly losing its principal assets to its more daring competitors.

The combination of unsound monetary policy and regulatory laxity created an environment in which competition forced banks to take risks that, though believed to be slight, might if they materialized bring down the entire economy. Compensation practices also played a role in bankers’ risk taking. A CEO cushioned against loss has an incentive to take high risks in order to maximize the value of his stock options. The greater the compensation paid the CEO, moreover, the greater his incentive to maximize the corporation’s short-run profits, since he will make a great deal of money in the short run, and even if the firm later collapses, he won’t have to repay the money he has been paid unless much of his compensation was backloaded. In the wake of the financial debacle, corporations are beginning to backload compensation on a much larger scale than before the debacle shattered public faith that the market in executive compensation could be left to regulate itself.

If (setting the compensation point to one side) bankers shouldn’t be blamed for taking the risks they did, what about the borrowers? Shouldn’t a person know better than to buy a house that he could afford only if housing prices continue to rise, so that he would acquire an equity in the house that would permit him to refinance with an affordable mortgage? That was a gamble, all right, but was it irrational? Suppose you buy a house for $200,000. You put no money down (you have no money), and the deal is that you won’t have to pay interest for two years, but beginning in the third year the interest rate will be a stiff 8 percent—which you won’t be able to afford. If housing prices are expected to continue to rise at a rate of 10 percent a year (as they were doing until they peaked in May 2006), then in two years your house will be worth $240,000, and you will be able to refinance it with a standard 30-year mortgage at an affordable interest rate. If housing prices don’t rise, then in year three you’ll abandon the house and go back to renting, and probably the only cost besides moving costs will be a reduction in your credit rating. People who made this gamble with their eyes open were not irrational, though it is an open question how many had their eyes open.

Whenever there is a sudden collapse of asset values, speculation is blamed. This is not a ridiculous reaction, because asset-price bubbles are the result of “speculation” that the prices of some class of assets will continue rising for long enough for the purchase of such an asset to be profitable. What is ridiculous, and is characteristic of criticisms of speculation, is to blame only traders who speculate on a fall in the prices of a class of assets. Without such traders, bubbles would attain an even larger size before they burst.

It is easy to bet on a rise in the future price of some asset, simply by buying the asset; it is more challenging to bet on a fall in that price. If it is a stock (or other security, including a bond), you can borrow it and agree to sell it to someone at a specified date in the future at a specified price.2 If as you expect the price falls, you can buy the stock that you’ve agreed to sell at a price lower than the sale price, deliver the stock you borrowed to the buyer and be paid the agreed-on price, pocket the difference, and deliver the cheap stock you just bought to the person you borrowed the stock from for the speculation, thus completing the transaction. This is the practice known as “selling short,” and it’s risky because the price of the stock may rise rather than fall (so you’ll have to buy it at a price higher than the price specified in the sale contract when it comes time to return stock equivalent to what you borrowed) and costly because you have to pay interest to the person from whom you borrowed.

As an alternative to short selling, you can buy a credit-default swap, which we encountered in §4.6 supra as a form of insurance on debt. But it is not just that. It is also a speculative instrument. If there is a bond that you don’t own but that you expect to go into default (it might be a bond backed by a collection of mortgages), you can buy a credit-default swap that will pay you the loss in the bond’s value.

Like other speculators, short sellers and buyers of credit-default swaps that insure strangers’ debt are unpopular because they are trading on and therefore hoping for a calamity. But to blame speculators when the price of an asset falls as a result of speculative activity is like blaming a thermometer for a fall in temperature. Provided the speculators do not spread false rumors about the assets they’re hoping to see fall in price, or engage in other fraud, their activity adds to the information in the market and by doing so tends to bring about a more rapid and complete alignment between prices and underlying values.

Had there been rampant short selling of mortgage-based bonds in the early 2000s, the price of those bonds would have fallen because a high level of short selling would have been a signal of widespread doubt that housing prices would continue to rise. When bond prices fall, yield rises, because the interest rate paid by a bond is a fixed percentage of the bond’s face value. (For example, if the value of a bond that pays 2 percent interest falls in half, the interest rate to buyers of the bond rises to 4 percent.) Had interest rates on mortgage bonds risen and housing prices therefore fallen (because mortgage interest is a major cost of buying a house), the nation might have been spared the housing bubble whose bursting triggered the economic crisis.

§16.15 The Nirvana Fallacy and Darwinian Economics

Well do I remember hearing, when I first came to the University of Chicago in 1969, the expression “Nirvana Fallacy,” used to describe the belief then dominant in the economics profession that market failures could and should be rectified by government intervention, assumed to be apolitical and effectively costless. The belief was unsound; government failure is commonplace, partly because of politics, partly because of the intrinsic difficulty of many of the tasks that are given to government to perform.

The critics of the Nirvana Fallacy did not deny the existence of market failures; they just wanted the costs of such failures to be balanced against the cost of government intervention before deciding whether to recommend government intervention. But as the years went by, conservative economists (and economics is on the whole a conservative profession) began to regard markets as Nirvana—as self-regulating—and thus to regard virtually any form of government regulation as superfluous, costly, and inefficient—including the regulation of banking. (Deregulation of banking had begun under President Carter and been completed during President Clinton’s second term.) Financial crises, depressions, even serious recessions were regarded as a thing of the past. Alan Greenspan, when he was chairman of the Federal Reserve Board, was an influential spokesman for this position. Although this complacency was bipartisan, it became particularly entrenched during the administration of the second President Bush, with the seriously adverse consequences discussed in the preceding section of this chapter.

The complacency has not fully dissipated. Economists excuse their failure to have foreseen the housing collapse and quick on its heels the credit collapse by arguing that if catastrophes could be foreseen they would be averted; since they occur, it must be that they can’t be foreseen. That’s a ridiculous argument. Most catastrophes are foreseen and as a result averted. Some are not. The question is then why not. The answer in the present instance is the Nirvana Fallacy and the professional complacency that it engendered.

A related point is that clinging too closely to the rational-choice model, ignoring psychological factors that complicate it (behavioral economics and behavioral finance), played a baleful factor in the difficulty economists had in anticipating and responding to the financial crash. The emphasis that John Maynard Keynes placed in his great work The General Theory of Employment, Money and Interest (1936) on the motivations for hoarding, on “animal spirits” (as a spur to investment, on the economic effects of irreducible uncertainty (see §1.5 supra)), and on the greater resistance of workers to nominal than to real wage reductions, is indispensable to an understanding of the business cycle, but was largely ignored in the run-up to our crisis.

Nirvana is a kind of heaven (heaven as a state of profound and permanent peace of mind). Nature, red in tooth and claw, is a kind of hell. Yet Darwinism provides an important corrective to the complacent economic thinking that I have been describing. The analogies between biological evolution and commercial are numerous, as suggested by how largely words like “competition” and “equilibrium” figure both in evolutionary biology and economics. Many standard economic results can be modeled as products of a struggle for survival among competitors, without need to assume conscious profit maximization by any of them.

The explicit analogizing of economic to Darwinian theory reached its apogee in the decades following the publication in 1859 of The Origin of Species—in the movement that came to be known as Social Darwinism. In its extreme form Social Darwinism advocated eugenic breeding, to improve the human race, and the elimination of poor relief and other redistributive policies, viewed as interfering with the struggle for survival and hence with the survival of the fittest. But the Social Darwinists had made a big, though common, error, which was to confuse fitness with goodness. The “fitness” in Darwinian theory is adaptation to the environment, not improvement—which brings me back to banking, and economic competition more generally. A competitive environment favors firms that adapt to that environment; and so, to determine whether a market is working well from an overall social standpoint, one has to understand the environment, and the business behavior that best enables a firm to survive and thrive in it. An analysis so motivated is a fruitful application of Darwinian theory to competitive markets.

Because Darwinian evolution is toward fitness rather than goodness, a high-risk industry such as banking may be optimally adapted to its economic environment even if the risks it takes create serious danger for the economy as a whole. That is the argument for federal deposit insurance and other traditional, though now largely dismantled, regulations of bank solvency.

The Nirvana economists assumed that markets “work.” They do, but in much the same way that biological evolution works. Biological evolution has produced a marvelous variety of life forms, and economic evolution has produced a marvelous variety of products and services that have greatly increased human well-being. But both types of evolution produce “good” results only as by-products to the struggle for survival. Unregulated all they can achieve is fitness. That may be good enough in most industries, but it is not good enough, for the overall health of the economy, in banking.

§16.16 Are Bankers Greedy?

I have said that bankers shouldn’t be blamed for the crash of 2008, because they were merely doing what they had to do in order to survive in the marketplace; they were as blameless for the crash as leopards or falcons or other predatory animals are blameless for the cruelty they inflict by killing other animals for food. A more popular explanation for the crash is that bankers are greedy. The economic meaning of “greed” is giving an above-average weight to wealth in one’s utility function. Greed is correlated with risk preference because it is difficult in a competitive society to obtain wealth (other than by inheritance) without taking risks. Modern banking as we know is highly risky and, unlike a number of other economically risky activities, such as acting and novel writing and concert performance, offers a more than minuscule chance to reap lucrative rewards.

To repeat (and slightly amplify) the earlier discussion of banking in this chapter, the bank’s capital is short term and thus can disappear with little or no notice (a bank run), while its assets (its loans) are long term and may be illiquid and thus hard to sell should the bank need to replace some of its capital. Deposit insurance reduces the bank’s risk of insolvency, but deposit insurance is a cost to the bank, which will therefore have an incentive to augment its capital base by uninsured borrowing. It may also decide to offset the cost of its reserves (the cash on which it receives no return), and amplify the spread between its cost of borrowed capital and its return on investment, by making riskier investments with its borrowed funds than investing in mortgage loans, municipal and corporate bonds, Treasury notes, and other conventional bank investments; it may in short decide to speculate. And because a risk is less likely to materialize in the short term than in the long term (a 1 percent annual risk of default becomes formidable only when projected over a 10-year or 20-year or longer period), a banker who has a high probability of making very large profits for the next 10 years may feel well compensated for taking a small risk of bankruptcy during that period. Not only a bank’s financial capital but also its human capital is short term. Very little financial human capital seems to be firm-specific, judging by the rate at which bankers move from firm to firm. Any firm that has short-term capital is under great pressure to compete ferociously, as it is in constant danger of losing its capital to fiercer, less scrupulous competitors, who can offer its investors and its key employees higher returns.

These circumstances make an unregulated banking industry a Darwinian jungle, with bankers as the predators and their customers (and each other) as the prey. This explains why bankers are prone to cut corners—to take excessive risk from a social as distinct from their private standpoint. And so, yes, bankers can be described as greedy. But this should not be thought a pejorative label, because people willing to take risks in the hope of obtaining wealth are vital contributors to economic growth.
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        Problems

 1.    Appraise the following statements: “Because of its weighting, the [Standard & Poor’s] index portfolio [i.e., market portfolio] will always tend to do better [than conventional mutual funds] in a declining market but not as well in a rising one. Since the periods of rising prices tend to exceed the periods of falling prices, an index fund is a formula for a solid, consistent long-term loser. Who needs that? Why is that prudent?”1 “It would seem a matter of almost elementary prudence to reduce a stock portfolio’s volatility at high levels of the market and to increase it at low levels.”2

 2.    Should a trustee be permitted in the absence of explicit language in the trust instrument to invest in real estate equities? In real estate mortgages? Should he be permitted to operate a business with the trust funds, as opposed to mere passive investing?

 3.    Suppose a trust instrument provides that the settlor’s widow shall receive the income from the assets of the trust for her life, after which the assets will go to her children. To fulfill his duty of impartiality as between trust beneficiaries without impairing the value of the trust, should the trustee invest the trust assets in common stock and distribute the dividends to the widow? Should he invest them in bonds and give her the interest? Or should he do something else? See Alyssa A. DiRusso & Kathleen M. Sablone, Statutory Techniques for Balancing the Financial Interests of Trust Beneficiaries, 39 U. San Francisco L. Rev. 261 (2005).

 4.    The absolute-priority rule of federal bankruptcy law, we recall (see §15.5 supra), is designed to assure that the claims of senior creditors are fully satisfied before junior creditors and shareholders are permitted to receive any money from the corporation. Suppose a corporation is undergoing reorganization in bankruptcy, having defaulted on its bonds, on which it now owes $100 in principal plus accrued interest. If the corporation is liquidated immediately, it will realize only $50 from the sale of its assets. But if it continues as a going concern, it can operate for one more year, at the end of which time its assets will have been all used up, with the following table of possible earnings from the year’s operation.
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The expected earnings figure—the weighted average of all possible earnings outcomes—is $110. Assuming that a discount rate of 10 percent is appropriate for the level of risk associated with the corporation’s possible outcomes, its present going-concern value is obtained by discounting the expected outcome of $110 at the end of one year by 10 percent, and thus it equals $110/1.10, which is $100. Would a plan of reorganization that gave the bondholders new bonds entitling them to receive a maximum of $110 out of the earnings available at the end of the year’s operations, and the stockholders new common stock entitling them to any residue once the new bonds had been paid off, comply with the spirit of the absolute-priority rule? Or should the bondholders be given the entire common stock of the corporation?

 5.    “Ultra-high frequency trading” (one form of what is called “quantitative trading” or “quantitative investing”3) refers to the use of advanced computer-executed mathematical and statistical techniques to detect fast-changing patterns in stock prices, which then become the basis for executing essentially instantaneous trades, with positions in particular stocks held often for only fractions of a second. The result is a more efficient stock market. Discuss the social benefits and social costs of the incremental market efficiency created by ultra-high frequency trading.



1. The expected value is $12 [(.5 × $12) + (.4 × $15) + (.1 × $0)], and the current price is $10. To simplify analysis, it is assumed that no dividends will be paid. The expected return of a stock includes, of course, both appreciation and dividends.

2. But there is one risk that bondholders bear that shareholders do not (to the same extent)—the risk of an unanticipated change in the rate of inflation. The bondholders’ return is a fixed percentage of the face amount of the bond. Since the face amount does not change with inflation, neither does the bondholders’ return.

3. That is, there is a 50 percent probability that B will yield a −$6 return and C a $10 return, and a 50 percent probability that B will yield a $10 return and C a −$6 return.

4. Stocks that differ in systematic risk have been found empirically to differ in expected return, and the correlation between systematic risk and return has been found to be positive as expected. The evidence is summarized in James H. Lorie & Mary T. Hamilton, The Stock Market: Theories and Evidence, chs. 11−12 (1973), but remains controversial. Compare Eugene F. Fama & Kenneth R. French, Common Risk Factors in the Returns on Stocks and Bonds, 33 J. Fin. Econ. 3 (1993), with Fischer Black, Beta and Return, J. Portfolio Mgmt., Fall 1993, p. 8.

5. H. Lorie, Diversification: Old and New, J. Portfolio Mgmt., Winter 1975, pp. 25, 28.

6. Id. These numbers depend on precisely how the sample is constructed. It may be possible to get better results while using smaller samples.

7. There is, of course, more than one stock market. But since roughly two-thirds by value of all stocks publicly traded in the United States are listed on the New York Stock Exchange, that exchange provides a pretty good proxy for the (United States) stock market as a whole; so we shall consider our hypothetical market portfolio to be limited to NYSE stocks.

8. Historically, the expected return to common stocks has averaged about 3 percentage points above the long-term corporate bond rate. Eugene F. Fama & Kenneth R. French, The Equity Premium, 57 J. Fin. 637 (2002).

1. Franco Modigliani & Merton H. Miller, The Cost of Capital, Corporation Finance and the Theory of Investment, 48 Am. Econ. Rev. 261 (1958).

2. An alternative explanation, based on the market for corporate control discussed in the last chapter, points out that conglomerate mergers did not become common until the tightening in the 1960s of the antitrust prohibitions against horizontal and vertical mergers. If horizontal and vertical purchases of undervalued firms are discouraged, it follows not that no firms will be bought, but rather that they’ll be bought by other types of purchaser, such as a conglomerate firm.

1. The qualification is vital: If the result of stock picking is to create a portfolio that has a beta higher than 1, the portfolio will have a higher expected return than the market portfolio. But this will be due not to the portfolio manager’s skill as a stock picker but to the higher beta of his portfolio, which could have been achieved without any stock picking—simply by leveraging the market portfolio up to the same beta.

2. If it is not in the public domain—if it is insider information—and material, it cannot lawfully be used, at least by those most likely to be privy to it, in buying or selling stock (see §15.8 supra). Presumably the law has some deterrent effect—at least nowadays, given the extraordinary and so far successful efforts by the Justice Department to detect and prosecute violators of the prohibition against insider trading.

3. The early studies are summarized in Lorie & Hamilton, §16.1 supra, n.4, at ch. 4. See also Burton G. Malkiel, Reflections on the Efficient Market Hypothesis: 30 Years Later, 40 Fin. Rev. 1 (2005); R.A. Brealey, An Introduction to Risk and Return from Common Stocks, ch. 3 (2d ed. 1983); Richard A. Ippolito, Efficiency with Costly Information: A Study of Mutual Fund Performance, 1965−1984, 104 Q.J. Econ. 1 (1989). The empirical research has concentrated on mutual funds because they are required by federal law to report in detail on their performance; but all indications are that common trust funds, pension funds, and other institutional investors likewise fail to systematically outperform the market portfolio.

4. See, e.g., Burton B. Malkiel, Passive Investment Strategies and Efficient Markets, 9 Europ. Fin. Mgmt. 1, 3, 10 (2003); Michael C. Jensen, Risk, the Pricing of Capital Assets, and the Evaluation of Investment Portfolios, 42 J. Bus. 167 (1969), and references in Lynn A. Stout, Are Stock Markets Costly Casinos? Disagreement, Market Failure, and Securities Regulation, 81 Va. L. Rev. 611, 623 n.30 (1995).
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2. Shleifer, note 1 supra, at 10.

3. Burton G. Malkiel, Searching for Rational Investors: Explaining the Lowenstein Paradox, 30 J. Corp. L. 567 (2005); G. William Schwert, Anomalies and Market Efficiency, in Handbook of the Economics of Finance, note 1 supra, at 937−972.

1. Best, but not perfect: “Because information is costly, prices cannot perfectly reflect the information that is available, since if it did, those who spent resources to obtain it would not be compensated.” Sanford J. Grossman & Joseph E. Stiglitz, On the Impossibility of Informationally Efficient Markets, 70 Am. Econ. Rev. 393, 405 (1980).

2. For other anomalies in the efficient-markets theory, see Yvan Lengwiler, Microfoundations of Financial Economics: An Introduction to General Equilibrium Asset Pricing, chs. 7−9 (2004); Jean-Pierre Danthine & John B. Donaldson, Intermediate Financial Theory 140−141 (2d ed. 2005).

1. See Andrei Shleifer, Inefficient Markets: An Introduction to Behavioral Finance 185 (2000).

1. This is a general problem with employees owning stock in their employer, as is common in 401(k) retirement plans. See Lisa Meulbroek, Company Stock in Pension Plans: How Costly Is It?, 48 J. Law & Econ. 443 (2005).

2. See In re UAL Corp., 443 F.3d 565 (7th Cir. 2006).

3. Burton G. Malkiel, Reflections on the Efficient Market Hypothesis: 30 Years Later, 40 Fin. Rev. 1 (2005).

1. The firm may have a positive value even if its present earnings are zero or negative. Its assets may have salvage value, or it may have the prospect of earnings in the future.

2. The cheaper it is to contract around an inefficient rule of common law, the longer it will take to change the rule by litigation—indeed, if contracting around is sufficiently cheap there won’t be any litigation over the rule. Jeffrey N. Gordon, The Puzzling Persistence of the Constrained Prudent Man Rule, 62 N.Y.U. L. Rev. 52, 75−88 (1987).

3. See Restatement (Third) of Trusts §227 (1992); Max M. Schanzenbach & Robert H. Sitkoff, Did Reform of Trust Investment Laws Change Trust Portfolio Alternatives?, 50 J. Law & Econ. 681 (2007). The authors’ answer to the question that supplies their title, based on careful empirical analysis, is “yes.”

4. Stewart E. Sterk, Rethinking Trust Law Reform: How Prudent Is Modern Prudent Investor Doctrine?, 95 Cornell L. Rev. 851 (2010).

1. For legal background, see Louis Loss & Joel Seligman, Fundamentals of Securities Regulation (5th ed. 2003).

2. The stock market crash may, however, have contributed to the severity of the Depression. Robert J. Gordon & James A. Wilcox, Monetarist Interpretations of the Great Depression: An Evaluation and Critique, in The Great Depression Revisited 49, 80 (Karl Brunner ed., 1981).

3. George J. Stigler, Public Regulation of the Securities Market, 37 J. Bus. 117 (1964).

4. For a summary of the literature and additional evidence, see George J. Benston, Corporate Financial Disclosure in the UK and the USA (1976).

5. See Rafael La Porta, Florencio Lopez-de-Silanes & Andrei Shleifer, What Works in Securities Laws?, 61 J. Fin. 1 (2006); Michael Greenstone, Paul Oyer & Annette Vissing-Jorgensen, Mandated Disclosure, Stock Returns, and the 1964 Securities Acts Amendments, 121 Q.J. Econ. 399 (2006).

6. La Porta et al., note 5 supra.

7. Speculators do not even earn (on average) high returns—society thus buys their valuable services cheap. Lester G. Telser, Why There Are Organized Future Markets, 24 J. Law & Econ. 1, 9−10 (1981).

8. Basic v. Levinson, 485 U.S. 224 (1988); and for a comprehensive recent discussion, Bowe v. PolyMedica Corp., 432 F.3d 1 (1st Cir. 2005).

9. See Bastian v. Petren Resources Corp., 892 F.2d 680 (7th Cir. 1990). The regulation of futures markets (futures trading was discussed briefly in Chapter 4) also raises interesting economic issues. The articles in J. Futures Mkts., Fall 1984, provide a good starting point for the reader wanting to explore them. See also Frank H. Easterbrook, Monopoly, Manipulation, and the Regulation of Futures Markets, 59 J. Bus. S103 (1986).
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4. 527 F.3d at 632.

1. The Federal Reserve manipulates short-term interest rates by, in effect, buying and selling short-term Treasury securities. If it buys a security, it increases the supply of money in the economy, which stimulates economic activity; if it sells, and retires the cash it receives, it reduces the supply of money and thus dampens economic activity. The larger the money supply, the lower the short-run interest rate, because the supply of money to lend is greater.

2. Do you have to borrow the stock you sell short? If you don’t, could you not sell short more shares of stock of the company than were outstanding? Would such “naked” short selling be a bad thing? See Sullivan & Long, Inc. v. Scattered Corp., 47 F.3d 857 (7th Cir. 1995).

1. Roger F. Murray, Investment Risk in Pension Funds: The Pension Benefit Guaranty Corporation View, in Evolving Concepts of Prudence: The Changing Responsibilities of the Investment Fiduciary in the Age of ERISA 37, 39 (Financial Analysts Research Foundation 1976).

2. Id. at 40.

3. See the lucid explanation of these terms in QuantStart, Beginner’s Guide to Quantitative Trading, http://quantstart.com/articles/Beginners-Guide-to-Quantitative-Trading.
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LAW AND THE DISTRIBUTION OF INCOME AND WEALTH







CHAPTER 17



INCOME INEQUALITIES, DISTRIBUTIVE JUSTICE, AND POVERTY1

§17.1  The Measurement of Inequality

Money income is unevenly distributed. Figure 17.1 depicts the percentage of income received, cumulated from lowest to highest, as a function of the percentage of household units, cumulated from lowest to highest. If income were distributed evenly among all the household units in the country, the function would be the straight line labeled Line of Equality. At every point on that line the fraction of income received by a given percentage of household units is exactly equal to that percentage: 20 percent of the units have 20 percent of the income, 55 percent of the units have 55 percent of the income, etc. The more bowed the actual distribution, the less equal it is. Currently the poorest 20 percent of households in the United States receive about 5 percent of the nation’s total personal income income, the richest 20 percent about 50 percent,1 and the richest 1 percent about 20 percent.2 Among wealthy nations, the United States, Great Britain, and Italy have the least equal distribution of income, while Denmark, Finland, the Netherlands, Norway, Sweden, and Germany have the most.3 Inequality has risen in some wealthy nations, especially the United States, but fallen in others; no overall trend is apparent.4 We return to the increasing inequality of income in the United States in §17.3 infra.
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Statistics on income inequality do not provide clear-cut guidance for social policy, or even a clear picture of income inequality. By taking a snapshot of incomes for one year, they misleadingly compare people in different stages of the life cycle (a distortion only partly corrected by not counting children, most of whom have zero income). For example, the statistics will place a young lawyer who has just joined a firm and a senior partner in the same firm in different income classes, yet both may earn the same amounts in their lifetimes (in fact the young lawyer will probably earn more).

Being limited to pecuniary income, moreover, the statistics ignore many factors that are highly important to economic welfare—even quite narrowly defined—but difficult to quantify. Compare two households. In one both husband and wife work and each earns $40,000 per year; in the other only the husband works, and he earns $80,000. The pecuniary income of the households is the same, but the real income of the second household is greater. The wife stays home because her services in the home are worth more to the household than the income she would obtain from an outside job. If she is intelligent, energetic, and well educated, her alternative income may be quite high—as high as, or higher than, her husband’s (see §5.1 supra). It is because the same qualities may make her an especially competent housewife and mother that her value at home may be comparable to or even exceed her value in the market.

Even in paying jobs, an important part of compensation often is nonpecuniary. Teachers, for example, receive a big part of their income in the form of long vacations. Income statistics not only leave out nonpecuniary income but count as income pecuniary receipts that actually are just cost reimbursement. People in dangerous or unpleasant jobs will, other things being equal, receive higher wages than people whose jobs lack these undesirable characteristics; yet the real income of the two groups may be the same. Risk in the sense of economic uncertainty rather than danger is also important. Suppose that the income of a successful inventor is $500,000 a year and of an unsuccessful inventor zero and that the likelihood of an inventor’s succeeding is one in ten (ignore the intermediate possibilities). The expected income of inventors is then $50,000 and is equal to that of civil servants certain to earn $50,000 every year. If a $50,000 ceiling were placed on the earnings of successful inventors, no one would choose a career in inventing; the expected income in such a career would be only $5,000 a year. In fact 90 percent of the successful inventor’s seemingly high income in our example is compensation for the risk of loss. Not only does the inventor face abnormal risk; the civil servant receives a part of his income in nontaxable job security. Federal judges have even greater job security than civil servants, and in addition receive unusually generous noncontributory pensions; the net present value of the anticipated earnings of a 58-year-old federal judge is likely to exceed that of private lawyers who have substantially higher annual incomes.

Consider a simple distribution of four incomes: a 20-year-old carpenter, earning $20,000; a 20-year-old college student, earning nothing; a 30-year-old carpenter, earning $30,000; and a 30-year-old college graduate, an accountant, earning $40,000. The picture is one of substantial inequality, yet there may be none in actuality. The student’s zero income represents an investment in education, which he recovers over his working life in a higher salary. The extra $10,000 he earns at age 30 compared to a carpenter who was working when the student was still in school may represent simply the repayment with interest of a part of the capital contribution in the form of tuition and forgone income that he or his family made when he was a student years earlier.5

Federal and state government, and to a lesser extent other institutions (hospitals, foundations, etc.), provide a variety of benefits, such as education, police protection, health care, pensions, poor relief, and recreational facilities, without any direct charge. These benefits have a differential impact on the welfare of different income groups. It is important not only to measure this impact but also to determine how the costs (primarily taxes) are distributed among income classes. If, for example, the burden of public education of poor children is borne primarily by poor families, little or no transfer of wealth from wealthier classes in society will be accomplished by public education. But in fact the poor, although they pay higher taxes (mostly indirectly) than one might think, receive even more in transfers than they pay in taxes,6 though perhaps only slightly more.7

A factor that cuts against real equality is that prestige (fame, social status, respect, etc.), a form of nonpecuniary income that is important to many people, is, in our society, positively correlated with income. Some relatively poorly paid occupations, like the clergy and the military, are prestigious. But the possession of a large income or substantial wealth invariably commands at least outward deference and often real respect, and these things enhance the value of wealth to the possessor. People at the bottom of the income ladder sometimes receive negative respect in the form of rude or insensitive treatment by police, medical personnel, landlords, and shopkeepers, which further depresses their real income.

Another complication is the bearing of risk preference and risk aversion, and also personal discount rates, on real income as distinct from the number of dollars one earns. Risk aversion would make the inventor’s expected income of $20,000 in the example worth less than the civil servant’s certain income of $20,000; with risk preference, the inventor’s income would be higher. A high personal discount rate will make future earnings much less valuable to a worker than current earnings, a potential hit to the inventor assuming he cannot expect quick success.

§17.2  Is Inequality Inefficient?

Would the adoption of policies designed to move society closer to equality increase economic welfare? The principle of diminishing marginal utility of money may tempt one to conclude that a transfer from a more to a less affluent person is likely to increase the sum of the two persons’ utilities: A loss of a dollar hurts the millionaire less than the gain of a dollar pleases the pauper. But to generalize from this extreme example, and conclude that redistributing substantial wealth from higher-income to lower-income people is bound to increase total utility, would be perilous even on the unrealistic premise that redistribution is costless.

In Figure 17.2, marginal utility is plotted on the vertical axis, money income on the horizontal. The curve on the left shows A’s marginal utility as a function of his money income. His present income is $70,000, and the area under the curve to the left of $70,000 is thus his total utility. The curve is negatively sloped, implying diminishing marginal utility. That is, if A’s income rose from $70,000 to $80,000, the increase in his utility (the area under the curve between these two figures) would be smaller than if his income had been $60,000 and rose to $70,000. B’s income is $30,000. His total utility is the area under the curve on the right-hand side of the diagram to the right of $30,000 on his scale. If $10,000 of income is transferred from A to B, A’s utility will decrease by the area under his marginal utility curve between $70,000 and $60,000 on his scale, while B’s utility will increase by the area under his marginal utility curve between the same two points ($30,000 and $40,000 on his scale). The latter area, hatched in the diagram, is smaller than the area that measures the diminution in A’s utility as a result of the transfer. The transfer has resulted in a fall in total utility. The reason is that while both A and B experience diminishing marginal utility, A gets more utility from a dollar than B in the relevant region.
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Since the shape and height of people’s marginal utility curves are unknown, the possibility that wealthier people’s marginal utility curves are higher on average than poorer people’s cannot be dismissed, at least when wealth differences are not extreme. It has been suggested that the most plausible assumption, given this ignorance, is that marginal utility curves are the same across income groups; on this view, equalizing incomes would probably increase total utility.1 Yet mightn’t income and the marginal utility thereof be, within limits anyway, positively correlated—on the theory that the people who work hard to make money and succeed in making it are, on average, those who value money the most, having given up other things, such as leisure, to get it? Moreover, the fact that, despite diminishing marginal utility of income, poor people are avid buyers of lottery tickets implies that they anticipate that becoming wealthy would shift their marginal utility of income curve upward, since the expected pecuniary gain from playing the lottery is negative because a part of winnings is used to subsidize the lottery’s operation. And we have ignored the costs of redistributing income. If substantial, a question taken up later, they could swamp the gains in total utility from the redistribution.2

Setting the costs of redistribution to one side, we can bring a little order to the analysis by comparing two reasons for different incomes: differences in taste for income relative to other goods (we can call those other goods “leisure”) and differences in opportunities or ability to make money. If there are differences only in taste, then the rich must have higher marginal utilities of income than the poor; otherwise they would demand the same leisure, and their incomes would fall. If differences in taste for money are unimportant, and differences in income are generated by luck, health, brains, etc., this implies that marginal utility of income is uncorrelated with wealth and therefore that if redistribution from rich to poor were costless, it would raise aggregate utility. Even so, the wealth of society would not be increased. It would be unchanged, or, more realistically, when the costs of redistribution are factored in, would be reduced as a result of the redistribution, which therefore could not be defended on efficiency grounds if efficiency is defined as in Chapter 1.

But what if there is a lot of envy in the society? Envy to an economist is an example of interdependent negative utilities: If A is envious of B, a decrease in B’s utility will increase A’s utility. (Envy is thus the opposite of altruism, the case of interdependent positive utilities.) The existence of envy might seem to provide powerful normative support for redistribution, unless envy can somehow be labeled a “bad” preference. An economist is disinclined to criticize preferences that do not generate significant negative externalities, and envy might actually generate positive externalities by spurring people to be more productive in order to increase their status closer to that of the envied. But even if there is nothing wrong with envy, it does not provide robust support for redistribution. Envy depends on being able to empathize with others who are unlike us, to feel their joys—as our pains—and their pains, as our joys. So envy may be more acute when differences in income are small than when they are large, because it is easier to empathize, whether positively or negatively, with people who are like us. Tocqueville famously remarked that “greater equality tends to produce envious comparisons: as they become more equal individuals find their inequality harder and harder to bear.”3

Income equality is less important than total income in maintaining social peace and political stability. In a society in which the vast majority of the population is poor and there is only a tiny wealthy class, the majority have no stake in the democratic regime and will therefore not defend it against a Putsch. Being poor, they are likely to feel (though often wrongly) that they have nothing to lose from a change in the system of government. Contrast this with a society that, whether or not it has a large underclass, consists primarily of well-off people: If, moreover, as seems plausible, political freedom is a superior good, more will be demanded if per capita income is high. Wealthy people, moreover, are at once less likely to be rebellious and more difficult to repress.4

It might seem that if there is great inequality of income in a democracy, the median voter will have an increased incentive to support heavily progressive taxes, since the opportunities for redistribution from the wealthy to the nonwealthy will be great; and heavily progressive taxes, as we’ll see in the next chapter, reduce economic efficiency. So if incomes could be made more equal by measures that are less inefficient than highly progressive taxation, the national income might be greater because it was more equally distributed. But this analysis critically depends on the existence and political feasibility of more efficient redistributive measures than progressive taxation and on the validity of a median-voter model of political outcomes—a model that ignores the role of interest groups in the political process (see Chapter 20).

§17.3  Growing Inequality: Causes and Consequences

Income inequality in the United States has risen rapidly in recent decades, and at an accelerating rate. In 1982, the top 1 percent of American earners received 12.8 percent of total income; by 1997, this had increased to 17 percent; and in the next three years it jumped to 21.3 percent. It has since stabilized, and as mentioned in the first section of this chapter is now about 20 percent (actually the most recent estimate is 22 percent). The long-term trend of rising inequality appears to be due mainly to increasing returns to well-educated people as a consequence of a shift in the economy to methods of production and distribution that require application of knowledge and intelligence rather than strength or stamina, but to other factors as well, such as falling marginal income tax rates.1 Other factors include the historically unprecedented revenue of the finance industry, much of it received by financial executives in the form of very high incomes, and the steep increase in premiums for employer-provided health insurance: The increase was almost 80 percent between 2000 and 2009. Much of this is nominally paid by the employer, but because it is a cost of labor it substitutes for wage increases and so contributes to wage stagnation below the high-earner level. Between 1997 and 2008, median U.S. household income fell by 4 percent after adjustment for inflation, and between 2007 and 2011 it fell by 8.9 percent. A median is not an average; average income rose because the incomes of high earners rose, and so the effect was to increase inequality of income.

There is no reason to think that these trends will not continue; and until unemployment falls to a normal level it is hard to see what might work to overcome the trends if they do continue.

In considering the effect of income inequality, it is important to distinguish between money income and standard of living. As long as the quality of goods and services increases (largely because of technological innovation in a broad sense that includes new business methods as well as scientific and engineering progress) faster than their cost, the standard of living will rise even if incomes do not. The quality of health care continues to increase, and part of the rise in health insurance premiums is payment for that increased quality. The quality-adjusted cost of consumer electronics has plummeted in the same period.

Yet even if the standard of living has increased for most people whose incomes have not risen, or even have fallen, this would not alleviate the political problems that increased economic inequality is likely to create. People take for granted most improvements in goods and services rather than considering them compensation for a declining money income. Then, too, liquidity constraints may exclude people from access to many of the improvements; this is a problem for people who cannot afford health insurance.

Economic anxiety can have dire economic consequences by increasing the demand for trade protection, restrictions on immigration, union protections, other anticompetitive measures, and government subsidies; it can also create class resentment, and thus lead to inefficient regulatory measures. Hence measures to reduce income inequality, especially ones that raise the median household income (as distinct from reducing inequality by leveling down the incomes of the well off, which could have serious disincentive effects), could increase economic efficiency by reducing political pressures for inefficient policies. That was the rationale for the adoption by capitalist nations of “socialist measures,” beginning with Bismarck’s programs of government health, accident and disability insurance, and old-age pensions—all designed to secure capitalism against communism and other radical political ideologies. And his program worked!

That was then; now the social safety net is too expensive to be expanded further without jeopardizing the solvency of the United States (and many other countries), given huge and growing public debt (see §17.10 infra). The only measures that would address wage stagnation without increasing our public indebtedness would be subsidies that could be realistically defended as profitable investments in human capital (such as public subvention of college tuition), and essentially costless regulatory changes such as eliminating the tax subsidy for employer-provided health benefits, eliminating or at least reducing many other tax subsidies, instituting means testing for Medicare and social security benefits, relaxing certain safety and environmental laws to reduce costs to business, weakening teachers’ unions and other public employee unions and reducing the number of public employees, further privatization of public services, reducing tariff barriers, and allowing greater immigration of highly skilled workers.

The economist Raghuram Rajan speculates that increased inequality is an indirect cause of the financial meltdown of 2008 and the ensuing economic crisis.2 To maintain consumption in the face of declining household income, the Federal Reserve as we know pushed down short-term interest rates, and by doing so, and also by encouraging adjustable-rate mortgages, contributed to rising house prices as well as facilitating consumer borrowing. Homeowners could take out cheap home-equity loans based on rising home equity and use the proceeds to finance consumption, as well as incurring greater credit-card and other nonhousing debt. Debt replaced income, maintaining only the illusion of continued growing prosperity.

§17.4  The Contract Theory of Distributive Justice, and Its Application to Social Security

The philosopher John Rawls argued1 that the distribution of income and wealth is just only if no other distribution would make the worst off people in society better off. The just distribution might be highly unequal, if, for example, the negative impact of a more equal distribution on the incentive to work would be so substantial that the larger slice received by the worst off would be smaller in absolute size than the relatively smaller slice that they would receive under a less equal distribution.

To make the interests of the worst off paramount may appear to violate the principle to which virtually all modern economists subscribe that interpersonal comparisons of utility (happiness) are arbitrary. Rawls’s justification is that it is plausible to suppose that if one could somehow poll all the people who have ever composed or will ever compose the society, in their original positions (that is, before they knew what their place in society would be), it would turn out that they preferred a set of arrangements that maximized the position of the worst off. This assumes that all people are risk averse, which is all right, but less plausibly that people are fantastically risk averse.

Compare two sets of social arrangements, X and Y. X leads to a distribution of income in which the average income of the poorest 10 percent of the people in the society is $10,000 a year and the average income of all of the people in the society is also $10,000. Y leads to a distribution of income in which the average income of the poorest 10 percent is $9,000 but the average income of all the people in the society is $40,000. People in the original position, even if risk averse, are unlikely to choose X.2 But all this shows is that the specific form of Rawls’s principle of justice (maximin) is not established. His basic approach is not affected, and it ingeniously breaks the impasse that arose in the previous section of this chapter when we tried to compare the utilities of people after life’s lottery tickets had been drawn. An individual’s utility may be reduced when his winning ticket is taken away from him and given to someone else even though the lottery was not conducted fairly. If A slices a cake and gives B the largest piece, B may be reluctant to give a portion of it to C, who received the smallest piece. But his reluctance is irrelevant to the question whether the method of slicing the cake was fair.

Rawls asks us to do what we have done many times in this book: Imagine the content of a contract that cannot be made in the market because of high transaction costs. People in the original position know that the wealth of the society may be divided in many ways. If risk averse, they presumably want some protection against getting a very small slice (unless the cake is very large) or no slice at all. Rawls’s principle gives them too much protection, but this can easily be corrected (in fact was—long before Rawls wrote!3). Given an equal probability of being anyone, each person in the original position will want to maximize the expected utility of his ticket in life’s lottery, and these expectations are maximized by maximizing total utility. Since risk aversion affects utility, utility-maximizing social policies will (depending on cost) include some provision for redistribution—some social insurance or “safety net” for people who draw the short straws in life.

But Rawls’s theory of distributive justice has no operational content. Apart from the problem of determining how much risk aversion to assume, there is the problem of deciding who shall be counted as worst off, which Rawls recognizes but does not attempt to solve. If the worst off is a single person, some measures will be deemed unjust that would be just if the worst off were, for example, the poorest income decile. Whether the relevant universe is a single society or the world is also critical, since in the former case measures designed to improve the lot of the worst off Americans at the expense of foreigners would be forbidden by Rawls’s principle of justice. Also critical is whether worst off is to be understood strictly in money income terms, with all the problems which that measure involves, or more broadly. Furthermore, it is unclear what policies generate what outcomes. The result of these uncertainties is that Rawls’s theory of justice seems compatible with on the one hand out-and-out socialism and on the other hand laissez-faire capitalism, depending on how much risk aversion people in the original position are assumed to have, how narrowly the group of worst off in whose interest all policies must operate is defined, and how effective one considers public institutions relative to the free market.

Social-contract theory à la Rawls can be used to challenge the conventional belief that the social security program represents a massive redistribution of wealth from young to old. It is true that social security is a pay-as-you-go program rather than a self-financed pension plan. Social security benefits are paid out of taxes on the currently employed rather than out of the recipient’s savings. Yet the system can be viewed as a fair contract between young and old. Adults of working age pay taxes to support the public school system, in effect lending the young money with which to purchase human capital. The young repay the loan when they become adults of working age and the generation that paid for their public school education reaches retirement age. They do this by defraying, through social security taxes, some of the living expenses and medical expenses of their parents’ generation.4 The point is overlooked in the standard analyses of the redistributive effects of social security because those analyses consider only social security taxes, not school taxes, in figuring the extent to which recipients of social security benefits paid for them when employed.

A related argument is that, contrary to appearances, the social security system is conferring benefits on the current working-age generation as well as on the recipients of social security. In the absence of social security, the burden of maintaining the old would fall to a great extent on the younger members of their families. Of course, to speak of the “burden” of obligations assumed voluntarily, however reluctantly, is to depart from the usual conventions of economic analysis. But while many adult children are sufficiently altruistic toward their aged parents to be willing to incur substantial costs in money, time, irritation, distress, and even revulsion rather than neglect or abandon them, they would greatly prefer to shift the burden of caring for their parents, or at least a part of the burden, onto other shoulders. Social security spreads the monetary component of the burden of elder care across the entire current generation. By doing so, it may produce a better matching of the costs and benefits of government services. The greatest benefit of social security in alleviating the burden of elder care is conferred on small families; an only child faces a greater burden of supporting his parents in their old age than a child who has many siblings with whom to share it. But the greater benefit of social security to small families is balanced by the fact that large families derive the greater benefit from school taxes because they have more children to educate, and school taxes do not vary with the number of the taxpayer’s children.

§17.5  Social Mobility

It’s important to distinguish between inequality and immobility—between income differences at a given time and changes through time in relative income; or in other words between static and dynamic inequality. If IQ were purely genetic and therefore only inherited, if income were a linear function of IQ (as perhaps it is becoming, with the rapid advances in technology that herald a future in which robots operated by brilliant computer engineers will do all the manual labor), children’s incomes as adults would be very similar to their parents’ incomes and intergenerational mobility would be slight, with the important qualification, however, that social standing is not a function purely of money income. Scientists, composers of classical music, poets, political leaders and other officials, military officers, and priests are examples of persons who have high social status but mediocre incomes. And notice that the correlation between parental and child social standing or income would hold for any purely genetic trait that was valued, such as athletic or musical potential, and not just for IQ. Nevertheless, while there would still be intergenerational mobility in money income, income in its fuller sense of utility would not be very mobile. True, IQ is not entirely genetic (it’s generally believed to be half genetic and half the result of other innate conditions, for example, conditions during pregnancy and birth, plus early environmental conditions and physical and mental health), but it has a substantial genetic component. And increased assortative mating (likes with likes), attributable in part to a decline in discrimination and in part to the greater search for marital partners that is enabled by the Internet, will probably increase variance in IQ, and thus increase the returns to the highest IQ strata, in the near future.

In this analysis, a low level of intergenerational mobility is consistent with meritocracy, but the United States is an imperfect meritocracy, in part because of the pattern of investment, both private and public, in children’s career and life prospects. Wealthy parents invest heavily in their children’s education by hiring tutors, paying the very high tuition charged by elite private schools and by colleges (public as well as private), making generous donations to such institutions, and financing extracurricular activities that impress college admissions officers. Colleges compete for wealthy kids, seeing them as future generous alumni. Parents use personal contacts to land good jobs for their kids; sometimes hire them for the family business; and, of course, give, lend, and bequeath them money. Because public schools are financed mainly by local property taxes, the best public schools tend to be in high-income areas, and so wealthy kids that go to public schools rather than to private schools tend to go to the best public schools. Indeed, if there are no good public schools in a wealthy family’s neighborhood, the family will send its children to a private school.

It is no accident that among the wealthy countries the level of intergenerational mobility is lower in the United States than in the four Scandinavian countries (which have the highest level of intergenerational mobility) and in Canada, Australia, New Zealand, Germany, Japan, France, and Spain, and slightly higher in the United States than in Italy and the United Kingdom. These rankings are highly correlated with income inequality (the United States is second-highest in inequality of income, after the United Kingdom, in the countries I just listed). Wealthy families that generously underwrite their children create more wealthy families in the next generation.

In order to maximize productivity, one would like the government to identify the high-IQ children in poor or lower-middle-class families and provide them with education and education-related services equivalent to those that wealthy families bestow on their usually high-IQ children. The need is acute in the United States because of our relatively quite low level of intergenerational mobility. Not much effort is being made to meet this need. The reasons probably are that children don’t vote (it is arguable that a parent should be given a bonus vote for every one of his or her children living with the parent), and that poor and lower-middle-class parents have little political clout relative to old people, wealthy people, civil service pensioners, and other politically influential groups.

§17.6  The Costs of Poverty and the Limitations of Private Charity

The extreme of inequality of income that we call poverty is a relative concept: Poverty in Ethiopia or Bangladesh means something different from poverty in the United States. And within the same culture the concept changes over time. Comparing estimates from various periods in our history of the minimum income necessary to place a family of given size above the poverty level, one finds that the level has risen steadily, even after correction for the decline in the value of the dollar that is due to inflation.1 (In other words, poverty has a relative component, as distinct from measuring just absolute deprivation.2) Currently 15 percent of Americans have incomes below the poverty level—the same percentage as in 1982.3

Poverty imposes costs on the nonpoor that warrant, on narrowly economic (i.e., wealth-maximizing) grounds, incurring costs to reduce it. Poverty in the midst of plenty increases the crime rate.4 The forgone income of a legitimate alternative occupation is low for someone who has little earning capacity in legitimate occupations, while the proximity of wealth increases the expected return from crime. The criminal sector is in effect the employer of last resort.

Poverty also imposes disutility on affluent altruists. Although altruism is much stronger among family members than among strangers,5 even a weak feeling of altruism can motivate a voluntary transfer of income if there are great disparities of income. If A is extremely wealthy and B extremely poor, subtracting a dollar from A’s income may reduce A’s utility much less than adding a dollar to B’s income would increase B’s utility: Let us assume 100 times less. Then A would derive a net benefit from giving a dollar to B as long as he valued the utility that B would derive from the gift at more than a hundredth of the utility that he (that is, A) would derive from keeping the money for himself.

This point helps to show why poverty is a relative concept. What is critical from the standpoint of the weak altruism that we feel toward strangers is not the income of the people at the bottom of the income distribution, but the gap between their income and that of the rest of us.

It might seem that since the affluent gain from reducing poverty, the alleviation of poverty can be left to private charity. But the altruist faces a free-rider problem. A in our example will derive welfare from the increase in B’s income whether or not A is the source of the increase. Naturally A would like to buy this increase in his welfare at the lowest possible price, so he will have an incentive to hang back in giving to charity in the hope that others will give. It might seem that regardless of what others give, his contribution will add to the total amount of resources devoted to an end he values. But that is not certain. His contribution may lead others to cut back their contributions since now a smaller contribution on their part will (in combination with A’s contribution) buy the same reduction in poverty. So A will get less than a dollar benefit for every dollar he contributes, and this will lead him to reduce his contribution.

Whenever there are free-rider problems there is an economic argument for government intervention—here an argument for forcing people to contribute to the alleviation of poverty so that they cannot take a free ride on private donations to charity. The argument is not conclusive; the costs of the intervention must be considered. They are great because government generally lacks the discipline of competition and the incentive of profit maximization and is buffeted by politics. The social security disability program, for example, has created significant disincentives to work even though incapacity to work is a formal prerequisite to the receipt of disability benefits.6 Welfare programs such as the now-abolished Aid For Families With Dependent Children (AFDC) have been found to have surprisingly large negative effects on participation in the labor force—in the case of AFDC, participation by mothers.7 The program also had a vicious-cycle quality: It induced an increase in the number of births out of wedlock by lowering the cost of those children to their mothers8 and by doing so increased the number of persons eligible for benefits and so the cost of the program. It has been estimated that of every $1 transferred by government under the AFDC program, 23¢ was dissipated.9 Findings such as these lent support to the enactment in 1996 of the Personal Responsibility and Work Opportunity Act, which abolished AFDC in favor of bloc grants to states conditioned on the adoption of stringent criteria for welfare that are designed to encourage work and discourage dependency. The reduction in welfare rolls, and increase in employment of welfare recipients, that the Act (in conjunction with the strong 1990s economy) appears to have brought about10 shows that poor people respond rationally to financial incentives.

Another potential downside to government transfers is their effect on private charity. They are a substitute for private giving and so might be expected to lead to a cutback in it—a crowding-out effect that would be compounded by the fact that the tax necessary to defray the cost of the transfer reduces the after-tax income available to the taxpayer for private giving. But while found in an early study,11 there is now doubt that there is a significant crowding-out effect.12

A compelling argument for the safety net remains. An affluent person who is risk averse will want to insure against the possibility of becoming poor sometime in the future, because of business reverses, poor health, changes in the labor market, or other misfortunes. Although some of the causes of poverty can be insured against in the private insurance market, comprehensive insurance against poverty would be impossible to obtain because of moral hazard and adverse selection. Anyone who bought “poverty insurance” would have a diminished incentive to work and save and an increased incentive to have children and engage in risky economic ventures. Moreover, the insurance pool would be dominated by people who expected to become poor, and so insurance premiums would skyrocket. Government has powers that a private insurance company lacks that can alleviate these problems, notably the power to alter background conditions that affect the incentives of the insured. For example, by reducing income tax rates for poor people it can raise the cost of forgoing work in favor of welfare. Perhaps most important of all, “being on welfare” carries a stigma that collecting the proceeds of an insurance policy that you paid for does not; this stigma reduces the moral hazard of social insurance. And social insurance solves the adverse selection problem because no one is permitted to withdraw from the insurance pool.

§17.7  Unrestricted Cash Transfers Versus Benefits in Kind

The causes and cures of poverty are not well understood. The simplest view is that poverty results from a lack of income and is most effectively treated by unconditional cash payments to poor people. This approach (negative income tax) has long had the support of many economists, and since 1975 has been a part of the federal tax code as the earned income tax credit, which provides tax credits to low-wage workers. The program was expanded during the 1990s and now provides some $62 billion in credits to more than 27 million families and individuals.

Three economic arguments are made against the negative-income-tax approach:

 

1. Contrary to our earlier assumption, the affluent may not be concerned with the subjective utility of the poor but rather with the consumption pattern of the poor. They may want the poor to have decent housing, nutrition, and educational opportunities, even if the poor themselves would prefer other things, such as fine clothes, expensive cars, and lottery tickets. The affluent may hope that if the poor can be induced to alter their consumption pattern, poverty will be reduced in the long run—that if, for example, a poor family is decently housed, fed, and educated, the next generation is less likely to be poor. On this view, the affluent donor gets more bang for his buck by earmarking his contribution for particular uses by the poor recipient.

 

2. Some people are poor because they are incompetent at managing money; if so, unrestricted cash grants to them are likely to be squandered.

 

3. Unrestricted cash transfers can cause disemployment.1 If, for example, every family of four were guaranteed a minimum income of $15,000, the head of such a family would have no incentive to take a job even if it paid more than that. A job paying $310 a week would increase his gross income by only $10 a week and his net income would actually decline. Working is expensive. The worker must pay for transportation, for work clothes, federal and state income tax, etc.—even if the work itself creates no disutility (as of course it may, especially if it is dirty, strenuous, or hazardous) so that there is no opportunity cost of forgoing the leisure of the unemployed state.

 

A graduated scale of cash transfers would preserve some work incentive. Suppose, for example, that for every dollar earned the government’s contribution to family income would be reduced by only 50¢, even if the result was that a family’s total income, earned as well as subsidized, exceeded the $15,000 guaranteed minimum income. But even a 50 percent marginal income tax rate, while better than 100 percent, is still very stiff and will have disincentive effects. A person who earned $15,000 a year would retain only $7,500, which after deduction of the costs of work would be chicken feed. And people not on welfare who were working for low wages might be induced to leave the workforce. This would both increase the cost of the program and reduce the supply of labor in low-paying jobs. Although the reduction in demand for such jobs would lead to an increase in the wages offered, and this would partly offset the disincentive effect by making work more remunerative, it would also increase the cost and hence price of the goods and services dependent on such labor, much like an excise tax. And excise taxes are, as we shall see in the next chapter, generally regressive.

The marginal income tax rate can be varied at will to mitigate the disincentive effects just discussed, but a substantial reduction in the rate would greatly increase the cost of the program. If the marginal tax rate were 25 percent, a family of four in which the head of the household earned $12,000 per year would still receive an annual income supplement from the government of $2,000; and he would have to earn $20,000 before he ceased being eligible for any supplement.2

Before condemning the negative income tax for its work-disincentive effects, however, notice that earmarked subsidies have the same effects. Because entitlement to a rent supplement, for example, is conditioned on one’s income not rising above a certain level, income earned above that level is in effect taxed by the amount of the rent supplement.

Work-disincentive effects to one side, the most serious problem with our present government system (really systems) of poor relief, which, apart from the earned income tax credit, is one of earmarked subsidies and benefits in kind—public housing, rent supplements, food stamps, free legal and medical services, job training, etc.—is an informational one.3 The willingness of a consumer, including a poor one, to pay the market price of one good in preference to another is evidence of the relative value of the goods to him. It does not matter how he came by the dollars he is using to express his preference. But when the price of a good is zero, it is very difficult to estimate the value of the good to the “buyer.” Even if poverty officials had a general idea of how the poor ranked the various goods and services, this would enable only an average judgment, which, given the different needs of particular poor families, would lead to superfluity in many cases and insufficiency in many others. A less extensive program of cash transfers might yield greater net welfare to the poor while reducing the costs to the taxpayer. But of course the information problem does not cut only one way, since, as mentioned, many poor people must lack good information about how to get out of poverty.

The actual performance of our system of earmarked transfers leaves much to be desired. An example of particular interest to lawyers is the program whereby the government, through the Legal Services Corporation, provides free legal assistance to the poor in civil matters. This method of helping the poor may prevent many poor people from achieving their most efficient pattern of consumption. Since governmental funds allocated to legal services for the poor are unavailable for other programs of poor relief, the cost to the poor person of being entitled to $100 in legal services may be the forgone benefit of receiving $100 worth of some other good or service, or in cash. Many poor people may be able to get along well enough without a lawyer, either because they are fortunate enough not to encounter legal problems or because they are clever enough to cope with them unaided by a lawyer. But since the lawyer is free,4 they will use him unless the value of his services exceeds the (often slight) value of their time in dealing with him. Faced with excess demand for his time, the lawyer will try to limit his services to those whose needs for legal service seem most acute; and since this requires a difficult judgment, there are bound to be many cases in which a poor person receives legal services that cost $100 but are worth only $50 to him or fails to receive legal services that would be much more valuable than their cost. If the poor person were given $100 in cash instead of a free lawyer, then, problems of information and consumer competence to one side, he would use the money to hire a lawyer rather than to buy food, medicine, education, or housing only when the value of legal services to him was at least $100.5

The availability of legal insurance is a relevant consideration. If legal insurance is available, it is easy to translate a cash receipt into protection against not having a lawyer—provided of course that the insurance is not too expensive. If legal insurance is not available, then the provision of a free lawyer to the indigent becomes a form of arguably efficient social insurance.

Furthermore, legal services are typically utilized in a dispute—in the case of a poor person, with a landlord, spouse, merchant, welfare agency, finance company, etc. The legal efforts made on behalf of one of the parties to the dispute will increase the costs to the other, who must either increase his legal efforts or abandon the stakes in the dispute to the other party. These costs are typically marginal costs—a function of output—so that, by a now-familiar analysis, they will be passed on (in part at least) to the customers of the enterprise. If most of those customers are other poor people, the costs generated by one poor tenant’s or customer’s or debtor’s use of a lawyer will be borne in large part by other poor people.6 If the dispute is with a government agency, the additional cost to the agency may be borne indirectly by the poor because the program’s increased cost may lead to a contraction of its scope.

Against this it can be argued that the landlord, merchant, or lender is less likely to try to defraud or otherwise exploit low-income consumers if he knows that they have ready access to competent legal services. But if poor people received cash benefits rather than benefits in kind worth less to the poor than the cash equivalents, they would have more money with which to hire lawyers when they needed them. Second, the private sector of the legal profession should be more adept at screening out bad claims than lawyers paid by the government, not only because principal-agent incentives are better aligned in the private sector but also because potential litigants are less likely to prosecute dubious legal claims if they must pay for a lawyer out of their own pockets.

§17.8  Wealth Redistribution by Liability Rules: The Case of Housing Code Enforcement

Housing assistance for the poor is a traditional service provided by the government. Various methods of assistance are used. One is to hire contractors to build apartment houses for the government to own and operate, renting apartments to the poor at zero or nominal rentals (“public housing”). Another is to give poor people money that they are allowed to spend only for housing. This method of subsidy has the attractive feature, to an economist, that it preserves a private market in housing—it just gives the poor more effective demand for the housing supplied in that market. It is true that in the short run the effect may simply be to force up rental rates, and hence to make other renters poorer, and landlords richer, as a result of the subsidy. That is the usual short-run response to a surge in demand, reflecting the fact that productive capacity is by definition fixed in the short run (see §22.15 infra, for a fuller explanation). But in the long run the stock of housing will grow and rentals will fall back to their level before the subsidy (though not all the way, provided the long-run supply curve is upward-sloping).

And public housing has worse short-run effects: In the short run—before the housing is actually built and rented—the poor obtain no benefit from public housing at all. A system of rent supplements or housing vouchers not only is more flexible but works more quickly to help the intended beneficiaries.1

Both public housing and rent supplements involve the taxing and spending branches of government rather than the judicial. But there is a method of (purportedly) helping the poor to meet their housing needs that centrally involves the courts: the enforcement of housing codes. These codes specify minimum standards of housing quality—though whether in order to ensure a decent minimum level of safety and sanitation or to subsidize the building trades is a matter of debate. The effects of enforcing a housing code are depicted in Figure 17.3. D1 is the market demand curve for low-income housing before enforcement. It slopes downward because not all tenants would leave if rentals rose as a result of an increase in the landlords’ marginal costs. MC1 is the landlords’ pre-enforcement marginal cost curve and is positively sloped to reflect the fact that the creation of low-income rental housing involves the use of some specialized resources—in particular, land—that would be worth less in any other use.

Enforcement has two major effects.2 By improving the quality of the housing units it increases the demand for them. And by increasing the landlords’ maintenance costs, which are marginal costs because they vary with the number of housing units provided, it shifts the marginal cost curve upward. The shift shown in Figure 17.3 is large relative to the shift in the demand curve, on the plausible assumption that if quantity demanded were highly responsive to an increase in the quality of the housing provided, the landlords would upgrade quality voluntarily and there would be no need to enforce a housing code. Both demand and supply in Figure 17.3 are depicted as being quite elastic, on the (again plausible) assumptions that slum dwellers lack the resources to pay substantially higher rentals and that slum rentals are already so depressed in relation to costs that a further reduction in those rentals would cause many landlords to withdraw from the low-income housing market (for example, by abandoning their property to the city).

[image: ]

Given these assumptions, enforcement leads to a substantial reduction in the supply of low-income housing (from q1 to q2) coupled with a substantial rise in the price of the remaining supply (from p1 to p2). The quantity effect is actually understated (though by the same token the price effect is overstated) in Figure 17.3: Some of the higher-quality supply brought forth by housing code enforcement may be rented to the nonpoor.3 These effects could be offset by rent supplements (though that would deprive the program of its politically attractive quality of entailing no public expenditures). If the supply of housing were highly inelastic, the main effect of rent supplements would be to increase the economic rents received by the owners of housing rather than to expand the supply. But coupling housing-code enforcement with rent supplements would improve housing quality without reducing supply, assuming the supplements fully compensated the owners of the housing for the costs they incurred in complying with the code.

Admittedly, the magnitude of the effects shown in Figure 17.3 depends on the (arbitrary) location of the curves. It has even been suggested that demand might be perfectly elastic in the relevant region (implying no price effect of housing code enforcement though there would still be an effect on quantity) because the slightest increase would cause many tenants to double up.4 But since doubling up is costly (it involves forgoing the value of the greater space and privacy of single-family occupancy), tenants would surely be willing to pay something to avoid being forced to double up, the something being a somewhat higher rental. This implies a less than perfectly elastic demand. Empirical evidence suggests that Figure 17.3 provides a closer approximation to the actual conditions of the slum housing market than a model which assumes perfect elasticity of demand.5

Another suggestion is that housing-code enforcement would increase the supply of housing to the poor if enforcers focused their efforts on buildings that landlords were “milking.”6 Milking refers to the practice of maintaining a building at a lower standard than would be appropriate if the landlord intended to keep the building in operation indefinitely. He may have figured that because of a changing neighborhood or rising fuel costs he will probably have to abandon (not sell) the building in five years willy-nilly—by that time his variable costs will exceed his rental income. If so, it may make sense for him to reduce his expenditures on maintenance at once, since any long-term effects of those expenditures in preserving the building would be of little or no value to him given the assumption that at the end of five years he will not be able to sell it but will just have to abandon it. By reducing those expenditures he will reduce the quality of the housing, and his rental income will fall, but quite possibly by less than his expenditures on maintenance fall. An incidental effect may be that he abandons the building even sooner (though this will end his income stream sooner), since those expenditures would have kept the building going a little longer. If the enforcement of the local housing code prevents him from economizing in this manner, maybe he will delay abandonment, since the expenditures he is forced to make may well have some, as it were inadvertent, effect in preserving the building. But because the costs of compliance with a housing code are variable costs, they are more likely to cause declining rental income and increasing variable costs of renting to intersect sooner rather than later, leading to earlier abandonment. A court or legislature or housing agency would be unlikely to be able to identify those buildings where enforcement of the housing code would delay abandonment by counteracting milking, rather than accelerate it by making the continued ownership of the building even more expensive.

A number of cities have enacted ordinances designed to protect tenants by giving them more procedural rights in the event the landlord tries to evict them, by entitling tenants to withhold rent if landlords fail to make repairs required by the lease, by requiring landlords to pay interest on security deposits, and so forth.7 The effects are much like those of housing-code enforcement: The ordinances raise landlords’ costs and therefore increase rental levels and reduce the supply of housing (especially rental housing, since such laws encourage conversion to cooperatives and condominiums). From the standpoint of protecting poor people, the provisions regarding procedural rights and rent withholding are particularly perverse. Because they are rights more likely to be invoked by the poor than by the rich, they give landlords an added incentive to substitute toward more affluent tenants, who are less likely to be late with the rent or to abuse the right to withhold rent.

The reader may be reminded of the analysis in Chapter 4 of the economic effects of outlawing efficient but sometimes oppressive methods of enforcing debts. Both analyses suggest that the use of liability rules or other legal sanctions to redistribute income from wealthy to poor is likely to miscarry. A rule of liability is like an excise tax: It induces a contraction in output and increase in price (see §18.3 infra). The party made liable, even if not poor himself (but that, as we have seen, is also possible), may be able to shift much of the cost of the liability to the poor through higher prices. The result may be a capricious redistribution of income and wealth within the class of poor people themselves and an overall reduction in their welfare.

§17.9  Open-Ended Benefits in Kind

To assist the poor with housing and nutrition and even education involves substantial but fairly predictable costs, as all of these are pretty standard commodities. But in the case of health, the sky’s the limit. Consider the requirement of the Individuals with Disabilities Education Act that every disabled child receive a “free appropriate public education.” If the child has severe physical or mental handicaps, the cost may be astronomical (and for this reason the program is not limited to the needy). Although it can be argued that some measure of assistance with the educational needs of the disabled is an efficient method of social insurance against a ghastly misfortune, and a method that involves minimal moral-hazard problems,1 it is obvious that the optimal expenditure on educating handicapped children is nowhere near infinite, although infinite expenditures would be required to bring some of those children up to the level of the nondisabled child. But what should be the ceiling? How can medical services be rationed other than by price? The efficient approach to deciding how much to spend on the education of a disabled child would be to spend up to the level at which the last dollar spent would increase the utility (welfare, happiness) of the child by one dollar, or alternatively spend up to the level at which the last dollar increases the expected economic output of the child by one dollar.

§17.10 The Entitlements Quandary

In 2012, the federal government spent a total of about $1.5 trillion on the social security, Medicare, and Medicaid programs, programs that finance pensions and elder health care. That was roughly 40 percent of the total federal budget. The spending on these programs is “entitlement” spending, meaning that it is funded automatically rather than having to be reauthorized by Congress every year, as defense expenditures (and indeed most nonentitlement government expenditures) are—and also meaning that recipients consider that they have a right to benefits under the program rather than a mere expectation. The cost of both the pension and the health care components is increasing both in absolute terms and as a percentage of the budget as a function of the growing percentage of elderly people in the population. Spending on health care is growing even faster than spending on pensions because of cost increases resulting from the introduction of new technologies of medical treatment and also because of the normal upward-sloping supply curve, which makes an increase in demand for elder health care cause average and therefore total costs of health care to rise.

The entitlement programs are financed by payroll taxes, but outlays are rapidly overtaking tax revenues. The government will have to fill the gap by cutting benefits, increasing taxes, or continued heavy borrowing. Hence to entitlement costs may have to be added an increased cost of servicing government debt. Costs of debt service can grow faster than the amount borrowed because the more the government borrows, the higher the interest rate that it is likely to have to pay. Instead of paying 5 percent to borrow $1 billion, thus incurring an annual interest expense of $50 million, the government might have to pay 7 percent interest to borrow $2 billion, for a total annual interest expense of $140 million—more than twice the interest expense on a loan that is only twice as large.

In 1983, Congress amended the social security act to provide that, for people born in 1938, the age of eligibility for full social security benefits would rise gradually from 65 to 67. Hence the first effects of the reform were not felt until 2003, when people born in 1938 reached the age of 65, and the full effect will not be felt until 2026, when people born in 1959 reach 67—it was the deferral of the hurt that made the program politically feasible. There is no movement today for a similar reform, which might, for example, raise the future age of entitlement to full social security benefits to 70 in recognition of continuing increases in longevity, health, and income. The downside is that many of the people most needful of social security are in their late 60s and have significant health problems; if they are made ineligible for social security retirement benefits, they are likely to seek social security disability benefits, which are equivalent. But processing disability applications is far more costly than processing applications for social security retirement benefits, which depends on little more than proof of age and work history.

The nation is in ostrich mode so far as dealing with its fiscal problems is concerned, even though the problems are more serious than they were in 1983.
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        Problems

 1.    If the principle of the diminishing marginal utility of money is accepted, does it follow that a corporation that obtains a monopoly and thereby increases its profits will become less concerned with minimizing its costs? To what extent is the principle applicable to organizations at all?

 2.    You are an assistant to a U.S. senator. He asks you to advise him whether to vote for certain pending bills. He wants your views on the merits, not the politics, of the bills. Advise him. The bills are as follows:

 

        (a)   A bill to improve coal mine safety by requiring the installation of early-warning devices against mine explosions and more frequent safety inspections of mines. The annual cost of these measures is estimated to be $500,000 and is to be defrayed by a special tax on the mining companies.

        (b)   A bill to provide an annual subsidy out of general tax revenues for railroad passenger service on routes of less than 80 miles, in the amount of $10 million per year.

 

 3.    Appraise the following passage:

         The Distribution of wealth…is a matter of human institutions only.…The rules by which it is determined are what the opinions and feelings of the ruling portion of the community make them, and are very different in different ages and countries; and might be still more different, if mankind so choose. [John Stuart Mill, Principles of Political Economy, bk. II, ch. I, §1, at 200 (W.J. Ashley ed., 1926).]

 4.    Is a food stamp program likely to increase the nourishment of poor people? Consider the following hypothetical example. A poor family, before the food stamp program, spent $700 a year on food. The family receives food stamps with a retail value of $500. Would you expect this to affect the family’s eating habits more than a cash transfer of $500 would affect them? Might your answer be affected by what restrictions were placed on the use of the stamps (i.e., what specific foods could not be purchased with them)?

 5.    Contrast from an economic standpoint the following methods of increasing the employment of poor people: a government-subsidized job training program; a subsidy to employers of poor people; a negative income tax with a low marginal tax rate.

6.    Is rent control, as in New York City, likely to help or hurt the poor as a whole? What would be the effect on the supply of housing if rent control were combined with strict enforcement of housing code provisions? Cf. Edgar O. Olsen, An Econometric Analysis of Rent Control, 80 J. Pol. Econ. 1081 (1972).

 7.    Professor Ackerman (§17.8 supra, note 4) asserts that it is uneconomical to build low-income housing today without a government subsidy. If so, does this support his conclusion that strict enforcement of housing codes is unlikely to affect the supply of slum housing, except to cause abandonment of some marginal properties?

 8.    Javins v. First National Realty Corp., 428 F.2d 1071 (D.C. Cir. 1970), held that there is a warranty of habitability, measured by the standards set forth in the housing code of the District of Columbia, that is implied by operation of law in all leases. The suit was a landlord’s suit for possession on the ground of nonpayment of rent. The court held that it was for the jury to determine what portion if any of the tenant’s obligation to pay rent was suspended by the landlord’s breach. In the course of its opinion the court stated (id. at 1079, footnotes omitted):

         The inequality in bargaining power between landlord and tenant has been well documented. Tenants have very little leverage to enforce demands for better housing. Various impediments to competition in the rental housing market, such as racial and class discrimination and standardized form leases, mean that landlords place tenants in a take it or leave it situation. The increasingly severe shortage of adequate housing further increases the landlord’s bargaining power and escalates the need for maintaining and improving the existing stock.

What does the court mean by shortage? By bargaining power? Assuming that the quoted statement is accurate and coherent, would you expect the court’s decision to make tenants in general better off, or worse off, than if no implied warranty of habitability were recognized? How about the particular tenants who brought the suit? Might rents be higher, but the higher rents be offset by lower costs to tenants of having to repair their dilapidated living quarters? See Michael A. Brower, Comment, The “Backlash” of the Implied Warranty of Habitability: Theory vs. Analysis, 69 DePaul L. Rev. 849 (2011).

 9.    Discuss the following proposition: Policies designed to maximize the society’s rate of economic growth are likeliest to satisfy Rawls’s criterion of distributive justice.

 10.    Suppose Rawls’s general theory of justice were thought satisfied by assuming that people in the original position would want to maximize their expected utility. Would the policies deducible from this assumption (assuming that specific policies could be deduced from it) be wealth maximizing? See Richard A. Posner, The Economics of Justice 99–101 (1981).

 11.    From an interest-group perspective, are cash transfers or benefits in kind a more attractive approach to poor relief?
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CHAPTER 18



TAXATION1

§18.1  Taxation and Efficiency

Taxation is sometimes a method of regulation, as we know, intended to change the allocation of resources (see §§14.5, 14.9 supra) or the distribution of wealth, but mainly it is used to pay for public services. Invariably there are both allocative and distributive consequences, however, which will be the focus of this chapter, although regulatory taxes are also discussed (see §18.3 infra). Death taxes are touched on in the next chapter. The complexity of the tax code is discussed further in §21.3 infra; some collection issues are discussed there as well. Problems of tax policy resulting from the federal structure of our governmental system are discussed in Chapter 27.

An efficient revenue tax would be one that required the user of a public service to pay the opportunity costs of his use. But this would be treating public services just like private goods, whereas they are public services precisely because it is judged infeasible or inexpedient to sell them. In the case of some public services, free-rider problems prevent the use of the market to provide the optimum amount of the service: The individual who refused to pay for his share of the cost of national defense would receive the same protection from it as those who paid for it. In the case of other public services, such as education, the provision of the service by the government rests primarily on a judgment that unwillingness to pay the cost of the service should not disentitle the individual to use it.1

The emphasis placed on distributive considerations in discussions of tax policy explains why the chapter on taxation appears in this part of the book. But efficiency considerations also weigh heavily. Taxing an activity creates an incentive to substitute another activity that is taxed less heavily. Presumably, however, the switchers were more productively employed in the first activity; otherwise the imposition of a tax would not have been necessary to induce them to switch to the second.2 Thus the tax has reduced the efficiency with which resources are being employed. The inefficiency might have been avoided or at least reduced, without revenue loss, had the tax been designed to minimize substitution effects. Unfortunately attempts to minimize allocative inefficiency may clash with the distributive goals of tax policy. A flat federal head tax on adults, for example, would have minimum substitution effects (minimum, but not zero, because it would induce some people to emigrate), but it would be highly oppressive to poor people unless it were very low—in which event it would generate little revenue.

The broader point is that the misallocative effects of taxation are minimized by taxing goods or services or activities for which the demand is inelastic (Adam Smith’s example was a tax on salt). Such a tax will not induce much substitution, and substitution not only is inefficient but also reduces the revenue collected by the tax. Advocates of tax increases invariably ignore substitution effects, thus exaggerating the amount of revenue likely to be generated by the increases. In contrast, advocates of tax reductions correctly emphasize that because of substitution effects a given percentage reduction in tax rates will result in a smaller percentage reduction in tax revenues; for with a lower tax rate, taxpayers will substitute into the taxed activity. The reduction in the tax rate may even increase the total revenues generated by the tax.

A helpful concept is cross-elasticity of demand—the effect on the demand for one product (or service) of a change in the price of another product (see §10.7 supra). A high cross-elasticity of demand between two products signifies that they are close substitutes, and in that event a tax on one will tend simply to deflect users to the other, distorting the efficient allocation of resources while yielding little revenue. Consider the proper tax treatment of going “short against the box.” The term refers to selling short the same stock that you own, thus eliminating your exposure to price changes. With the risk of loss thus eliminated (along with the prospect of gain), you are generally allowed to withdraw 95 percent of the proceeds of the short sale without paying tax on the profit (the difference between the sale price and what you had paid for the stock when you bought it). A short against the box is at once a sale and an almost perfect hedge. If the cross-elasticity between a short against the box and an outright sale is higher than the cross-elasticity between a short against the box and less efficient forms of hedging, then for tax purposes it should be treated as a sale and thus taxed; otherwise not (for in that case, where a less efficient form of hedging is a close substitute for a short against the box, the principal effect of taxing the latter will be to induce substitution of a nontaxed transaction, namely a less efficient form of hedging, with the result that there will be distortion of the choice between transactions but little revenue). The opposite will be true if a short against the box is a very close substitute for a sale, which is a taxed transaction, for in that case failing to tax the short against the box will simply lead to substituting that form of transaction for a sale.3 The example is important for lawyers and judges because while the design of the tax structure is a legislative function, classifying particular transactions to determine their tax status is administrative and adjudicative.

The revenue-generating, resource-allocation-distorting, and distributive effects of a tax are not the only criteria to consider in the design of an efficient tax system. Another is the cost of administering the system. The Internal Revenue Service has an annual budget in excess of $12 billion, and that is just the tip of the iceberg. The annual costs to taxpayers of preparing federal tax returns have been estimated to be $100 billion,4 and this figure has been used to argue for simplification of the Internal Revenue Code. The potential savings from simplification are difficult to estimate, however. H&R Block obtains total revenues of almost $3 billion a year from preparing tax returns for more than 25 million taxpayers, most of rather modest means and, presumably, rather uncomplicated returns. The average expense of tax preparation to these taxpayers thus is more than $110. The total number of federal income tax returns filed in 2012 was almost 240 million. If one assumes that if the Internal Revenue Code were drastically simplified the average cost of preparing each of these returns would drop to $100, then the total cost of the simplified federal income tax system would be only $24 billion. But that figure is a gross underestimate. It ignores the time cost to the taxpayer of obtaining, and forwarding to the tax preparer, the information needed to complete a tax return. And it ignores the compelling economic justifications for allowing a number of deductions and credits, examples being charitable contributions, expenses for the production of income, and foreign and other duplicative taxes. Computing these items often involves unavoidable complications, such as how to value charitable gifts that are made in kind rather than in cash and how to determine when business expenses really are expenses, rather than disguised income. To economically efficient deductions and credits must be added certain sacred-cow deductions and credits that aren’t going away. And even if there were no deductions, there would be complications in computing tax due on nonsalary income. Furthermore, some income that escapes taxation, such as the imputed rental income of owned housing, should be taxed in order to avoid distortions; but to do this would impose additional tax-preparation costs.

So while tax simplification is a good idea, the savings that it would produce would probably be modest. Two measures that would tend, however, to produce savings without requiring simplification would be, first, not allowing tax-preparation fees to be deducted from income tax and, second, reducing marginal tax rates, since the higher those rates, the greater the payoff from efforts to find tax loopholes and so the greater the costs that will be incurred in such efforts.

Some economists complain that emphasis on trying to make the tax system more efficient is perverse. They point out that the more efficient the system is, the greater will be the net expenditures of government—the difference between government revenue and the cost of generating that revenue—at any level of spending. The demand by interest groups for government largesse will rise with the increase in the size of the pie to be divided, and if the programs that interest groups procure generally diminish rather than augment economic welfare, the diminution will be greater if there are more and larger such programs.5 But the diminution must be traded off against the social-cost savings from having a more efficient tax system. And not all government programs are the inefficient products of interest-group pressures. A more efficient tax system facilitates the raising of government revenues for law enforcement, national defense, environmental protection, education, basic scientific research, and other activities some of which may well be underfunded from an overall welfare standpoint.

§18.2  Conscription

Many taxes are implicit.1 The draft—conscription—is one, and from time to time one hears talk of restoring the draft in some form to make the military more representative of the American population as a whole. The economic objections to the draft are twofold. The first is that it gives the government an incentive to substitute excessive amounts of manpower for other defense inputs because the price of military manpower to the government is lower than the opportunity costs of the draftees’ time. The objection is decisive (at least from an economic standpoint) in times of peace, when both the demand for and the dangers to military personnel are relatively small, thus limiting the amount of government expenditure necessary to obtain the desired personnel. But the expenditures necessary to man the armed forces in a general war on a purely volunteer basis would be very great. A substantial increase in tax rates (or in the rate of inflation, which is a form of taxation) would be required, creating—as we are shortly to see—highly inefficient substitution effects. A wartime draft that is not anticipated (because the war was not anticipated) is unlikely to have similar substitution effects.2 It is like a head tax.3

The balance between the incentive that the draft gives the military to use too much manpower and the inefficient substitution effects of very high tax rates is uncertain. But probably the former inefficiency is relatively unimportant in conditions of all-out war when the military is not subject to a tight budget constraint and it may be optimal to assign virtually the whole physically fit young male population to the armed forces.4

The second economic objection to conscription is that it produces a suboptimal mixture of recruits because it disregards the differences between individuals in the opportunity costs of military service. (So conscription takes both too many people out of the civilian labor force and the wrong ones.) A may not be a superior soldier to B merely because A has given up a job opportunity worth $40,000 a year and B one worth only $12,000, but as long as A is not inferior the military will be indifferent to the higher social cost of conscripting him, for the government was still getting its manpower “free” (that is, free to the government). The government in this domain at least is not a social-welfare maximizer (or social-cost minimizer), and therefore takes advantage of a wedge between private and social costs just as a private employer would do. The larger the fraction of the able-bodied young population that is optimal to employ in the military, the less the problem of picking the right ones from the pool. Yet even in World War II exemptions were granted for young workers in essential occupations, and this was a crude method of adjusting for the social opportunity costs of potential recruits.

In the Civil War the North used conscription but allowed conscripts to buy their way out of military service either by hiring a substitute to serve in their place or by paying a fixed fee. This did not solve the first objection to conscription—for the government was still getting the manpower it wanted without having to pay the full cost—but it solved the second, because potential conscripts with high opportunity costs of military service could opt out. The government had far more effective taxing powers during World War II than it had had during the Civil War, so selling exemptions was less likely to appeal as a revenue measure. Notice the analogy of conscription to eminent domain (see §3.6 supra) but also the difference: Eminent domain taxes away the subjective values of property, conscription the conscript’s opportunity costs.

§18.3  Excise Taxes

Consider a retail sales tax: For every widget sold the producer must remit 30 percent of the price to the government.1 The widget industry is assumed to be competitive, meaning that before the tax was imposed the price of a widget was equal to its marginal cost. The effect of the tax is to shift the industry’s demand schedule, viewed here as the schedule of average revenue to the industry rather than of average cost to the consumer, downward, as shown in Figure 18.1. The industry’s price will be determined by the intersection of marginal cost with the new average revenue. That price, p2, is higher than p1, the price before the tax was imposed. At the higher price the amount demanded by consumers, q2, is less than the amount demanded before the tax was imposed. The higher price induces some consumers to shift to other products that now seem cheaper, although in fact they are either more costly to produce or inferior in quality—otherwise the substitution would have occurred before the tax pushed up the price. The tax has the same substitution effect as would monopoly pricing of widgets. This is an efficiency cost of such a tax.

The magnitude of the effect depends, as already suggested, on the price elasticity of demand. If demand is highly elastic, a relatively small increase in price induced by the tax will lead to a relatively large reduction in output. The revenue generated by the tax, being a function of sales, will also be smaller than if the tax had been levied on a product the demand for which was less elastic. Thus the goals of minimizing the substitution effects of taxation and of maximizing the government’s tax revenues both argue, as suggested earlier, for taxing price-inelastic products or services most heavily.2

But what of the distributive effects? The revenue generated by the tax is represented in Figure 18.1 by the hatched area. Notice that most of the tax, q2 × (p2 − p1) is borne by the consumers of widgets. Taxes on consumption tend to be regressive, that is, to take a larger fraction of the income of the nonwealthy than of the wealthy, because the nonwealthy consume a larger fraction of their income. True, the nature of the product—whether it is more likely to be bought by a wealthy than by a nonwealthy person—is also important. A tax on yachts would probably be progressive (subject to a qualification noted below). Products in heavy demand by the wealthy, however, are not necessarily (or generally) those for which demand is inelastic, so an efficient excise tax will often be regressive and a progressive excise tax often inefficient.
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The part of the widget tax in Figure 18.1 that isn’t shifted forward to consumers comes out of the economic rents received by owners of factors of production used in making widgets. A tax that fell entirely on rents would have attractive features. By definition there would be no substitution effect. Rents are a return over and above opportunity costs, that is, alternative returns, so a reduction in rents will not induce a shift of the resource to an alternative use. And a tax on rents certainly sounds progressive. But it may not be. One effect of our hypothetical widget tax is to reduce the industry’s output and so, presumably, its demand for inputs, including labor. If the workers laid off by the industry have equally good job opportunities elsewhere and zero relocation costs, they will not be harmed by the tax. But if not, they will lose rents that they earn from their present employment.3

If monopoly profits could be detected and measured, they could be taxed directly, and since they are rents the tax would have no substitution effects. (The same would be true of a tax on consumer surplus.) An excise tax on monopolies, however, has essentially the same substitution and distributive effects as excise taxes on the goods of competitive sellers. As shown in Figure 18.2, the excise tax confronts the monopolist with a new demand (average revenue) schedule, which causes him to recompute his marginal revenue schedule. His new price, at the intersection of his marginal cost and new marginal revenue, is higher and output smaller. The tax (the hatched area in the diagram) is borne by consumers, the monopolist in the form of reduced monopoly profits, and owners of resources in inelastic supply used in the production of the product.

Another wrinkle in the economic analysis of excise taxes should be noted.4 Thus far it’s been assumed that the tax is some fraction of the price of the good (ad valorem). But a tax so computed will give the firm an incentive to reduce the quality and hence price of the good. For example, if the automobile excise tax is based on the retail price of the car with all options (air conditioning, stereo, etc.), and the options if bought separately are subject to no tax or a lower tax, the manufacturer will have an incentive to offer fewer options with the car. If on the other hand the tax is a flat tax (for example, $100 per car), the manufacturer will have an incentive to increase quality—increments of quality being tax free.

Excise taxes frequently are used for regulatory purposes; recall from §14.6 supra the discussion of pollution taxes as a means of reducing pollution. A purely regulatory tax would generate no revenue, because it would reduce demand for the regulated product or activity to zero. But often as in the case of cigarette or alcohol excise taxes, the aim and effect are both to reduce demand and to generate revenue from the sales of the product that continue to be made. It is sometimes argued—mistakenly—that cigarette excise taxes cannot reduce the consumption of cigarettes, because smoking is an addiction. On the contrary, a cigarette excise tax should have a dramatic effect on consumption by cigarette addicts. An addict, in economic terms, is one whose demand for the addicting product is a positive function of his past consumption. (Addiction is thus a form of habituation.) The rational addict will perceive an increase in the cost of the product as an increase in his future rather than merely his present expenses, because consuming the product now will make him more likely to buy it in the future (see §7.11 supra). The present value of those future costs becomes an additional reason to quit smoking now.
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A cigarette excise tax might also, and again mistakenly, be expected to have less effect on the consumption of the poor and of the uneducated (today these are largely the same people) than on the rich. The poor are less likely to appreciate the health consequences of smoking, and thus their demand for cigarettes will be less elastic than that of the rich. Actually the opposite is true. The full price of cigarettes includes the purchase price plus any costs associated with the use of the product—primarily the health hazards of smoking. The full price will be higher for educated consumers. The costs of bad health, at least in a pecuniary sense, are greater the greater one’s income (there is more to lose if one is disabled by poor health); better-educated people have lower costs of information about health than the poorly educated; and income and education are positively correlated. The demand of educated consumers for cigarettes will therefore be less price elastic than the demand of the uneducated, because the purchase price is a smaller fraction of the full cost of cigarettes to the educated and the tax is measured by the purchase price alone. So the excise tax, which might be perceived as a 10 percent tax by the uneducated and only a 5 percent tax by the educated, will have a smaller impact on purchases by the latter.5

If the purpose of an excise tax is to correct an externality, such as the accident costs that result from drunk driving,6 a flat tax is superior to an ad valorem excise tax because the externality is proportionate to output: the amount drunk, not the price per bottle.

Legalization coupled with excise taxation may be an attractive alternative to criminalization of marijuana, cocaine, and the other forbidden mind-alternating drugs.7 It’s been estimated that the excise taxes (federal, state, and possibly local as well) would generate total tax revenue of $46.7 billion a year.8 This depends on a number of assumptions, however, such as that the demand for the drugs would not increase—a counterintuitive assumption, since the current illegality of the drugs discourages their purchase. But increased consumption of drugs resulting from legalization might come largely at the expense of consumption of alcohol, tobacco, and other goods that are taxed as drugs would be. Moreover, an excise tax on drugs would increase the price to the consumer—though probably the net effect of legalization plus taxation would be to reduce price, because legalization would eliminate the heavy costs that prohibition imposes on sellers, notably the threat of punishment and of gang violence. With reduced prices, sales would rise, though tax revenue per sale would fall if the tax rate was a fixed percentage of the sale price. Additional tax revenues would be generated by income tax paid by the sellers; drug gangsters do not pay income tax on their income from criminal activity.

Interestingly, one expects a tax on currently illegal drugs to be a regulatory tax, that is, a tax designed to reduce output. The authors envisage such a tax as a revenue tax the net effect of which would be to increase the output of the taxed item.

The sum of the law-enforcement expenditures that would be avoided and the tax revenues that would be generated by combining legalization with excise taxation would be, according to the authors’ estimate,9 an impressive $88 billion a year.

§18.4  Real Estate Taxes

Henry George’s famous proposal to replace all taxes with a single tax on land was an attempt to limit taxation to pure rents.1 The rent of land, however, is not great enough to meet a modern government’s entire revenue demands. There is also a problem of measurement, arising from the fact that land is as likely to be used by the owner as to be rented to others. If I own a piece of land, build an apartment house on it, and rent the apartments, part of the rental I receive will consist of the rent of the land, but part will consist of revenue from the improvements on the property, and this revenue may not include any economic rent at all. And if I own and occupy a house on my land I will receive an imputed rent equal to the rent that I could have obtained by leasing the land; but being nonmonetary, the imputed rent is likely to escape the tax. Another problem is that many landowners are not wealthy even though they obtain rents from land. A heavy tax on those rents would impoverish farmers, workers, retirees, and others who had purchased land at a price that capitalized the expected rents. Suppose a farmer, using borrowed money, buys good farmland for $1,000 that yields an annual rent of $100, net of property taxes. A tax of $90 a year is later imposed on the property. His return will fall to $10. If he sells the land, he will recover only a small fraction of the money that he paid for it.

In practice, real estate taxes tax the rent of land but much else besides. Indeed, the improvements to land are usually taxed more heavily than the land itself. One result is to give landowners an artificial incentive to avoid (or postpone) improving their land. More important, a tax on land improvements is essentially an excise tax. Consider an apartment house in which apartments are rented rather than owned. If the real estate tax is proportioned to the rent rolls, the building’s owner will treat it in the same way that our widget manufacturer treated the sales tax: as reducing average revenue a uniform percentage at all levels of output. To maximize return he will raise price and reduce output. The burden of the tax will thus be shared between consumers—the people to whom apartments are rented—and a rentier—the owner of the land.

Real estate taxes undermine property rights. Suppose I am a farmer in an area where more and more land is being developed for residential purposes. My land is worth only $100,000 as farmland, but a developer offers me $200,000. I refuse because I am sentimentally attached to the land and do not want to move; I would not sell for less than $250,000. At what value should the real estate tax assessor appraise the land? If he assesses it at the higher value he may force me to sell to the developer, since my farm income may be insufficient to pay a tax assessed on the basis of a use of the land that would yield a larger pecuniary income. But the land is more valuable to me than to the developer. The real estate tax has the same effect in this situation as eminent domain, which also systematically extinguishes land values in excess of market price (see §3.6 supra).

But the analysis is incomplete. The real estate tax makes the government in effect a co-owner of “my” property. That $200,000 the developer is willing to pay me is the value to him of the land subject to tax at the residential rather than at the farm rate. My $250,000 reservation price is based on the farm rate. The value of the land to the government at the different tax rates—the present value of the two different streams of anticipated tax revenues—must also be considered. Suppose that at the farm tax rate that value is only $10,000, but at the residential rate—its highest and best use from the government’s standpoint—it would be $60,000. Then the total value of the property would be increased by compelling me to sell it to the developer. There is an analogy to the effect of return flow on the sale of water rights, discussed in §3.11 supra: The beneficiary of the return flow, like the tax authority in the present case, is treated like a co-owner of the property.

In the example just given, the existence of an offer to buy greatly simplifies the problem of appraising real estate for tax purposes. Evaluate the following proposal for self-appraisal: The owner appraises his own property for purposes of real estate taxation but is required to accept any offer to buy the property at the appraised value (cf. §3.6 supra, note 2).

Tax policy is heavily tilted in favor of encouraging homeownership by means of deductions from personal income tax. Real estate taxes are deductible, mortgage interest is deductible, interest on a home-equity loan is deductible; interest on other nonbusiness borrowing is not deductible, which creates a strong incentive to borrow against real estate. And the proceeds of a home-equity loan can be and usually are used to buy goods and services unrelated to housing, thus encouraging the use of a home as collateral for what amounts to consumer credit.

An additional distortion in the tax treatment of owner-occupied homes is created by allowing the seller to escape having to pay any capital gains tax if he reinvests the proceeds in buying another home. The rationale for this provision—to avoid taxing purely nominal price rises caused by inflation—is unpersuasive, as we shall see when we discuss capital gains taxation.

The favorable tax treatment of home ownership may seem justified by the external benefits of such ownership—it is argued that people take better care of a home they own than of one they rent, and that this generates positive externalities by creating a nicer and even a safer neighborhood—and by the artificially high cost of construction as a consequence of inefficient building codes and zoning laws.2 But those higher costs are real and hence to be avoided rather than invited. And home ownership creates a negative as well as a positive externality: It reduces labor mobility because the transaction costs of selling a house and buying another one increase the cost of taking a job that will require a move. That turned out to be a significant problem in the economic crisis beginning in the fall of 2008 that followed the bursting of the housing bubble; persons who lost their job could not afford to move, because they could not sell their home without incurring a big loss. Indeed tax and other forms of subsidization of homeownership played a significant role in the bubble, and hence in the ensuing crisis.

§18.5  Corporate Income Taxation

The corporate income tax is in one aspect a crude device for taxing rents, here the rent that consists of the difference between a firm’s total revenues and its total costs.1 The trouble is that the tax in its current form does not permit a deduction for the cost of equity capital and so falls not only on profits in the economic sense, or other rents, but also (and probably mainly) on the cost of equity capital. The result is an incentive to substitute forms of capital, such as debt and the firm’s investment in its employees’ human capital, the expense of which is deductible; to substitute labor for capital inputs; and to substitute other forms of business organization for the corporate form. Also, as we saw in Chapter 15, the corporate income tax increases bankruptcy risk and agency costs. It has been argued that the failure to repeal the tax is attributable in part to its tacit support by corporate managers,2 and since the cost of equity capital (as distinct from monopoly or other rents) is a marginal cost, part of the corporate income tax is passed along to consumers in the form of higher product prices, just like an (explicit) excise tax.3 Also corporate income tax results in double taxation: Income paid out in dividends to shareholders is taxed first at the corporate and level and second at the individual level. Yet it is so riddled with exceptions and opportunities for avoidance that it accounts for only 8 percent of total federal tax revenues.

Many intricate legal questions arise under the corporate income tax, and often they have an economic dimension. Consider, for example, whether, if a corporation that has appreciated property liquidates, thereby transferring the property to the shareholders, and they later sell it, the sale should be treated as a sale by the corporation on which it must pay income tax or as a sale by the shareholders on which no corporate income tax is due. The latter was the approach taken by the Internal Revenue Code until 1986 and was objectionable on economic grounds as creating unnecessary transaction costs (the costs of a liquidation motivated by a desire to avoid corporate income tax). In some cases there were even more serious misallocative results. Suppose a corporation had one plant, fully insured, and the plant burned down. The insurance proceeds minus the depreciated original cost of the plant would be treated as a taxable gain to the corporation even if it decided to liquidate. But if instead the corporation bought or built a new plant, using the full insurance proceeds for this purpose, and then sold the plant and distributed the proceeds of the sale to its shareholders pursuant to a plan of complete liquidation adopted before the sale, there was no corporate income tax.4 The difference in tax treatment might induce a firm to build or buy a new plant even though it would be more efficient to liquidate without buying or rebuilding.

Courts have tried to reduce the social costs of corporate reorganization through the judge-made doctrine of “substance over form,” whereby a reorganization or other transaction the sole purpose and effect of which are to beat taxes is denied any effect on tax liability.5 Corporate reorganizations are exempted from income tax in order to enable transactions that have potentially beneficial economic consequences, such as reallocating risk to superior risk bearers, reducing agency costs, or shifting assets to more valuable uses. Transactions that have no such potential consequences because their only purpose and effect are to reduce taxes should not be encouraged by favorable tax treatment because they just generate transaction costs and shift the tax burden to other taxpayers. They are pure rent seeking.

The doctrine of “substance over form” has been criticized for its sponginess.6 But this is just to say that it is a standard rather than a rule. In this as in many instances the standard backstops the rules. Rules achieve precision by specifying forbidden (or permitted) conduct with great precision, but this opens loopholes for conduct that has the same consequences as the conduct specified in the rule but that, not being specified in it, is by definition not covered by it. The standard sweeps up that conduct by avoiding specificity, the lack of specificity being the source of the sponginess of a standard. The tradeoff favors the “substance over form” doctrine because of the unforeseeable (by the drafters of the rule) variety of transactional forms for achieving the same result.7

If a business is sold and its tangible assets are valued at less than the purchase price of the business, the difference is attributed by accountants (in order to make the books balance) to “going-concern” value and, until an amendment to the tax code, could not be depreciated for tax purposes.8 Did the no-depreciation rule make economic sense?9 If a firm’s physical assets are valued by capitalizing the earnings that the firm is expected to generate with them, then since the purchase price will similarly be a capitalization of expected earnings, there will never be a residual. But if the physical assets are valued on the basis of what it would cost to replace them, there may well be a residual. Among the possible reasons for the discrepancy, two are particularly important. First, there may be nonphysical assets, particularly human capital in various forms. Second, the firm may have some monopoly power, so that the price of its output is not bid down to marginal cost. In the second case, whether a tax deduction should be allowed depends, in principle, on the source of the monopoly power—but that would hardly be a feasible inquiry for the Internal Revenue Service to undertake in every sale of business. In the first case the problem is one of estimating the life of an unfamiliar (to the taxing authorities) type of asset in order to determine the optimal period of depreciation. But since under current law firms are allowed to depreciate physical assets for tax purposes faster than the assets are actually expected to wear out, it would be arbitrary to worry about depreciating nonphysical assets at a faster rate than they wear out. When to all this is added the difficulty and cost of valuing assets by nonmarket methods, the argument for allowing the buyer to depreciate the entire cost of acquiring the seller’s business is compelling.

§18.6  Income Taxes Versus Consumption Taxes

An optimal tax, as we know, (1) has a large tax base, which facilitates the raising of the large amounts of revenues that modern governments demand; (2) taxes an activity the demand for which is highly inelastic, so that the substitution effects of the tax are minimal; (3) does not increase inequality1 or offend equity; and (4) is inexpensive to administer.

The taxation of personal income might seem to approximate this optimum. The tax base is large, the demand for income presumably is inelastic, income is a broad measure of welfare, and collection of the tax is facilitated by the fact that most people are employed by organizations. That still leaves the considerable cost of preparing tax returns to be counted against the tax; more important, the second and third desiderata mentioned above cannot be attained with an income tax because they depend on a definition of income so broad as to create prohibitive administrative costs and so violate the fourth desideratum.

Exclusions from income are taken up in §18.8 infra, but one exclusion, of particular interest to the economist, should be mentioned right away. It is the exclusion of the nonmonetary income generated by leisure. The income tax, being basically a tax on work because the principal income taxed is earnings, creates an incentive to substitute leisure—which generates real, though nonpecuniary, income that is not taxed—for work. This effect could, in principle anyway, be offset by taxing commodities that are complements to leisure, such as golf. More realistically the effect may be offset by what is called the “income effect” of an income tax. Given diminishing marginal utility of income, a reduction in after-tax income as a result of a stiff income tax will, by pushing the taxpayer higher on his marginal-utility curve, increase his demand for income and thus cause him to work harder than he would do if additional income conferred less utility on him. Americans are accustomed to working hard and to achieving and maintaining a high level of expenditure on consumer goods. In addition, people who earn high incomes tend to be highly competitive and to rate themselves by their income relative to the income of peers. Because of the absence of an aristocracy and the presence of a generally philistine attitude toward culture, money is the key index to prestige and social standing in the United States and, for many Americans, to a feeling of self-worth. These features of American society make one doubtful that modest increases in marginal income tax rates will reduce work and with it tax revenues, although the cost of collecting taxes is likely to increase, at least slightly, because a tax increase increases the return to tax avoidance.

The income tax is overinclusive as well as underinclusive from an economic standpoint. It is overinclusive because it taxes income that the recipient saves rather than spends on consumption. Money saved generates future income, which is also taxed, so that the same income is taxed twice. Suppose I am in the 20 percent marginal income tax bracket and am trying to decide whether to consume $100 of my income or invest it in a bond that will mature at the end of one year and yield 5 percent interest (assume zero inflation). After tax I’ll have $80 to either consume or invest. If I consume I will obtain a net benefit measured by the consumer surplus that the goods and services that I buy for $80 will generate, and let us assume that that figure is $10. I will pay no income tax on this benefit. But if instead I invest the bond, I will pay a 20 percent tax on the $5 in interest that the bond yields me and thus will be left with only $4. The services generated by consumption and the services generated by saving are thus burdened differently, which is inefficient. But owing to the differential tax treatment of consumption and saving, the costs of saving are often offset by the benefits, which include liquidity (if the savings are invested in liquid form) and smoothing consumption over the life cycle—for example, saving when young in order to have money for consumption in retirement, when income falls.

Saving a part of one’s income from working is typically for the purpose of enabling one to spend for consumption in the future. This makes income tax in part a sales tax on future consumption, a tax additive to the sales tax one will have to pay when that consumption takes place. Stated otherwise, it arbitrarily penalizes future consumption.

Concern with double taxation is one of the arguments for replacing the income tax with a tax on consumption. Such a tax might take various forms, such as a value-added tax (discussed in the next section), or a tax on cash flow with a deduction for income that was used for investment rather than consumption.2 The objections have mainly to do with the distributive effects, and are of two completely different kinds. One focuses on the transition from an income tax to a consumption tax. Under an income tax, business purchases of capital goods (goods that yield a return over a significant future period, conventionally more than a year, rather than immediately) are depreciated rather than deducted; under a consumption tax they are deducted (otherwise money used to generate future income would be taxed, along with the future income when realized—the double taxation that the consumption tax aims to avoid). Suppose that before the switch from the income tax to the consumption tax, a firm had bought a plant, which it planned to depreciate, deducting the depreciation allowance from the revenue it received on the goods manufactured by the plant. After the switch the entire revenue would be taxable, because in a consumption-tax system capital expenditures are deductible when made rather than being deductible in the form of annual depreciation allowances over the life of the capital good.

The second and more conventional distributive objection to a consumption tax is that it favors the wealthy, who save a higher percentage of their income.3 But an income tax actually taxes only a small part of the income from capital. The reason is that the tax reduces the variance in the taxpayer’s income, assuming he is risk averse. Suppose that one year the taxpayer sells stock for a gain of $100 and the next year he sells stock for a loss of $100. If he is in the 15 percent tax bracket, his net gain will be $85 the first year and his net loss $85 the second year. With the risk of his portfolio thus diminished, he will be led to increase the nondiversifiable risk of his portfolio in order to maintain his preferred risk level, and we know from Chapter 16 that nondiversifiable risk is positively correlated with return; so his income will rise. If investors adjust their portfolios in this fashion, the income tax will in effect tax only the risk-free component of the return on investment.

§18.7  Value-Added Tax

As a result in part of the budget deficits during the George W. Bush Administration, the plunge in federal income tax revenues as a result of the steep economic downturn that began in 2008, the continued growth in entitlement expenditures as the nation’s population ages, and new spending programs, the national debt has skyrocketed. Because President Obama has vowed not to raise income tax rates on persons earning less than $250,000 a year, and because major cuts in federal spending are blocked by interest groups, renewed consideration is being given (though not yet by Congress) to the imposition of a federal value-added tax, a form of consumption tax. Such a tax generates large revenues at a low cost of collection, and operates as a tax on consumption and therefore encourages investment. It also increases income inequality, but its revenue potential is such that federal expenditures on wealth redistribution and social welfare benefits could be significantly increased.

In the simplest type of value-added tax the retailer pays the tax, which is a percentage of the difference between the price at which he sells his goods or services and the cost of his labor, materials, and other business expenses (such as rent and insurance). In other words, he is paying tax on the value that he added to the inputs he bought. His suppliers likewise pay the VAT on their sales revenues minus their costs—that is, on the value they added in the production-distribution process.

Because (assuming no exemptions) the tax base for a VAT is so broad—all goods and services—a VAT can generate enormous tax revenues at a low tax rate, which reduces the distortionary effect of the tax. Moreover, a tax proportioned to value added is a reasonable if crude proxy for the government services that a business firm (and hence its customers) receives. The VAT also avoids the double taxation of savings under a corporate plus individual income tax system, further encourages savings by making consumption more costly, and reduces the disincentive effects of heavy income taxation. The VAT is criticized as regressive, but if the tax rate is low the regressive effect is slight, and in any event could be offset by subsidies for the poor. The VAT is also criticized as inflationary, because it causes retail prices and thus the consumer price index to increase. But the empirical evidence (most nations have a VAT, so there are abundant data for studying its effects) is that at worst the imposition of a VAT causes a one-time blip in the index.

Of course, the benefits of the VAT are greatest if it is substituted for income taxes and other inefficient taxes rather than being added to the existing tax system to generate additional tax revenues. (The inflationary effect would disappear if the VAT merely substituted for other taxes that are passed on to consumers.) Not only is such a substitution politically infeasible, however, but the cost of transitioning from a tax system based on income to one based on value added at the successive stages of production and distribution would be immense.

Conservatives object to the VAT because, as already noted, they object to any new taxes (such as a tax on Internet sales), even efficient ones, that do not merely replace existing taxes. Their concern is that by increasing government revenues, the tax will increase the size of government relative to the private economy. But this position is difficult to maintain in the face of our high public debt (a result of the tax cuts by the Bush Administration, the economic crisis that began in the fall of 2008, and the rise in entitlement spending as a function largely of the increasing number of elderly Americans), which for a combination of political and economic reasons is unlikely to be brought under control by higher tax rates, spending cuts (or forbearance to adopt new spending programs), or a rate of economic growth fast enough to offset the rate of growth of the public debt. Inflation is the standard response to excessive debt, but it would hurt our foreign trade by making our exports more costly. And the rate of inflation would have to be dangerously high, because most of our public debt is short term, so that moderate inflation would be largely ineffectual because interest rates on the debt would adjust quickly. High rates of inflation have negative effects on the economy.

An immediately beneficial effect of adopting the VAT, provided it was not just added to existing taxes, would be a reduction in export prices and therefore an increase in exports and hence a reduction in the nation’s trade deficit, which is a contributor to our public debt. The General Agreement on Tariffs and Trade permits VAT to be rebated on exports, thus lowering the cost of exported goods to their foreign buyers and so stimulating foreign demand for U.S. goods.

The ghost of John Maynard Keynes would object to the VAT on the ground that taxing consumption reduces investment, a major theme of The General Theory of Employment, Interest and Money (1936). We tend to think the opposite—that savings finance investment and the more people consume, the less they save. But as Keynes pointed out, the people who save and the people who make entrepreneurial investments are different and have different motives. The savers may not want to finance entrepreneurial investment because of its risks; that was certainly the case in 2009, when the personal-savings rate rose sharply but private investment plummeted. People saved more but their saving was inert; it took the form of cash or cash near-equivalents, such as Treasury bonds or federally insured deposits. The rationale for stimulus spending in a depression or a deep recession is that the government, by borrowing passive savings and putting them to work to finance public projects, takes up the slack created by low private investment. (The Federal Reserve Board responded to the economic crisis in part by depressing interest rates by flooding the economy with money; one aim was to encourage productive investment by making the return on safe passive investments such as government bonds so meager that even cautious investors would shift some of their money into stock, thus encouraging business activity.)

Consumption spending, Keynes taught, actually stimulates investment, by increasing both incomes and the demand for goods and services, since the spending is income to the seller of the consumer item, who in turn can be expected to use part of his income to buy something from some other seller. A tax on consumption would reduce the amount of consumption without necessarily increasing investment, though if it made a significant contribution to balancing the federal budget it would lower interest rates, which would tend to stimulate consumption by increasing borrowing.

§18.8  The Definition of Income

The exclusion of any type of income from taxable income reduces the tax base, creates incentives to substitute activities that yield the excluded form of income, and may, depending on the wealth of those who receive the excluded form of income, increase inequality. But how should “income” be understood? The broadest definition would be all pecuniary and nonpecuniary receipts, including not only leisure and (other) nonpecuniary income from household production but also gifts, bequests, and prizes. If our paramount concern is with minimizing the substitution effects of personal income taxation, then the question whether to treat gifts, bequests, and prizes as taxable income may turn on whether these are pure gratuities or actually compensation for work. Is a parent’s gift to a child compensation for services performed or anticipated, or a pure expression of love (altruism)?1 If the former, it should be taxed lest children be induced to substitute household for market production because of the differential tax treatment of income from these alternative employments. If the latter, not taxing the gift would cause no substitution away from market employment, while taxing it would be a peculiarly costly form of taxation, since it would reduce the utility of three people (the parents and the child) in order to collect money from one. This analysis suggests an analytical basis for treating gifts that occur in the course of a business relationship as income, and (less strongly) other gifts not as income.2

It’s sometimes argued that gifts should be excluded from taxable income because they are not part of the national income since, being pure transfer payments, they do not increase the national wealth. True—but irrelevant to tax policy. The purpose of taxation is to raise revenues for government, and a good tax system is one that does this with minimum substitution and (undesirable) distributive effects. Whether the activity taxed creates wealth is neither here nor there.

Notice that the problem discussed in this section—the definition of income—is identical to the problem discussed in the first section of Chapter 17—the measurement of inequality. The problem is the difference between money income and real income. The latter is a much broader concept. A tax limited to money income would generate highly undesirable substitution effects, since there are many substitutes for money income.

Although gifts motivated by altruism create a double benefit—they increase the utility of both the donor and the donee—that is not an argument against taxing them. On the contrary, the greater the benefits of gifts, the less likely is moderate taxation of them to have a substantial allocative effect. Some gift giving, moreover, is inefficient and should be discouraged because it induces rent-seeking by potential donees and also, through the income effect, causes donees to substitute leisure for work, reducing tax revenues.3

The tax law used to distinguish between prizes won in a contest (taxable) and other prizes such as the Nobel Prize (nontaxable). The distinction was unsound and has been eliminated. To fail to tax prizes in contests would induce people to substitute the entering of contests for other forms of productive activity.4 And not taxing Nobel Prize winnings and other honors would have a similar effect. The existence of these prizes affects research decisions by people in eligible occupations and even affects the choice of occupations. Although the elasticity of response to changes in the tax status (and hence in the net monetary benefits) of these prizes may well be slight, that is an argument for taxing them heavily rather than for exempting them from tax. But we also need to consider the elasticity of response of the people who put up the money for such prizes to changes in the tax status of the prizes. A tax might lead them to substitute uses of their money that were less valuable to them; this would be a social cost of the tax.

Administrative costs preclude a comprehensive definition of income for tax purposes, but some of the necessary exclusions, notably that of leisure, may have significant substitution effects. In the case of leisure the exclusion biases the choice of activities in favor of those that yield leisure instead of pecuniary income—activities such as teaching in which long paid vacations5 are an important part of the compensation for the job. A similar bias is introduced by the necessary exclusion of fame, prestige, comfort, excitement, and other intangible yields of activity, as well as the failure to exclude that part of income which represents compensation for the dangers or disamenities (including risk in the economic sense) of some occupations. But many of the exclusions cannot be justified in terms of overwhelming measurement costs. Four examples are services not sold in a market, the imputed rental of owner-occupied premises, fringe benefits, and tort damages:

 

1. Often there is a choice between contracting for a service in the market and producing it in the household. An income tax law that counts only pecuniary receipts as income biases the choice in favor of household production. Probably the most important such bias arises from the failure to include the considerable real (but not pecuniary) income generated by housewives’ services within the home. Suppose a woman could earn $10,000 outside the home, on which she would pay an income tax of $2,000, while if she stayed home her services would be worth only $9,000. The value of her work would be increased if she worked outside, but the effect of the incomplete definition of income in the tax law is to induce her to stay home. The effect is particularly significant for spouses filing a joint return, both because the wife’s income from working outside the home is taxed at her husband’s marginal rate and because the cross-elasticity of housework and market work will often be high—that is, the wife’s household production, especially if the couple has children, may be so valuable to the couple that it may be an excellent substitute for work outside the home; in that event a tax on outside but not inside earnings will have significant allocative effects. And remember that the goal of tax design is to minimize such effects, that is, to interfere as little as possible with the allocation of resources that would exist if there were no taxes.

Considerations such as these eventually led to the removal of the cap on earned income of Social Security recipients. Until this reform, a person otherwise eligible for Social Security retirement benefits was disentitled to them between the ages of 65 and 70 if he had earned income as well. Since the tax fell especially heavily on people with only limited earnings potential, the removal of the cap reduced economic inequality at the same time that it removed a powerful disincentive to engage in paid employment.

There are serious difficulties in valuing nonmarket services. Earlier we noted the error of equating the value of a housewife’s services to the wages of a domestic servant (see §6.11 supra). But since those wages represent a minimum estimate of the value of most housewives’ services, the inclusion of that amount as income imputed to every household in which the wife did not work outside the home would be a step in the right direction. The tax law has taken some halting steps to reduce the substitution effects caused by the failure to tax housewives’ imputed income by giving tax credits for modest expenditures on child care6 and for some of the market earnings of the principal taxpayer’s spouse. Because the credits are so modest and because tax credits are highly progressive compared to deductions, which are regressive,7 they have little effect on the incentives of the women who would be most productive in the market. The child care tax credit is really quite weird; it encourages entry into the market of precisely those women who are most productively engaged in the household—mothers of young children.

 

2. A man gives his two sons, A and B, $10,000 each. A puts his $10,000 in a savings bank that pays 5 percent annual interest, which he uses to pay the rent on his apartment. Because he is in the 20 percent federal income tax bracket, he pays $100 of the interest he receives each year to the government. B, who is in the same tax bracket as A, uses his $10,000 to purchase an apartment that has the same rental value as the apartment rented by A. B pays no income tax, although he has put the same amount of money to the identical use as A. He is simply better off than A to the extent of $100 a year. This arbitrary difference in treatment creates an incentive (increased by the interest deduction) for people to own rather than rent their homes and for lawyers to create complex legal forms, such as the condominium, designed to enable rental properties to be recast as fee simple properties.8 But the tax advantage, to the extent foreseen, will be capitalized into the price of the condo, because in deciding how much to pay for a home the rational consumer considers all the costs associated with it, including taxes, and so will pay more the lower the taxes.

There would be administrative difficulties in estimating the real but nonpecuniary rental income that people derive from owning their homes rather than renting. But even a crude estimate, biased downward, would reduce the incentive to substitute home ownership for renting. Observe that if this step were taken, the deductibility of home mortgage interest payments, criticized earlier in this chapter, would cease to be objectionable, for the payments would then be an expense for the production of taxable income.9

 

3. The exclusion of perquisites from taxable income gives executives an incentive to take part of their compensation in the form of a fancy office, a company car, etc., even if these things are worth less to them (excluding tax considerations) than their cash equivalent; the difference is pure waste. The exclusion of fringe benefits gives employees an incentive to take part of their compensation in life and health insurance, vacations, and pension benefits,10 even if they would prefer—tax considerations aside—the cash equivalent.

In principle a fringe benefit should be taxed to the employee at the difference between the cost of the benefit to the employer and its value to the employer.11 Suppose the employer reimburses the employee for use of a day care facility that costs the employer $100 per employee, but the value of the facility to the employer (in reducing the amount of time that an employee must take from work to look after his or her child) is only $60. This implies that the only reason the employer provided the $100 facility rather than some arrangement that would cost only $60 was to give the employee additional income of $40 that would not be taxed.

But the costs do not all line up on one side. Besides involving measurement difficulties, the taxation of fringe benefits and of perquisites would aggravate the tendency of income taxation to cause substitution of leisure for work, since fringe benefits and perquisites are correlated with work rather than with leisure.

 

4. Under existing law, damages awarded in a personal injury suit are not taxable even if they replace earnings that are. The taxpaying public is unlikely to benefit from this exclusion.12 The effect is to increase the value of the awards in personal injury suits. But only a tiny fraction of taxpayers will ever receive such awards. If the exclusion were repealed, then, other things being equal, the income tax rate would be slightly lower, and all taxpayers would benefit. In effect, the probabilistic benefit of a higher damages award would be transmuted into an actuarially equivalent, but certain, tax reduction. Given risk aversion, this transmutation would be welfare enhancing.

§18.9  Income Tax Deductions

The presumption should be (and is) against permitting the taxpayer to deduct expenses in figuring his taxable income, for an expenditure is generally not a reduction in welfare but the necessary step by which people transform money into an increase in welfare: You are richer, not poorer, after you’ve exchanged cash for a new television set; you wouldn’t make the exchange until you thought it would make you better off. Expenditures designed solely to produce income are not of this character. They increase welfare only insofar as they generate income, so if the income is fully taxable the deduction of business expenses is necessary to avoid double taxation—if you earn $20 and are taxed at a 50 percent rate and not allowed to deduct the $10 that you incurred to earn the $20, then the effective tax rate on your net income is 100 percent, not 50 percent. Some business expenditures, however, are also consumption expenditures. The restaurant meals and hotel lodging that a businessman purchases on a business trip are expenses indispensable to the production of the income that he or his employer obtain from the trip, but at the same time are consumption activities in which he would have engaged in some form had he stayed home.

The law has dealt with the problem by permitting the deduction of all living expenses (unless “lavish”) incurred in overnight business trips, while forbidding as “personal” expenses the deduction of any expense for commuting to work and most other living expenses incurred in the place where one has one’s office. This may seem arbitrary, but some distinction between local and out-of-town travel expenses makes economic sense. Even if one didn’t work, one would have to eat lunch; and since the cost of having lunch is therefore not avoidable by not working, it is not a cost of work. Commuting enables a worker to live in the place of his choice rather than next door to his place of work; it is therefore as much a personal as a business expense. There is some personal consumption in out-of-town travel, of course, but its value is likely to be less than the full expense; and the difference is a pure business expense.

In principle, the difference, and not the entire expense, is what should be deductible from taxable income.1 Suppose you take an overnight business trip to San Francisco, stay in a hotel that charges $100 a night, and eat meals costing a total of $150. The full $250 should not be deductible; the saving in personal consumption expenditures made possible by the trip should be subtracted. The lodging component of the offset will usually be small, and for administrative convenience should probably be set at zero, since the marginal cost (cleaning, wear and tear, electricity, etc.) of spending one more night at home is trivial. The meal offset will be larger, but it will be less than $150, because the cost of meals prepared at home is generally less than the cost of restaurant meals. Granted, a $100 meal at a restaurant would be worth more to the diners than the $10 meal that they would have eaten at home; otherwise they would have stayed home. But since very few people eat frequently at expensive restaurants, the $100 dinner on your trip to San Francisco probably gave you a good deal less than $90 in value, as measured by your willingness to pay. Use of a compromise figure, such as 50 percent of the price of business meals, might be a sensible way of implementing the suggested reform.2 A complication, however, is that it is easy to underestimate the cost of the home meal by excluding the nonpecuniary, but nevertheless real, labor cost of the preparer.

The only difference between taxing fringe benefits might seem to be the difference between exclusion from taxable income and deduction from taxable income. But in the former case there is an outlay by the employer, who therefore has an incentive to economize. In the latter case the employer incurs no cost, and this increases the cross-elasticity between ordinary consumption financed by after-tax income and business-related consumption financed by pretax income.

The medical-expense and casualty-loss deductions in the tax code appear to be motivated by an effort to distinguish between expenditures that increase personal well-being and expenditures designed merely to restore the taxpayer to a former state of well-being.3 The goal is presumably to equalize tax burdens among individuals who may have identical pecuniary incomes but different real incomes. One can sympathize with the goal but question both its feasibility and the specific means adopted to attain it. Consider the wage premium paid to people in a dangerous occupation. The premium does not increase their well-being compared with that of people who have safe jobs; it merely compensates them for the danger. But it would be infeasible to allow the premium to be deducted, because it would be so difficult to determine how much of the employee’s wage was the compensation for the dangerousness of the job. Or consider two families of equal income, one more efficient at consumption than the other and so deriving a higher well-being from the same amount of money; again a deduction to equalize the after-tax well-being of the two families would be infeasible. In these and many other ways relative pecuniary income distorts relative well-being, and since most of these distortions cannot be corrected, it is doubtful whether an attempt to correct one or two of them does much to reduce economic inequality.

The specific deductions, moreover, are badly designed in terms of the goal. Arguably the measure of the medical deduction should be the cost of illness to the taxpayer rather than the cost of medical treatment. Some illnesses may be very costly in terms of loss of utility by reason of pain, suffering, disfigurement, or other reductions in welfare, but either because of the state of the medical art or the taxpayer’s financial situation may not evoke substantial expenditures on treatment. But to the extent that illness reduces the taxpayer’s income, it also reduces his income tax, and so he obtains an indirect tax benefit from the illness even without being able to deduct its cost directly.

Medical expenditures are sometimes incurred to increase well-being (for example, a face-lifting or nose-straightening operation) rather than to treat an illness or other deprivation of well-being. These examples reveal, moreover, how tenuous the distinction between increasing and restoring well-being is. Part of the medical deduction, however, may be justifiable economically as a repair of or investment in human capital. Human capital, as we know, is as much an asset as a factory; it is purchased with inputs of time and money and yields pecuniary service over the (often very long) life of the asset. Since the income it yields is taxable, the expenses of keeping it in good repair should be deductible—although, in principle, not all at once but over the period in which the expenses generate income. For if expenses could be deducted before the income they generated was received, this would mean they are being deducted from income that they had done nothing to generate. This would not matter if net income were always taxed at the same rate; but given progressive income taxation, allowing expenses to be deducted before the income they generate was received would enable people to allocate expenses to the years of heaviest tax.

Does this mean that, rather than just having a medical deduction, the full cost of human capital should be amortized over the working life of the owner and deductible from his income? Probably not. Much of the cost of education, which is the major source of human capital along with one’s natural endowment of brains, energy, and character—an endowment that the owner does not pay for either—is not borne by the owner. And the largest cost of education to the student—the earnings that are lost by going to school rather than working—is in effect written off at the time the investment is made, since taxable income is reduced by the full amount of the forgone earnings. There is no need for an additional deduction, especially since education is an input into untaxed utility as well as into income.4

As for the casualty loss deduction, it at least is measured by the loss rather than the reparative expenditure. But its effect is not so much to compensate people whose well-being has been impaired as to compensate people who have lacked the foresight to insure. The deduction also reduces the cost of self-insurance, primarily to the benefit of wealthy taxpayers. A self-insurer is one who prefers assuming the risk of loss to paying a fixed amount (an insurance premium) equal to the expected loss. If administrative expense is ignored, the expected loss and the cost of the premiums are the same, making expected loss of the self-insurer the equivalent of the premiums paid by the insured. In fact administrative expense makes market insurance more costly than self-insurance. And for the further reason that although insurance premiums are not tax deductible, the expected loss (premiums’ self-insurance counterpart) in effect is deductible, for should a loss occur it will be deductible under the casualty-loss provision.

The medical and casualty deductions can also be criticized on the same ground as the nontaxability of damages awards in personal injury cases. The deductions in effect give people insurance they hadn’t paid for; and if they had paid for it, their premiums would not have been deductible from their taxable income, just as damages awards in tort cases replace income that the tort victim would have had to work had he not been disabled—income he would have obtained by working and thus would have been taxable.

An important deduction, politically as well as economically, is the charitable deduction. It is politically important because it transfers from the government to the individual taxpayer some of the power to decide who shall be recipients of altruistic transfers, a decision that in most societies is made at the political level. It is economically important because it responds to the free-rider problem in charitable giving that was pointed out in Chapter 17. The charitable deduction may actually be more efficient than direct government charitable giving in inducing charitable expenditures. If, as some empirical studies have found, the price elasticity of charitable giving is greater than one, meaning that a 1 percent reduction in price leads to more than a 1 percent increase in the amount given, the charitable deduction costs the Treasury less in lost revenue than charities gain in contributions.5 If the marginal income tax rate were lower, the opportunity cost of charitable giving would rise, but this effect might well be offset, or even more than offset, by the fact that charity is a superior good (meaning that the amount of giving rises more than proportionately with increased income) and the reduction in the tax rate would increase the after-tax income of high-income taxpayers.

§18.10 The Special Treatment of Capital Gains

Federal law taxes earnings only when they are realized.1 Thus if a corporation does not distribute all its earnings to the shareholders in the form of dividends, the undistributed earnings are not taxed as personal income. Retained earnings are not the property of the shareholder. Except in liquidation, they enrich him only insofar as they increase the value of his shares. When he sells his shares he must pay tax on the appreciation, including the portion attributable to the retention of earnings. But this is not an adequate substitute for taxation of the appreciation as it occurs, since the postponement of tax gives the taxpayer the interest on the amount he would have paid in tax had the appreciation been taxed when it occurred.

The favorable tax treatment of appreciation is enhanced by taxing capital gains at a lower rate than ordinary income2—with inefficient consequences. Consider the odd practice of corporations in buying up shares of their own stock in the open market (this is sometimes, but not always, also an antitakeover device). The shareholder who sells his stock to the corporation pays only a capital gains tax; if instead of using its earnings to buy up shares the corporation had paid out the earnings in dividends, the same shareholder would have had to pay regular income tax on the same gain. The corporation could achieve the same result by retaining the earnings and using them in its business; the corporation would have more capital, and presumably its stock price would rise. But depending on the shareholders’ confidence in management’s ability to invest these earnings profitably, it might not rise by the full amount of the retained earnings. To put this differently, those earnings may generate a higher return invested somewhere else. This may be why closed-end mutual funds (i.e., where the shareholder has no right of redemption) usually sell at a discount from the market value of the stocks held by the funds. (Another reason is that the investors’ investment in the underlying stocks is simply less liquid.) And recall our discussion of dividends as a method of reducing agency costs (§15.8 supra). Nevertheless the retention of earnings is an alternative method of exploiting a difference in tax rates between capital gains and ordinary income, which means that the rate difference encourages what we have just noted may be an inefficient practice. It also induces investors to substitute investments that yield capital gains, such as real estate investments, for equally or more productive investments that yield ordinary income.

Capital gains taxation has a “lock in” effect; owners of stock are reluctant to sell because sale is a realization of gain for tax purposes. Hence it reduces the efficiency with which the stock market reflects changing market values.

But it is one thing to want to tax unrealized appreciation when the corporation rather than paying earnings to the shareholders in dividend retains them solely so that shareholders can get those earnings in the form of capital gains (by selling their appreciating stock), and another to design a practical system for doing so. When the capital asset is a share of stock, it is tempting simply to tax the retained earnings of the corporation as income to the shareholders, as well as the earnings that are paid out in dividends. But apart from the fundamental point that money over which the shareholders have no direct control is not really (or at least fully) their income, the taxation of retained earnings would present formidable practical difficulties, especially in the case of corporate earnings that had to be allocated among different classes of securities.3 The taxation of unrealized appreciation (that is, of increases in the market value of a corporation’s stock, which might or might not be attributable to retained earnings) would not present these problems because appreciation is determined by the market and only indirectly by the firm’s earnings and how they are allocated among classes of securities. So if the stock of a company rises in value, the rise in appreciation can be taxed without inquiry into the amount of retained earnings. But other problems would arise. Taxpayers would have trouble predicting their tax liability. Liquidity problems would frequently force taxpayers to sell securities or other property in order to pay taxes on unrealized appreciation. Tax returns would be more complicated because capital gains taxation would not be limited to transactions. And the corporate income tax would have to be rethought because corporate incomes would fluctuate more from year to year as a result of changes in stock market prices, real estate values, etc., all of which would be reflected in income.

Finally, the essential advantage of being taxed on only realized appreciation, which is that the taxpayer is in effect permitted to compound interest tax free during the period of deferral, is, in a rough way anyway, balanced by the fact that much of the appreciation that is eventually taxed may be phantom appreciation caused by inflation. Suppose the real interest rate for some class of moderately risky securities is 5 percent, the inflation rate is 3 percent, and the market rate of interest is therefore 8 percent. At the end of 10 years a bond that cost $10,000 and that accumulates interest (compounded annually) will be worth $21,589. If it is sold then and the capital gains tax rate is 25 percent, the tax will be $2,897. Net of inflation, the appreciation is only $6,289, and after tax only $3,392. Were there no inflation,4 the market interest rate would be 5 percent, the tax $1,572, and the bondholder’s net appreciation after tax $4,717. This is more than in the case where there is inflation, indicating that some of the appreciation taxed in that case was indeed phantom appreciation caused by inflation.

By being able to postpone the tax, however, the bondholder was able to earn interest on income that he would otherwise have had to pay out in taxes. Had he received annual payments of $800 (8 percent of $10,000) on which he had paid an annual tax of 25 percent, his after-tax return would have been 6 percent, which compounded at the same rate would have amounted to $7,908 by the end of the period, compared with his actual after-tax return of $8,692 [.75 × ($21,589 − $10,000)]. The longer the tax is deferred, the larger will be the amount of taxation of phantom appreciation but, at the same time, the larger will be the amount of interest earned by the taxpayer as a result of being able to defer the payment of tax.

Notice finally that the effect of capital gains taxation is to reduce risk. The capital gains tax truncates the return from a sale of the asset, especially if capital losses can be deducted, so that losses as well as gains are buffered. If investors are risk averse, the buffering effect confers utility on the investor that offsets, in part anyway, the cost of the tax.

§18.11 The Progressive Principle

An income tax is proportional when everyone pays the same percentage of his income. Once the tax rate is made to increase with the taxpayer’s income—is made progressive—a number of serious administrative problems arise. One is a timing problem. Under a proportional tax, the person who earns $10,000 one year and $100,000 the next pays the same total tax as one who earns $55,000 both years. Under a progressive income tax, the first person pays more tax than the second. Hence a provision for tax averaging of incomes between years becomes necessary to prevent avoidance of entry into occupations in which earnings swing widely from year to year. The Tax Reform Act of 1986 abolished income tax averaging as part of a general reform that curtailed the progressive principle by lowering the marginal tax rate on the highest incomes to 28 percent.

The most common objection to progressive taxation—more precisely, to the high marginal tax rate that progressive taxation implies because if large revenues are to be raised yet progressivity maintained the top brackets will have to be very high in order to allow some of the lower brackets to be low—is that it causes an inefficient substitution of leisure for work by increasing the price of work (equivalently reducing the net income from work) relative to the price of leisure. But if leisure is a superior good—if proportionately more of it is consumed as one’s income rises—then the high marginal tax rates associated with progressive income taxation may reduce the value of leisure to the high-income taxpayer by reducing his real (i.e., after tax) income by more than it reduces the cost of leisure to him relative to work. This point shows, incidentally, that increasing the personal exemption in the federal income tax reduces work incentives as well as being regressive. It is regressive because it reduces taxable income, and hence taxes, more for people in high marginal tax brackets than in low ones. It reduces work incentives because it increases the taxpayer’s wealth without reducing the price of work relative to that of leisure, since the marginal tax rate is unaffected.

Maybe income effects should be ignored, in light of our earlier discussion of how income taxation induces taxpayers to increase the amount of systematic risk in their portfolios and therefore the income that the portfolio yields (though there is a qualification noted below). Yet even without regard to such effects, it is unclear that a progressive tax reduces the amount of work people do. For if total tax revenues are held constant, some taxpayers’ marginal tax rates will be lower under a progressive income tax than they would be under a proportional tax. The effect of those lower rates in increasing work incentives could be greater than the disincentive effect of higher marginal rates on other taxpayers. If the highest-income taxpayers are generally society’s most productive workers, however, the disincentive effect of the progressive tax would be unlikely to be offset by the incentive effect of lower marginal rates for lower-income taxpayers. Yet high-income taxpayers may be highly productive in part because they value work over leisure, and so (within limits) may be relatively insensitive to their marginal tax rates.

This talk of the effect of progressive taxation on incentives to work may be a little misleading, as it may seem to imply that work is more productive than leisure. That is not true in general. The important thing is that work not be priced so high by a high marginal tax rate that an inefficient quantity of leisure is consumed.

The progressive income tax may reduce the amount of risk-taking below what it would be with a proportional tax. Some high incomes consist largely of compensation for the risk of ending up with a very low income. Suppose one composer in ten earns $100,000 a year from his composing and the other nine earn nothing. Although the average income of the group is very modest, its income is taxed at a higher rate than it would be if each composer earned $10,000.

Discouraging risk-taking perpetuates income inequalities between families. There probably is no more efficient way of creating income mobility, upward and therefore downward too, than by encouraging risk-taking. The rich who take risks and lose end up much less rich; the poor who take risks and win end up taking their place. Maybe this is why extreme progressivity is not very popular among Americans of modest means. But again we must be careful about drawing inferences about efficiency. A proportional income tax subsidizes risk-taking, provided that losses are permitted to offset income; for in that event, as we have seen, the tax reduces the variance in outcomes from a risky undertaking. So nations that place relatively little emphasis on income taxation, and nations that impose highly progressive income taxes, both may be discouraging risk-taking and by doing so reducing social mobility.

A highly progressive income tax gives taxpayers an incentive to incur heavy legal and accounting expenditures to avoid the tax. If the marginal tax rate were 90 percent for income in excess of $50,000,1 someone with an income of $200,000 might be willing to spend up to $135,000 on measures to avoid having to pay any tax on his last $150,000 of income.2 The resources consumed as a result of this expenditure, like the costs incurred in monopolizing—a parallel case—would be unproductive. True, the high earner will have less money to spend on avoiding taxes as long as the taxation system is at least partially effective. But this effect is offset by the fact that tax-avoidance expenses are tax deductible,3 and also by the fact that, since expenditures on tax avoidance produce (after-tax) income, a taxpayer may be able to borrow to finance them.

The incentives that high marginal tax rates generate to find methods of tax avoidance may explain the number of ingenious loopholes through which high-income taxpayers escape the full brunt of a progressive tax. These loopholes distort patterns of work and investment. People avoid risky occupations, as in the earlier example of inventors, because a high progressive tax truncates the returns necessary to offset the risk. People cluster in activities such as real estate investment where income can be obtained in the form of capital gains, if the capital-gains rate is lower than the ordinary-income rate. And activities in which leisure is an important component of remuneration, such as college teaching, become more attractive, since leisure is exempt from income tax. Colleges respond by paying lower nominal wages, but the effect is to enable colleges to hire faculty at a lower cost than other employers, resulting in distortion in competition between colleges and other enterprises that find it more difficult to remunerate their employees with leisure. The loopholes also blunt the purpose of progressive taxation of redistributing income from the more to the less wealthy. But they do reduce the real incomes of the former, by reason both of the legal and accounting expenditures incurred to minimize tax and the inferior returns that much tax-sheltered income generates—competition among wealthy taxpayers has driven the interest rate on tax-free state and municipal bonds below the interest rate on obligations of equivalent risk that do not enjoy a tax exemption. Moreover, an individual induced by tax considerations to give a larger proportion of his income to charity than he would otherwise do derives less utility from the income so expended than he would have derived in the absence of high marginal income tax rates. Thus income inequality is reduced although redistribution from wealthy to poor may not be accomplished. It is unclear what is gained unless there is much envy in society.

A progressive tax system increases the political attractiveness of inflation as an instrument of policy; for by pushing more incomes (or whatever else is taxed on a progressive basis) into higher tax brackets, inflation automatically increases governmental revenues by more than the increase in inflation.4 For if in general incomes rise at the rate of inflation, a proportional—that is, a flat percentage—tax would hedge the government adequately against inflation. A progressive income tax taxes nominal incomes at a higher percentage rate as they rise, so the government’s income increases faster than the rate of inflation rate, and inflation thus becomes a method by which government can increase its real income without raising the tax rate or otherwise altering the tax laws.5

Another abuse to which progressive taxation has been thought peculiarly subject is that it permits the electorate to shift the burden of taxation to a numerical minority, composed of people with high incomes.6 But, apart from our earlier point about risk-taking, the practical ability of the poorer half to shift the burden of taxation to the wealthier half is limited by three factors: Those in the poorer half who expect to be in the wealthier half some day will be reluctant to support a steeply progressive income tax, especially since income taxation discriminates against the new rich; the poorer half may be reluctant to adopt a method of taxation that (at least at some level of progressivity) must impair incentives to work, since they benefit from the productivity of hardworking wealthy (or aspiring-to-be-wealthy) people; and public policy is rarely determined by simple voter majorities (see §20.3 infra).

It should be clear from Chapter 17 that progressive taxation cannot be justified by reference to the principle of diminishing marginal utility of income. It is an open question whether it can be justified on the basis of Rawls’s contract theory, as a measure designed to maximize the welfare of the worst off. The worst off may be better off under a combination of proportional taxation—which should encourage greater productive activity than progressive taxation and would be cheaper to administer—and transfer payments to low-income groups. Even though work is not more valuable in an economic sense than leisure, it is more likely to produce benefits not captured by the actor; for example, work produces taxable income and leisure does not, and the revenues from taxes can be used to help the poor. A proportional tax may also produce greater tax revenue simply by reducing the benefits of tax avoidance.

§18.12 Tax Subsidies

A tax subsidy is not an expenditure as the word “subsidy implies,” but a selective tax reduction, as distinct from a general or uniform reduction. Hence to eliminate a tax subsidy is to raise taxes. But eliminating a tax “subsidy” sounds like reducing wasteful government spending rather than raising taxes, so it has more popular appeal than an explicit tax increase. That doesn’t make it easy to eliminate a tax subsidy. The fact that tax subsidies tend to be targeted on particular activities means that a proposal to eliminate a tax subsidy is likely to catalyze interest-group opposition, often formidable since if the interest group were weak the tax subsidy would not have been legislated in the first place.

A subsidy is defensible on economic grounds if it encourages the production of social benefits that would otherwise be underproduced. That is the argument for allowing expenditures for research and development to be written off (deducted from taxable income) on an accelerated schedule; R&D is underproduced from an overall social-welfare standpoint because even with a patent system one firm’s R&D is quite likely to confer benefits on other firms for which the firm conducting the R&D will not be compensated. Is there a similar case for industry-specific tax subsidies, for example, the subsidies for oil producers? The principal tax subsidies are a “domestic manufacturing deduction” that allows oil and gas companies to deduct an extra 6 percent of their taxable income; a deduction for “intangible costs,” which are costs for investments in oil exploration or production that have no salvage value, such as clearing land to enable an oil well to be drilled—the oil companies are not required to amortize these costs over the entire expected life of the oil well—and last, the companies are permitted a deduction for royalties that the companies pay foreign governments—the theory is that royalties paid to a government are really a tax. The aggregate values of these subsidies to the U.S. oil industry is approximately $5 billion a year.

The first two types of subsidy are likely to increase domestic oil production, and the industry argues that expanded domestic production creates external benefits by reducing our dependence on foreign oil, much of it produced by hostile or unstable countries. (The third subsidy can’t be defended on this ground—it encourages American oil companies to increase their production abroad.) This is true, but the effect is probably small, especially relative to imposing a stiff tariff on oil imports. The tariff would generate revenue for the federal government without being called a tax (though that is what a tariff is), reduce the income of foreign oil-producing countries, and increase domestic production by making foreign oil more costly.

The advocates of eliminating the tax subsidies for the oil companies argue that the oil industry’s profits are excessive in relation to the high prices of gasoline at the pump. But eliminating the subsidies would result in higher rather than lower gasoline prices because it would reduce overall production of oil. Yet that wouldn’t be a bad thing! Our problems with oil are not limited to oil imports, but include the environmental damage (particularly the effect on climate) caused by the burning of oil, oil spills, and traffic congestion. High prices for gasoline, which reduce demand and therefore consumption, are the equivalent of a pollution tax, and should be encouraged.

        Suggested Readings

1.    Anne L. Alstott, Tax Policy and Feminism: Competing Goals and Institutional Choices, 96 Colum. L. Rev. 2001 (1996).

2.    Joseph Bankman & David A. Weisbach, The Superiority of an Ideal Consumption Tax Over an Ideal Inome Tax, 58 Stan. L. Rev. 1413 (2006).

3.    Walter J. Blum & Harry Kalven, Jr., The Uneasy Case for Progressive Taxation (1953).

4.    Geoffrey Brennan & James M. Buchanan, The Power to Tax: Analytical Foundations of a Fiscal Constitution (1980).

5.    Arnold C. Harberger, Taxation and Welfare (1978).

6.    Louis Kaplow, The Theory of Taxation and Public Economics (2008).

7.    Edward J. McCaffery, A New Understanding of Tax, 103 Mich. L. Rev. 807 (2005).

8.    Henry C. Simons, Personal Income Taxation (1938).

9.    Nancy C. Staudt, Taxing Housework, 84 Geo. L.J. 1571 (1996).

10.    Paul B. Stephan III, Federal Income Taxation and Human Capital, 70 Va. L. Rev. 1357 (1984).

11.    David A. Weisbach, An Efficiency Analysis of Line Drawing in the Tax Law, 29 J. Legal Stud. 71 (2000).

12.    ______________, An Economic Analysis of Anti-Tax-Avoidance Doctrines, 4 Am. Law & Econ. Rev. 88 (2002).

13.    Edward A. Zelinsky, Efficiency and Income Taxes: The Rehabilitation of Tax Incentives, 64 Tex. L. Rev. 1973 (1986).

14.    Institutional Foundations of Public Finance: Economic and Legal Perspectives (Alan J. Auerbach & Daniel N. Shaviro eds., 2008).

        Problems

 1.    Can you think of any economic reasons for or against the following tax rules:

 

        (a)   Income splitting by husband and wife.

        (b)   The treatment of a trust as a taxpaying unit.

        (c)   The nontaxability of compensatory damages in tort cases.

        (d)   The taxation of a wife’s market income at the husband’s marginal rate.

 

 2.    A company, we saw, may be able to shift an excise tax forward to consumers, backward to suppliers. Can a personal income tax ever be shifted? Suppose that a special surtax were levied on the income of accountants. Would accounting fees increase? Would it make a difference to your answer if accountants’ incomes included some monopoly profits?

 3.    Discuss the following proposition: If death is treated as the realization of the decedent’s capital gains, an important force for the stability of the stock market will be removed.

 4.    In Sanitary Farms Dairy, Inc. v. Commissioner, 25 T.C. 463, 467–468 (1955), the Tax Court held that the owner of a dairy company could deduct from his income tax more than $15,000 that he had expended on an African safari that he had taken with his wife. He had made movies during the safari that he later used extensively in advertising his dairy business. The court found that “the evidence shows that advertising of equal value to that here involved could not have been obtained for the same amount of money in any more normal way,” and concluded: “No part of that cost is taxable…as personal travel and pleasure expense.…They admittedly enjoyed hunting, but enjoyment of one’s work does not make that work a mere personal hobby or the cost of a hunting trip income to the hunter.” Is this result economically sound? Should the court have allowed no deduction? A partial deduction?

 5.    In what circumstances, if any, should the costs of legal service incidental to litigation be deductible from income tax?

 6.    In principle, is an income tax necessarily more efficient than an excise tax? See Milton Friedman, Price Theory, ch. 3 (1976).

 7.    Does risk aversion suggest that a tax credit for medical expenditures would be more desirable than a tax deduction designed to yield, in the aggregate, the same tax saving?

 8.    Allowing a merchant to deduct as a business expense the full amount of any sales tax that he remits to the government is overly generous. Explain.

 9.    Should a public utility be allowed to deduct charitable contributions? To treat them as a part of its cost of service for ratemaking purposes?

 10.    Redraw Figures 18.1 and 18.2 as flat rather than ad valorem excise taxes.

11.    Tax issues that economics can illuminate don’t arise only in tax cases. Consider Hemenway v. Peabody Coal Co., 159 F.3d 255 (7th Cir. 1998). The parties had a coal-mining lease under which the coal company agreed to pay the lessors a royalty based on “the average invoice price of coal mined, removed and sold” from the leased premises. Years later, Congress imposed two excise taxes on coal-mining companies, one to cover the cost of restoring mined-out land to its pristine state and one to cover the cost of benefits to miners who had contracted black-lung disease from working in the mines. The coal company added the amount of the tax to its invoices to its customers but did not treat this amount as part of the “invoice price” in calculating the royalty due the lessors. Was this a breach of contract? “In terms of economics,” said the trial court in holding that it was a breach,

         the imposition of a tax upon coal producers represents a fixed cost of production. When the coal producer opts to pass this cost—or a part of the cost—to the consumer, it represents a shift in the supply curve of coal. Assuming that demand for the coal remains constant, the “sales price” of the coal in the marketplace will necessarily move upward.

                Of course, demand for coal may have some elasticity that prevents a coal producer from immediately passing the cost of a new production cost [sic] on to the purchaser, and the price of coal could remain constant or rise only to cover part of the increased production costs in the short run. If this occurs, however, some coal producers will be unable to remain in the market due to the increased marginal cost of producing the coal. Market analysis tells us, however, that with the loss of coal producers, or supply, in the market, price will eventually move upward to reflect that average total cost of production—including taxes imposed—to reach market equilibrium.

                In the present case, however, the demand for coal in the marketplace was such that Peabody was able to pass the full cost of increased taxes and fees on to the purchasers. As a result, Peabody (and, undoubtedly, other coal producers) caused an immediate shift in the supply curve, which in turn resulted in higher market prices for coal. Because Peabody benefitted from this ability to raise the “selling price” of coal to cover the new or increased production costs, the lessees [sic—should be lessors] entitled to royalties are similarly entitled to an increase in their earned royalties corresponding to this change in market price.

 

Is this reasoning sound? Does it support the conclusion that the coal company broke the contract? What do you think of the coal company’s argument that the lessors would obtain a windfall if the royalty were computed on the basis of the invoice price including the taxes, because that method of computation would mean that the higher the coal company’s costs and the lower its profits, the more royalty the coal company would have to pay?

 12.    In “Massively Multiplayer Online Role-Playing Games” (MMORPGs), such as Everquest, SecondLife, and The Sims, “thousands of users interact [online] with each other in the guise of video game characters, on a persistent basis: many hours a day, every day, all year round.” Edward Castronova, Synthetic Worlds: The Business and Culture of Online Games 147 (2005). “Inside the game, players work, make or earn things, sell things for cash, and use the cash to buy other things.” Id. at 649. If they want more of this play money, they can buy it on eBay. For example, it might cost $1 on eBay to buy $1,000 of play money for a particular MMORPG. Suppose you are a successful player, and having bought $100,000 in play money for $100, in the space of a year turn that $100,000 into $250,000 in play money, which you could sell on eBay for $250, netting a profit of $150. Suppose you do not sell, but continue using the $250,000 in play money in the game. Should you be taxed on the increase in (real-dollar) value, i.e., $150?
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CHAPTER 19



THE TRANSMISSION OF WEALTH AT DEATH

§19.1  Death (and Gift) Taxes

To many students of taxation, the taxation of wealth at death has seemed substantially free from both the regressiveness and the substitution effects of so many other taxes. And it is true that the measured distribution of wealth is far more unequal than that of income—and we saw in Chapter 17 how unequal the distribution of income in this country has become. “As of 2010, the top 1% of households (the upper class) owned 35.4% of all privately held wealth, and the next 19% (the managerial, professional, and small business stratum) had 53.5%, which means that just 20% of the people owned a remarkable 89%, leaving only 11% of the wealth for the bottom 80% (wage and salary workers). In terms of financial wealth (total net worth minus the value of one’s home), the top 1% of households had an even greater share: 42.1%.”1 But the greater measured inequality of wealth than of income is attributable in part to the fact that social security is not capitalized in figuring people’s wealth; if it were, the inequality in wealth would be significantly less.2 Indeed, if both income and wealth were fully measured, the two distributions would be close to equal, because all income would be capitalized (mainly as human capital), while all benefits generated by capital would be treated as income (such as the imputed rental income from living in a house that one owns). What is undeniable, however, is that the amount of marketable assets at death varies widely across families. Even so, an estate tax (as distinct from an inheritance tax) is capricious because it ignores the wealth of the people who are to share in the estate—they might all be poor cousins. And it is not a powerful generator of government revenue. At the current tax rate, the federal estate tax generates only about 1 percent of the tax revenues collected by the federal government,3 while at higher rates it might yield even less revenue because of substitution effects. These effects are sometimes ignored, and the estate tax defended as a perfect tax on the ground that it can’t distort the allocation of resources because people can’t escape death. The analogy is to a head tax, for example, a tax simply on the status of being an American, which would be difficult to escape because substituting away from the taxed status would require expatriation, which is very costly to most Americans.

But before pushing the analogy too far we must consider why people die leaving wealth rather than consuming it all during their lifetime. The obvious explanation—that they don’t know when they’re going to die and so must retain wealth in case they live longer than they expect—is incomplete. By using one’s wealth to purchase annuities (reverse life insurance, which pays the annuitant a fixed or variable sum until he dies, with no accumulation), one can be assured of not leaving a significant estate at death. Still, annuities are not the complete answer to life’s uncertainties. People want liquid wealth to meet extraordinary demands and to hedge against inflation. Although in principle an annuity can be indexed against inflation and be borrowed against for emergency needs, this requires complex contracts that a person planning for his retirement may not fully understand or trust.

A second explanation for bequests is altruism. By limiting consumption during his lifetime, a person can increase the wealth of his heirs. Economists have not reached a consensus on the importance of the bequest motive relative to the selfish motive identified in the preceding paragraph.4 Analysis is complicated by the fact that an annuitization of part or even all of the retiree’s wealth is not actually inconsistent with his wanting to leave a bequest. Because of uncertainty as to when their benefactor will die, heirs have difficulty allocating consumption over their life cycle. This uncertainty can be eliminated by the testator’s buying an annuity that will give him whatever level of income he desires for his life with no residue at death, while at the same time giving the rest of his wealth to his heirs.

If the selfish motive predominates, heavy estate taxation may not have major allocative effects. Where there is no bequest motive any accumulated wealth is merely a form of insurance against life’s vicissitudes and becomes worthless when life ends. But to the extent that the bequest motive is important—as it plainly is to some, especially the very wealthy (diminishing marginal utility of income implies that the very wealthy will attach less value to their wealth than less wealthy people will attach to their own wealth, and so the very wealthy will be more altruistic and bequests are a manifestation of intrafamilial altruism, the most common kind)—heavy estate taxation will by raising the price of posthumous consumption relative to present consumption reduce the incentive to save and increase the incentive to consume.

How bad this is, given that all taxes have substitution effects, is hard to say. Although a heavy estate tax will reduce the incentive to work because the benefit of accumulating money for a bequest is smaller the more heavily the bequest is taxed, the aggregate effects of heavy estate taxation on work, saving, and consumption are probably slight. The diminished incentive of heavily taxed potential testators to work hard may be offset by the increased incentive of their potential heirs to work hard; for, given diminishing marginal utility of income, people can be expected to work harder the lower their income. And the estate tax abolished the revenue it generates would have to be made up by some other tax, which might be more distortionary than the estate tax.

The biggest objection to the tax is that it can be avoided at a relatively low cost,5 with the result that even people who do have a bequest motive are not greatly affected by the tax. They can transfer their assets to their children or to other intended heirs before death, reserving the income from the assets for their lifetime (the equivalent of an annuity, which expires on the annuitant’s death, leaving nothing for distribution to heirs) and minimize the loss of control over the assets by placing them in the hands of trustees under various restrictions. True, there is a gift tax, but it can be thwarted by making modest gifts of property that is expected to appreciate, or, a related technique, by making modest gifts so far in advance of when the recipient will enjoy them (for example, to one’s grandchildren in trust until they are adults) that the natural operation of compound interest will make them grow into substantial sums—and the interest will be taxed at a lower rate than if the donor had retained the money until he died. The gift tax can be escaped completely by making a gift of human capital, as by purchasing an expensive education for one’s children. There are still other ways to transfer wealth that escape gift taxation: A tax may deter father from giving junior a million dollars but it will not prevent him from installing junior as executive vice president of his company. This form of gift, unlike a simple cash transfer, is not costless. Nepotism may reduce the company’s productivity, creating an externality if the company is not wholly owned by the nepotist, in which event part of the costs of his nepotism will be shifted to the other owners.

The fact that the estate and gift taxes do not cause a serious misallocation of resources is not really a point in their favor. A tax on yachts would be a bad tax (considerations of envy to one side) even if few people wanted yachts, if the result was to deter those few from buying; for then the tax would create some distortion in consumption yet yield no revenue. The estate and gift taxes raise little revenue because taxpayers substitute away from the taxed activity; the substitution creates a social cost.

Although the estate tax is readily avoidable, avoidance is far from costless. An estate tax is a wealth tax, and basically the way to avoid a wealth tax is to have less wealth. To defenders of the estate tax, its principal merit is not the modest revenue that it generates (although 1 percent of total federal tax revenues is not chicken feed), but its effect in reducing the size of bequests, an effect thought worthwhile on the ground that the inheritance of a large amount of money confers an unfair advantage on the recipient. (Defenders also point out that by exempting charitable bequests, the estate encourages wealthy people to divert some, often much, of their wealth from family to worthy causes.) But is inheriting money really more unfair than inheriting brains and energy? We are content to tax the income that one’s genetic endowment yields; why not be content to tax the income on one’s pecuniary endowment?

Estate taxation might seem necessary to prevent the creation over time of huge fortunes that might stimulate political unrest. An enormous concentration of wealth was produced in England in part by tax-free inheritance, but the underlying cause was the practice of primogeniture—of leaving virtually everything to the eldest son. When estates are divided among the heirs, even huge fortunes tend to be dissipated in a few generations. Primogeniture is common only where the major assets of estates are indivisible, so that leaving the assets to more than one child would result in diseconomies of divided ownership (see §3.9 supra). This is often true of farmland, the principal form of wealth throughout most of English history but of course not today. Today, moreover, the creation of centers of private power operates as an offset to growing governmental power and so might actually enhance liberty, whereas in olden days centers of private power engendered political instability because governments were generally weak. In any event, if the goal is to limit the growth of fortunes, inheritance taxes (imposed by states rather than by the federal government) make more sense than estate taxes. Inheritance taxes tax the receipt of an inheritance by the recipient, and so they can be calibrated to the inheritor’s wealth.

The taxation of estates (or, better, of inheritances) may have some appeal as the first step toward a general wealth tax, which might be defended on the ground that sheer luck plays a huge role in most large fortunes, as undoubtedly it does. To tax wealth only at death is to penalize the altruist; the person who spends all his wealth on himself escapes the tax completely. If the wealthy person spends it before rather than after it accumulates, he would escape a general wealth tax as well. Wealth is social as well as personal savings, so taxing it is like eating one’s seed corn. A consumption tax, however, discussed in the preceding chapter, would encourage frugality, though by reducing the taxpayer’s after-tax consumption the tax might induce him to save less (even though the tax favors saving over consumption) in order to offset the effect of the tax on his standard of living.

Some defenders of estate taxes worry about a decline in social mobility in the United States. As noted in Chapter 17, wealthy people seem increasingly able to guarantee that their children and even grandchildren will remain in the upper income tier, leaving fewer places for the children and grandchildren of the poor to occupy. But the problem of declining social mobility is unlikely to be solved by trying to limit bequests, since wealthy people can transfer much of their wealth during their lifetimes. To have a significant impact on the transmission of wealth across generations, a stiff tax on bequests would have to be complemented by a stiff tax on gifts, and “gift” would have to be broadly defined to include paying for a child’s private schooling. And really stiff estate and gift taxation, even if feasible, might be undesirable because of their disincentive effect on the work effort exerted by those people who are motivated, to a significant degree, to become rich by a desire to make their children and grandchildren better off than they would otherwise be.

There is pressure to abolish the federal estate tax (the “death” tax, as opponents call it), which is surprising given that the impact of the tax falls almost entirely on the very wealthy, whose share of income and wealth has been rising steadily in recent years and has reached heights unprecedented in the modern history of the United States. Moreover, abolition of the estate tax might have quite limited effects, since states might respond by increasing their own estate taxes, which are less efficient than federal estate taxes because it is easier to evade a tax by moving from one state to another than by expatriating oneself, and so such taxes affect locational decisions more than the federal tax does. Of course, the taxpayers’ mobility would limit the extent to which any state would increase its estate tax; yet we observe great differences in state income tax rates despite the ability of state taxpayers to vote against a tax with their feet.

In addition, the current estate tax gives heirs a “stepped up” basis in capital that they inherit. That is, should they later sell a capital asset that they inherited, the cost basis for computing how much capital-gains tax they owe will be the value of the asset at the death of their testator rather than the cost that the testator incurred to acquire it originally. This tax break would disappear if the estate tax were abolished. So abolition of the tax would be offset to an unknown degree by increased capital-gains taxation of heirs, and also by increased administrative expense since it is often difficult to determine the original value of an asset that was acquired many years earlier. An alternative to abolition of the estate tax would be to abolish the stepped-up basis, an arbitrary exemption from taxation of capital gains.6 As a result of that abolition, the estate tax would generate larger revenue for the government (the taxable estate would be larger) and would also be more redistributive: It appears that the average unrealized capital gains in estates increases with the size of the estate, ranging from 13 percent for estates under $2 million to 55 percent for estates over $100 million.7

In curious tandem to the movement to abolish the federal estate tax, many states have either abolished or modified the “Rule Against Perpetuities” (a rule of state rather than federal law) in order to enable the well-named “dynasty trust” and thus attract trust business to the state.8 The Rule Against Perpetuities, we recall from Chapter 3, provides that no future interest is valid unless it must vest within 21 years after the death of someone who was alive when the interest was created. The rule is thus something of a misnomer, since it does not limit the duration of a condition in a bequest but rather limits the testator’s power to earmark gifts for remote descendants. In a dynastic trust, the settlor (the creator of the trust) directs the trustee to invest the money for the benefit of specified beneficiaries, such as the descendants—however remote—of the settlor for as long as there are such descendants. Depending on the amount doled out by the trustee in each generation, the trust might over time accumulate enormous assets simply by the operation of compound interest. The device is quite recent yet already some $100 billion have been placed in dynastic trusts. The principal motive for the device is not to perpetuate control over the trust assets into the remote future, but to avoid a “generation-skipping” federal tax, imposed in 1986, that closed a loophole.9

The transaction costs involved in dynastic trusts can be enormous because of the increase in the number of beneficiaries over time. Imagine how many descendants a person might have a hundred years after his death! The trustee of the dynastic trust would incur large costs in keeping track of the beneficiaries and allocating trust income among them. And if the number of beneficiaries increased faster than the assets of the trust, the amount allocable to each beneficiary would eventually become so small that the costs of administering the trust would eat up all its assets.

§19.2  Selfish Heirs: The Case of the Murdering Heir

The most fundamental economic issue of inheritance law is when if ever a court should refuse to enforce the terms of a will, apart from cases of fraud and mental incompetence. Suppose A, being of sound mind, makes a will bequeathing the bulk of his estate to his grandson, B. B murders A. Should B be allowed to enforce the will?1 The law answers no. Because wills never contain an express provision disinheriting the testator’s murderer, this answer could be thought to mean that the courts are sacrificing testators’ donative intentions to the interest in deterring murder and improperly (and maybe unnecessarily) adding to the punishment that the legislature prescribed for murder.

These objections dissolve when an economic approach is taken. A person who thinks that someone might if named in his will murder him is unlikely (to say the least) to make that person a beneficiary in his will, though he might name him but add that the bequest fails if the person named murders him; this might be better than not naming him, because it would make it more difficult for him to avoid detection if he murdered the testator.

The rule against allowing the testator’s murderer to inherit serves the by now familiar function of reading into a contract or conveyance an implied term to govern remote contingencies. If this is correct, the principal effect of the rule is simply to reduce the cost of drafting wills. The rule should also apply when there is an estate but no will.2 For the law specifies the heir (or heirs) when there is no will, and so the heir will have the same incentive to murder as the beneficiary in a will.

Suppose that the heir killed his testator by accident; should he still be disqualified from inheriting? Disqualification will deter some murders dressed up as accidents, but may result in overdeterrence, especially if the bequest exceeds the optimal damages for the killing. Those damages may be zero if the accident was the result of nonnegligent conduct by the heir. Also, heirs might avoid the company of their testators lest an accident occur and they be disqualified from obtaining a bequest; this steering clear would be a harm to the testator. But if the accident was the result of the heir’s negligence, the argument for applying the murdering-heir rule is strengthened. If negligent homicide is not a crime, so that the only sanction is damages, there will be no sanction for killing one’s testator negligently, at least if the killer is his sole heir, because the suit against the killer would be brought by the killer in his capacity as heir! But suppose we approach the case of the accidental killing of the testator by his heir from the standpoint not of deterrence but of trying to carry out the probable intentions of the testator. If the accident is the result of just negligence, the testator may (had he thought about the issue ex ante) have been willing to forgive the heir and thus let him inherit.

The murdering heir is the extreme example of a more general phenomenon, that of the selfish heir. Even children who love their parents, or other relatives who may have an estate to bequeath, may nonetheless make efforts to steer as much as possible of the estates to themselves rather than to their siblings or other potential legatees, including charities. Inheritance is a profit opportunity; hence it invites rent seeking.3 We can imagine heirs competing for a bequest by incurring costs that eventually eat up most or even all of the expected bequest. Some of these costs might be costs of rendering valuable services to the potential testator; others might take the form of disparaging a competitor for the bequest; and still others would be the costs of simulating love for the potential testator, as in King Lear. The market in services provided to potential testators is in any event unlikely to work well because a testator can always revise his will. The possibility of doing so operates as a sanction for exploitive behavior by potential heirs, but by the same token encourages exploitive behavior by the potential testator.

This is a very old problem. Think of Laban’s fraud on his son-in-law Jacob in Genesis. After promising the hand of his younger daughter, Rachel, to Jacob in marriage in return for seven years’ service to him, Laban tricked Jacob—whose work had enriched Laban—into marrying Laban’s elder daughter, Leah, instead. Jacob was compelled to serve Laban for another seven years in order to be permitted to marry Rachel. A modern instance of such conduct was at issue in the case of Monarco v. Lo Greco.4 When the plaintiff reached 18 and wanted to leave home and forge his own path in the world, his mother and stepfather promised him that if he stayed and worked on the family farm they would leave almost all their property (which was in joint tenancy) to him. He stayed and worked hard, receiving in exchange only room and board and spending money. The farm prospered. But when the stepfather died 20 years later, he left his half interest in the farm to his own grandson. The plaintiff had worked the farm for slight compensation for 20 years (giving up among other things the opportunity to obtain an education beyond high school) in the expectation that he would be well compensated when either his mother or his stepfather died. The farm had done well, in part because of the plaintiff’s undercompensated efforts—his “sweat equity.” Had the plaintiff a remedy? The Statute of Frauds required the kind of contract that he had with his mother and stepfather to be in writing, and it was not. But the court held that the plaintiff could obtain relief against the grandson anyway because the latter had been unjustly enriched. The Statute of Frauds is intended to reduce the burden on the courts of having to decide “he said—she said” issues in adjudicating contract disputes. The plaintiff’s work that enriched the grandson was pretty obviously in reasonable expectation of compensation, and these circumstances provided an adequate alternative warrant of truthfulness to a written contract or written statement of intentions.

§19.3  The Dead Hand and the Cy Pres Doctrine

The mirror image of the testator who omits a limitation on the conduct of his heirs (as in “you lose your inheritance if you kill me”) is the testator who inserts a provision in his will limiting the uses to which the assets of his estate may be put. The problem of a “dead hand” controlling resource use by the living arises when death does not result in a clean transfer to living persons that permits them to do with the money as they please. Since one motivation for accumulating a substantial estate may be to project influence beyond death by establishing conditions (perhaps perpetual) on the use of the funds in the estate, a policy of disregarding a testator’s conditions would in some instances have much the same effect on the incentive to accumulate as would a heavy estate tax. Yet if conditions, especially perpetual ones, in a will were always obeyed, a frequent result would be that resources controlled by such conditions would be employed inefficiently. Unforeseen contingencies that materialized after the testator’s death might require that the resources be redeployed in order to maximize efficiency. If the conditions in the will could not be altered, there would be no way to bring about the reallocation.

The problem is illustrated by a controversy over a park donated to the city of Macon, Georgia, by Augustus Bacon, a United States senator from Georgia who died in the early 1900s. Senator Bacon’s will, drawn up during the era of segregationist legislation that followed the end of Reconstruction, stipulated that the park was to be used by white women and children only. In the 1960s, a suit was brought against the city charging that the enforcement of the racial condition violated the Equal Protection Clause of the Fourteenth Amendment. The Supreme Court held the condition void,1 whereupon the residuary legatees under Bacon’s will brought suit to declare (1) the gift of the park void since the city could no longer comply with the racial condition of the gift and (2) the property theirs under the residuary clause of the will. They won.2

At first glance the result may appear to vindicate the policy of enforcing testators’ desires as revealed by the conditions in bequests. But on closer examination this becomes doubtful. Senator Bacon may have inserted the racial condition in order to induce the city to administer the park. There is no indication that the dominant purpose of the gift was to foster racial segregation rather than to provide a recreational facility for the people of Macon. Bacon was a liberal by the standards of his time and place, and it is plausible therefore that if he could have been consulted on the matter in the 1960s, when racial attitudes were different, he would have preferred that the park remain a park, albeit open to nonwhites, rather than that his distant heirs subdivide the property for residential or commercial use. This is especially plausible since the city could always repurchase the land from the heirs and continue to use it for a park—a park that would have to be open to nonwhites. In that event Senator Bacon’s discriminatory intentions would not be respected and the only effect of voiding the charitable gift would be to confer windfall gains on the heirs, a result Bacon presumably did not want since he did not bequeath the property to them. This raises the question why there was a residuary clause. The answer is that the gift to the city might fail for some other reason, such as that the city didn’t want a park.

The result in the case was both questionable as a matter of first principles and contrary to standard doctrine then (and long before, as we’re about to see) and now. The dilemma of whether to enforce a testator’s intent or to modify the terms of the will in accordance with changed conditions since his death is often, and was in the Macon case, a false one. A policy of rigid adherence to the letter of the donative instrument is likely to frustrate both the donor’s purposes and the efficient use of resources. The case itself raised no serious issue concerning efficiency because if the land was more valuable as a park than in an alternative use the city could always buy it back from the heirs. But suppose that Senator Bacon had given the city a tuberculosis sanatorium rather than a park. As the incidence of tuberculosis declined and advances in medical science rendered the sanatorium method of treating tuberculosis obsolete, it would have become clear that the facilities would be more valuable in another use. Unlike the Macon case, there would be no legal obstacle to continuing to enforce all of the conditions of the gift. Yet enforcement would in all likelihood be contrary to the purposes of the donor, who intended by his gift to contribute to the cure of disease, not to perpetuate useless facilities.

The foregoing discussion may seem tantamount to denying the competence of a donor to balance the value of a perpetual gift against the cost in efficiency that such gifts frequently impose. But since no one can foresee the future, a rational donor knows that his intentions might eventually be thwarted by unpredictable circumstances and may therefore be presumed to accept implicitly a rule permitting modification of the terms of the bequest in the event that an unforeseen change frustrates his original intention. The presumption is not absolute. Some rational donors, mistrustful of judges’ ability to alter the terms of a bequest intelligently in light of changed conditions, might prefer to assume the risks involved in rigid adherence to the original terms. Should their desire be honored? Notice that doing so would make wills more rigid than constitutions, which can be amended, though with difficulty. Constitutions, however, explicitly authorize amendment. The possibility of nixing a testator’s stated intention by invoking the cy pres doctrine might discourage charitable donations.

There is no doubt a paternalistic streak in decisions by courts to disregard the terms in a will. But there is a stronger case for paternalism in the case of wills than in the case of contracts. Contracts can be modified, but a person cannot modify the terms of his will after he’s dead. And while people often change their wills, the transmission of wealth at death is a once-in-a-lifetime event, so every testator is inexperienced. Moreover, a person’s will is often made while he is quite elderly, and while he may not be senile (in which event the will would not be enforced), his judgment may not be as sound as it was when he was younger.

Now to doctrine: Contrary to the decision in the Macon case, when the continued enforcement of conditions in a gift to charity is no longer economically feasible because of illegality (in the park example) or opportunity costs (in the sanatorium example), the court, rather than declaring the gift void and transferring the property to the residuary legatees or if there are none to the state, will authorize the administrators of the donee institution to apply the assets to a related (cy pres—literally, “as near as”) purpose within the general scope of the donor’s intent. Attorney-General v. Earl of Craven3 provides a colorful illustration. The Earl of Craven—having in “mind the sad and lamentable visitation of Almighty God upon the kingdom, but more especially upon the Cities of London and Westminster, in the year 1665 and 1666, by the pestilence and great mortality, and the great necessity that there was for providing a pest house for the sick, and burying-place for the dead”—had established a trust for the maintenance of a pest house and plague pit. When the Black Plague no longer ravaged the poor residents of St. Martin’s-in-the-Fields, the court of equity, which supervised charitable trusts, permitted the trust to use some of its assets to help treat persons with other contagious diseases. The cy pres doctrine could similarly have been used in the Macon park case to justify disregarding the obsolete racial condition.

§19.4  The Incentives of Charitable Foundations

Even when no unforeseen contingencies materialize, perpetual charitable gifts raise an economic issue that echoes the concern with the separation of ownership and control in the modern business corporation. A charitable foundation that enjoys a substantial income, in perpetuity, from its original endowment does not compete in any product market or in the capital markets and has no stockholders or other owners. Its board of trustees is self-perpetuating and is accountable to no one for the performance of the enterprise. (Although state attorneys general have legal authority over the administration of charitable trusts, it is largely formal.) And as neither the trustees nor the staff have the kind of property right in the foundation’s assets or income that would give them a strong incentive to maximize value, the carrot is missing along with the stick (cf. §15.2 supra).

The incentives to efficient management of foundation assets could be strengthened by a rule requiring charitable foundations to distribute every gift received, principal and interest, including the original endowment, within a short, specified period of years. The foundation would not be required to wind up its operations within the period; it could continue indefinitely. But it would have to receive new gifts in order to avoid exhausting all of its funds. Since donors are unlikely to give money to an enterprise known to be slack, the necessity of returning periodically to the market for charitable donations would give trustees and managers of charitable foundations an incentive they now lack to conduct a tight operation. Foundations—mostly religious and educational—that market their services or depend on continuing charitable support, and are therefore already subject to some competitive constraints, could be exempted from the exhaustion rule.

The objections to the suggested rule are that it is unnecessary—donors are already free to limit the duration of their charitable bequests—and that it might therefore reduce the incentives to make charitable gifts, since anything that reduces the utility of the gift by imposing conditions on duration that the testator didn’t want will reduce his incentive to make the gift. A counterargument is that many perpetual foundations were established at a time when the foundation was a novel institution. A person creating one at that time may not have been able to foresee the problem of inefficient and unresponsive management that might plague a perpetual foundation as a result of the peculiar set of constraints (or rather lack of constraints) under which they operate.

§19.5  Bequests for Purposes

Before moving from charitable to private trusts, we should consider why charitable trusts have been carved out from a larger category, that of bequests for purposes, and given favorable treatment.1 The creation by will of a charitable trust is a bequest for a purpose, such as education or medical research, as distinct from the creation of a private trust, which is for the benefit of individuals. Why shouldn’t a person be allowed to create by will a trust for purposes that are not charitable, but are perfectly lawful, for example, a trust for Democratic Party candidates, or for the manufacture of computer software, or for the consumption of caviar? A possible answer is that a bequest for purposes requires a greater investment of judicial and governmental resources than a private trust. Residuary legatees have an incentive to argue that the trust is not being applied to the specified purposes and that therefore the trust should fail and they (the residuary legatees) should get the principle, as in the case of charitable trusts. A court will have to decide whether the trust is being applied to the specified purposes and if not whether it should be ordered to be so applied rather than terminated in favor of the residuary legatees. The threat and sometimes actuality of such litigation is considered bearable if the purpose of the trust is charitable because of the public-good character of charitable giving.

The law’s general response to trusts for noncharitable but lawful purposes is to allow, but not compel, the trustee to carry out the terms of the trust. If he decides not to, the property reverts to the testator’s estate. This approach discourages bequests for purposes, since the testator has no assurance that the bequest will be carried out. But the testator may desire the trustee to have this discretion, realizing that he (the testator) cannot foresee all the circumstances that may become relevant to the feasibility and desirability of implementing the bequest. So it may be an economically sound approach.

§19.6  Conditions in Private Trusts; Herein of the Spendthrift Trust

Suppose a man leaves money to his son in trust, the trust to fail, however, if the son does not marry a woman of the Jewish faith by the time he is 25 years old. The judicial approach in such cases is to refuse to enforce the condition if it is “unreasonable.” In the case just put, it might make a difference whether the son was 18 or 24 at the time of the bequest and how large the Jewish population was in the place where he lived.

This approach may seem wholly devoid of an economic foundation, and admittedly the criterion of reasonableness is here an unilluminating one. Consider, however, the possibilities for modification that would exist if the gift were inter vivos rather than testamentary. As the deadline approached, the son might come to his father and persuade him that a diligent search had revealed no marriageable Jewish girl who would accept him. The father might be persuaded to grant an extension or otherwise relax the condition. If the father is dead, this kind of “recontracting” is impossible, and the presumption that the condition is a reasonable one fails. This argues for applying the cy pres approach in private as well as charitable trust cases unless, perhaps, the testator expressly rejects a power of judicial modification.

The point just made may also explain why, although the owner of an art collection is perfectly free to destroy it during his lifetime (abstracting from the moral rights doctrine, §11.1 supra), a court might consider a condition in his will ordering its destruction to be unreasonable.1 Maybe no one knew of the condition and the outcry when it was discovered would have persuaded the testator to abrogate it—had he been alive to do so. Such cases are rare, but a common case is where a writer in his will directs his executor to destroy his unpublished manuscripts. These directions are usually disobeyed. From an economic standpoint, should they be? That’s a difficult question; but one reason to think they should be obeyed is that otherwise authors might destroy their manuscripts prematurely. Indeed, the strongest objection to paternalistic interventions in such cases is that in the long run, as testators wise up to the courts’ policy of refusing to enforce conditions that the judges deem unreasonable, they will curtail bequests. Only people who feel very strongly about these matters insert in their wills conditions designed to influence the choice of a spouse. The refusal of courts to enforce such conditions will not make such people change their minds, but only change their wills.2

The cy pres rule as such is not applied in private trust cases. A trio of separate doctrines is. The doctrine of unreasonable conditions has already been discussed. Another is the prohibition against restraints on alienation: If I sell you my automobile, I cannot extract from you an enforceable promise that you will not resell it, unless such a condition is necessary to protect a security interest I retain in the property (you may not have paid me in full). The rule is applicable to bequests. The obvious merit of the rule, at least as applied to bequests at death, is that it prevents the inefficient use of resources that would frequently result from unforeseen contingencies; its now familiar drawback is that it weakens the incentive to work hard in order to accumulate wealth to bequeath in your will. But it has a subtler merit as well: It reduces transaction costs, because restraints on alienation, like rights of first refusal, create in effect divided ownership (see §3.10 supra), thereby increasing the number of parties whose agreement must be obtained before property can be transferred.

The rule against restraints on alienation is inconsistent with the rule permitting perpetual restrictive covenants (see §3.8 supra), is it not? The latter rule is based on recognition missing from the former that if you can’t control the future, it will affect your conduct in the present. The cy pres doctrine represents a middle position between the approaches exemplified by the two rules.

The Rule Against Perpetuities, discussed earlier, can be related to the other limitations on the “dead hand” that we have surveyed. Not only are arrangements for the distant future likely to result in an inefficient use of resources brought about by unforeseen contingencies; interests that do not vest until sometime in the distant future may be owned by persons as yet unascertained or even unborn, making it difficult or impossible to obtain consent to a modification of the terms of the bequest. Cf. §3.11 supra.

A device similar to the restraint on alienation, yet treated much more kindly by the law, is the spendthrift trust. Typically though not always created by a will, a spendthrift trust prevents the beneficiary (or his creditors) from reaching the trust corpus (principal). (The income from the trust, when paid to the beneficiary, becomes his property and can therefore be reached by his creditors.) At first glance, the device seems a formula for fraud and extravagance. If the trust generates a substantial income, the beneficiary will have the appearance of being wealthy and will be able to borrow heavily—as he will have every incentive to do, because if he is forced into bankruptcy his creditors will be unable to touch his wealth unless he has other, nonexempt assets.

But these criticisms turn out to be superficial. Anyone who lends on the appearance of affluence (the stock in trade of the con man) is a fool. The spendthrift trust is not a fraud on creditors unless the spendthrift feature of the trust is concealed. If it is not concealed, then far from enabling the beneficiary to borrow, the spendthrift feature restricts his borrowing by limiting the amount of money available to pay creditors in the event that he defaults (cf. §15.5 supra). The device is paternalistic, but unlike most governmental paternalism it is actuated by altruism and is therefore more likely to maximize the utility of the recipient. And unlike restraints on alienation it does not increase transaction costs. It is little different from a trust for children, motivated by mistrust of their ability to manage their finances competently. Trusts are based on mistrust.

§19.7  The Widow’s Share

Another limitation on the power of a testator is the provision, found in the inheritance laws of all states, forbidding him to disinherit his widow completely.1 The limitation has an economic justification. The husband’s wealth at death is likely, as we know, to be a product, in part, of the wife’s work even if she never had any pecuniary income (see §5.1 supra). Without statutory protection against disinheritance of her rightful share of her husband’s estate, women could negotiate with their husbands for contractual protection (contracts to make bequests are enforceable). The statutory provision minimizes transaction costs.

This analysis also supports excluding from the husband’s estate for purposes of estate tax a part—under current law the whole—of the wife’s share of the estate. Some of the money she inherits from her husband represents an accumulation of her own earnings, though often they are imputed rather than pecuniary earnings. Also, she is likely to be an older person, and should she die soon after her husband his estate would be subjected to estate taxation twice in a short period, which would be tantamount to a capricious increase in the estate-tax rate.

Notice, finally, that since inheritance by a surviving spouse is not intergenerational, it does not tend to perpetuate fortunes or exacerbate wealth inequality.
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        Problems
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 8.    What is wrong with the following argument: When a person dies, his marginal utility of income goes to zero. Therefore, a provision in a will ordering the destruction of valuable property should not be obeyed, because while the property will have no value to the testator it will (by definition of its being “valuable property”) have value to other people, so there will be a reduction in social welfare if the property is destroyed.

 9.    Should a person be permitted to create a spendthrift trust for himself, or just for someone else?

 10.    Explain the effects on bequests, donors’ and donees’ utility, and donees’ behavior, of substituting a consumption for an income tax. See Barbara H. Fried, Who Gets Utility From Bequests? The Distributive and Welfare Implications for a Consumption Tax, 51 Stan. L. Rev. 641 (1999).



1. G. William Domhoff, Wealth, Income, and Power, www2.ucsc.edu/whorulesamerica/power/wealth.html.

2. Jeffrey G. Williamson & Peter H. Lindert, Long-Term Trends in American Wealth Inequality, in Modeling the Distribution and Intergenerational Transmission of Wealth 9 (James D. Smith ed., 1980). Furthermore, more and more workers have vested private (union or company) pension rights, which ought also be counted as wealth.

3. To the extent that it induces gifts from high-bracket to low-bracket taxpayers, it may reduce the Treasury’s revenue from the income tax.

4. See Michael D. Hurd, Research on the Elderly: Economic Status, Retirement, and Consumption and Saving, 28 J. Econ. Lit. 565, 617–629 (1990). See also Wojciech Kopczuk & Joseph P. Lupton, To Leave or Not to Leave: The Distribution of Bequest Motives, Finance and Economics Discussion Series 2004–2033 (Board of Governors of Federal Reserve System 2004); Laurence J. Kotlikoff & Fumio Hayashi, Parental Altruism and Inter Vivos Transfers: Theory and Evidence, 105 J. Pol. Econ. 1121 (1997).

5. Nominally heavy estate taxes in this and other countries appear to have no effect on the concentration of wealth. See Edward J. McCaffery, The Uneasy Case for Wealth Transfer Taxation, 104 Yale L.J. 283 (1994).

6. See See Edward J. McCaffery, A New Understanding of Tax, 103 Mich. L. Rev. 807, 913–917 (2005).

7. See Robert B. Avery, Daniel Grodzicki & Kevin B. Moore. Estate vs. Capital Gains Taxation: An Evaluation of Prospective Policies for Taxing Wealth at the Time of Death (Board of Governors of Federal Reserve System 2013).

8. Robert H. Sitkoff & Max M. Schanzenbach, Jurisdictional Competition for Trust Funds: An Empirical Analysis of Perpetuities and Taxes, 115 Yale L.J. 356 (2005).

9. See Max M. Schanzebach & Robert H. Sitkoff, Perpetuities or Taxes? Explaining the Rise of the Perpetual Trust, 27 Cardozo L. Rev. 2465 (2006). The authors explain that “prior to 1986, the estate tax could be avoided via successive life interests, for example, by leaving property to one’s child for life, then to one’s grandchild. Because a life tenancy terminates at death and the estate tax is levied only on the decedent’s transferable interests, in the foregoing example there would be no tax when, on the death of the transferor’s child, the transferor’s grandchild’s interest became possessory.” Id. at 2476–2477 (citations omitted).

1. Riggs v. Palmer, 22 N.E. 188 (N.Y. 1889).

2. That is, when the estate passes by “intestacy,” meaning that a probate court orders the distribution of the estate to the testator’s heirs as determined by state statute.

3. See James M. Buchanan, Rent Seeking, Noncompensated Transfers, and Laws of Succession, 26 J. Law & Econ. 71 (1983).

4. 220 P.2d 737 (Cal. 1950).

1. Evans v. Newton, 382 U.S. 296 (1966).

2. Evans v. Abney, 396 U.S. 435 (1970).

3. 21 Beavan 392, 52 Eng. Rep. 910 (Ch. 1856).

1. See Adam J. Hirsch, Bequests for Purposes: A Unified Theory, 56 Wash. & Lee L. Rev. 33 (1999).

1. See, e.g., In re Scott’s Will, 93 N.W. 109 (Minn. 1903).

2. Should a direction in the testator’s will that the assets of his estate be given to whomever the testator’s grandson marries, provided that she is Jewish, be enforced? On the one hand, the fact that the condition is to be applied to a grandson rather than a son means that the testator is trying to control the more remote future, but at the same time the grandson is being given a broader choice because there is no age deadline for him, as in the example that begins this section.

1. Like so many gender-specific legal doctrines, that of the “widow’s share” has been degendered; the widow’s share is now the forced share of the surviving spouse of either gender. Should the surviving spouse who works full time be entitled to a share of the estate of the spouse who did not work? Hard to say. The nonworking spouse’s assets may have been due in part to financial contributions by the working spouse; but those transfers may have been compensation for the nonworking spouse’s nonmonetary contributions to household production and utility.







PART VI



THE LEGAL PROCESS







CHAPTER 20



THE MARKET, THE ADVERSARY SYSTEM, AND THE LEGISLATIVE PROCESS AS METHODS OF RESOURCE ALLOCATION

§20.1  Legal and Market Allocation Compared; Inquisitorial and Adversarial Legal Systems Compared

We have seen that the ultimate question for decision in many lawsuits is what allocation of resources would maximize efficiency. The market normally decides this question, but it is given to the legal system to decide when the costs of a market determination would exceed those of a legal determination. The criteria of decision are often the same, but what of the decision-making processes? Here we find some surprising parallels, together with significant differences.

Like the market, the law (especially the common law) uses prices equal to opportunity costs to induce people to maximize efficiency. When compensatory damages are the remedy for a breach of legal duty, the effect of liability is not to compel compliance with law but to compel the violator to pay a price equal to the opportunity costs of the violation. If that price is lower than the value that the violator derives from the unlawful act, efficiency is maximized if he commits it, and the legal system in effect encourages him to do so. If higher, efficiency requires that he not commit the act and again the damages remedy provides the correct incentive. Like the market, the legal system confronts the individual with the costs of his act but leaves the decision whether to incur those costs to him. Although heavier sanctions—penalties—are sometimes imposed (see, for example, §7.2 supra), normally this is done only when necessary to create the correct economic incentives. Similarly, injunctions are issued in lieu of awarding compensatory damages when we do not want people to bypass the market, because market transaction costs are lower than legal transaction costs, or when damages are impossible to measure or are otherwise inadequate as a remedy.

Both the legal process and the market are characterized by impersonality—in economic terms, subordination of distributive considerations. The invisible hand of the market has its counterpart in the aloof disinterest of the judge. The method by which judges are compensated and the rules of judicial ethics are designed to assure that the judge will have no financial or other interest in the outcome of a case before him. Judicial impersonality is reinforced by excluding from trials considerations that go not to the conduct of the parties but to their relative deservedness (see §8.9 supra). The poor man may not advance poverty as a reason why he should be excused from liability or the wealthy man appeal to the judge’s sense of class solidarity. In the marketplace, sellers have a financial incentive to ignore distributive considerations and thereby maximize efficiency, as we shall discuss in Chapter 28. Sellers pay a price for subordinating commercial to ideological considerations unless their customers have ideological preferences expressed in consumption choices, which some do and which might, for example, lead them to shun sellers who discriminate on racial grounds—or perhaps who don’t discriminate on racial grounds—or who cause environmental harm or sell munitions to oppressive regimes. Judges, in contrast to sellers (and to consumers, who will sometimes have to pay more to patronize politically correct sellers), will ordinarily pay little price for indulging ideological preferences, at least in close cases, and that price may well be offset by the utility they derive from expressing those preferences.

The legal process as it exists in the United States, and in other countries that derive their legal system from that of England (namely, the other English-speaking countries), relies for its administration primarily on private individuals motivated by economic self-interest rather than on altruists or officials. Through the lawyer that he hires, the victim of conduct that may be unlawful (1) investigates the circumstances surrounding the allegedly unlawful act, (2) organizes the information obtained by the investigation, (3) decides whether to activate the machinery of legal allocation, (4) feeds information in digestible form to that machinery, (5) checks the accuracy of the information supplied by the defendant, (6) presses if necessary for changes in the rules of allocation followed by the courts, and (7) sees to the collection of the judgment. The state is thereby enabled to dispense with a police force to protect people’s common law rights, public attorneys to enforce them, and other bureaucratic personnel to operate the system. These functionaries would be less highly motivated than a private plaintiff, since their economic self-interest would be affected only indirectly by the outcomes of particular cases. The number of public employees involved in the protection of private rights of action is remarkably small considering the amount of activity regulated by the laws creating those rights, just as the number of public employees involved in the operation of the market is small relative to the activity organized by the market.

This adversarial process as just described is not universal. Non-English-speaking countries generally use the “inquisitorial” system (not to be confused with the Inquisition), in which the judge takes the lead in gathering evidence and framing the issues and the lawyers play a subordinate role—more than kibitzers but less than principals in the litigation process. The resources devoted to the adversary process are reduced, yielding a social saving to the extent that those resources are offsetting, rather than increasing the accuracy of the judicial determination (compare expenditures on advertising). Against this must be set the fact that an inquisitorial system involves a substantial shift of responsibility for law enforcement from the private to the public sector—the ratio of judges to lawyers is almost ten times greater in an inquisitorial legal system than in the adversary systems of the United States and England.1 This implies a loss of efficiency if, as generally assumed, the private sector is more efficient than the public.

The judiciaries in civil law (inquisitorial) legal systems (as are virtually all legal systems not of English origin) are career judiciaries.2 In contrast, most U.S. and other Anglo-American judges become judges only after a career in some other branch of the legal profession, such as private practice, prosecution, or teaching. A career judiciary is essentially a branch of the civil service. Appointment and promotion are by merit. Promotion is a critical feature because a fresh law school graduate will naturally occupy the lowest rung of the judicial ladder when first appointed and will expect to rise to more responsible positions as he gains experience. Promotion is less important in a lateral-entry system; a federal district court judgeship is a senior judicial position and most district judges are not, and do not expect to be, promoted further.

In a system in which competitive promotion is the key to obtaining increased income, prestige, and job satisfaction, as in the civil law judiciaries,3 it is difficult to attract highly qualified applicants unless the criteria for promotion are objective. It’s difficult to value the output of a government bureaucrat, including a judge. Government (including judicial) bureaucracies seek, therefore, both to create credible promotion standards and to minimize agency costs by laying down detailed rules for the bureaucrats to follow, conformity to a rule being easier to determine than whether the bureaucrat is creative, innovative, or imaginative. Hence career judiciaries are found in legal systems that rely heavily on codes rather than on the elaboration of law by judges exercising broad discretion, as in common law systems.

Furthermore, promotion in a career judiciary as in any other branch of the civil service depends ultimately on being able to perform to the satisfaction of one’s superiors, who are unlikely to benefit in their own careers from having bold, experimentally minded subordinates. In a business firm, a division head’s hard-driving, innovative subordinates may produce increases in revenues and profits that will redound to his credit for having selected and encouraged those subordinates. That “bottom line” test is unavailable to a judiciary. So we can expect the output of a career judiciary to display low variance, to be of uniformly professional quality, but to be uncreative. So we shouldn’t be surprised that in nations that have career judiciaries law professors are treated not merely as commentators on the law, as in Anglo-American legal systems, but as sources of the law. The judges are unwilling to play such a role.

In civil law systems as we have described them, performance criteria that emphasize intellectual creativity and independence, political acumen, or even pragmatic insights into “law in action” would be misplaced. That’s one reason the law and economics movement has had a much smaller impact on judicial practice in Continental Europe than in the United States. Another is that a noncareer judiciary is better equipped to perform economically sound adjudication.4 Lateral-entry judges have more experience with commercial society than bureaucrats and rely more on information that comes from outside government (notably from lawyers, reflecting the concerns of their clients). These characteristics tend to make Anglo-American judges more sympathetic to and knowledgeable about property rights and other features of a commercial society than career judges tend to be, and in particular more likely to derive legal principles from commercial custom.5

The function that a legal system performs in allocating resources by enforcing rules of conduct, rather than simply resolving disputes ad hoc, suggests an economic justification for government’s defraying a portion of the costs of the system (judges’ salaries, the cost of building and maintaining courthouses, etc.). If the only thing courts did was resolve disputes brought to them for resolution, efficiency would dictate that the disputants (with the exception of indigent criminal defendants, as explained in §24.3 infra) bear the system’s full cost. But since the system also establishes rules that shape future conduct, the social benefits of a lawsuit may exceed the private benefits to the litigants, and so the amount of litigation might actually be too small if the litigants had to bear the full costs.6

The other side of this coin is that the less weight decisions have as precedents—that is, as rules of conduct—the fewer external benefits litigation confers and therefore the weaker the case for public subsidization of it. We would therefore expect less litigation in inquisitorial legal systems because they rely more on codes and less on precedent than adversarial systems. A suggestive contrast is between the Anglo-American notion of stare decisis and the notion of jurisprudence constante, which is found in civil law judiciaries, such as those of Continental Europe, and does not give a decision the weight of precedent until the decision has been followed in a series of subsequent cases. The judge in the second case is not even presumptively obligated to follow the decision in the first case, but if he agrees with it and therefore does follow it, and likewise the judges in several subsequent cases, then the decision (or line of decisions) has force as precedent, meaning that the mere fact that it was decided as it was will constrain judges to follow it, at least presumptively.

This difference may also be related to the greater uniformity of judges in a Continental system because of its tighter hierarchical structure. Judges who stray from the “company line” are not promoted. As a result, the disciplining force of requiring judges to adhere to previous decisions is less important.

In addition, there is tradeoff between legal certainty, which is fostered by the Anglo-American system because there is less waiting time before a decision becomes a precedent, and the avoidance of judicial errors, which is fostered by the Continental practice of delaying the recognition of a decision as a precedent until it has commanded at least a preliminary judicial consensus. The difference in how the two systems have made this tradeoff is consistent with the fact that the Continental system has sources of legal certainty (more comprehensive codes and a tighter judicial hierarchy) that the Anglo-American system lacks.7

An even sharper contrast than that between adversarial and inquisitorial judicial systems is that between public and private judges (arbitrators). Arbitrators are used to settle many contract disputes, including most disputes arising out of collective bargaining contracts. Since the state does not pay any part of the expense of arbitration, it should come as no surprise that most arbitrators don’t write opinions, the value of which would accrue mainly to people other than the parties to the arbitration—people who would not contribute to the expenses of the arbitration. Some arbitrators write opinions, however, presumably as advertising—so these are mainly persons who specialize in arbitration. Such specialization is more common in labor arbitration than in commercial arbitration, and indeed labor arbitrators are more likely to write opinions than commercial arbitrators.

Another difference between arbitrators and judges is that an arbitrator who gets a reputation for favoring one side or the other in a class of cases, such as cases of employment termination or disputes between investors and brokers or between management and unions, will be unacceptable to one of the parties in any such dispute, and so the demand for his services will wither. We can expect, therefore, a tendency for arbitrators to “split the difference” in their awards, that is, to try to give each side a partial victory (and therefore a partial defeat).8 For then it will be hard for the parties on either side of the class of suits in question to infer a pattern of favoritism. What is more, the pattern will be attractive to risk-averse disputants (because it will truncate both the upside and the downside risk of the dispute resolution process) and will therefore help to differentiate arbitration from adjudication. This is important because the government’s subsidy of the courts places arbitrators at a cost disadvantage. One way to overcome this disadvantage is to offer a distinctive service, and splitting-the-difference decisionmaking is such a service. Notice, though, that parties to litigation sometimes have some choice of judges. A plaintiff may have a choice of courts in which to sue, and a defendant can impose his own choice by filing a motion to transfer the case to a more convenient court.

Returning to the differences between law and the market as methods of allocating resources, notice that the market is a more efficient mechanism for valuing competing uses. In a market, people have to back up their value assertions with money, or some equivalent sacrifice of alternative opportunities. Willingness to pay imparts greater credibility to a claim of superior value than forensic energy does. The difficulties of judicially ascertaining preferences or relative values may explain not only the courts’ reluctance (noted throughout Part II of this book) to make allocative judgments when transaction costs are low, but also the judicial tendency to avoid making major allocative judgments, period. Recall that in deciding whether an injurer is negligent, the courts consider whether the care he used was reasonable but not whether the accident could have been avoided at a cost less than the expected accident cost by his substituting another activity from the one that caused the accident (see §6.5 supra).

Another consequence of the law’s inability to measure preferences accurately is a tendency to suppress variances in value. Many people place a value on their homes that exceeds its market price. But a standard of subjective value in eminent domain cases, while the correct standard as a matter of economic principle, would be impracticable in most cases because of the difficulty of proving (except by proof of the owner’s refusal to accept a bona fide offer at or just below what he claims is his subjective valuation) that the house was worth more to the owner than the market price (see §3.6 supra).

It has been argued that an even more fundamental difference between legal and market transactions is that the transferor is compensated only in the latter.9 If A buys B’s car, he must, of course, pay B for it. But if A smashes B’s car in an accident in which neither party is at fault, A has been allowed in effect to use B’s car as an input into driving, without having to pay B. The contrast is overstated. There are many losers in the market, too. If I manufacture buggy whips, and the market for my product collapses when the automobile is invented, I will not be compensated for the loss of my business. That loss is efficient, but only because the gains outweigh the losses when summed across society—not because I obtain a share of the gains large enough to cover my losses. Indeed, the rejection of competition as a tort, as in this example, is a striking example of the common law’s subordination of distributive to efficiency considerations. In just the same way, if there are good reasons for requiring proof of negligence in an automobile accident case, B’s loss is offset by gains to society as a whole.

If this is “unfair,” it is no more so than market competition. And often people are compensated—in advance—for the losses for which the law refuses to compensate them. If a negligence system is indeed a cheaper system for optimizing the number of automobile accidents than strict liability would be, the sum of B’s liability and accident insurance premiums should be lower under a negligence system. Injured in an accident in which neither party is at fault, B is compensated under either system—by his accident (first-party) insurer, under the negligence regime, in which he has no legal claim, and by the injurer’s liability insurer, under a regime of strict liability, in which he does have a legal claim. But, by assumption, he will be compensated at lower cost to him under a negligence system in which he must look to his own insurer for compensation.

§20.2  Judicial and Legislative Allocation Compared

Judge-made rules are more likely to be efficiency-promoting than those made by legislatures, other than those legislature-made rules that codify common law principles (for example, much of criminal law and many provisions of the Uniform Commercial Code and other uniform laws). How is this difference in the character of judicial and legislative law to be explained?1

One answer lies in the procedural differences between judicial and legislative rule formation. As already explained, a judge, especially of an appellate court, which is where most judge-made rules are made, is unlikely to decide a case on the basis of which of the parties is the “better” person. He knows the parties even less well than the trial judge does; and, as already mentioned, considerations pertaining to the parties’ relative deservedness (wealth, poverty, good breeding, etc.) are, so far as possible, suppressed. A judgment based on such considerations would also be difficult to rationalize in a judicial opinion. Finally, the methods of judicial compensation and the rules governing conflicts of interest exclude a choice among the competing activities that is based on the judge’s narrowly economic self-interest. The judge is pushed to view the parties as representatives of activities—owning land, growing tulips, walking on railroad tracks, driving cars. In these circumstances it is natural that he should ask which of the competing activities is more valuable in the economic sense.

The rules of adjudication make it difficult for interest groups even to be heard. The concept of “standing to sue” limits the right to sue in a federal court and most state courts to a person or organization that can show it will obtain a specific tangible gain from the suit if it prevails. Abolishing the requirement would greatly increase the amount of litigation and also reduce the quality of adjudication because the courts could only speculate about the consequences of a decision for one side or another, if for example the plaintiff was challenging the validity or interpretation of a just-enacted statute. In addition, the requirement of standing is the method by which property rights to legal claims are allocated. Suppose A is harassing B, in New York, because B takes a “politically incorrect” position on issues of race and sex. C, in California, learns about the harassment, is indignant, and sues A, seeking an injunction. B, however, distrusts C’s ability to prosecute the suit to a conclusion satisfactory to B. Maybe C is a conservative “public interest” law firm that is more interested in dramatizing the issue of political correctness than in getting an injunction that will save B’s business. The requirement of standing prevents C from suing, and by doing so places the exclusive right to sue in the hands of the person to whom the right probably is most valuable.

The legislative process presents a marked contrast to the judicial. There is no rule against taking into account the deserts of the people affected by proposed legislation. The adversary system, with its comparison of concrete interfering activities that assures that questions of relative costs are always close to the surface of the controversy, is absent. Above all, the legislative tools for redistributing wealth are much more flexible and powerful than the judicial. Ordinarily the only way a common law court can redistribute wealth is by means of (in effect) an excise tax on the activity involved in the suit. It is not easy to redistribute wealth by this means.2 And it is hard to imagine common law courts’ creating minimum-wage law in order to redistribute wealth. It would be difficult for courts to obtain the information necessary to know where to fix the wage, and, more important, they would hard-pressed to justify their action in creating a minimum wage except on distributional grounds that do not command a consensus; the courts’ action would therefore be perceived as nakedly political.

That may be why the welfare state did not take off before income taxation was introduced (of course the causality could go in the opposite direction). With an income tax in place, redistribution is more efficiently achieved by raising income tax rates than by adopting inefficient legal rules. Although both excise taxes (or legal rules functioning like excise taxes) and income taxes impair the efficient allocation of resources, as we know—and let’s assume they impair it by the same amount—the deadweight cost of an inefficient legal rule is likely to exceed the deadweight cost of the slight increase in income tax rates that would be necessary to achieve the same amount of redistribution as the legal rule.3

If courts do not have effective tools for redistributing wealth, it is to the benefit of all interest groups that when courts are enforcing common law principles they should concentrate on trying to increase the aggregate wealth of society by making the principles and case outcomes efficient.

All this is not to suggest that society could be well governed just by judge-made law. The requirement of legal standing limits the occasions on which a court can make or modify a rule. It cannot act when the need for a new rule or for a modification of an old one first becomes apparent; it must wait until a concrete legal dispute comes to it for resolution. This will not do when new law has to be made in a hurry, or when a big change in law is desired. That is one reason for the presumption that while a statute is to be applied prospectively a new judge-made doctrine is to be applied retrospectively. Another reason is that a change in judge-made law is more likely to be anticipated, because judges articulate and tend to adhere to established principles rather than merely responding to changes in public opinion. Judges who are not subject to democratic control through the electoral process may be considered unfaithful agents of the citizenry, even tyrants, unless they demonstrate that they are operating within the scope of delegated authority. On both counts—scope and anticipation—a change in judge-made law upsets fewer expectations than a legislative change, though this of course is true only on average. Some statutes are applied retroactively4 and some judicial changes in law only prospectively because of the effect that retroactive application would have on settled expectations. Notice that courts would be less “activist” if they were required always to make their rulings retroactive, because such a requirement would increase the cost of sudden large changes in judge-made law.

Legislative lawmaking is sometimes more efficient than judicial lawmaking even when there is no need to change the law abruptly or drastically. The facts of litigated cases may not illuminate the need for legal reform. Businessmen may (at some cost) restructure their activities to avoid inefficient judge-made rules. And because judges are required to give reasons for the rules they create, they hesitate to create arbitrary rules, yet often an arbitrary rule is more efficient than a more nuanced rule, let alone than a standard. Compare a rule requiring an appeal to be filed within 30 days of the final judgment in the trial court with a standard requiring an appeal to be filed within a reasonable time after the judgment. Such rules play an enormous role in the legal system, and the vast majority are created by legislatures and other rulemaking bodies rather than by judicial opinions.

The “judges” in this analysis are common law, not civil law, judges. Civil law judges, as we know, are less likely to play a large role in rulemaking or (a related point) to be independent from the rest of government. Civil law courts are thus more democratic than common law courts in the sense of being more tethered to legislatures, which are elected, than appointed U.S. judges, who exercise broad, legislative-like discretion not only in common law cases but also in constitutional and statutory ones.

§20.3  The Economic Theory of Legislation

An institutional difference between courts and legislatures that is worthy of separate consideration is the greater reliance on the electoral process for the selection of legislators than for the selection of judges.1 That process creates a market for legislation in which legislators “sell” legislative protection to those who can help their electoral prospects with money or votes. This market is characterized by acute free-rider problems. Someone who is within the protective scope of some proposed piece of legislation will benefit from its enactment whether or not he makes any contribution, financial or otherwise, to obtaining its enactment. There is a close analogy to cartelization, an analogy reinforced by the fact that so much legislation seems designed to facilitate cartel pricing by the regulated firms. The analogy helps to explain why consumers fare badly in the legislative process: They are too numerous to organize an effective “cartel” in support of or in opposition to existing or proposed legislation.

While the factors that predispose an industry to cartelization (discussed in §10.1 supra) thus are relevant to predicting who will succeed and who will fail in obtaining legislative protection, there are important differences between the ordinary cartel and the politically effective coalition. In particular, fewness of members plays a smaller role in the legislative than in the market arena. The fewer competitors there are in a market, the easier they will find it to organize a private cartel that is unlikely to be detected, and hence their demand for legislative protection may be less than that of an otherwise similar but more numerous set of competitors.2 Second, since the antitrust laws do not, and could not constitutionally,3 forbid competitors to collaborate in influencing legislative action (as distinct from setting price jointly), free-rider problems are more readily overcome in the legislative than in the market arena. And third, to the extent that the number of firms seeking legislative assistance is positively correlated with the number of individuals employed by or otherwise economically dependent on the firms, or if individuals (for instance, the members of some profession or other occupational group) are seeking such assistance, large numbers, while complicating the free-rider problem, may have an offsetting effect by increasing the group’s voting power.

These factors may explain why monopolistic regulations are more common in areas like agriculture, labor, and the professions—areas in which private cartelization would generally be infeasible because of the large numbers who would have to join any private cartel for it to be effective—than in highly concentrated industries such as steel and aluminum. Nevertheless we would expect successful interest groups to be relatively small, and homogeneous, much as with effective bargaining units in a plant (see §12.2 supra). Fewness of members reduces transaction costs, increases the cost of free riding (by making it less likely that there will be anything to take a free ride on—each member of a group is more important to its success the fewer members there are), increases the benefits of redistribution, and makes organized opposition less likely by reducing the cost per opponent. To grasp the last two points, notice that if a group of ten takes $20 from 100 others, the cost per transferor is only 20¢ and the benefit per transferee $2; if the size of the groups is reversed, the cost is $2 per transferor and the benefit only 20¢ per transferee.

The reader may wonder why politically effective groups4 should procure such seemingly inefficient methods of transferring wealth to themselves as limiting entry or price competition. A one-time lump-sum cash transfer to the industry, equal to the present value of the anticipated profits from a regulatory limitation of competition, would give the industry the benefits of reduced competition without its deadweight cost in reduced output (see §9.2 supra). But how would the funds for the cash subsidy be raised? By taxation, which as we saw in Chapter 18 has the same kind of substitution effects as monopoly. More important, the fact that the wealth transfer brought about by regulatory limits on competition is implicit (and indeed often very difficult to estimate) raises the information costs of opponents of the transfer, compared to an explicit budget item—a very large item, difficult to escape notice, for it would be a lump sum equal to the entire present value of the legislators’ largesse. And if to reduce its visibility the transfer is paid out over time, it will attract new entry into the industry and the anticipated gains to the firms that obtained the largesse will be dissipated.

All this makes interest groups sound pretty bad. But the real economic objection is not to interest groups but to the use of the political process to make economic decisions. Since the benefit of voting to the individual is negligible in any practical sense—vanishingly close to zero, in fact, in any but the most local election—it doesn’t pay the average voter to invest much in learning about the different candidates or the policies they espouse.5 Moreover, voters don’t vote for policies (initiatives and referenda, authorized in some states, are an exception) but for representatives. Voters cannot enforce their representatives’ electoral promises other than by voting against them at the next election (if they even stand for reelection)—there is no counterpart to the fiduciary principle that constrains agency costs in other principal-agent settings. And in choosing between candidates, voters are choosing between packages of promised policies. Neither package may be particularly attractive. Indeed, they could be equally unattractive, if, for example, the voter preferred policies A and B to C and D, and Candidate X promised A and C and Candidate Y promised B and D.

Interest groups play an essential role in providing information to the electorate and in financing political campaigns. They also help to overcome another problem of using voting to allocate resources, which is that votes do not reflect intensity of preferences, as voting with dollars in a market does (“putting your money where your mouth is”). Suppose a candidate offers a package of policies (heavily weighted, say, in favor of anti-Semitism, inflation, and subsidies for small businesses) that would confer an average benefit of $1 on each of 200,000 voters but an average cost on the remaining 10,000 voters of $1,000. The package would be inefficient, but unless the minority opposed to it could form an interest group to outspend the candidate, he might well be elected.

Moreover, many laws (most criminal laws, for example) are not the product of narrow interest groups. Although an interest group is less cohesive the larger it is, if the benefits sought by the group are great enough it may still be able to overcome free-rider problems, especially if the opposition is itself diffuse.6 But notice that once a law that is in the public interest is adopted, interest groups may form that have a private interest in expanding its reach, quite possibly beyond the efficient limit, as well as in defending the law if changed conditions make the law no longer in the public interest. Corrections officers, policemen, and criminal defense lawyers have a pecuniary interest in the criminal justice system even though that system is not the product of narrow interest-group pressures.

The role of interest groups is blunted in the judicial system, as is strikingly evidenced by the common law’s early and steadfast rejection of the proposition that competition is a tort—a proposition that underlies much regulatory legislation. Besides the procedural differences between judicial and legislative rulemaking noted in the preceding sections, the election of judges, though very common at the state and local level, is generally less partisan and expensive than elections for legislative and executive officials (though this is changing). By acting through elected officials, it is true, interest groups can and do influence judicial appointments. But once the judge takes office he is substantially insulated from interest-group pressures—at the federal level, where there are no elections and few promotional opportunities, almost entirely so.

One way of limiting the influence of interest groups on the legislative process is to limit the amount of money that may be spent in political campaigns.7 This approach was taken in the Federal Election Campaign Act Amendments of 1974.8 The ceiling on contributions reduces the comparative advantage that a group able to overcome free-rider problems enjoys in making large contributions to politicians. But there is a loophole: The Act permits the sort of nonpecuniary contributions that only an interest group can supply, for example, union members’ personal services, organized and contributed by their union. The 1974 Act may itself be an example of special-interest legislation, the benefited group being the federal legislators themselves. The Act favors incumbents in the same way a limitation on commercial advertising expenditures would favor producers of existing brands. A new product often requires heavy advertising to acquaint potential customers with its existence and advantages; the same is true of a fresh face in the political market. But probably the allocative (as distinct from the distributive) effects of limiting political advertising are less serious than would be the effects of limiting commercial advertising. This is not only because of the distortions created by interest group pressures but also because of the greater incentive for fraudulent political than for fraudulent commercial advertising, because of the greater uncertainty about the “product” offered by the politician. Uncertainty increases the propensity for fraud, as does the fact that many politicians are not planning to remain in the market indefinitely. For example, a President who is running for reelection faces no market penalty if he fails to fulfill promises made in the campaign, since if he is reelected he will be a lame duck because of the two-term limitation.9

§20.4  Statutory Interpretation in a World of Interest Group Politics

The conventional lawyer’s understanding of statutory interpretation is that the court endeavors to discover and give effect to the intentions of the enacting legislature. This is consistent with viewing the legislative process as one dominated by deals among interest groups; in this view legislative enactment is a bargained sale and the same methods used in the interpretation of ordinary private contracts are appropriate. The process of discovering legislative intent, however, is more difficult than that of discovering the intent behind an ordinary contract because of the plural nature of the enacting body. The statements of the individual legislators, even of legislative committees, cannot automatically be assumed to express the views of the “silent majority” that is necessary for enactment. Furthermore, the proponents of interest group legislation may conceal the true objective of the legislation in order to increase the information costs of opponents. Yet to some extent at least, this reticence is self-defeating. What is concealed from the public is likely to be concealed from the judges, leading them to construct a public interest rationale that may shape judicial interpretation in a way that blunts the redistributive thrust of the legislation. Sometimes judicial interpretation amplifies that thrust: when the judge personally favors redistribution, or when the judge misses a compromise designed to blunt the redistributive thrust of the legislation. The second factor is often overlooked when judges create a private damages remedy for violation of a regulatory statute because they think the statute would be enforced more effectively if victims of violations were allowed to bring damage suits. They may be right to think that (see §24.1 infra) but not to assume that the statute was meant to be enforced with maximum effectiveness. Maybe the statute’s opponents were strong enough to force a compromise that limited the efficacy of the statute by not authorizing private enforcement of it. If so, judicial creation of a private damages remedy would undo the compromise.

Judges sometimes look at postenactment legislative history to cast light on the meaning of a statute. That is a mistake. The balance of power in the legislature may well have shifted since the statute was enacted, and the postenactment legislative history may be an effort to undo the deal struck by the earlier legislators.

Occasionally judges will use the policy embodied in one statute to cast light on the meaning of another, much as if the first statute were a judicial precedent. The danger is that this will undermine the deal cut in the second statute, as well as extending, in effect, the first statute well beyond its intended domain, thus upsetting the deal cut in that statute as well. Only if both statutes were public interest statutes would it make sense to use the first as a reason for reading the second a particular way.

The utility of economics in statutory interpretation is not limited to reminding judges to watch out for interest groups. Conscious that information is a costly good, the economist can also remind the judge that it is unrealistic to assume, as judges sometimes do, that every word in a statute has a distinct function in imparting meaning to the statute. Costs of information may result in both omission and redundancy, often in the same statute. Moreover, redundant statutory terms, just like raising one’s voice in a telephone conversation when the connection is bad or repeating a telegram to make sure it’s received,1 serve efficiency by overcoming noise in the communication channel. So redundancy may be deliberate, making it a mistake to strain to find different meanings for the redundant terms, as that will alter the statute’s intended meaning.

In statutory areas in which conventional methods of interpretation leave the judge in doubt, the judge’s interpretation is likely to reflect his priors. It has been urged that in such cases the judge should lean in favor of the interpretation that will promote efficiency.2 The proposal underscores the fact that in cases of interpretive uncertainty statutory “interpretation” is not really interpretive, but is rather a form of judicial policymaking (see §20.6 infra).

§20.5  The Independent Judiciary and Interest Group Politics

We know from Chapter 4 that in the case of private contracts, unless performance is simultaneous on both sides of the contract or desire for future business can be relied upon to assure faithful performance, the contracting parties will insist that there be a court or arbitrator—an independent third party—to turn to for enforcement of the contract. But there is no legal enforcement mechanism for applying sanctions to the legislature that fails to carry out its bargain with an interest group. If the airline industry obtains from Congress (as it did in 1938) legislation designed to foster monopoly pricing while preventing the entry of new competitors that such pricing would ordinarily attract, the enacting Congress cannot prevent a subsequent Congress from amending the legislation in a way unfavorable to the airlines, or indeed from repealing it altogether (as finally occurred—but only after 45 years). It is true that congressional bad faith would reduce the present value of legislative protection to interest groups in the future, and hence the congressmen’s future welfare. But for many individual congressmen, especially those who did not expect to remain in Congress for long, the benefits from repudiating a previous Congress’s deal might outweigh the costs. When the initial vote on enacting the legislation is close, the defection from the winning coalition of only a few congressmen, as a result of retirement or defeat at the polls, might lead to repeal in the next session of Congress, since the newly elected congressmen have no commitment to honor the deals of their predecessors.

The stability necessary for long-term legislative deals is supplied by the procedural rules of the legislature and the independence of the judiciary. The most significant procedural rule is the requirement that legislation (including amending or repealing legislation) must be enacted by a majority of the legislators voting. This requirement makes legislative enactment a difficult and time-consuming process because of the transaction costs involved in getting agreement among a large number of individuals. Once a statute is passed, therefore, it is unlikely, given the press of other legislative business, soon to be substantially altered or repealed.1 The impediments to legislation endow legislation with a measure of durability, thereby increasing the value of and hence the demand for legislation.

Granted, the impediments also reduce the productivity of expenditures on obtaining legislation in the first place. But under plausible assumptions the increase in the value of legislation will exceed the increase in its cost, as illustrated in Figure 20.1. D1 represents the demand curve for special interest legislation under the assumption that the benefits from the legislation will be limited to a single period (the term of the enacting legislature). The demand curve slopes downward because some groups will obtain greater benefits from protective legislation than others and therefore will be willing to pay a higher price to obtain it. MC1 is the cost to the legislature of enacting such legislation. The net benefits of the legislation, presumably divided between the legislators and the interest groups, are thus the area ABC. If, however, those benefits are obtainable over a longer period than the term of the enacting legislature, the demand curve becomes some vertical multiple of D1 (such as D2),2 and the net benefits of the legislation are greater (DEF) than in the single-period model even though the costs of enacting the legislation are also greater (MC2).

Some legislation is ineffective without substantial annual appropriations by the legislature either to pay a periodic subsidy or to defray the expenses of a public agency charged with enforcing the statute. Legislation incomplete in this sense at the time of enactment is much less valuable to its beneficiaries, who may have to “buy” the legislation anew every year. So quite apart from the problem of attracting entry (see §20.3 supra), we would expect interest-group legislation typically to take a form that avoids the necessity for substantial annual appropriations. Legislation creating regulatory agencies that use power over rates and entry to redistribute wealth is an important example: The annual budgets of these agencies are trivial in relation to the redistributions that they bring about. And when direct subsidies are used, their funding is often made independent of further legislative action by the device of the earmarked tax, as in the interstate highway and Social Security programs.
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The problem of legislation that requires substantial annual appropriations to maintain its effectiveness is illustrated by the experience with Prohibition. The supporters of Prohibition were able to obtain a constitutional amendment—normally a particularly durable form of legislation. But prohibiting the sale of alcoholic beverages required a massive law enforcement effort that subsequent Congresses were unwilling to appropriate enough money for, with the result that the constitutional amendment was effectively nullified, and it was repealed in 1933 after having been in effect for only 13 years.

No legislation is completely self-enforcing. If the people subject to a law refuse to obey it, recourse to the courts is necessary. A judiciary that was subservient to the current membership of the legislature could effectively nullify by interpretation legislation enacted in a previous session of the legislature. Judges are less likely to do this if the terms of judicial tenure make them independent of the wishes of current legislators.3

Since, however, an independent judiciary is a source of costs as well as benefits to the legislature, we would expect the judiciary to be given less independence the shorter the expected duration of special-interest legislation. This may be one reason why, as one moves down the ladder from the federal to the state to the local government level, one finds shorter terms for judges and greater reliance on election rather than appointment as the method of selecting them. The more confined or local the jurisdiction of a legislature, the less scope it has for redistributing wealth. If in consequence interest groups are unlikely to seek durable compacts from state and local legislatures anyway, the political branches will be less willing to pay the price of an independent judiciary.

§20.6  What Do Judges Maximize?1

We have seen that when judges are the makers of the substantive law the rules of law will tend to be consistent with the dictates of efficiency but when judges are applying statutes will tend to do so in accordance with the terms of the original “deal” between the enacting legislature and the beneficiaries of the legislation. Can these propositions be reconciled with each other and with the economist’s assumption that people are rational maximizers of their self-interest? Judges are people, and therefore can be assumed to seek to maximize their utility, but the rules governing the judicial process have been designed not only to prevent the judge from receiving a monetary payoff from deciding a case in a particular way but also to minimize the influence of personal and class loyalties, friendship, ideology, temperament, and interest groups on his decisions. The effectiveness of these insulating rules has been questioned. An older literature argued, for example, that a judge who owns land will decide in favor of landowners, the judge who walks to work in favor of pedestrians, the judge who used to be a corporate lawyer in favor of corporations. But when a particular outcome would promote the interests of a group to which the judge no longer belongs (my last example), the judge’s self-interest is not advanced by selecting that outcome, although his previous experience, ideology, or ethnic or other sociocultural identity markets—in short his priors—may lead him to evaluate the merits of the case differently from judges of different backgrounds.

Least likely to figure significantly in a judge’s decisions is the possible increase in his income from ruling in favor of a broad group, such as pedestrians or homeowners, to which he still belongs. The trivial personal financial benefit that he is likely to derive will almost always be outweighed by the penalties, mild as they are (professional criticism, reversal by a higher court, etc.), for deciding a case in a way perceived to be unsound or biased. It is not surprising that attempts to link judicial policies and outcomes to the personal economic interests of the judges have foundered2 and have pretty much been given up.

This is not to deny the role of judges’ self-interest in explaining judicial behavior or the value of a utility-maximizing model of judicial behavior,3 but only to deny that money is a major component of most judges’ utility functions,4 especially the utility functions of federal judges, who have lifetime tenure and rarely resign to go into law practice, where they would make more, often much more, money. But all that this means is that in analyzing judicial behavior as self-interested we need to focus on the nonmonetary elements of a utility function.

For many judges (one would hope for all) an important element is compliance with internalized norms of impartiality, neutrality, and in short expected, respected judicial behavior. But other elements found in many judges’ utility functions are self-interested in the normal selfish sense. One is leisure preference, or effort aversion (which is not quite the same thing, because effort is a function of intensity as well as of time). Since judges don’t receive raises as a reward for good work, we would not expect an increase in judicial salaries to elicit harder work from judges. Indeed, if leisure is assumed to be a superior good (a good the demand for which rises with income), an increase in judicial salaries might lead to judges’ working less hard. That would not be the only effect, however. The higher salary would reduce judicial turnover and increase the number of candidates for judgeships. It might also change the mixture of candidates in favor of those who attach more importance to income than the average candidate for a judgeship when judicial salaries are lower. Low wages have a sorting effect, and sometimes they separate out aspirants whose only motive is financial—not the sort of persons we want for judges.

The danger that increasing judicial salaries might actually lead judges to work less may explain why Congress in 1991 coupled a substantial pay increase for federal judges with a substantial tightening of the restrictions on judges’ income from moonlighting (mainly teaching). The restrictions reduce the opportunity cost of time devoted to judging. At the same time, however, they reduce the opportunity cost of leisure, so it is far from certain that the restrictions lead to greater judicial output on balance.

We can’t be confident that an increase in judicial caseloads elicits harder work from judges. This is not because the judges are working to their maximum capacity but because they can respond to the increase, without sacrifice of leisure, by spending less time on each case or simply by taking longer to decide cases, allowing their backlogs to increase. By the same token, adding judges to a court is unlikely to produce a proportionate increase in output since, feeling under less pressure to dispose of cases, some judges won’t work as hard.5

One form that effort aversion often takes is reluctance to dissent, since writing a dissent (or even just editing a law clerk’s draft dissent) takes time, and a dissent does not reduce the number of majority opinions that the judge is assigned to write and also irritates the judges in the majority. That irritation, even if it does not lead to retaliation against the dissenter, reduces collegiality, creating a nonpecuniary cost (less attractive working conditions).

Dissent aversion may explain why a federal appellate panel in which the judges were not all appointed by a President of the same party is likely to decide a politically controversial case, such as a sex-discrimination or abortion case, differently from a panel all of whose judges were appointed by a President of the same party.6 Specifically, studies find evidence of ideological “moderation of the majority position when a panel contains two rather than three judges appointed by a president of the same party.”7 One possible explanation is that the odd man out acts as a whistleblower. Another is that he may bring to the panel’s deliberations insights that the other judges, with their presumably different priors, may have overlooked. But a bigger factor may be differences among panel members in intensity of preference for a particular outcome, as proxied by the ideological distance between the dissenting judge and his majority colleagues with respect to the particular case—the greater the distance, the likelier a dissent—coupled with dissent aversion. If one judge feels strongly that the case should be decided one way rather than another, while the other two judges, though inclined to vote the other way, do not feel strongly, one of them may decide to go along with the third to avoid creating ill will, perhaps hoping for reciprocal consideration in some future case in which he has a strong feeling and the other judges do not. Once one judge swings over to the view of the dissentient judge, the remaining judge is likely to do so as well for similar reasons or because of dissent aversion.

Ideological disagreement is unlike a disagreement over the best means to a shared end because ideological disputants rarely argue from shared premises. A liberal on a panel with two conservatives is unlikely to produce facts or arguments to change the ideology of his colleagues, or vice versa. But if he feels more strongly about how the case should be decided than the other judges, this implies that he would derive greater benefits from a decision of the case his way than they would deciding it their preferred way, and therefore that he would be willing to incur greater costs to get his way, as by writing a dissent. His threat to dissent is thus a credible threat to impose costs on his colleagues (the costs arising from their dissent aversion) if they refuse to yield to his preference. If those costs exceed the benefits to at least one of his colleagues of deciding the case his preferred way because the colleague does not feel strongly about the outcome, that colleague may well give way.

Ambition is another element in the utility function of some judges; judges are known to angle for promotion, as by imposing long sentences on criminal offenders,8 a distinctly unpopular segment of society. Still another component of the judicial utility function is prestige. Consider the effect on the quality of the federal judiciary of a substantial increase in the number of federal judges, as is urged from time to time. By increasing the ratio of judges to cases such an increase would reduce judicial workloads, making a judgeship more attractive to a person who valued leisure highly. At the same time, by increasing the ratio of judges to lawyers or to citizens, an increase in the number of judges would reduce the prestige of a judgeship. Hence such an increase could be expected to alter the candidate pool for judgeships away from prestige-maximizers and toward leisure-maximizers.

A part of many judges’ utility function is a desire, natural in a system in which judges have rulemaking power by default because of the many gaps and ambiguities in the statutes that undisciplined legislatures produce, to influence public policy. When they exert that influence in the guise of statutory interpretation, they are playing a game, in the game-theoretic sense, with the legislature. If judges of this character dominate the Supreme Court, we can predict that a decision by the Court interpreting a federal statute is unlikely to be overruled by Congress during the same congressional term in which the decision is rendered. The Court would not gain anything from a futile act and therefore would not adopt an interpretation that would be promptly nullified. But the Court cannot foresee the future perfectly, so it is not surprising when its interpretive decisions are occasionally nullified (for the future—Congress does not overrule judicial decisions, but can overrule for the future the rule stated in a decision) in a later term of Congress. An unforeseen change in the composition of Congress may have altered the political lineup perceived by the Court when it rendered the decision.9 The same analysis helps to explain—what indeed is analytically the same point—the extreme sensitivity of some judges to being reversed by a higher court: The reversal wipes out the effect of the judge’s decision both on the parties to the immediate case and on others, similarly situated, whose behavior might be influenced by the rule declared by the judge.

Decision according to the original tenor of legislation may be explicable in similar terms. Unless judges decided questions of statutory interpretation so, the independence of the judiciary would cease to perform an essential function in a political system built to a considerable degree on the interplay of interest groups, and might therefore be curtailed by the legislature, with a concomitant loss of judicial power.10 Yet “originalist” judges who are politically savvy are faced with a conflict.11 If they interpret a statute strictly in accordance with the legislators’ understanding, and the political balance in the legislature has shifted, their interpretation may result in a quick overruling of the statute by the current legislature. If instead they give the statute a reading that preserves its core, but nudges it a little way toward the current legislators’ preferred policy, the legislature, with its crowded agenda, may decide to let the statute remain unamended. A policy-oriented, politically conscious, interpretively flexible approach may in the end produce a result closer to the original legislative intent than an originalist approach.

The explanation for the other datum with which this section began, the implicit economic content of the common law, may seem straightforward with regard to those areas—contracts mainly, but also large stretches of property and torts—in which transaction costs are low. In such areas inefficient rules of law will be nullified by express agreement of the parties, while persistent judicial defiance of economic logic will induce contracting parties to substitute private arbitration for judicial resolution of contract disputes. In areas of the common law in which there is no antecedent relationship between the disputants, such as criminal law and most torts, the courts are not subject to the same competitive constraints. Yet there could be more pressure for efficient rules in areas of high transaction costs, since in areas of low transaction costs the parties may contract around an inefficient rule so effortlessly that no cases are brought to challenge the rule and therefore no occasion to reexamine it arises.

The fact that not all judges, even of the same court, have identical utility functions is important. Of particular importance is that some judges may be aggressive policymakers and others prefer a mixture of leisure with a solid professional reputation and avoidance of controversy. The policymaker will have a greater impact on law, while adherence to precedent serves leisure and reputational ends and will be the tendency of the judges whose utility functions prominently feature these goods. This helps explain how the common law may be efficient even if most judges are indifferent to efficiency. If cases not controlled by precedent require legislative-type policy judgments that the policymaking judge is likely to base on economic intuitions, the decisions in those cases will bear the stamp of economic logic. Decisions following them based on precedent will also bear that stamp even though the judges making these decisions do not conceive of their role as being that of policymakers.

Reference to political or policy-oriented judging raises the specter of judicial agency costs. These are apt to be high in a system in which judges are largely insulated from control by either carrot or stick. The threat of legislative intervention if judges go “too far” establishes some outer limits to judicial discretion. In addition, federal judicial candidates are carefully screened, consistent with the general employment principle that an employer who cannot evaluate an employee’s output directly (or act on the basis of his evaluation) will tend to base hiring, salary, promotion, and firing decisions on observable inputs instead, that is, on ex ante signals of quality. So one expects—and finds—that the more secure the tenure of the judges in a particular legal system, and hence the more difficult it is to control their behavior, the more careful will be the screening for the job by the appointing authorities. Assuming, moreover, that people have generally stable preferences and that behavior has a strong habitual element, the older a person is when he is appointed to a job the more predictable his performance in it will be; that is one reason why, the higher the court, generally the older the average age of the judges on it.

Judicial agency costs should be distinguished from political judging. The many studies that confirm that the political party of the appointing president is a good predictor of a judge’s votes in a wide variety of cases proves nothing more than that there is a large open area in American law, that is, an area in which conventional legal materials do not dictate the outcome and the judge is forced to make a policy judgment, which being such a judgment will inevitably be influenced by political or ideological preferences. The formalist methodology that’s supposed to enable judges to decide cases however indeterminate-seeming with no reference to a judge’s idea of sound public policy is “not nearly as scientific as [it] pretends to be…. Judges should reject pious conceptualizations…in contemplating their proper roles, and instead embrace their inevitable roles as de facto policy makers”12 in many cases and those generally the most important. A problem of judicial agency costs arises only when the looseness of the principal’s control over the judge-agent enables the latter to make decisions driven by a preference that is too personal, too idiosyncratic, to be considered legitimate.

The concept of the judicial utility function can explain some puzzling features of our judicial system, such as the enormous disparity in dissent rates between the federal courts of appeals and the Supreme Court: roughly 8 percent versus 60 percent. In part this just reflects the fact that court of appeals judges usually sit in a panel of three judges whereas the Supreme Court (except in cases of recusal) hears cases as a panel of nine. Even if all judges have the same propensity to dissent, there will be more dissents the more judges hear a case. But not seven and a half times as many. Effort aversion, conflict aversion, and policymaking preference may explain the rest of the difference. The federal courts of appeals have heavier workloads than the Supreme Court, so the effort cost of dissent is greater. At the same time the policymaking benefit of dissenting is less because courts of appeals rarely overrule their own precedents. This is related to workload: Decision according to precedent economizes on the time of the judges, because it means following a previous decision rather than thinking through the merits of the appeal from the ground up. The Supreme Court is less constrained by its precedents not only because it has more time on its hands but also because the impact on policy of a Supreme Court decision is much greater than in the case of the courts of appeals, so the Justices are less reluctant to sweep away a precedent that is blocking their preferred policy outcome. A dissenting Justice thus may have a realistic hope that the decision from which he is dissenting will someday be overruled, and his dissent will become the law.

§20.7  The Economic Theory of Democracy

Thus far in this chapter, the democratic political process has been described almost entirely in terms of legislators, viewed as agents of interest groups, and judges. An interest-group theory of the political process is incomplete. It must be embedded in a larger economic theory of the democratic process.

Such a theory, usually called elite or competitive democracy, was proposed by the economist Joseph Schumpeter.1 In it members of an elite (the political or governing class) compete for office and power, with the voting public functioning, most of the time at any rate, as little more than an audience whose applause (votes) determines which elite contestants prevail. “The democratic method is that institutional arrangement for arriving at political decisions in which individuals acquire the power to decide by means of a competitive struggle for the people’s vote.”2 Thus political competition is analogous to economic competition, with votes taking the places of sales, and power taking the place of profits, and with the two sides of the market sharply differentiated—the sellers representing the active side, the buyers the passive. In economic as in political markets, the buyer does not design the product; he chooses from a menu presented to him by the sellers. The benefits of the division of labor are obtained by creating a corps of specialists in governing, namely the elected representatives and the other officials, thus freeing up the time of the rest of the citizenry for specialization in other pursuits.

The resulting separation in outlook and knowledge between governors and governed corresponds in economic markets to the separation in outlook and knowledge between sellers and consumers. But while the buyers in economic markets have strong financial or otherwise self-interested incentives to choose carefully between competing sellers, and usually have enough knowledge to be able to determine which seller is offering the better value, the citizen—the buyer in the political market—seems to have no incentive to vote at all, let alone to invest in learning which candidate offers the greater value. For a single vote will not swing the election. And he is asked to buy a “product”—the candidate and the candidate’s likely policies—the value of which is almost impossible to determine even if the voter irrationally invests a great deal of time and effort in studying the candidates and the issues.

Another way to state the difference between the economic marketplace and the political marketplace is that the “goods” in the latter are not priced. Price is a cheap and accurate signal; it compacts enormous information. High-income consumers can use price as an index of quality; low-income consumers use price to guide them to the cheapest goods consistent with minimum quality. There is no counterpart signal to guide the voter.

In addition, there are greater economies of scale in political than in economic markets and therefore stronger monopolistic tendencies. The reason is the serious information problems that afflict political markets. “The scale of political activity is large…because many [political] offices tie together numerous activities…. An electorate with a limited amount of political information finds it easier to place one person in charge of many activities than to choose one person for each activity.”3 As a result, the only important U.S. political parties are national, and there are only two of them, making political competition duopolistic. Duopolists, as we know, often collude rather than compete vigorously with each other.

But the economic perspective also offers some reassurance concerning the democratic process. Consider voter apathy. If one looks at the buying side of a well-functioning consumer market, one sees what could be termed apathy but could equally be termed contentment. Buyers do not need to be alert, assiduous shoppers when they rightly believe that the market in which they are buying is competitive; they have reasonable assurance that the products offered them by the market will be of comparable, and satisfactory, price and quality. Sellers in a competitive market, however vigorously they compete with one another, offer products that are comparable in price and quality—otherwise it would be not a competitive, but a monopolized, market. The same is true in the political marketplace, and therefore the frequent Tweedledum-Tweedledee character of major-party competition in the United States does not indicate that competition is not working. (On the contrary, the highly polarized character of political competition in the United States at this writing is indicative of market failure.) Also, in political as in economic markets, relatively uninformed “consumers,” that is, the voters, can and do use information shortcuts to make up for their information deficits, such as inferring a candidate’s suitability from the identity of his supporters and opponents.4

The fact that most consumers are not actively shopping for most products at any given time acts to dampen changes in demand and supply, averting sudden gluts and shortages that would ensue if the entire consuming public flocked all at once to a new product. Prices would change until equilibrium was restored, but changing prices is not costless and meanwhile there would be uncertainty, queuing, disemployment, and other economic problems. The interest in stability is even greater in the political sphere because of the potentially disastrous consequences of sudden sharp changes in political governance. Imagine if all citizens were avid students of political theory and became mesmerized by the radically disinterested political theory of a charismatic political entrepreneur and as a result elected officials who wanted to change the course of the nation 180 degrees. One thing that holds that prospect at bay is that most citizens are interested not in what is best in some sense for the nation or the world but rather what is best for themselves. A concern with self creates resistance to radical social change.

The economic theory of democracy acts as a corrective to public choice theory, which emphasizes government’s failures to govern in the public interest. Democratic theory acknowledges the point but notes that the failure is the price of democracy, or probably simply the price of government, as nondemocratic regimes are almost always less efficient than democratic ones. The frictions of government are costly, but so is transportation. We accept the need for transportation and therefore the costs incident to it, and we should do likewise with respect to government.

A suggestive parallel to the economic theory of democracy is provided by the controversy over “corporate democracy.” Recall from §15.8 the concern about the separation of ownership and control in the modern corporation. The shareholders of a large publicly traded corporation are its nominal owners, corresponding to the electorate in the political system, and they elect the directors, who in turn appoint the management. However, like the politicians in Schumpeter’s theory of political democracy, the directors and managers of the corporation are the real “rulers” and have their own interests, which may diverge from those of the shareholders. The Securities and Exchange Commission has attempted to encourage greater shareholder participation in corporate management by requiring management to include shareholder proposals in the proxy materials that are distributed to a corporation’s shareholders in advance of their annual meeting.5 The attempt has failed.6 Like voters, most shareholders of publicly traded corporations have only a small stake in the corporations whose shares they own—too small to give them an incentive to invest significant time and effort in monitoring the performance of corporate management. Still, the board of directors, elected by the shareholders, has the power to oust management, and the existence of this power both provides incentives to management to perform well (or at least not too badly) and enables management to be replaced when it flounders disastrously. The role of the electorate in the political market is similar.

Universal suffrage has value, moreover, as a method of reducing political rent-seeking, since unrepresented people are a natural prey for rent-seekers who have their hands on the levers of governmental power. In addition, the larger the electorate is, the more difficult it is for the would-be rent-seekers to forge electoral coalitions for the exploitation of electoral minorities, because the costs of organizing rise with the number of people who must be brought into the organization for it to be effective. It used to be feared that democracy would encourage the plundering of the rich, simply because they are a minority. But the costs to the majority of thus killing the geese that lay many of the golden eggs limit this form of exploitation. The more heavily the rich are taxed, the less taxable income they will generate, so that at sufficiently high rates of taxation the net transfer to the rest of the population will be negative.7

Reflection on rent-seeking also helps to explain and justify the limitations on democracy that are created by constitutional and other supermajority requirements for legislative action, discussed later in this book. Without such limitations, winning majority control of the legislature would be much more valuable to the winner, and so factions would expend greater resources on the struggle for that control. The additional resources would be largely wasted from a social standpoint, especially if the goals of the contestants were to achieve maximum power by extinguishing democracy.

Does regulation of campaign contributions and tactics make democracy a more or a less efficient method of organizing the political marketplace? The Bipartisan Campaign Finance Act (McCain-Feingold), enacted in 2002, among other things requires contributors above a certain monetary threshold to reveal their identity to the Federal Election Commission, where the information is available to the public. The Act further requires that ads sponsored by the candidate himself or his campaign committee must acknowledge that sponsorship so that the reader or viewer doesn’t think the ads are disinterested. The Act also (1) raises the limit on individuals’ campaign contributions (“hard money”) from $1,000 to $2,000 per candidate and (2) forbids “soft money” contributions, that is, contributions not to a candidate or his party but instead to “independent” groups that buy ads during political campaigns but do not expressly endorse candidates. Most such ads actually are closely coordinated with the campaigns of particular candidates.8

The Act’s aim is not to limit total campaign expenditures but to reduce the influence of the wealthiest donors and also to make campaign advertisements less misleading by forcing disclosure of their sponsors. Generally, it is inefficient to try to place limits on advertising. This is true even though advertising has something of an arms’ race character; to the extent that the advertising of competing products is mutually offsetting and so does not shift consumers from one product to another, it has no net social product. But to limit advertising would be to deny sellers full use of an important competitive tool. It would, as noted in §20.3 supra, have a particularly deleterious effect on new entry into markets—since a new entrant may have to spend heavily on advertising to overcome settled consumer preferences for existing brands—including the entry of new candidates into political markets. McCain-Feingold does not limit a candidate’s expenditures directly, but does so indirectly by forcing him to raise money from many different individuals. Limiting campaign advertising, whether directly or indirectly, also operates as a subsidy to newspapers and other news media. The less political advertising there is, the more dependent the public is on the media for information and opinion about political campaigns. This may explain why the media strongly support campaign finance reform.

The fear that animates laws limiting campaign contributions has three principal aspects. First, the incentive to engage in fraudulent and otherwise misleading advertising is greater in the political market because voters are less wary than consumers since the individual voter has so little at stake in casting a correct vote. Maybe, therefore, it would be good if voters got more of their information from the media rather than from political advertising. But this ignores the fact that voter interest and turnout are likely to be greater the more campaign advertising there is; to the extent that advertising by contenders is not offsetting, it increases demand for their product—that is, it increases the amount of voting.

Second, it is feared that unlimited contributions undermine democratic choice. A handful of very wealthy people could, if allowed to do so, provide a candidate of limited popular appeal with a campaign war chest of hundreds of millions of dollars, and by sheer volume of advertising could generate substantial electoral support for him. Wealthy people are allowed to spend as much of their own money on their campaigns as they want, which indeed has attracted some eccentric candidacies, and the prospects for “buying” elections would be enlarged if they could contribute unlimited amounts to others. But what this shows is the inefficiency of allowing the wealthy to spend money only on their own candidacies. It induces underspecialization. If the wealthy person is allowed to contribute to another candidate, his expenditure on campaigning will be on average more productive, because wealth and the ability to be an effective political candidate are not well correlated. Also, forcing a candidate to raise money from a multitude of people rather than only from rich people limits the field of selection of candidates by compelling candidates to spend a great deal of time in fund raising. By making candidates work harder to raise the same amount of money, it actually increases the cost of fund-raising, though an offset may be that slightly less is raised overall; an increase in the cost of a commodity will result in less being demanded.

Third is the concern that campaign contributions, when large in amount, are a form of thinly disguised bribery—corporations and wealthy individuals would not give substantial money to a political candidate without an expectation of a quid pro quo. Bribery is illegal, but not the kind of “soft” bribery that consists of campaign contributions that the recipient knows will diminish or disappear in the future if he constantly votes against measures important to his contributors. Yet as we know, one weakness of democracy as a method of allocating resources is that votes are not weighted by intensity of preference, as they are in the market, and campaign contributions are a method of expressing intensity of preference. The problem is that private and social benefits may not coincide, and the more concentrated the private benefits and the more diffuse the social benefits, the less likely is an allocation of resources guided by the weight of campaign contributions to produce the social optimum.

However, because voters have so little incentive to study political ads carefully, there is merit in trying to induce skepticism in voters by requiring, as McCain-Feingold does, the revelation of the names of the sponsors. For then it may be transparent to even the inattentive voters that the sponsors seek a private and inefficient transfer as a fruit of supporting a particular candidate with their campaign contributions. Another sensible limitation on the operation of a completely free political marketplace is the prohibition against buying votes. Because a single vote cast in a general election has essentially no chance of changing the outcome, a vote has little instrumental value. Therefore, many people would be willing to sell their votes for trivial sums—especially those people who are eligible to vote but do not intend to bother doing so. And especially if they thought that other people would be willing to sell their own votes for a modest price. One can even imagine the political equivalent of a two-tier tender offer (see §15.9 supra): an offer to purchase the first million votes tendered for $25, the next million for $20, and so on.

Doubtless the market price of a vote would be higher the greater the political parties’ demand for votes. But even if it were as high as $100, many candidates and their backers could afford to purchase millions of votes. Such purchases could open a huge wedge between public opinion and electoral outcomes.

§20.8  Democracy, Elected Judges, and Judicial Term Limits

If democracy has significant efficiency properties and is in any event the preferred form of government, doesn’t this imply that judges should be elected? In fact, as we know, judges are elected in most U.S. states.

An elected judge is subject to constraints that have only weak counterparts in other types of judiciary. The first and more obvious is that, provided he is elected for only a limited term and therefore must stand for reelection if he wants to continue in office, he is subject, as a tenured federal judge is not, to a form of performance review. Second, and closely related, the elected judge has to be more sensitive to public opinion than a judge whose tenure does not depend on the whim of the electorate. Only a handful of cases, primarily those involving notorious crimes, will interest a significant portion of the electorate, but in those cases we can again expect a systematic bias to creep in. For example, in a state that has capital punishment, because only the most egregious murders are eligible for such punishment judges may tilt against murder defendants.1 In addition, we can expect elected judges to tilt more than appointed ones in favor of a litigant who is a resident of the judge’s state when the opposing party is a nonresident.2

Third, the judge has to be able to raise money to conduct his electoral campaign, and the primary donors to judicial election campaigns are the lawyers who litigate in the judge’s court. If the lawyers on both sides in the principal practice areas—such as lawyers for medical malpractice patients and lawyers for medical malpractice defendants—gave equal amounts of money to judicial candidates, the situation would be much like that regarding arbitrators: The judge would have an incentive to steer a middle course in his rulings in such cases. But in fact the stakes in particular practice areas are often systematically asymmetrical, and in that event an elected judiciary is likely to display a systematic bias.

Putting these points together, we can expect elected judges to be less independent politically than appointed ones, especially appointed judges with lifetime tenure. Yet this is not necessarily a bad thing, and not only because of the spur to effort that lacking job security can impart. In addition, the decisions of elected judges tend to be more predictable than those of appointed ones.3 The reason is precisely that elected judges are less independent; the independent judge is likely to have a more complex decision calculus, since he can’t just put his finger to the political wind. Moreover, if the existence of an elective judiciary signifies a legitimate democratic preference for aligning judicial and popular attitudes more closely than in a nonelective system, then a judge who defies public opinion is not only unlikely to be reelected; he is, it can be argued, paradoxically a bad, even a usurpative, judge. The other side of this coin, however, is that the more uniform public opinion is, the more important judicial independence is in safeguarding minority rights. Judicial independence is likely to be most valued by politicians where political competition is intense, because “by establishing an independent court, politicians currently in office make it more difficult for successors to alter the policies passed today.”4

Oddly, although an elective judiciary is more democratic than an appointive one in the Anglo-American setting, it would not be more democratic than a career judiciary, found in legal systems not of Anglo-American origin. When legislative codes are comprehensive and judges are formalists in the sense of enforcing the codes as written rather than using them as the starting point for the development of legal standards, the democratic legislature is calling the legal tune and the judges really are just executing decisions made by the democratic process.

An elective judiciary limits the field of selection. Most people are temperamentally unsuited for electoral politics and in any event are not good at it, though they may have just the suite of abilities required in an excellent judge. The number of people who have both political and judicial talent is probably very small, and there may even be a degree of incompatibility between the two kinds of talent.

Federal judges not only are not elected; they are appointed for life, and are extremely difficult to remove. This gives them a monarchical air; and there is principled opposition to the degree to which the U.S. Supreme Court has thrown its weight around in dealing with highly contentious political issues. Might not term limits be an answer? For whether in the academy or in the judiciary, life tenure is a formula for abuse. It eliminates any penalty for shirking; and the salary structure of federal judges (all judges of the same rank are paid the same, and there are very few ranks) eliminates the carrot along with the stick. This suggests the possible desirability of imposing term limits on judges—say, ten years (a common term for judges of constitutional courts in foreign countries). This would limit the length of service of the shirkers and also create an incentive for good performance because the judge would want to secure a good job after his judicial term expired. The downsides are that judges would be distracted by having to make arrangements for another job at the expiration of their terms; their decisions might be distorted by desire to curry favor with potential future employers; more rapid turnover of judges would reduce legal stability; and it would be more difficult to attract able candidates by reducing their career flexibility. These might not be compelling arguments were it not for the careful screening of federal judicial candidates, which eliminates from the appointment pool the candidates most likely to shirk, especially since, with most such judges appointed in middle age, there is abundant information concerning their work ethic.

The case for term limits for Supreme Court justices is stronger. The Supreme Court is largely, though not entirely, a political court—almost a third branch of the legislature—and life tenure for politicians is profoundly undemocratic. And with increased longevity, justices are likely to be serving very long terms into very old age; this strengthens the argument for Supreme Court term limits.

§20.9  An Antitrust Approach to Democracy

The economic theory of democracy suggests possible ways of limiting the bad effects of the duopolistic structure of the U.S. political system. The danger of collusion between competitors, including competing political parties, is acute when there are only two, unless collusion would invite the formation and rapid growth of a third party and would thus be self-correcting. The quality and responsiveness of the policies and the candidates that two ideologically similar parties serve up to the electorate are likely to be far from optimal if there is no meaningful threat of entry by a third party that can offer better policies and candidates. The significance of third parties thus lies in keeping the major parties on their toes, and even, in an analogy to (economic) “competition for the market” (for example, competition to obtain an exclusive cable-television franchise that will confer monopoly power on the franchisee; see §14.11 supra), in occasionally knocking out one of the major parties and replacing it with a minor one. Even when that does not happen, one or both of the major parties might copy a third party’s policies and even “raid” it for candidates, which is all to the good.

Between them, however, the two parties control every state’s political system and can pass whatever laws are in their joint interest. However vigorously the two parties compete against each other to win elections, they have a joint interest in deterring the entry of a third party unless one of the major parties is confident that the third party will draw more votes from the other major party than from itself.

Not that entry by a third party into the electoral arena should be made completely costless. Unless there are some barriers to third parties, ballots would list so many candidates that voters would be hopelessly confused. Confusion is similarly an objection to allowing all candidates to participate in all televised debates among candidates.

Measures that protect incumbents as distinct from protecting the major parties, and thus limit electoral competition even within the limited scope allowed by a two-party system, should likewise be viewed critically. Incumbents have strong natural advantages in that competition, akin to those of entrenched monopolists in economic markets. The difficulty of new entry is particularly acute in political markets because of the winner-take-all character of political competition. A new entrant in an economic market who obtains a 10 percent market share may be able to survive quite nicely; a candidate who obtains 10 percent of the vote, or for that matter (if there are only two candidates) 49 percent, is a loser, period.

Term limits for legislators curtail the advantages of incumbency, but there are downsides. The shorter a legislator’s expected term of office, the less likely he is to support legislation that involves future benefits but present costs. Term limits also reduce the incentive to acquire political skills by reducing the payoff from acquiring them and create more lame ducks, who are likely to be unresponsive to the interests of the electorate (a “last-period” problem). But the lame-duck problem must not be exaggerated. If it were truly serious, why would the electorate ever reelect someone—the president, for example—who was ineligible to run at the end of his new term?1 The answer may be that the candidate would not have been elected the first time had his policies not been in accord with those of his constituents, and, if so, that accord can be expected to continue even when he is not looking forward to running again.

Referenda and especially initiatives, the principal devices of direct democracy in modern governments, serve the important purpose in a two-party system of enabling collusive deals between the parties to be broken.2 This point brings out the antitrust character of the policies under discussion. The initiative is a method of “backward integration,” by which customers break up supplier cartels by entering the cartelized market and competing with the existing suppliers.

Antitrust policy comes in different forms; which is most appropriate to the regulation of the democratic process? Compare two models. One, which is static, emphasizes the beneficial effect on the allocation of resources of having a number of competing firms. The principal effect emphasized is that of forcing price down to marginal cost (see §9.3 supra). The analogy in the political arena would be a system in which there were a number of political parties, each representing the interests of some segment of the population and, together, representing all those interests and maximizing welfare (in the sense of interest-appeasement), at least cost, through compromise among the parties.

A contrasting, dynamic model originates in Schumpeter’s famous concept of “the gale of creative destruction” (see §9.4 supra). He argued, we recall, that economic welfare is maximized over time as a result of a succession of monopolies. What is important in his analysis is not the number of competitors at any moment but that the existing competitors not be able to entrench themselves against new entry. And that may well be the most important thing in political markets: not that there be a multiplicity of parties but that new parties (such as the Republican Party of Lincoln in 1860), or new coalitions within existing parties (such as the coalitions that gave Franklin Roosevelt his presidential electoral victories), not be blocked by the existing political formations.
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CHAPTER 21



THE PROCESS OF LEGAL RULEMAKING

§21.1  The Body of Precedents as a Capital Stock

This chapter continues the discussion begun in the preceding one of the processes by which law is created and of the institutions that create it. The emphasis is on judges. They are the authors of the common law; but in the American legal system, even in statutory fields many of the rules of legal obligation are judicial glosses on the legislature’s enactments.

A decision by an appellate court establishes a precedent,1 a basis or cause for deciding a similar case the same way. The efficacy of precedent depends, however—paradoxical as this may seem—on judges’ having the power to overrule a precedent. If it can’t be overruled, the fact that subsequent cases conform to it is not evidence that the judges in those cases think the precedent sound, and so the accumulation of precedents dealing with the same question will convey no information about the soundness of the rule that the cases establish; whereas if the judges could have overruled the original precedent, but did not, this is some evidence that they consider it sound.2 But it would be more precise to say that it is evidence merely that they think it sound enough not to be overruled. They might prefer that the case have been decided differently, but the economizing value of decision according to precedent would be lost if the judges reconsidered precedents in every case.

The body of precedents in an area of law can be thought of as a stock of capital goods—specifically a stock of knowledge that yields services over many years to potential disputants in the form of information about legal obligations. Capital goods depreciate; the value of the services that they yield declines over time. This can result either from the physical wearing out of the good or from obsolescence—a change in the environment that reduces the value of the services that the good yields. The former type of depreciation is irrelevant in the case of information, but the latter is highly relevant; accident law that was developed to deal with collisions between horse-drawn wagons will be less valuable when applied to automobile collisions.

The fact that a capital good depreciates does not mean that the capital stock must shrink. That depends on the rate of replacement of capital goods. As old precedents obsolesce, eventually ceasing to be a part of the usable stock of precedents, new ones are added to the stock through litigation.

The depreciation rates of precedents can be estimated by using the number of citations to a decision as a proxy for the decision’s precedential value.3 It turns out that precedents depreciate more rapidly in a field in which there is substantial statutory activity—a precedent based on the interpretation of statutory language is likely to become obsolete when that language changes—and general legal capital depreciates more slowly than specific legal capital, for the more general a rule the less likely it is to be rendered obsolete by technical or statutory change; the rule of Hadley v. Baxendale4 is a good illustration. Precedents of the U.S. Supreme Court depreciate more slowly than those of the federal courts of appeals. The Supreme Court is more selective in its choice of cases to review—indeed, unlike the Supreme Court a court of appeals cannot decline to decide a case within its jurisdiction—and the Court can be expected to select for decision cases of greater generality in order to get more bang for its limited buck. The alternative theory that Supreme Court precedents depreciate more slowly because they are more authoritative, i.e., valuable, is economically unsound. The rate at which a good depreciates is not a function of its value. Computers depreciate more rapidly than screwdrivers.

§21.2  Production of Precedents

The capital stock of precedents is the joint product of the lawyers and judges engaged in the argument and decision, respectively, of cases, mainly appellate ones. An odd feature of this production process is that the producers are not paid. Neither the judges nor the lawyers in Hadley v. Baxendale received any royalties or other compensation for a precedent that has guided decision in many thousands of cases and, even more important, has structured the commercial relations of millions of buyers and sellers. But before concluding that the production of precedents is suboptimal, we must consider the character of precedents as a by-product of the litigation process. A great deal of factory smoke is produced even though there is no market for it, because of the demand for goods whose production yields smoke as a by-product. So it is with precedents and litigation.

Settlement out of court is cheaper than litigation. Only if each disputant expects to do better in the litigation than his opponent expects him to do are the parties likely to fail to agree on settlement terms that make them both consider themselves better off compared with how they anticipate faring in litigation (see §22.5 infra). Uncertainty is a necessary condition of such a divergence of estimates. It can be either factual or legal but only legal uncertainty is relevant. If it is great, there will be much litigation, including much appellate litigation. But since litigation, especially at the appellate level, generates precedents, the surge in litigation will lead to a reduction in legal uncertainty, causing the amount of litigation to fall in the next period. Eventually, with few new precedents being produced, legal uncertainty will rise as the old precedents depreciate (because they are less informative in a changed environment), and the increased uncertainty will evoke a new burst of litigation and hence an increased output of precedents. Thus, even though there is no market for precedents as such, the production of precedents will rise when their social value rises as a consequence of increased legal uncertainty and fall as that value falls.

This analysis assumes that judges are interested in producing precedents. Such an assumption is a natural extension of the model of judicial behavior sketched in the last chapter. Deciding a case by applying a precedent economizes on the judge’s time and effort; he doesn’t have to rethink the issue in the case from the ground up. In addition, a precedent projects a judge’s influence more effectively than a decision that will have no effect in guiding future behavior. That’s a reason judges follow as well as make precedents1 and therefore why lawyers argue cases on the basis of precedent. Another reason judges follow precedent is that if the current generation of judges doesn’t do so, the next generation is less likely to follow the precedents of the current generation because the next generation’s judges are less likely to be criticized for not following their predecessors’ decisions. The costs to judges of professional criticism are modest, but because the rules of judicial tenure and compensation attenuate the usual incentives that operate on people, judges are likely to be influenced by what in most walks of life is a weak force (criticism).

There is, however, a free-rider problem. The judge who disregards a precedent in his zeal to establish his own contrary precedent may impair only trivially the practice of decision according to precedent; the private costs of his act may be smaller than the private gains. But the structure of appellate review keeps the free-rider problem in check. The judge who disregards precedent will be reversed by a higher court that has no interest in letting him impair the practice of decision according to precedent in order to magnify his own influence. In each jurisdiction there is a supreme court whose decisions are not subject to further review. And within that court the free-rider problem is diminished. If the justices of the Supreme Court disregard precedent in their decisions, they know they’re reducing the probability that their own decisions will be given weight as precedent by future justices.

Other factors pushing judges to follow precedent are that it reduces their decision costs, that by curtailing judicial discretion it counters perceptions of judges as being politically irresponsible legislators, and that disregarding precedent would increase the amount of litigation by reducing legal certainty, and the increase in litigation would create pressure to add new judges (thereby diluting the influence of the existing judges), to try to make each judge work harder, or to substitute arbitral and administrative tribunals for courts and thereby diminish judicial power.

Judges both apply precedents and sometimes overrule precedents, but in addition they frequently “distinguish” precedents, and—when “distinguishing” is not, as it sometimes is, just a euphemism for “overruling”—this is an important technique for making law more efficient.2 To distinguish a case is to accept its basic principle but to qualify it in light of information obtained from subsequent cases. So the first case in a line of cases might decide that a threatening gesture is actionable as a civil assault, but the second case—a case in which the defendant had said to the plaintiff, “If you weren’t older than I, I would plunge this sharpened pencil into your eye”—might qualify the principle by ruling that a threatening gesture is not actionable if the threat is negated by the words that accompany it. Distinguishing preserves the insight of the judges in the earlier case but adds to them insights obtained by judges in later cases on the basis of the different facts (information) in the later cases. Overruling a precedent, in contrast, writes down its value to zero, and a practice of frequent overruling destabilizes law.3

The role of distinguishing in amplifying the information base of law argues for judicial diversity. Diverse judges bring different perspectives to bear, increasing the likelihood of distinguishing a precedent and by doing so refining existing law.

§21.3  Statutory Production; Rules Versus Standards

The production of statutes may seem a straightforward process compared to the production of precedents as a by-product of litigation. But then why has so much law remained judge-made rather than statutory? In fact, the costs of statutory production of rules are high. The enactment of a statute requires the agreement of a majority of the legislators, and transaction costs are high when there are hundreds of parties to the transaction. This also means that a legislature’s productive capacity is difficult to expand. Adding legislators may actually reduce that capacity by increasing the transaction costs of enactment. But reducing the number of legislators, although by reducing the costs of each enactment it might increase the number of statutes that the legislature could produce, would increase agency costs. The electorate for each legislator would be larger and this would reduce the individual voter’s incentive to monitor his representative’s performance. And maybe we don’t want to make it too easy to legislate (see §25.2 infra).

The limited capacity of legislatures helps explain the enormous growth in administrative agencies during the past century (an additional explanation is suggested in Chapter 24) and also helps explain why statutes are so often ambiguous. One way to reduce the length of a negotiation is to agree on less—in the legislative context to leave difficult issues for future resolution by the courts. So if courts adopt a policy of narrow interpretation of legislation (strict construction), they will reduce the effective output of the legislature by reducing the scope of each statute. Thus judges who are interpretive literalists are not the faithful servants of the legislature that they pretend to be. Rather they increase the cost of the legislative process by making legislators have to legislate more to cover the same ground. A related paradox is that the more costly legislative enactment is, the broader are statutory rules likely to be and hence the greater the judges’ latitude of interpretation.

Courts too have to choose between making broad and narrow rules, so let us consider more systematically than in §14.1 supra the tradeoffs between broad (general) and narrow (specific) rules—between, for example, forbidding unreasonably fast driving and forbidding driving in excess of a specified speed limit. Rules tend to be simple and clear, which reduces enforcement costs and makes it easier for observers to evaluate the court or other agency that applies the rules to particular facts. The simplicity of rules and the ease of monitoring compliance with them make them especially attractive for societies in which the judiciary is prone to incompetence and corruption.1 Yet often rules aren’t really simple and clear. Because of pressure for exceptions and the boundary issues created by exceptions, it may be unclear whether a particular case falls within the general rule or within one of its exceptions.

Rules tend to be crude, because they exclude relevant facts (such as, in the speed-limit example, traffic conditions, weather and time of day, emergencies, and driver skills); they thus rest on a narrower information base than standards. That exclusion also makes them somewhat arbitrary, and as a result counterintuitive. “Being careful” is intuitive; driving below 50 mph is not, which is why speed limits have to be posted. Rules, in contrast to standards, tend also to separate rule creation from application: Legislatures promulgate rules; courts apply them. Common law courts both create and apply standards, and there are efficiency gains from vesting both functions in the same organization.

The disadvantages of rules are the advantages of standards. Standards are flexible; intuitive; and generate and utilize more information, including information available only after the standard has been adopted and applied; a serious problem with rules is that they exclude from consideration factors the significance of which was not realized when a rule was promulgated. Standards also make it easy to merge the maker with the applier of the standard—it is often the same entity, namely the same court. But standards are vague; costly to administer because open-ended; and difficult to monitor compliance with by the court or other body that enforces the standard. The more that courts are distrusted, whether because of suspected corruption, incompetence, or a lack of resources for determining facts accurately, the more attractive rules become as the sources of the law applied by the courts.

To control behavior through a set of detailed rules rather than through a general standard involves costs both in translating the standard into a set of precise rules initially and then in revising the rules from time to time to keep them abreast of changing conditions; as already noted, a specific rule will obsolesce more rapidly than a general standard. The costs of governance by rules are particularly high for bodies like the Supreme Court or Congress, where every rule is costly to promulgate. But the benefits of particularization often outweigh the costs. These benefits are obtained at three levels: in guiding the courts themselves, in guiding the behavior of the people subject to the rule, and in guiding the behavior of the parties in actual disputes. (Discussion of the last of these benefits is deferred to the next chapter.)

 

1. One can imagine the common law having a single decisional standard—some version of the Hand Formula—that the courts would apply anew in every case. But the information costs to judges and juries of determining the efficient outcome of every dispute would be enormous. The existence of specific rules limits the scope and hence cost of the judicial inquiry; in economic terms, the search for a local maximum is substituted for the more elusive quest for a global maximum.

 

2. If a law is unclear, prospective violators will discount (multiply) the punishment cost of the violation not only by the probability that they will be caught (see §7.2 supra) but also by the additional probability, significantly less than one, that the law will be held applicable to the conduct in which they engaged. Thus the deterrent effect of the law will be reduced. Also, the law’s vagueness will create a risk that legitimate conduct will be found to violate it. This will further reduce the law’s deterrent effect because that effect depends on the difference between the expected punishment cost of unlawful and of lawful conduct.2 It will also deter some legitimate activities, as stressed in Chapter 7. So the point is not that vagueness reduces the total deterrent effect of the law, but that it reduces the intended deterrent effect. The unintended deterrent effect is particularly significant when the legitimate activity that is deterred is more valuable socially than privately. Then even a slight increase in its costs (attributable to the threat of punishment) may greatly reduce the private demand for the activity, and in doing so may impose substantial social costs. This may explain why the Supreme Court has held that overbroad criminal statutes are constitutionally impermissible when the conduct regulated by the statute is closely related to the expression of ideas.3 The social value of ideas often exceeds their private value (as we shall see in Chapter 29) because of the absence of an adequate system of property rights in ideas.

This analysis also suggests why less vagueness is tolerated in criminal statutes than in civil ones, even when there is no danger to freedom of expression. Since, as we know from Chapter 7, criminal sanctions are more costly than civil ones, the social costs of punishing legitimate conduct as a result of the vagueness of the legal rule are greater and therefore a greater investment in particularizing the law is cost justified. Also relevant is the fact that one cannot insure against criminal penalties. Even a small probability of punishing criminally a lawful activity may induce risk-averse people to forgo the activity even if the activity’s social value is great.4

The more exact and detailed a rule, the more likely it is to open up loopholes—to permit by implication conduct that the rule was intended to forbid. Being “precise” means specifying, and therefore limiting, the circumstances in which the rule applies. The loophole effect can be minimized by making the rule deliberately overinclusive—for example, establishing a speed limit below the optimal speed in normal driving conditions. The costs of overinclusion are lower the milder the sanction and the lower the costs of transacting around the rule. One is therefore not surprised to observe (1) greater use of strict liability in tort and contract than in criminal settings5 and (2) many rather arbitrary rules in those property and commercial law settings in which the rules can be transacted around at low cost; these are settings in which the lawyer’s precept that often it is more important that the law be settled than that it be settled right can be given an economic justification.

The clarity of a rule can be deceptive. Rules create pressure for exceptions, and the combination of a rule and its exceptions may be little different in practical terms from a standard, especially if ad hoc exceptions are allowed to multiply in order to improve the fit between an initially rigid rule and a changing social context. A standard is more apt to invite explicit balancing of competing considerations (the legal counterpart to economic cost-benefit analysis). Rule administration may bring balancing in through the back door to resolve disputes over the scope and meaning of the rule and its exceptions. For in deciding whether to classify a particular practice within the rule or within one of its exceptions, courts may appeal, whether overtly or covertly, to a standard thought to underlie or animate the rule.

Furthermore, while a particular rule may be very simple, the entire set of rules necessary to cover the same ground as a standard is likely to be more complex than the standard. The negligence standard is simpler than the traffic code. Standards tend to be intuitive while rules tend to be arbitrary, because the rulemaker is trading off substantive rationality against administrative cost. On both counts—complexity and nonintuitiveness—regulation by rule tends to impose heavier information costs on the persons subject to the regulation than regulation by standard. But the vagueness of standards exerts an opposing effect and the information costs of the regulators may be less under a regime of rules because the facts relevant to liability are fewer and so the costs of legal determination are lower.

We saw in Chapter 7 that when a criminal violation of the tax laws is charged, the prosecutor must prove that the defendant knew what his obligations under those laws were, a type of proof not required when the defendant is charged with murder or robbery. The implicit judgment is that the information costs of compliance with complex or arbitrary, but in either case nonintuitive, rules are higher than those of compliance with fundamental moral standards. A more complex set of rules may reduce regulatory and judicial costs but at the same time reduce voluntary compliance because of the high costs of information. Resources saved by the administering agency in determining whether known conduct is in compliance with law may have to be expended on stepped-up investigations of possible noncompliance.

Some legal scholars are hostile to economic analysis of law because they think it undermines legal rights by dissolving all issues into cost-benefit analysis. The issue turns out to be related to the choice between rules and standards. The criticism is that at bottom the economist believes that every legal rule either has or should have exceptions that transform it into a standard that ultimately depends on a balancing of costs and benefits. So, for example, the economist is accused of believing that the rule forbidding the use of a coerced confession as evidence in a criminal trial contains an implicit exception: unless the benefits of such use outweigh the costs in a particular case.

The issue is modeled in Figure 21.1. The vertical axis is the monetized equivalent of benefits and costs of coerced confessions. The horizontal axis is the number of such confessions. B depicts the marginal benefits (in increased certainty of convicting the guilty) of using coerced confessions as evidence in criminal trials and is shown as falling as the number of coerced confessions used increases. C depicts the marginal costs of such use (in erroneous convictions, in the pain and humiliation inflicted on the person forced to confess, etc.), and is shown as rising with the number of such confessions. The intersection, n, denotes the optimum number of confessions. If only a few coerced confessions are permitted, the police will confine themselves to cases where the excess of benefits over costs is very great and will tend therefore to avoid the use of the device where either the benefits are small or the costs great.

Suppose that, distrusting the ability of courts to balance costs and benefits in confession cases and wanting all doubts to be resolved in favor of the defendant, the law forbids all but the mildest coercion (any custodial interrogation is somewhat coercive) and then only if there is no other way of obtaining evidence essential to convicting perpetrators of major crimes. This rule, depicted by the unbroken vertical line in Figure 21.1, reduces the number of coerced confessions to n′. In effect the cost curve has been raised to C′ in order to take account of hidden or subtle costs, thus allowing only some coerced confessions—those in the (shrunken) region to the left of the intersection of the new cost and unchanged benefit curves.

But this adjustment leaves intact the basic premise of Figure 21.1—that a rule-plus-exceptions approach, though distinct from a standard, is commensurable with it.6 The rejection of the premise is depicted in Figure 21.2, in which the costs and benefits of coerced confessions are depicted, plausibly, as a function of the amount of brutality used to extract the confession. B now has both a rising and a falling region, because when only a little brutality is applied little useful information is obtained, while, as more brutality is applied, for a time more valuable confessions are obtained but eventually they decline in value as defendants begin confessing merely to avoid unbearable pain. Let nr denote the effect of a rule that forbids the use of any confessions except those obtained either without any coercion at all or with just the minimum coercion entailed in questioning a person, however briefly and nonthreateningly, while the person is in custody. This rule-plus-exception cannot be translated into a standard, because if we raise C to its intersection with B at nr this implies that the confessions obtained with minimum brutality—the confessions to the left of nr, which the rule in fact permits—are forbidden because their costs (C′) exceed their benefits, while a number of other confessions—those between nr and nr1—are permitted that the rule in fact forbids. In this example, the economic approach to rules is indeed incompatible with the noneconomic approach.7 The decision of which approach to take is moral rather than economic.
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A final point to note about rules versus standards is that, in between the two and a favorite of many judges is the “multifactor test.” This is generally an open list of factors that judges are to consider in deciding, for example, whether in a particular case to award the prevailing party’s legal fees, or to find trademark infringement. The tests tend to be open-ended: They may list three or seven or ten factors, yet add that the list is not exhaustive. The result is to make the test, despite the aura of precision created by enumerating specific factors for judicial consideration, much closer to a standard than a rule—and for the additional reason that the factors are rarely weighted, so the judge is left uncertain whether, in a seven-factor test, for example, where four factors line up on one side of the case and three on the other, he should decide in favor of the party that has more factors in the party’s favor.

§21.4  Stare Decisis

The discussion in the preceding section suggests an important reason besides judicial self-interest (including effort aversion) why decision according to precedent is preferred to deciding every case afresh on the basis of first principles. The latter approach would be the equivalent of decision according to a broad standard. It would have the drawbacks discussed in the preceding section plus the procedural costs associated with great uncertainty that are discussed in the next chapter. Hence the more comprehensive and particularized a nation’s statutory code is, the less emphasis we can expect to find placed on stare decisis, as we noted in the preceding chapter with reference to the Continental European judiciaries. We would also expect stare decisis to be less rigidly adhered to the more rapidly society is changing. Change makes many precedents irrelevant and some unsound. In both situations there is rapid depreciation but in the first the precedent simply is no longer used and in the second it must be overruled.

Decision according to precedent reduces the costs of litigation by enabling the parties to a case, and the tribunal also, to use information that has been generated (often at considerable expense) in previous cases. If it has been held in 20 cases that an electric crossing signal is required at busy railroad crossings, the marginal gain in knowledge of the relevant costs and values from incurring the expense of a trial in the twenty-first case may be smaller than that expense. A rule of the common law emerges when its factual premises have been so validated by repeated testing in litigation that additional expenditures on proof and argument would exceed the value of the additional knowledge produced. The faster the relevant social and economic conditions are changing, however, the greater will be the value of the additional knowledge, and hence the less valuable will be adherence to precedent.

But stare decisis has a downside: “path dependence” (see §§8.1, 10.11 supra): where you end up may depend on where you start out from even if, were it not for having started where you did, a different end point would be better.1

The best-known, although quite possibly spurious, example of path dependence in the economic literature concerns the typewriter keyboard. According to the economic historian Paul David, the keyboard was designed to limit typing speed in order to prevent constant jamming of the keys. The jamming problem disappeared with the advent of electric typewriters and word processing, yet we are stuck with the old keyboard because the costs of getting agreement among manufacturers on a new keyboard and of “retooling” the millions of people who were trained on and have become habituated to the old one are prohibitive.2 We can thus expect to observe path dependence when transition costs are high relative to the benefits of change, and they tend to be high when transition requires a high degree of coordination.

Path dependence is an important phenomenon in law, a striking example being the influence (discussed in Chapter 31 of this book) of the country of origin of a nation’s legal system on the nation’s current laws, even though its legal system may have been evolving independently for hundreds of years.3 Further evidence of the importance of path dependence in law is that the convergence of legal systems is much slower than the convergence of economic institutions. The laws and legal institutions of the different states of the United States differ more than the economic practices and institutions of the states do, and the differences are still greater and more mysterious in a cross-country comparison, even when comparison is confined to countries whose economic and political systems, and levels of education and income, are similar to ours. The reason for path dependence in law is not a coordination problem, however, as in the typewriter-keyboard example. It is the cost to businesses and individuals of adapting to a sudden change in law by changing practices that they had adopted and are following in reliance on the law before it changed. This is especially clear with respect to laws that establish property or contract rights. In addition, judges, and legal professionals in general, may be so bereft of good sources of information for deciding novel cases or reforming the institutions of the law to conform to social changes that their most efficient method of deciding cases and resolving issues of institutional design is to stick closely to precedent and cede to legislatures the major role in adapting the law to change.
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CHAPTER 22



CIVIL AND CRIMINAL PROCEDURE

§22.1  The Economic Goals of Procedure

The objective of a procedural system, viewed economically, is to minimize the sum of two types of cost. The first is the cost of erroneous judicial decisions. Suppose the expected cost of a particular type of accident is $100 and the cost to the potential injurer of avoiding it is $90 (the cost of avoidance by the victim, we will assume, is greater than $100). If the potential injurer is subject to either a negligence or a strict liability standard, he will avoid the accident—assuming the standard is administered accurately. But suppose that in 15 percent of the cases in which an accident occurs, the injurer can expect to avoid liability because of erroneous factual determinations by the procedural system. Then the expected cost of the accident to him will fall to $85, and since this is less than the cost of avoidance to him ($90), the accident will not be prevented. The result will be a net social loss of $10—or will it?1

We must not ignore the cost of operating the procedural system. Suppose that to reduce the rate of erroneous failures to impose liability from 15 percent to below 10 percent would require an additional investment in procedure of $20 per accident.2 Then we should tolerate the 15 percent probability of error, because the cost of error ($10) is less than the cost necessary to eliminate it ($20). It doesn’t matter whether the purpose of the substantive rule at issue in the case is to promote economic efficiency. So long as a dollar value can be placed on the benefits of a correct decision, the costs of making such a decision can be compared with the costs of error.

This type of comparison is implicit in the Supreme Court’s opinion in Mathews v. Eldridge,3 which held that in deciding how much process is due to someone complaining that the government has deprived him of property the courts should consider the value of the property, the probability of erroneous deprivation because the particular procedural safeguard sought was omitted, and the cost of the safeguard. In Hand Formula terms, due process is denied when B < PL, where B is the cost of the procedural safeguard, P is the probability of error if the safeguard is denied, and L is the magnitude of the loss if the error materializes.

Of course, as with the Hand Formula itself, it is rarely possible (or at least efforts are rarely made) to quantify the terms.4 But the formula is valuable even when used qualitatively. Let the question be whether the owner of an apparently abandoned car should be notified, and given an opportunity for a hearing, before the car is towed away and sold for scrap. The probability that the car wasn’t really abandoned, but broke down or was stolen, is not trivial, and the cost of a hearing is modest relative to the value of the car; so maybe, as most courts have held, the owner should be entitled to the hearing. But suppose we are speaking not of abandoned but of illegally parked cars. Since the cars are not about to be destroyed, the deprivation (L) is much less than in the case of the abandoned car. The probability of error is also much lower, because ordinarily the determination of whether a car is illegally parked is cut and dried. And the cost of a predeprivation hearing is very high; if the owner has to be notified before the car is towed, he’ll remove it and the deterrent effect of towing will be eliminated. So courts hold that due process does not require a predeprivation hearing in the case of illegally parked cars.

What weight should be given to the fact that the payment of a parking ticket is a transfer payment, whereas an abandoned car is likely to be junked? Not as much as one might think, because if the error rate in the ticketing of parked cars was substantial there would be adverse effects on driving and on parking. For example, if ticketing were random, there would be more illegal parking because the incremental probability of being ticketed if one were parked illegally would be nil.

§22.2  The Costs of Error in Civil Cases

Figure 22.1 depicts the effects of erroneous judicial determinations. D represents the value of a unit of safety equipment, in accident costs avoided, as a function of the quantity of equipment purchased; so D is the marginal product of safety equipment. C represents the cost of the equipment. Value is maximized when the purchase of safety equipment is carried to the point, q, at which D and C intersect. If the industry is fully liable for the cost of accidents, D becomes the industry’s demand for safety equipment and the optimum quantity will be installed. But if because of legal error the industry can expect to be liable for only p percent of the costs of the accidents it inflicts, its demand for safety equipment will fall to D′ (equal to p × D), and it will purchase only q1 of safety equipment, resulting in a social loss of L. The effect of error on the industry’s behavior is the same as that of a tax on gross receipts (see §18.3 supra).
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But the analysis is incomplete in two important respects. First, whatever causes errors in favor of the industry in some cases (lying witnesses, for example) will cause errors in favor of accident victims in others, and this will shift D′ to the right. Still, it is likely that, on balance, D′ will lie below D. All errors in favor of the industry move D′ downward; only some errors against the industry move it upward. An error that inflates the industry’s liability in cases in which it has been negligent or otherwise culpable (the accident victim convinces the court that his damages are greater than they really are) will tend to make safety equipment more valuable to the industry and thus raise D′. But if the error results in liability when additional safety equipment would not have reduced the industry’s liability (the accident may not have occurred at all, or may have been caused by someone other than a member of the industry), the industry will have no incentive to purchase additional safety equipment, and D′ will not increase.

Second, the social cost of a reduction in the industry’s incentive to avoid accidents is likely to be partially offset by the increased incentive of victims to avoid accidents. A downward shift of D′ increases the expected uncompensated accident cost to victims and therefore their incentive to prevent accidents. Although avoidance by victims in these cases will be less efficient than avoidance by the injurers (for otherwise liability or partial liability would have been placed on the victim by application of the doctrine either of contributory negligence or of comparative negligence), and there would be no error, there will be some offset.

Legal error may alter substantive rules de facto. Recall that the contract doctrine of impossibility aims to shift certain losses entirely from promisor to promisee (see §4.5 supra). The possibility of legal error creates some probability that the promisor will be stuck with the loss, so that viewed ex ante the doctrine is really one of loss sharing rather than loss shifting. Error blurs the dichotomous character of legal outcomes.

§22.3  Anticipatory Adjudication; Herein of Preliminary Injunctions, Declaratory Judgments, and Advisory Opinions

The importance of weighting errors by their costs is further shown by cases in which courts are asked to rule on the basis of less complete information than would be available to the court if ruling were delayed. The essential tradeoffs are summarized in the following formula for deciding whether to grant or deny a preliminary injunction: Grant it if but only if P(Hp) > (1 − P)Hd, where P is the probability that the plaintiff will prevail in the full trial on the merits (and therefore 1 − P is the probability that the defendant will prevail), Hp is the irreparable harm that the plaintiff will suffer unless a preliminary injunction is granted to maintain the status quo pending the trial, and Hd the irreparable harm the defendant will suffer if the preliminary injunction is granted. (If the harm is not irreparable—if it can be cured by a remedy ordered at the end of trial—there is no reason to rush things and by doing so possibly incur additional error costs. It would be like rushing the construction of a house, at great additional cost, though the buyer had no wish to occupy it soon.)

Because the judge is being asked to rule in a hurry, on the basis of incomplete information, the risk of error is great. But he can minimize the expected error costs by comparing the weighted error costs (the two sides of the inequality) of the parties. If the plaintiff has a 60 percent chance of being proved right after a full trial, the risk of error in denying his motion for a preliminary injunction is also 60 percent, and the risk of error if the judge grants the injunction therefore 40 percent. But suppose that if the injunction is denied, the plaintiff will suffer an irreparable harm of $50, while if it’s granted the defendant will suffer an irreparable harm of $100. The expected cost of error will be greater for the defendant than for the plaintiff ($40 versus $30) and the injunction should be denied. Courts sometimes use an approach that is an approximation to the formula presented above.1

Suppose the party asking for immediate judicial relief is not a plaintiff, but is instead a potential defendant who is seeking a declaratory judgment—a judgment that potential conduct by him is not a violation of the legal rights of the potential plaintiffs (i.e., the defendant in the declaratory judgment action). The law distinguishes, as it should from an economic perspective, between cases in which the parties do not, and those in which they do, have a tangible dispute. If they do not, and the potential defendant is merely seeking advice about his legal obligations, the courts will not grant declaratory relief. They would be overwhelmed with cases by persons seeking cheaper and more authoritative advice than obtainable from private lawyers; and they would lack the information provided by an actual dispute.

But suppose parties have a tangible dispute, as when a liability-insurance company is asked to defend a suit that has been brought against its insured and coverage is doubtful. If the company refuses to defend and is later found to have violated the insurance contract, it may have to pay the insured punitive damages (see §8.2 supra). The insurance company may therefore want to obtain in advance of the trial of the suit against its insured a declaratory judgment that there is no coverage and therefore it has no duty to defend the insured. The requirement that there be an actual dispute limits the potential number of cases seeking declaratory relief. Indeed, in the example the declaratory judgment will probably foreclose a future suit by the insured against the insurance company, and so the availability of declaratory relief will not have increased the number of cases by even one. Because coverage depends entirely on a comparison of the language of the insurance contract with the language of the suit against the insured, the court has as much information about the merits of the dispute between the insurance company and its insured as it would have if resolution of the dispute were postponed until a suit by the insured against the insurance company. And because the duty to defend at the insurance company’s expense is independent of the outcome of the suit against the insured, the fact that the insured may prevail in the liability suit against it will not moot its dispute with the insurance company. So there is nothing to be gained by delay.

When there is not yet an actual dispute between the parties, the applicant for judicial relief is said to be seeking an “advisory opinion.” The rules of standing (see §20.2 supra) forbid federal courts to issue advisory opinions. Some states, however, permit their supreme courts to issue advisory opinions concerning the constitutionality of state legislation that has been enacted but not yet gone into effect. This practice (“abstract review”—often the only kind that foreign constitutional courts conduct) avoids the costs associated with having a statute put into effect that is later determined to be unconstitutional. This benefit is purchased at a price, however, in loss of information concerning the actual administration and effects of the statute, a loss that may result in erroneous invalidations of some constitutional provisions. The potential loss is smaller at the state than at the federal level because state constitutions can be amended to correct an erroneous judicial interpretation much more easily than the federal constitution can. That may be why we find advisory opinions at the state but not the federal level.

§22.4  Summary Judgment and Motions to Dismiss

A preliminary injunction does not end the litigation as a formal matter, but often that is its practical effect. Other types of pretrial proceeding are final, such as resolving a suit on summary judgment or granting a motion to dismiss for failure to state a claim. A motion to dismiss is filed before the parties engage in pretrial discovery, and so if it is granted the case is resolved at little cost to the parties or the court. A motion for summary judgment is usually filed upon completion of pretrial discovery, or if it is filed earlier the court is likely to defer ruling on it until discovery is complete. If the evidence obtained in summary judgment would not, if presented at trial, compel a verdict for the moving party, the motion is denied. Usually the only difference between that evidence and evidence at a trial is that the former is limited to documents and the latter is mostly oral.

The problem with summary-judgment procedure is the frequent asymmetry of discovery burdens. The plaintiff usually wants more discovery than the defendant, because the plaintiff wants to search the defendant’s records for evidence of the defendant’s wrongdoing. In an age of electronic discovery, when corporations often have millions of e-mails and other electronic communications archived, along with extensive paper records, the cost to the defendant of complying with the plaintiff’s discovery demands can be very considerable, and if no similar costs are borne by the plaintiff in complying with the defendant’s discovery demands the asymmetry of discovery costs may induce the defendant to agree to settling the case on terms favorable to the plaintiff even if the case has little merit.

Responding to this concern with extortionate discovery, the Supreme Court recently relaxed the standard for the grant in federal cases of a motion to dismiss for failure to state a claim.1 The test for such a dismissal used to be whether there was any state of facts, consistent with the allegations of the complaint, that if proved would establish the plaintiff’s right to a judgment; if the answer was yes, the case could not be dismisssed. The new test is whether the complaint makes a “plausible” showing of merit; if not, the case must be dismissed. Establishing plausibility requires fuller allegations, and therefore a more extensive precomplaint investigation by the plaintiff, and so creates greater symmetry between the plaintiff’s and the defendant’s litigation costs. If the plaintiff shows that he can’t conduct an even minimally adequate investigation without limited discovery, the judge can allow that discovery, meanwhile deferring ruling on the defendant’s motion to dismiss.

§22.5  The Decision Whether to Settle or Go to Trial

That cases are ever litigated rather than settled might appear to violate the principle that when transaction costs are low, parties will voluntarily transact if a mutually beneficial transaction is possible. Few cases actually go to trial. One study found that only 2 percent of automobile accident claims are tried,1 and another that only 4 percent of all civil cases in state courts are tried.2 Of course many cases are decided before trial, or even abandoned. But most are settled (including most criminal cases), as economic theory would predict, but we have still to explain the small fraction that go to trial.

As with any contract, a necessary condition for negotiations to succeed is that there be a price at which both parties would conclude that agreement would increase their welfare. Hence settlement negotiations will fail, and litigation ensue, if the minimum price that the plaintiff is willing to accept in compromise of his claim is greater than the maximum price the defendant is willing to pay in satisfaction of that claim. For example, if the plaintiff won’t settle for less than $10,000 and the defendant won’t settle for more than $9,000, settlement negotiations will fail.

Although the existence of an area of overlap between the parties’ minimum terms or reservation prices—a settlement range, in other words—is a necessary condition for a settlement, it is not a sufficient condition. Settlement negotiations are a classic example of bilateral monopoly. The plaintiff can settle only with the defendant and the defendant only with the plaintiff, and each party is eager to engross as much as possible of the surplus that settlement will generate over litigation. Indeed, the larger the settlement range, the more the parties will stand to gain from hard bargaining and the likelier (it may seem) the parties are to end up litigating because they cannot agree on how to divide the available surplus. But there are offsetting factors: A larger range will, by definition, contain more points that are mutually beneficial. The larger the range, moreover, the less it will cost the parties to determine that a settlement—some settlement—is in the best interests of both, and the greater the potential loss from failing to reach agreement. But while on balance the size of the settlement range and the likelihood of settlement may well be positively correlated, the larger the range the longer the negotiation of the settlement is likely to take, and hence the more expensive it will be in lawyers’ or other negotiators’ time.

This analysis leaves the process of settlement (“getting to yes”) somewhat mysterious. It is lawyers’ lore that suggesting settlement to your opponent signals pessimism about your prospects if the case goes to trial. This may well be incorrect. The first settlement offer may often have what behavioral economists call an “anchoring effect”: The opposing party will feel the “tug” of the offer in deciding on a counteroffer, and so the ultimate settlement is likely to be closer to the original offer than if the offeror had not made it first.

If, however, neither party takes the initiative in settlement negotiations, the question arises how will negotiations get started? The judge may take the lead, prodding the parties to discuss settlement. Court rules may even require settlement negotiations. Of course the negotiations may fail. Settlement might appear to be especially unlikely if the parties, by virtue of having different information about the strength of their respective cases, do not agree on the likely outcome of the litigation. Yet such a divergence need not prove fatal; whether it is or not will depend on the cost of litigation relative to that of settlement. In addition, the settlement negotiations themselves are likely to reduce the divergence of estimates. Each side will seek to make his offer or demand more credible by supporting it with information favorable to his case, and the failure to furnish such information may be equally revealing about the strength or weakness of his case (more on this point shortly).

Even if there is no divergence between the parties’ estimates of the likely outcome at trial, the existence of a range means that there is no unique settlement price and often in such a situation the parties will pick the midpoint of the range (“split the difference”). This economizes on transaction costs and is an especially attractive solution to a bargaining game if neither party has any reason to think himself the better bargainer.

Under the “American rule” (followed by few other countries), in which the winning party’s litigation costs are (though with some exceptions) not reimbursed by the loser, the plaintiff’s net expected gain from litigating is the judgment if he wins discounted by his estimate of the probability that he will win, minus his litigation costs. The defendant’s expected loss is the judgment if he loses discounted by his estimate of the probability of losing (or, stated otherwise, of the plaintiff’s winning), plus his litigation costs. If the plaintiff’s expected gain from litigating is $10,000, he will not settle for less than that amount unless he is risk averse, a complication we postpone; and if the defendant expects to lose only $9,000 if the case is litigated, he will not settle for more than that amount (with the same qualification). In addition, the best settlement offer will be adjusted upward by the plaintiff and downward by the defendant to reflect the costs of settlement. If those costs are, say, $500 for each party, then the plaintiff’s minimum demand will be $10,500 in the previous example and the defendant’s maximum offer will be $8,500.

The condition for litigation to occur is summarized in inequality (1). J is the size of the judgment if the plaintiff wins. Pp is the probability of the plaintiff’s winning as estimated by the plaintiff, and Pd is the defendant’s estimate of that probability. C and S are the costs to each party of litigation and of settlement, respectively. This is a simplified model because it assumes that both parties are risk neutral and that the stakes in the case, the costs of litigation, and the costs of settlement are the same for both parties;3 some of these assumptions are relaxed later.

The condition for litigation,
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can be rewritten as
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If the parties agree on the probability that the plaintiff will win in the event of litigation, the left-hand side of (2) will be zero and the case will be settled, because litigation is more costly than settlement; a fortiori it will be settled if one party is more pessimistic than the other, so that Pp − Pd is negative. In general, then, litigation will occur only if both parties are optimistic about the outcome of the litigation.

We should consider why litigants may diverge in their estimates of the likely outcome if the litigation goes to judgment. One reason is that each party will have private information, that is, information not available to the other party, concerning some facets of the case, such as his own care or his own injury. Neither party can readily communicate that information to the other in credible form, thus converting private to public information, because of the tactical value of secrecy; disclosure of the information would reveal vulnerabilities that the other side could exploit in settlement negotiations or at trial.

Inequality (2) brings out the important point that, other things being equal, the higher the stakes in a case the more likely it is to be litigated (i.e., the more likely the inequality is to be satisfied). The intuitive explanation is that when the stakes are small the potential gains from litigating as perceived by the parties are also small and tend to be dominated by the higher costs of litigation relative to settlement. A partially offsetting consideration is that larger cases attract better lawyers, who will be more skillful at predicting the outcome of litigation, thus shrinking Pp − Pd.

Let us change some of the assumptions of the model. Suppose:

 

1. The stakes in the case are not the same to both parties—maybe the parties have different rates at which they discount a future to a present value, which will cause their J’s to diverge. Or maybe one party anticipates future benefits from the precedential value of winning. Then J for this party will be, in effect, only the beginning of a stream of benefits. The critical question is how the J’s diverge. Inequality (1) implies that if the plaintiff’s J is smaller, litigation is less likely than if they are the same size, while it is more likely if the defendant’s J is smaller. A settlement may be impossible if one or both parties, with their eye on future disputes with each other or third parties, want to develop or maintain a reputation as a tough bargainer. One or both may even consider the cost of settlement higher than the cost of litigation when the former cost includes an enhanced probability of costly future disputes.

 

2. The parties are not risk neutral. If both are risk averse, the likelihood of litigation will be reduced. Settlement is a certain outcome, litigation its uncertain equivalent. The risk averse prefer certainty, so will accept somewhat less favorable (on a strict expected-value basis) settlement terms rather than litigate. This increases the bargaining range and hence the likelihood of a settlement.

 

3. The parties’ costs of litigation and settlement really aren’t fixed, but vary with the stakes—or more realistically still, they contain both a fixed and a variable component. There is a minimum expenditure on litigating or settling a case, represented by C and S in inequalities (1) and (2); and probably it is about the same for both parties in most cases. But beyond that, parties will spend more on litigation the more they have to gain—litigation is an investment as well as an expense. So probably the greater J is, the more each party will spend on the litigation, because every increment in Pp (for the plaintiff) or Pd (for the defendant) brought about by an additional expenditure on litigation will confer a larger expected gain the larger J is. Presumably, however, this variable component of the expenditure on litigation rises less rapidly than J; for example, it might rise as the square root of J.

 

These refinements, especially 2 and 3, complicate the earlier prediction that an increase in the stakes will reduce the settlement rate. Larger stakes increase the risk of litigation by expanding the variance in possible outcomes, and the riskier litigation is, the more that risk-averse parties will want to settle. More important, an increase in the stakes evokes an increase in the expected costs of litigation that is likely to exceed the increase in the expected costs of settlement. It isn’t that much more costly to settle a large case than a small one but it is much more costly to litigate it. So higher stakes make settlement an even cheaper substitute for litigation.

A further complication pushes in the same direction. When a case is settled for money, the settlement agreement ordinarily is not filed in court and the parties can if they wish agree to keep its terms secret. This becomes an inducement to defendants to settle large cases rather than try them; they avoid a public judgment that would encourage further suits by persons situated similarly to the victorious plaintiff. Ordinarily the plaintiff will be happy to agree to such a confidentiality provision because it will enable a quicker and larger settlement.

Should courts enforce such provisions? Suppose a sequence of similar suits is filed against the same defendant. The plaintiffs who file and settle early will benefit from agreeing to keep the terms of the settlement secret, for the reason stated above; but the plaintiffs who file later are hurt because if they knew the terms of the earlier settlements they would be able to make a more accurate estimate of the value of their own claims.4 It thus is unclear whether on balance plaintiffs gain or lose from allowing confidentiality provisions; confidential settlements preclude access to information that other plaintiffs could use to press for good settlements but increase the size of settlements that plaintiffs agree to keep secret.

Thus far we have been assuming that there is one plaintiff and one defendant. Consider now a defendant who faces a series of plaintiffs. They may differ in the degree to which they are optimistic about their chances of prevailing should their suit against the defendant go to judgment. Or they may have different estimates of how large the judgment would be. In either event the expected value of litigation, and hence the minimum settlement price, will vary across plaintiffs. In such a situation the defendant may be able to reduce the aggregate cost of the litigation to himself by offering a settlement agreement that includes a most-favored-nation clause (see §§10.1 supra, 31.2 infra): The defendant promises each settling plaintiff that if he later settles with another plaintiff for more, he will raise his settlement payment to the same level.5 Suppose he settles on this basis with four out of five plaintiffs for $2 million each. Then if he were to settle with the last plaintiff for $2.5 million, the settlement would cost him not $2.5 million but $4.5 million because he would have to pay each of the four originally settling plaintiffs an additional $500,000. Knowing that a higher settlement will be so costly to the defendant that he will be unlikely to agree to it, the fifth plaintiff will be under pressure to accept an offer much closer to $2 million than to $2.5 million even if he is the most optimistic of the plaintiffs and thinks that were it not for the most-favored-nation clause, the defendant would settle with him for $2.5 million. He might settle with the defendant for $2.1 million, for then the cost of the settlement to the defendant would be $2.5 million because he would have to pay each of the other four plaintiffs $100,000 more.

The analysis is undermined, however, by the fact that the defendant may be able to renegotiate the most-favored-nation clauses with the originally settling plaintiffs. The fifth plaintiff knows that if he refuses to settle, the defendant, fearing the outcome of a suit, may go to the originally settling plaintiffs and tell them that if they hope to obtain more money from a generous settlement by him with the fifth plaintiff, they will have to chip in to enable him to afford that more generous settlement. Knowing of this possibility, the fifth plaintiff may hold out for a higher settlement, and the entire scheme may unravel.

§22.6  How Rules of Procedure Affect Settlement

Rules of procedure can affect the settlement rate. Consider first the rules governing pretrial discovery. A full exchange of the information in the possession of the parties is likely to facilitate settlement by enabling each to form a more accurate, and generally therefore a more convergent, estimate of the likely outcome of the case. Pretrial discovery enables each party to compel his opponent to disclose relevant information in his possession. But is compulsion necessary? The process of discussing settlement will induce some exchange of information even in the absence of any right of pretrial discovery.1 It will do so for the same reason that students consent to disclosure of their transcripts to prospective employers (§1.4 supra). In the absence of any information about evidence helpful to him in the defendant’s possession that will come out at trial if the case gets that far, the plaintiff will assume that such evidence—in an employment discrimination case, it might be the plaintiff’s performance evaluations—is of average helpfulness to him. If in fact the evidence is of below-average helpfulness to him, the defendant will disclose it to him voluntarily in order to induce him to lower his settlement demand. If on the other hand the defendant fails to volunteer any information about the evidence in his possession, the plaintiff will infer that the evidence is probably of more than average helpfulness to him, and he will increase his settlement demand accordingly. If the evidence still is not proffered, the plaintiff will ratchet up his demand further, and this process will continue until either the evidence is proffered or the plaintiff concludes that it must be evidence of maximum helpfulness to him. The same reasoning procedure applied by the defendant to evidence in the plaintiff’s possession will ensure the voluntary production by the plaintiff of any evidence helpful to the defendant short of the most helpful such evidence.

The fly in this ointment, and one reason disclosure is compulsory in litigation but not in commercial dealings, is that a litigant does not know all the evidence in his opponent’s possession—the plaintiff in our example knew that the defendant has performance evaluations, just as an employer knows that a job applicant has a student transcript, but he did not know whether the defendant also had informal notes or memoranda concerning the plaintiff. Another reason is that if a commercial negotiation fails, the parties go their separate ways, whereas if a settlement negotiation fails, the parties proceed to a trial at which surprise has strategic value. Each party has an incentive to withhold information at the settlement negotiation because he knows that if negotiations fail, the information will be more valuable to him at trial if his opponent has had no opportunity to prepare a rebuttal to it.

With neither party able to infer from nondisclosure of evidence by his opponent that the opponent must have evidence highly favorable to the party, nondisclosure will not induce him to change his settlement demand or offer because no inferences can be drawn from the lack of disclosure to the opponent’s private information. Not all student transcripts would be disclosed if it cost the student $100 to procure a copy to disclose, and so employers would have difficulty drawing inferences from nondisclosure. Pretrial discovery—compulsory disclosure of an opponent’s evidence—may thus increase the likelihood of settlement by inducing the defendant to make a higher offer to the plaintiff upon discovering that the plaintiff’s case is stronger than the defendant thought, the plaintiff having concealed the information for strategic reasons. The increase will be small if the settlement process itself elicits most of the parties’ private information, but we have just seen reasons why it might not.

Rule 35 of the Federal Rules of Civil Procedure, a rule most often invoked by defendants in personal injury actions, authorizes a party to compel his opponent to be examined by a physician designated by the party, if the opponent’s health or fitness is in issue. Suppose the plaintiff is less seriously injured than the defendant would have believed had he not been able to compel an examination by the defendant’s physician. Then the defendant will not be willing to make so large a settlement offer as he would have been willing to make before the examination, when he overestimated the extent of the plaintiff’s injuries. But the plaintiff’s minimum settlement offer will not be affected, because the examination presumably discloses no new information to him concerning the extent of his injuries. Thus the likelihood of a settlement will decline, unless, though the examination discloses no new information to the plaintiff, it convinces him that he is less likely to recover substantial damages at trial than he had thought, in which event he will lower his minimum settlement price. In cases in which the examination convinces the defendant that the plaintiff’s injuries were more serious than the defendant had previously believed, Rule 35 increases the likelihood of settlement by causing the defendant to increase his maximum settlement price, thus enlarging the settlement range. Thus the net effect of the rule on settlement is unclear. Moreover, it is unclear whether if Rule 35 were abrogated there would be fewer physical examinations by physicians designated by defendants. The plaintiff’s refusal to be examined by a physician designated by the defendant would (provided the physician was reputable and independent) signal that the plaintiff probably was exaggerating his injury—and the defendant could argue this to the jury.

A study of judicial administration argues that allowing a winning plaintiff interest on the judgment from the date of accident (or other event giving rise to his claim) does not affect the settlement rate even if the plaintiff has a higher discount rate than the defendant.2 In fact the addition of prejudgment interest is likely to reduce the probability of a settlement whatever the discount rates. Suppose that before the addition of interest, and ignoring litigation and settlement costs, the expected value to the plaintiff from litigating was $120 and the expected loss to the defendant $100 (this was the example used in the cited study). If interest is added, say at 6 percent for one year, the expected gain to the plaintiff will increase to $127.20 and the expected loss to the defendant to $106. The difference is larger than without interest—$21.20 instead of $20—and this will increase the likelihood of litigation by increasing the left-hand side of inequality (1) more than the right-hand side. This result holds even if the parties have different discount rates.3

Just as prejudgment interest increases the likelihood of litigation by increasing the stakes, so delay should reduce the likelihood of litigation by reducing them, assuming that the parties have positive discount rates and thus value a dollar today more than a dollar in the future. But this conclusion requires qualification in three respects:

 

        (1)   If the defendant’s discount rate is higher than the plaintiff’s, delay may reduce the likelihood of a settlement by causing the defendant’s maximum settlement offer to shrink faster than the gap between the offers.

        (2)   Delay increases uncertainty as to outcome because prediction is more difficult the longer the relevant future period is; delay in the litigation setting requires the parties to consider the probabilities of evidence decaying, judicial personnel changing, new precedents arising, etc. And uncertainty as we have seen can be expected to reduce the chances of a settlement.

        (3)   If all costs of litigation can be deferred to trial, they will shrink, through discounting, at the same rate as the stakes, and hence the ratio of the parties’ best settlement offers will be unchanged. This is the weakest point. For not all those costs can be deferred to trial; and even if they could be, the settlement range would be narrowed even though the ratio of the offers was the same. For example, if the parties’ discount rates are identical, the effect of delay would be to shrink the parties’ settlement offers proportionately. $120,000 and $100,000 would become $80,000 and $75,000.

 

At what point in the course of a litigation is a settlement likely to occur? It might seem that the probability of settlement would rise as a lawsuit progressed through pretrial discovery and other preparatory stages and on into trial. The parties would be obtaining more and more information about the likely outcome at trial and therefore their estimates of that outcome would be more and more convergent. But this ignores the fact that as a lawsuit progresses, the incremental cost of litigation versus settlement declines. So on the one hand the perceived benefits of litigation are declining (those being a function of the parties’ mutual optimism, which should decrease as they learn more about the case), but on the other hand so are the costs—if sunk costs are ignored, as rational persons will do. Many cases in fact are settled on the eve of trial; this may suggest that the first effect dominates. It also suggests an analogy to the game of chicken. Neither party wants to “flinch” by being the first to suggest settlement.

Few cases are settled during the pendency of an appeal, however, even after oral argument may have tipped off the parties to the judges’ inclinations concerning the appeal. The cost of an appeal to the parties is very small, and after the case has been briefed and argued zero.4 Still, if the judges tip their hand, the bargaining range will narrow, which should encourage settlement by shortening negotiations. But the lawyer who knows with an approach to certainty that he will win will be reluctant to settle, because he wants the win to be on the record to help him attract future litigants. And since the lawyer who lost in the trial court will not redeem his loss by settling the case on appeal—on the contrary, a settlement will extinguish his chance for vindication through a reversal of the lower-court judgment by the appellate court—he will be reluctant to recommend settlement to his client.

§22.7  The Decision to Settle and the Evolution of the Common Law

If litigation is more likely the larger the stakes, might this explain the apparent tendency of the common law, discussed at a number of places in this book, to develop efficient rules of conduct?1 Compare two rules, one of which leads to twice as many accidents as the other with no offsetting reduction in the cost of safety measures. The inefficient rule will lead to more litigation than the efficient one, and thus give the courts more opportunity to reexamine it. Suppose that, just by chance, the courts in the course of this reexamination hit on the efficient result. The number of accidents will fall, the rate of litigation will fall, and so the courts will be less likely to reexamine the rule in the future. There will thus be a tendency for less efficient rules to be weeded out over time and replaced by efficient ones, because efficient rules are less likely to be reexamined and hence less likely, once adopted, to be discarded in the future.

There are objections to this theory of legal evolution, however. One is that this type of blind evolutionary process would take far longer to produce an efficient set of rules than the period since the common law began. Another is that the distribution of the costs of rules is more important to the amount of litigation than the totality of those costs. An inefficient rule, the social costs of which are widely diffused, will not evoke efforts at corrective litigation because no one harmed by it will have a significant stake in getting the rule changed, while an efficient rule that imposes concentrated costs (say on a particular industry) may well evoke such efforts. An inefficient rule may, moreover, reduce rather than increase the amount of litigation: for example, a rule that fixed an excessive penalty for conduct in which potential defendants engaged. Finally, the evolutionary theory ignores the role of precedent. If a rule is inefficient but stare decisis matters to the court, the effect of frequent litigation under the rule may be to solidify the rule. And if stare decisis competes with other judicial values, it becomes essential to specify those values. If they are efficiency-promoting values, the march toward efficiency will be accelerated, since inefficient rules will automatically be brought back again and again to the courts for reexamination. But if they are anti-efficiency values, the effect of more frequent litigation of inefficient than of efficient rules will be to accelerate the march of the law away from efficiency.

A related point is that when plaintiffs have a choice of which court to sue in—for example, when they are suing a corporation that does business in several states—they can be expected to choose a court that is favorable to plaintiffs. This will tend to impart a pro-plaintiff drift to the evolution of law, a drift not necessarily consistent with efficiency—though a less pronounced drift than was induced by the method by which English judges were compensated until the end of the eighteenth century. They were paid out of filing fees, and so had a financial stake in encouraging the filing of lawsuits in their court, especially since there were several competing courts among which plaintiffs could choose in deciding where to sue.2

§22.8  Mediation as an Aid to Settlement

“Mediation,” in the settlement context, refers to the use of a neutral to assist the parties to reach an agreement. As the mediator (unlike an arbitrator) has no power to force an agreement, the question arises how mediation can make a settlement more likely. The answer requires close consideration of the obstacles to settlement:

 

1. As noted earlier, for strategic reasons the parties may be reluctant to show their cards in settlement negotiations, making it more difficult for each side to determine the strength of the other side’s case and thus gauge the realistic settlement range.

 

2. Also as noted earlier, each party may be reluctant to suggest settlement, lest it signal weakness and cause the other party to stiffen his settlement terms.

 

3. If the parties employ the standard step-wise method of negotiation, in which each starts with his “dream” position and gradually backs off from it until convergence occurs, each party will be reluctant to depart more than one or two steps from his opening position, again out of concern lest he be thought to be signaling weakness. The other party will figure: “Since my opponent started at X, but quickly moved to X-1 and then to X-2, I’ll be stubborn and see how much farther down he’s prepared to come.” With both parties thinking this way, convergence is unlikely.

 

4. Lawyers have personal interests that may tug them in a direction opposite to where the client would want to go if he knew the score. A lawyer, especially a lawyer for a large corporation, may be more eager than his client to settle the case rather than go to trial, because the lawyer may be more risk averse. He may have relatively few trials, and a loss will harm his reputation. (This tendency of trial lawyers to avoid trials may be growing as the number of trials declines, as we’ll see later in this chapter is happening.) As noted earlier, however, the incentives flip when settlement negotiations occur while a case is awaiting decision on appeal (§22.6 supra).

 

The client’s incentive to settle may also differ from the lawyer’s. He may have many trials, amounting to a diversified portfolio of cases, and may also want to develop a reputation for his company of not settling cases, in order to increase the risk and expense of would-be plaintiffs.

How does mediation bear on these issues?

 

1. Since the mediator can meet with the parties separately and his discussions with them are confidential, they will be more candid with him than they would be with each other, enabling him to form a more accurate impression of the actual strengths and weaknesses of their respective positions than they can and to communicate this impression in a credible fashion. But to succeed in this the mediator must be not only a conduit of information between the opposing sides but also an impediment to transparent communication between them.1 When a mediator presents a proposal to one party, the party will infer that the proposal reflects information conveyed to the mediator by the other party. But provided the information is fuzzied up by the mediator, that other party will be giving up less in the way of strategically valuable information (should mediation fail and the case go to trial) than if he had to communicate with his opponent face to face.

 

2. Since the mediator can make proposals for settlement, neither party need know whether a proposal made to it is emanating from the opposing party or from the mediator. Hence neither party need be identified as the one that made the first proposal to settle, a potential signal of weakness. The parties will therefore have a greater incentive to make a proposal to the mediator for (covert) transmission to the other party than they would have to make a proposal directly to the other party.

 

3. The parties may make their “dream” offers to the mediator, in an effort to signal strength to him, just as they would do in an unmediated negotiation. But he need not, unless the party insists, convey that offer to the other side. He can short-circuit the step-wise method of negotiation by paring down each side’s opening proposal before presenting it to the other side. That way neither side is induced to signal strength by refusing to recede from an extreme initial negotiating position.

 

4. The mediator can reduce the problem of agency costs by including the clients in his mediation meetings.

 

Here are two findings from an empirical study:2 Mediation is less likely to succeed in bringing about a settlement the larger the stakes in the case; and the longer a mediation continues, the more likely it is to succeed. These findings make economic sense. The larger the stakes, the more likely it is that the cost of litigation, though higher than the cost of mediation, will not be so great as to persuade both parties that they are better off settling than litigating. But the longer the mediation lasts, even though this means that the cost of litigation relative to that of mediation will be falling, the stronger the signal that the parties think the mediation likely to succeed—otherwise they would have broken it off earlier because the additional costs would not have seemed worth incurring.

§22.9  Liability Rules Revisited

A complete analysis of the choice among alternative liability rules requires consideration of the procedural costs of each alternative, a point that can be illustrated by asking once again whether efficiency would be served by replacing negligence liability with strict liability (see §6.5 supra). Assume to begin with that the number of accidents would be unchanged. Nevertheless, adoption of strict liability would lead to an increase in the number of injury claims, because the scope of liability would be greater. So if the fraction of claims that went to trial remained the same as under a negligence standard, and if each trial was as costly under the new standard as under the old, the aggregate costs of tort litigation would rise.

Both ifs are questionable. Since strict liability eliminates a major issue in tort litigation, that of the care exercised by each party, the uncertainty involved in predicting the outcome of litigation if the claim is not settled would be reduced, which should reduce the fraction of claims that go to trial. Simplification of issues might also lead to a reduction in the cost of each trial, although this is uncertain. The elimination of the negligence issue would tend to increase the expected value of the plaintiff’s claim, and this might (though it need not) lead him to spend more money on his case rather than less; the defendant, however, might spend less.1 But if the cost of trial were lower under strict liability, this would narrow the gap between the costs of litigation and those of settlement, and thus make litigation more attractive than under the negligence standard, resulting in a larger fraction of claims tried.2

Thus far I’ve assumed that the number of accidents is unchanged by substituting strict liability for negligence. The assumption may be unwarranted. A rule of strict liability is more definite than one of negligence and hence is likely to be administered with fewer errors. Legal error both reduces the efficiency of the liability system directly and, by increasing the number of accidents, increases the number of claims and hence the administrative expense of a liability system.

§22.10 Plea Bargaining, the Reform of Criminal Procedure, and the Futility Thesis

The counterpart in criminal procedure to settlement negotiations in civil procedure, plea bargaining is criticized both as denying the defendant’s right to the procedural safeguards of a trial and as leading to reduced sentences. Neither criticism is persuasive to an economist. If a settlement did not make both parties to a criminal case better off than if they went to trial, one or the other would invoke his right to a trial; hence the criminal defendant is compensated for giving up the procedural safeguards to which he would be entitled in a trial. Given a fixed prosecutorial budget, average sentences may be heavier rather than lighter if plea bargaining is allowed. The prosecutor can use the money saved in plea bargains (since as with civil settlements a plea-bargained disposition is cheaper than a trial) to build a stronger case when bargaining fails—and knowing this, defendants will give better terms in bargaining. This implies that plea bargaining is worse for criminal defendants as a whole, though clearly better for individual defendants by expanding their choice set. And if the assumption that the prosecutor’s budget is fixed is relaxed, and if it is realistically assumed that the resources available to criminal defendants are quite limited other than in the rare case of the wealthy criminal, the prosecutor’s ability to make a credible threat to prosecute if the defendant refuses an offered plea bargain is strengthened.

More surprising than that criminal defendants as a whole might be better off if plea bargaining were forbidden is that prosecutors might be better off. Suppose plea bargaining were forbidden but a defendant could choose to plead guilty rather than go to trial, and if he did plead guilty he would receive a lighter sentence. Then most guilty defendants would plead guilty, and prosecutors would be saving not only trial costs but also plea-bargaining costs. Pleading without plea bargaining streamlines the “contractual” process agreeing to a settlement by making the offer of leniency in exchange for a plea of guilty a take-it-or-leave-it offer.

Would increasing the number of judges reduce plea bargaining by increasing the capacity of the courts to conduct trials rather than dispose of cases by plea? Not necessarily. Plea bargaining takes place because negotiation is a cheaper way of resolving controversies than litigation. Its incidence is therefore determined by the relative costs of negotiation and of litigation and by the amount of uncertainty over the outcome of litigation—factors not greatly affected by the number of judges (uncertainty might actually be greater with more judges). Although more judges might enable speedier trials (but see §22.14 infra), and speedier trials might affect the stakes to the defendant (and to the prosecutor as well1) and thereby the terms of the bargain, this should not affect the amount of bargaining.

Intuitively it might seem that the provision of counsel to indigent defendants would reduce the proportion of bargained pleas. But the intuition is contrary to economic theory. Although the defendant who has no lawyer will have very poor prospects if he elects to go to trial, this just means that he’ll accept a longer bargained sentence than if he has the assistance of counsel. If anything, providing counsel for the indigent should facilitate plea bargaining, since a defense lawyer is more likely than an uncounseled defendant to make an accurate estimate of the probable outcome of a trial.

If plea bargaining were forbidden and there were no increase in the number of judges—if, in other words, the demand for criminal trials increased several-fold with no increase in the supply unless judges stopped trying civil cases—the result would be either a drop in the number of prosecutions or an enormous increase in the waiting period for criminal trials, for at some point a dearth of judges must lead to longer queues unless drastic court fees or dramatic changes in law are used to reduce the demand for trials. (Probably both effects would be observed.) The expected punishment cost of people free on bail would fall precipitously and that of people imprisoned until trial would increase unless they could successfully argue that their constitutional right to a speedy trial had been infringed by the delay. Although the average sentence should not be affected by whether it is negotiated or imposed after trial, the variance in sentencing would increase since a trial is likely to result either in acquittal or in a stiffer sentence than a bargained sentence. A bargain is a compromise between the desiderata of the parties, in this case the prosecutor’s desideratum of a heavy sentence and the defendant’s of an acquittal. There is no inducement for an indigent criminal defendant (i.e., one who does not pay his attorney’s fees) to plea bargain unless the bargained sentence is lower than he can expect to get if he goes to trial.

The length of time it takes to bring federal criminal defendants to trial has been shortened by the Speedy Trial Act, although with great disruption of the civil trial calendars of federal judges. Is the disruption worthwhile? The standard “line” on speedy trial is that delay in bringing a criminal defendant to trial is hard on the defendant by subjecting him to protracted uncertainty about his fate, and hard on society by reducing the expected cost of punishment for anyone with a positive discount rate. But both of these assertions can’t be true for the same defendant; delay will make things either worse or better for him. Each assertion may be true, however, of a different group of defendants—those who are let out on bail and those forced to stay in jail awaiting trial, respectively. Speedier trials increase the punishment costs of the first group and reduce those of the second. And for those defendants in the second group who are guilty in fact but are either acquitted or receive a sentence shorter than the period of their pretrial imprisonment, that imprisonment is their punishment, and any measure that reduces its length reduces the effective punishment cost—and speedy trial does that.

Ever since the enactment of the Bail Reform Act of 1984, pretrial detention—that is, the refusal to admit a defendant to bail pending trial even if he could post a large bail bond—has become routine in federal criminal prosecutions. The effect of this controversial practice, noxious to civil libertarians, is to increase the expected punishment cost of innocent as well as of guilty defendants, but the first, the undesired, effect, is mitigated by the Speedy Trial Act, which minimizes the period of pretrial detention, and by the fact that in an era of high crime rates few acquitted defendants are in fact innocent. A prosecutor on a fixed budget will screen potential cases for those that can be won at least cost. These will mainly be cases where the defendants are guilty, indeed clearly guilty. But because of the prosecutor’s heavy burden of proof, some fraction of the guilty defendants whom he prosecutes will be acquitted.

If most acquitted defendants are guilty, shouldn’t this justify not only pretrial detention but also the jettisoning of all the traditional procedural safeguards of criminal defendants? It should not. For what makes the prosecutor screen his cases for defendants who are guilty is precisely the difficulty, given those safeguards, of convicting an innocent person. It is in societies that lack our elaborate procedural safeguards in criminal trials, or that spend very heavily on prosecutors relative to the amount of crime, or that do both, in which pretrial detention is an ominous practice.

The federal sentencing guidelines, until demoted by the Supreme Court in United States v. Booker2 from being mandatory to being merely advisory, greatly curtailed the sentencing discretion of federal judges. This may actually have reduced the deterrent and preventive effects of criminal punishment. Sentencing discretion enables the judge to practice a form of price discrimination that consists of deciding what penalty is optimal given the particular characteristics of the defendant. If the defendant seems to belong to a class of people who are easily deterrable, a light sentence may suffice to deter him, and those like him, in the future; if he is a hardened and inveterate criminal, a heavy sentence may be necessary for this purpose, and, if he’s undeterrable, still a heavy sentence will keep him out of circulation, unable to commit crimes, for a long time. If these sentences are averaged together and the same sentence given to each defendant, there will be less deterrence; the heavier sentence will be wasted on the easily deterrable, and the lighter sentence will underdeter (and leave too long at large) the hardened criminals. The problem can be solved by “averaging up”; but the extra costs of lengthy imprisonment of the easily deterrable are wasted from a social standpoint.

Although for these reasons sentencing uniformity can be expected to reduce deterrence, it may increase the deterrence of risk-preferring criminals by reducing sentencing variance (they like the variance—the length of sentence as a gamble) and, for the same reason, may reduce the deterrence of risk-averse criminals (they don’t want to take a chance on being given an unpredictably long sentence should they happen to be before a tough-on-crime judge).

Sentencing uniformity as enforced by the guidelines before they were demoted from mandatory to advisory status prevented the following prosecutorial abuses: inducing an innocent defendant to plead guilty by offering him a nominal sentence;3 and threatening a defendant against whom the government has a weak case to ask the judge to impose a very severe sentence (say the statutory maximum sentence, which is likely to be considerably higher than the top of the guidelines sentencing range for the defendant’s crime).

It is uncertain to what extent elaborate procedural safeguards for criminal defendants do much in the long run to protect the innocent, and specifically whether the creation of new procedural rights for criminal defendants by the “Warren Court” in the 1960s did much. Federal and state legislators responded in a variety of ways. One was to increase statutory maximum sentences, with the result that even if fewer innocent people were convicted, those who were would probably serve longer sentences. Other legislative responses to the new procedural rights were expanded pretrial detention, authorization for greater use of wiretapping and other electronic surveillance, reduction in bail rights and thus increased pretrial detention, creation of new crimes (thus giving prosecutors more options in charging criminal defendants), curtailing habeas corpus, and appropriating more money for prisons, police, and prosecutors and less for the defense of indigent criminal defendants. The result was a game (in game-theory terms) between courts, which are primarily responsible for the creation, through constitutional interpretation, of new rights for criminal defendants, and legislatures.

To formalize this discussion, let the expected cost of punishment, a measure of deterrence, be denoted by EC = pS, with p the probability of apprehension and conviction and S the sentence. If a court-created right leads to a reduction in p for both innocent and guilty defendants (and that is the likeliest consequence, since a right that makes it more difficult to convict an innocent person will also make it more difficult to convict a guilty one), and the legislature wishes to maintain EC at its previous level, it can do so either by raising S through a law increasing the penalties for crime or by raising p through a reduction in funding for the defense of indigent defendants. Both have in fact been legislative responses in the United States to perceived judicial excesses in the protection of the rights of criminal defendants.

Notice the complication that the legislative responses create for courts minded to relax the procedural safeguards imposed by earlier decisions. If to compensate for safeguards that reduced expected-punishment costs the legislature had increased the severity of punishment, a relaxation of safeguards that increased the probability of punishment (higher p in the formula in the preceding paragraph) would increase expected-punishment costs (EC) above the level intended by the legislature.

§22.11 Expenditures on Litigation and the Quest for Efficient Procedure

A party optimizes his litigation expenditures by spending up to the point where a dollar spent increases the expected value of the litigation to him (by increasing his chances of winning) by just a dollar. But every expenditure decision by one party affects the expenditure decision of the other, by altering the probability and hence expected value of an outcome favorable to the other, much as every output change by an oligopolist alters his rivals’ optimum output (see §10.5 supra). If each party, in deciding how much to spend on the lawsuit, takes account of the effect of his expenditures on the other party’s, then, as in the oligopoly case, there will be no determinate level at which the analyst could say that neither party (if rational) would have an incentive to make any further change in his expenditures.

Since, however, these expenditures are largely offsetting, parties to litigation often find it mutually advantageous to agree not to incur a particular litigation expense (for example, by stipulating to a fact so that it doesn’t have to be established by testimony). This may seem a good thing. Yet offsetting expenditures on litigation are not necessarily wasteful from a social as distinct from a private standpoint, since (within limits—at some point the costs of absorbing more information exceed the benefits) they increase the probability of a correct decision by giving the tribunal more information.

Even without being able to model precisely the reaction functions of each party to the expenditure decisions of the other, we may have reasonable grounds for believing (in accordance with §22.5 supra) that parties probably spend more on litigation the greater the stakes. Hence we would expect bigger cases to be decided correctly a higher proportion of the time than smaller ones.

Many procedural and evidentiary rules (the latter examined systematically in the next chapter) can be viewed as being designed to increase the productivity of the parties’ litigation expenditures. An example is the rule that permits the judge to take judicial notice of obviously true facts so that the party having the burden of proof need not establish them by presenting evidence. The effect of this rule on the party’s litigation expenditures is shown in Figure 22.2. D is the average value to the party of various quantities of evidence and S the average (equal to marginal) cost of that evidence. A rule of procedure (such as judicial notice) that reduces the cost of evidence without reducing its value shifts S downward, to S′, leading the litigant to expand his purchase of evidence from q to q′. Whether his total expenditure (price times quantity) will increase depends, however, on the price elasticity of demand in the region of the demand curve between q and q′. If the elasticity is less than one, total expenditures will decrease; if it is equal to one, they will be the same; and if it is greater than one, they will increase.
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An important set of procedural rules concerns joinder of claims and of parties (plaintiffs or defendants, or both) through such devices as class actions (discussed in the next section), permissive and compulsory joinder, and permissive and compulsory counterclaims. Consider the compulsory counterclaim.1 If the defendant has a claim against the plaintiff that grows out of the same event or transaction giving rise to the plaintiff’s claim against the defendant, the defendant must present that claim in the plaintiff’s suit rather than making it the basis of a separate suit. The goal is to economize on litigation expenditures and court time. It may seem puzzling why parties to a lawsuit must be compelled to adopt a measure that will save costs for both of them. The explanation is that bargaining costs are apt to be high because of the multitude of imponderables involved, such as the advantages that the defendant might perceive from being able to choose the forum in which to litigate his claim. Thus making certain counterclaims compulsory helps plaintiffs; permitting counterclaims (claims related to the plaintiff’s claim, but loosely) helps defendants, obviously, but also plaintiffs to the extent that it’s cheaper for them to litigate the two claims in one case rather than in two. And does the compulsory feature increase or reduce the settlement rate? The answer suggested by economics is that it reduces the settlement rate, because the defendant’s claim raises the stakes in the case, but does not (this is the economizing feature of the rule) raise the costs of litigation equally.

In this example, a measure designed to reduce the costs of litigation may increase them by increasing the litigation rate. This is a common problem with procedural efficiency. Consider the much-touted “bifurcated” trial procedure. The issue of the defendant’s liability is tried separately, before the issue of remedy (for example, the amount of damages) is tried, on the theory that if the defendant wins at the liability stage the cost of litigating the remedy will be avoided. But by reducing the cost of trials without reducing the cost of settlements, the bifurcated procedure is likely to increase the number of trials, both by reducing the settlement rate and by making some suits profitable that would not be were the costs of suit higher. The increase in the number of trials may increase the aggregate costs of litigation even if the average litigation is cheaper because in many cases there will be no damages phase.2

And the average litigation may not be cheaper with bifurcation; it may be more expensive because settlement may occur later. Suppose the defendant doesn’t know whether the plaintiff has suffered high or low damages. He makes a settlement offer that a plaintiff with low damages would accept but that a high-damages plaintiff would reject. The low-damages plaintiff will reject the offer and go to trial, because if he wins at trial the defendant will then settle, thinking that the plaintiff must have high damages. Knowing that this is how low-damages plaintiffs think, the defendant will have no incentive to make the initial offer.3

It is often argued that wealthy individuals or large firms may try to overwhelm their litigation opponents by heavy spending. Our discussion of predatory pricing (see §10.9 supra) is relevant to this issue. If a party anticipates a succession of similar lawsuits, it may be rational for him in the first suit to make a threat to overwhelm his opponent, and to carry out that threat by spending heavily on the litigation, in order to enhance the credibility of threats against subsequent opponents. And knowing that it may be rational for the party to carry out the threat, the opponent may yield.

Should “predatory” litigation expenditures be sanctioned, therefore? Probably not. As we know from the discussion of the parallel issue in antitrust law, it is very difficult to say whether an expenditure (a price cut is a form of expenditure) is “predatory” in some invidious sense. Excessive expenditures on litigation are common because lawyers are imperfect agents of their clients; so are offsetting expenditures, which resemble offsetting expenditures on advertising by competing sellers; but wasteful spending is not the same thing as predation. Also it is difficult to distinguish predatory litigation expenditures from heavy litigation expenditures that make sense, regardless of any strategic motive, simply because a party who anticipates a succession of similar suits faces higher stakes in the first suit because the decision in it may have an effect, through either stare decisis or res judicata, on the outcome of the subsequent cases.

It is even possible, again without need to posit strategic objectives, that the parties’ combined expenditures will exceed the stakes in their lawsuit simply because of the sequential character of litigation expenditures. Suppose J is $1 million for each of the parties, A and B; each estimates initially that he will spend $300,000 in legal expenses; and each thinks that this expenditure will give him a 60 percent chance of winning. (Ignore settlement.) After each has spent $250,000, A decides that an additional expenditure on his part of $100,000 will increase his probability of victory from 60 percent to 75 percent. The expected value of this increment is $150,000, so the expenditure is worthwhile. B is concerned; he believes that A’s expenditure will reduce his own probability of victory from 60 to 45 percent, and he counters with his own expenditure of $150,000, designed to nullify A’s expenditure. And indeed A now reassesses his chances of victory at only 60 percent. Hoping that B will not respond to a smaller increment of expenditures, A now lays out another $100,000 on expert witnesses, paralegals, third-party discovery, jury-selection experts, and the like. A is mistaken, and B responds with his own $100,000 in additional outlays. By this time the parties have jointly spent on litigation an amount equal to J. And they may keep going. Or they may not. Each may be able to foresee the other’s reactions several moves ahead, or they may be able to agree to limit their expenditures. But if the parties found it easy either to understand each other’s assessments or to negotiate mutually satisfactory deals, they would have settled the case. So the pattern sketched above, while pathological, may not be totally unrealistic.

§22.12 Access to Legal Remedies—Contingent Fees, Class Actions, and Indemnity of Legal Fees

Suppose a person has a claim of $100,000 and a 50 percent probability of vindicating it if he has a good lawyer. The expected value of the claim is $50,000 and would justify him in expending up to that amount in lawyer’s fees to protect the asset. (He is assumed in this example to be risk neutral.) But suppose the claim is his only asset. Ordinarily this would be no problem; one can borrow a substantial sum against an asset as collateral. But it is not always possible to borrow against a legal claim. Banks and other lending institutions may be risk averse because of government regulation of financial institutions or may find it costly to estimate the likelihood that the claim can be established in court. These factors may make the interest rate prohibitively high. And many legal claims (notably most tort claims) are by law not assignable—in order, it is said, to prevent the fomenting of litigation—and so are worthless as collateral. A possible economic justification for this rule is that once the claim is assigned, the original plaintiff, who may be the key witness, will have less incentive to testify effectively. This may explain why such assignments would be rare, but not why they are forbidden. Contract claims are usually assignable, which is inconsistent with the no-assignment rule for tort claims.

States are tending to relax the traditional ban on sale or bank financing of legal claims. Patent trolls (discussed in Chapter 11) are leading the way. Many of them buy patents. Their purpose in buying them is to sue for infringement. In essence they are buying the patentee’s lawsuit. An attraction of the sale of legal claims (or of defenses to claims) is that it spreads risk. Suppose a company is the defendant in a large suit. It might want to sell the defense of the suit to a law firm that would receive a substantial fee if the defense prevailed but would bear the entire cost of the defense if it failed. That would spare the general counsel of the defendant from having to tell his CEO that the defense not only had failed but had caused the company heavy legal costs.

The traditional solution to the problem of the impecunious plaintiff is the contingent fee contract. The lawyer lends his services against a share of the claim. Risk is reduced because the lawyer specializing in contingent fee matters can pool many claims and thereby minimize the variance of the returns. Specialization also enables him to estimate risks more precisely than could a conventional lender; and there are economies in having the same person or firm assess the risk and insure it.

It has been argued that contingent fees are often exorbitant. But it is easy to be misled here. A contingent fee must be higher than a fee for the same legal services paid as or after they are performed. The contingent fee compensates the lawyer not only for the legal services he renders but for the loan of those services. The implicit interest rate on such a loan is high because the risk of default (the loss of the case, which cancels the client’s debt to the lawyer) is much higher than in the case of conventional loans, and the total amount of interest is large not only because the interest rate is high but because the loan may be outstanding for years—and with no periodic part payment, a device for reducing the risk borne by the ordinary lender.

But if what the lawyer is doing is making a risky loan of his services, why should the contingent fee not be the opportunity cost of those services with interest, rather than a fraction of the judgment or settlement? There are three related economic answers. The first is that the optimal expenditure on legal services is a function of the stakes. The larger the stakes, the more the defendant will spend to ward off a judgment and the more, therefore, the plaintiff’s lawyer will have to spend in time and effort to win. The cost of his services is likely to be at least roughly proportional to the stakes (though declining because of the fixed-cost component of litigation costs) and therefore can be expressed as a percentage (though better a declining percentage) of them. Second, making the lawyer’s fee vary with the success of his effort is a way of increasing his incentive to do a good job. And third, more risk is shifted from the plaintiff to his lawyer. Since the lawyer does better when the plaintiff wins big, and worse when he wins small, the variance in the plaintiff’s expected benefit from suit after deduction of attorney fees is reduced.1 The lawyer is apt to be the superior risk bearer because he can spread litigation risk over a portfolio of cases.

A problem with the contingent fee is that in any situation of joint ownership—and a contingent fee contract makes the lawyer in effect a cotenant of the property represented by the plaintiff’s claim—each owner, as we know from Chapter 3, may lack an adequate incentive to exploit the right because the value he creates will accrue in part to another person. Suppose the plaintiff’s lawyer is offered a settlement of $100,000; if he goes to trial, there is a 90 percent chance that the plaintiff will win $150,000, but it will cost the lawyer $25,000 worth of his time to try the case; the parties are risk averse; and the contingent fee is 30 percent. If the plaintiff agrees to the settlement, he will net $70,000 and the lawyer $30,000. If the case goes to trial, the net expected gain to the plaintiff rises to $94,500 [.9 × ($150,000 − $45,000)],2 but the lawyer’s net expected gain falls to $15,500 ($45,000 × .9 − $25,000). So there is a conflict of interest between the parties attributable to the lawyer’s not being allowed to obtain the whole benefit of a trial (the expected net benefit of trial is ($50,000 × .9) − $25,000, and is thus positive).3 The conflict could be eliminated by allowing the outright sale of all legal claims; contract claims already are assignable.

It might seem that the contingent fee contract and, even more clearly, outright sale must result in more litigation. Not necessarily, even though they certainly make it easier for an illiquid or risk-averse person to bring a suit. The likelier a suit is to be brought if there is violation of law that causes injury, the greater is the deterrent effect of whatever legal principle the suit would enforce, and hence the less likely are potential defendants to engage in the forbidden conduct. What is more, a contingent-fee contract gives the lawyer a greater incentive to decline a weak case than if he is paid on an hourly basis,4 because the cost of losing is shifted from the client to the lawyer. It is a filtering device.

Very small claims would create no problem for the legal system were it not for the fixed component in the costs of litigation; litigants would simply invest less when the stakes were smaller. If, however, the fixed cost can be spread over many claims, it may be possible to litigate more claims, with a resulting reduction in the error costs of the legal system yet without prohibitive litigation costs. There have long been techniques for aggregating a number of small claims into one large enough to justify the costs of suit—or, stated otherwise, for realizing economies of scale in litigation. A department store performs this function with respect to the claims of its customers against the manufacturers whose products the store sells. The customer who buys defective merchandise may not have enough at stake to sue the manufacturer, but he will not hesitate to complain to the department store, which will replace the merchandise or refund the customer’s money and, if several customers complain, will pool these complaints and present them to the manufacturer. If the latter is unwilling to reimburse the store for its costs in responding to the customers’ complaints, the store will be able to make a credible threat to sue the manufacturer.

The modern class action generalizes this technique. Suppose the manufacturers of toothbrushes have conspired to charge a monopoly price. Millions of consumers are harmed; the aggregate cost may be substantial; and yet the injury to each consumer may be only a few cents. If all of these claims are aggregated in a class action, the stakes in the action will be large enough to defray the costs of suit.5

The class action device may seem of limited utility, however, in the very case in which it is most needed—the case in which the individual claim is very small. The defendant can be compelled to pay a judgment equal to the costs of his violation—but to whom? The costs of identifying the members of the class and giving each one his individual damages (a few cents, in our example) may exceed the judgment. It is true that what is most important from an economic standpoint is that the violator be confronted with the costs of his violation—this preserves the deterrent effect of litigation—not that he pay them to his victims. And our earlier emphasis on the importance of compensating the injured party in order to motivate him to operate the legal machinery and prevent him from taking excessive precautions (see §6.4 supra) is inapposite here; the stakes are too slight to induce any victim to bear any of the burden of obtaining legal redress. But with no “real” client—no claimant with a significant interest in the outcome—the lawyer for the class is under little pressure to exert himself to maximize the recovery for the class. His earnings from the suit are determined by the legal fee he receives rather than by the size of the judgment. Only the defendant has an economic stake in the size of the judgment, and his interest is in minimizing it. So the lawyer for the class will be tempted to offer to settle with the defendant for a small judgment (small, that is, relative to what more vigorous representation might produce) and a large legal fee, knowing that such an offer will be attractive to the defendant if the sum of the two figures is less than the defendant’s net expected loss from going to trial. (No wonder trials in class action suits are extremely rare.)

Although the judge must approve the settlement of a class action, the lawyers largely control his access to the information—about the merits of the claim, the amount of work done by the lawyer for the class, the likely damages if the case goes to trial, etc.—that is needed to determine the reasonableness of the settlement. Hence the danger of what is called a “reverse auction.” A defendant faced with the threat of multiple class action suits (as is common when a great number of people have a potential claim) may seek out the class counsel least likely to obtain a substantial judgment should there be a trial and offer him a deal consisting of a large attorneys’ fee but only modest relief for the class. The parties then join in asking the court to approve the settlement as a “global settlement” of all the class actions (and to enjoin the continued prosecution of the other class actions in order to make the global settlement effective), pointing to the poor litigation prospects of the class counsel as a reason for the court to approve the settlement despite its modesty.

With neither plaintiff nor defendant motivated to oppose an excessive fee for class counsel, the responsibility for protecting the class falls on the trial court and is difficult to discharge adequately, a special difficulty being that lawyers who specialize in class action litigation may have few or even no paying clients, making it difficult to determine the market value of their services. Competition, however, can help the court determine a reasonable fee. First, lawyers for objecting class members have an incentive to argue against the fee proposed by the plaintiff and the defendant because they will receive a fee award if their objections are sustained. Second, class members are allowed to opt out of the class (if the class is seeking damages), to bring either an individual suit or a separate class action, or to object to the proposed class settlement, including proposed attorneys’ fees. The objector whose objections persuade the court will receive a cash reward.

In addition, courts have begun auctioning the appointment as class counsel to the lawyer or law firm that offers the best deal to the class, that is, the greatest benefits net of attorneys’ fees.6 When the bidders are of equal quality, the winning bidder will be the firm that offers to handle the case for the lowest fee. But the bidders are unlikely to be of equal quality. A firm that offers to represent the class for a fee of $1 million in a case with stakes of $10 million is not offering the class a better deal than a firm that offers to represent the class for $2 million if the first firm has only a 50 percent chance of winning while the second firm has a 75 percent chance of winning (in which event the expected benefit of its representation to the class is $5.5 million, versus only $4 million for the first firm). Yet having won the bid the firm may decide to do less work than the court expected. With a 75 percent chance of victory, the firm has an expected fee award of $1.5 million. Suppose the profit component is $500,000 and by halving its investment of $1 million in trying to win the case, the firm will reduce its chance of victory from 75 percent to 60 percent. Its expected profit will now be higher: $700,000 (60 percent of $2 million minus its new cost of $500,000) versus $500,000.

The auction process can be structured to minimize these problems. Bidding can be limited to firms that have a track record, although this will make it difficult for new entrants. Or bonuses can be offered for exceptional results. This will cause the better firms to bid lower, since they will have a superior expectation of obtaining a bonus.

Even without auctions, the structure of the fee awards in class action suits appears to be economically rational, although the level of fees may be too high. The awards are higher when the risk of loss is greater; they tend to be scaled to the outcome (thus rewarding output and not just input); and they are a declining percentage of the amount of money recovered for the class.7 Notice that the steeper the decline, the greater the vindication of the class action device; for it is premised as we saw on the fixed costs of litigation—it is because of those costs that the expense of litigating a small claim is likely to be prohibitive—implying that average costs fall with the number and homogeneity of the claims that are aggregated in the class action.

So far I have been assuming that while the claims of the individual class members are small, the aggregate damages of the class are large. But suppose they’re small. Suppose the class has a thousand members, each entitled to damages of only $10. For the sake of deterrence, we want the defendant to pay $10,000, but to whom? The cost of identifying the class members and verifying their claims is bound to exceed $10,000. In such circumstances, courts will sometimes award, in lieu of damages, what they call “cy pres” relief,8 by analogy to the cy pres doctrine of tort law, discussed in Chapter 19. Remember that that doctrine allows money left in trust to be diverted to a different object. The class action analog is to donate to a charity the money that would otherwise be awarded to class members as damages. In our example the payment of $10,000 to a charity whose mission coincided with, or at least overlapped, the interest of the class, such as (if the class action suit was based on a consumer-protection statute) a charitable foundation concerned with consumer protection, would amplify the effect of the modest damages in protecting consumers by adding to the deterrent effect of the judgment an investment in other means of protecting consumers from the type of injury caused by the defendant. A foundation might do something to minimize violations of the consumer-protection statute; class members each given $10 would do nothing.

At the opposite extreme we should consider whether class actions should ever be allowed when the individual claims are large, as in “mass tort” claims involving death or serious injury, rather than tiny, as in the example just discussed. On the one hand, the benefits of the class action in enabling small claims to be vindicated are absent, though there still are economies of scale and the agency costs are lower than in the small-claim class action because each class member has a large enough stake to give him an incentive to monitor the performance of the lawyers for the class. On the other hand, the costs of error are very great, because those costs are equal to the probability of error multiplied by the cost if the error is committed. A class consisting of the families of persons killed or seriously injured as an alleged consequence of the defendant’s defective drug can easily have damages claims plausibly estimated in the billions of dollars, all riding on the verdict of a single jury if the suit is allowed to proceed as a class action. Even if the suit has no merit and the probability of an erroneous verdict for the class is only 2 percent, the defendant may be forced to settle to avoid risking bankruptcy.

The English and Continental practice of requiring the losing party to a lawsuit to reimburse the winning party’s attorneys’ fees (indemnity) might appear to provide an alternative to the class action as a method of vindicating meritorious small claims. No matter how small the claim, the claimant will not be deterred from pursuing his legal remedies by the cost of litigation since his litigation expenses will be reimbursed if he wins. But there are problems:

 

1. Unless the plaintiff is certain to prevail, his expected cost of litigation may still exceed the expected benefit to him. If his claim is for $1, the probability of his winning is 90 percent, and his litigation expenses are $100, the expected benefit from litigating will be only 90¢ and the expected cost $20 (assuming his opponent’s litigation costs are also $100, so that if the plaintiff loses he will owe a total of $200 in attorneys’ fees). So he will not sue.

 

2. Indemnity lacks the economies-of-scale feature of the class action. Suppose there are 1,000 identical claims for $1 each, the cost of litigating each one is $100, and the probability of prevailing on the claims is 100 percent. If all 1,000 claimants sue—as they may, since each has a net expected gain of $1 from suit—$100,000 will be spent to vindicate those claims. If the claims had been aggregated in a class action, the expenses of suit might have been only a small fraction of this figure. The example is unrealistic because there is never a 100 percent certainty of winning and because indemnity, being incomplete for the reasons just mentioned, will not induce litigating for such small stakes. But this just means that the little suits won’t be brought at all, resulting in an allocative loss (misconduct is not deterred). There is still an economy from the class action device; it is better than no suit as well as better than many uneconomical small suits.

It might seem that if the class action were not a feasible alternative, indemnity would result in an excessive amount of litigation from an overall social standpoint because $100,000 would be spent litigating claims worth only $1,000. But the prospect of such suits would in all likelihood have deterred the defendant from committing the wrongful act in the first place. This is an important benefit of indemnity and also reveals the fallacy in comparing the cost of litigating a claim with the value of just that claim.

The most hotly debated question about indemnity is its effect on the litigation rate, with its advocates touting indemnity as the answer to the caseload crisis. With indemnity, the condition for litigation, inequality (1) in §22.5 supra, becomes
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The gain to the plaintiff if he wins at trial (and loss to the defendant if he loses at trial) now includes the plaintiff’s litigation expenses (C) as well as the damages awarded (J); but the plaintiff’s expected gain must be reduced by the defendant’s litigation expense (also C) discounted by the plaintiff’s subjective probability of loss, 1 − Pp. A similar adjustment is necessary for the defendant’s expected loss from litigation.

Inequality (3) can be rewritten
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The difference between this formulation and inequality (2) (the parallel condition for litigation without indemnity) is the right-hand side. It will be larger or smaller in inequality (4) than in inequality (2) depending on whether Pd + 1 − Pp is larger or smaller than 1. If smaller, the right-hand side of (4) will be smaller than the right-hand side of (2), thus making litigation more likely under an indemnity system. And it will be larger than 1 only if Pd is larger than Pp—that is, only if the defendant rates the plaintiff’s chance of prevailing higher than the plaintiff himself does. But in these circumstances (mutual pessimism) the case will be settled anyway. So for purposes of assessing the effect of indemnity on the likelihood of litigation, we can confine our attention to the class of cases in which Pp exceeds Pd. In all such cases, indemnity makes litigation more likely than it would be without indemnity by making the right-hand side of (4) smaller than that of (2). Indemnity increases the stakes (plaintiff wins more if he wins, defendant loses less if he wins); and as we saw earlier, an increase in stakes (J) increases the likelihood of litigation.

 

3. Indemnity creates satellite litigation, and such litigation can be quite costly. The largest cost is determining the reasonable cost of the plaintiff’s litigation effort. So why not give him the actual cost of his effort? The problem is that indemnity in one sense internalizes an external cost but in another sense creates one. Under the American rule, each party externalizes the other party’s cost of litigation. Under the English and Continental rule, each party externalizes his own litigation cost, for if he wins, his cost of litigation will be borne by the other party. Therefore if he expects to win, his net expected gain from winning will be higher if he recovers his litigation costs as well. That is why, if “mutual optimism” is a condition for a case not to be settled, there will be fewer settlements under the English and Continental rule.

To limit the externality just noted, courts award only a reasonable attorneys’ fee. They try to figure out what the optimal legal services for a case of this sort would have cost in a market for legal services that operates without externalities, and that becomes the reasonable fee awarded by the court. It is a difficult calculation and so increases the cost of the satellite litigation.

 

4. Indemnity is likely to increase the appeal rate—a troublesome consequence because, as we shall soon see, appellate courts are the bottleneck of a judicial system. Indemnity gives the successful appellant an additional benefit from winning his appeal—reversing the award of lawyers’ fees to his opponent in the trial court. Let p be the appellant’s probability of winning the appeal, J the judgment that he will obtain (or knock out, if he is the defendant and lost in the trial court) if he wins, Ct the legal expense that he incurred at trial (and for simplicity assume that his opponent’s expense was the same), and Ca the legal expense that he will incur in the appeal (likewise assumed to be equal to his opponent’s expense). If each party bears his own legal expenses, the expected benefit of the appeal to the appellant is simply pJ − Ca. But with indemnity it is p(J + Ct + Ca) − Ca − (1 − p)Ca. This is because if the appellant wins (with probability p), he recovers not only the judgment but also his legal expenses in both trial and appellate court, while if he loses (with probability 1 − p) he is out of pocket merely his and his opponent’s legal expenses in the appellate court. Assume, for example, that Ct = .3J, that Ca is only one-fifth the size of Ct (and thus equal to .06J), and that p is .5. Then the expected benefit of an appeal to the appellant if each party bears his own legal expenses simplifies to .5J − .06J = .44J, while the expected benefit under two-way fee shifting simplifies to .5(J + .3J + .06J) − .06J − .5(.06J) = .59J and thus is larger.

 

But the analysis is incomplete.

 

1. By increasing the variance of the possible outcomes of litigation, indemnity discourages litigation by the risk averse. Without indemnity, the plaintiff receives J − C if he wins the suit and pays C if he loses; the range of outcomes is thus from J − C to − C. With indemnity the range is broader, from J to − 2C. The analysis for the defendant is similar. But just how important is risk aversion in litigation? In commercial litigation, probably not very, because corporations may be effectively risk neutral if their shareholders hold diversified portfolios, as explained in Chapter 15. Even in personal-injury litigation risk aversion may be unimportant. The plaintiff’s risk may be buffered by a contingent fee contract and the defendant may be a corporation or insured or both.

 

2. The cost to a litigant of exaggerating the probability of his prevailing is greater under an indemnity system because he has more to lose if he loses; a mistake is therefore costlier. Under the American system his opponent picks up part of the costs engendered by the decision to sue or groundlessly defend, namely his own attorney’s fee.

So indemnity should result in a greater convergence of the parties’ estimates of the probable outcome of the litigation, thereby reducing the litigation rate. This suggests, incidentally, a possible reason why indemnity is the rule in England but has not caught on in the United States. The rigid adherence to stare decisis by English judges, the greater clarity of English statutes, which is due to Parliament’s being a more disciplined body than U.S. legislatures (it is effectively unicameral and controlled by the executive—the Cabinet), the virtual abolition of the civil jury in England, and the greater simplicity of English law attributable to the absence of states and of a justiciable constitution, make litigation outcomes more predictable in England than in the United States. This in turn makes a mistaken prediction as to outcome more culpable in England, in the sense of more easily avoidable, with the result that penalizing such mistakes is more likely to reduce their incidence than under a system like ours in which much mistaken prediction is inevitable because of legal uncertainty. The detailed statutory codes, professional judiciary, and absence of the civil jury in Continental legal systems may explain why indemnity is the rule in Continental Europe as well as in England.

 

3. Even under American law, a prevailing party can obtain indemnity of his legal fees if the other party’s claim (or defense) turns out to be utterly groundless (frivolous). It might seem that no penalty would be necessary even in the frivolous case since the cost of turning down a settlement offer and then losing at trial is borne by the person who makes the mistake. But this is not entirely so. The other side bears litigation costs, too, and as we know the taxpayer also bears some of them. These costs are external to the loser.

By increasing the stakes as perceived by the parties, indemnity should increase the litigation rate; and there is evidence that it does.9 It should also increase the accuracy of litigation by increasing the amount spent per case; it encourages the optimistic litigant to spend heavily on the litigation because he expects that his costs will ultimately be borne by his opponent, although this tendency may be checked by judicial refusal to award more than a reasonable fee. And to the extent that litigation results from careless estimates of outcomes, indemnity, by penalizing that carelessness, may deter enough litigation to reduce the litigation rate on balance.

Indemnity encourages the filing of small claims. The effect on the number of meritorious claims could be dramatic if the rule of liability was strict liability, it did not pay prospective defendants to reduce their liability exposure by reducing their activity levels, and many of the potential claims were for very small amounts of money. There would be more claims because prospective defendants would, by assumption, not be deterred from engaging in the conduct that gave rise to such claims by the prospect of having to pay. But many more claims? This is doubtful simply because the prospect of obtaining a small recovery (net of attorneys’ fees) in a lawsuit is not a strong motivator. So a more important effect of indemnity may be to discourage nuisance suits founded on frivolous claims. Without indemnity, the net expected cost of litigating a claim that both parties believe to be frivolous is the same to both the plaintiff and the defendant; and because there is a cost to the defendant, the plaintiff, by analogy to the game of chicken, may be able to get something out of the defendant by way of settlement. With indemnity the net expected cost of litigating such a claim doubles to the plaintiff but falls to (or at least close to) zero for the defendant. The plaintiff knows that he will lose (if the case is tried) and have to pay the defendant his legal expenses (C), plus bear his own (also C, for a total of 2C). The defendant knows that he will win and that his legal expenses will be reimbursed so that the defense of the case will cost him nothing.

Not all nuisance suits are frivolous, however. A suit is frivolous if it has no basis in law, implying a very low probability of the plaintiff’s winning if the suit is litigated. A nuisance suit might be a meritorious suit in which the potential damages were so slight that the net expected value of the suit (that is, net of the plaintiff’s litigation costs), if it were litigated, would be negative. Should we worry about nuisance suits, whether frivolous or not, or is this another example in which game theory tells us merely that there could be such a thing? The sequential nature of litigation expenditures, which we earlier saw could lead to expenditures greater than the stakes in the case, suggests that there is indeed a nuisance-suit problem.10 Suppose the net expected judgment for the plaintiff is $2,000, and if he litigates the case the cost to him will be $3,000. Suppose the litigation has two stages, in each of which the plaintiff will have to spend $1,500 in order to keep the case going. If he spends the first $1,500, this expenditure becomes a sunk cost that will not influence his subsequent expenditure decisions if he is rational. Therefore he will spend the next $1,500, because doing so will generate a net expected gain ($2,000, the expected value of the suit if he spends a total of $3,000). Knowing this, the defendant will settle at the second stage. Knowing that the defendant will settle at the second stage, it is rational for the plaintiff to spend $1,500 at the first stage. (It is an example of a rational precommitment strategy.) Knowing this, the defendant will settle at the first stage, where the bargaining range (before the plaintiff spends the first $1,500) is $0 to $2,000 (ignoring the defendant’s litigation expenditures, which will expand the range). But the defendant may be able to beat the plaintiff at this game by doing his own heavy up-front spending, which will reduce his marginal cost of defending.

Far from eliminating the nuisance suit founded on a meritorious claim, indemnity turns it into a net expected value suit. Suppose that in our previous example the expected judgment of $2,000 was generated by a 100 percent probability that if the case went to judgment the plaintiff would receive a judgment of $2,000. Then the net expected value of the suit to him would be positive—would in fact be $2,000, since the defendant would, with a probability also of 100 percent, have to pay the plaintiff’s $3,000 in attorneys’ fees. In other words, the phenomenon of the nuisance suit founded on a meritorious claim is an artifact of the American rule, which denies indemnity.

The relation between predatory litigation and nuisance suits is thus that predatory litigation is designed to alter the defendant’s behavior while nuisance litigation is designed to extract a settlement even though the net expected value to the plaintiff of litigating the case to judgment is negative.

§22.13 Rule 68 and One-Way Indemnity

Rule 681 of the Federal Rules of Civil Procedure provides that if the defendant makes a settlement offer before trial, and the plaintiff turns it down and then does worse at trial, the plaintiff must pay his own costs of suit, although as the prevailing party he normally would be entitled to insist that the defendant pay both parties’ costs.2 Does Rule 68 increase the settlement rate? Probably not. It makes litigation more costly to the plaintiff, since even if he wins he may have to pay his own costs (sometimes including his attorneys’ fees), and therefore he will demand less in settlement of the case. But by the same token, the defendant, who now has less to lose from litigation, will offer less. So the settlement range will not be larger. But the rule has an indirect effect that may encourage settlement. It increases the defendant’s incentive to make a realistic offer—one close to the plaintiff’s expected gain from trial—since if the offer is not realistic and is declined and the case goes to trial and the plaintiff wins, the defendant will benefit from having made a settlement offer only if the plaintiff does worse at trial than he would have done by accepting the offer.

In some cases the defendant will find it impossible to make a Rule 68 offer that will beat the judgment if the case goes to trial and the plaintiff wins. Suppose the plaintiff thinks he has a 50 percent chance of losing and a 50 percent chance of winning $100,000 and therefore will accept no settlement offer below $50,000 (we can ignore the expense of litigation and of settlement in this example). The defendant thinks the plaintiff has only a 40 percent chance of winning and therefore will offer no more than $40,000. This may be a good offer because the defendant’s estimate of the plaintiff’s chances is better than the plaintiff’s, yet there is no way the defendant can obtain a Rule 68 benefit from the offer. If the plaintiff loses, Rule 68 is inoperative (for then he has to pay his costs anyway, as the losing party); if he wins, he will win $100,000, which is more than the defendant’s offer.

The main effect of Rule 68 is to transfer wealth from plaintiffs to defendants, but maybe not by much. The plaintiff would not turn down a Rule 68 offer unless he expected to do better at trial, and if he did worse than expected it would mean he’d made a mistake in turning down the offer. So the rule penalizes the plaintiff only for a mistake. But this ignores risk aversion. The decision to accept or reject the settlement offer has more downside risk when Rule 68 is in play, especially when the rule applies to attorneys’ fees as well as conventional costs. On the other hand, Rule 68 increases the defendant’s incentive to make a realistic settlement offer, and the offer will be more generous the greater the benefits that Rule 68 confers on the defendant if the plaintiff declines the offer and then does worse at trial. So maybe the rule is only slightly disadvantageous to plaintiffs. Nevertheless it would make sense to amend the rule to allow a plaintiff to make a settlement offer that would have the same effect as the defendant’s offer.

Rule 68 is pro-defendant; statutes (which are common) that give just a prevailing plaintiff a right to reimbursement of his legal fees are pro-plaintiff. They change inequality (3) to
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which can be rewritten as
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In all cases in which Pp > Pd, the situation of mutual optimism that ordinarily is necessary for litigation to occur, a comparison with inequality (4), the parallel condition for the English and Continental rule, shows that litigation is less likely. This is because the negative number on the right-hand side, Pd − Pp, is cut in half. But a comparison with inequality (2) shows that litigation is more likely than under the American rule. The stakes are the same for the plaintiff as under fee shifting but are lower for the defendant—he has less to gain from litigation than under fee shifting and will therefore have less incentive to litigate. This conclusion is contrary to the conventional view that one-way indemnity foments litigation more than any other rule. It may not even generate more litigation than the American (no-indemnity) rule. A study found that the enactment in 1976 of the one-way fee-shifting statute in civil rights cases had not increased the number of cases.3 The statute increased the incentive of potential defendants both to settle civil rights claims before litigation was instituted and to avoid actual or even arguable (or at least detectable) violations of the civil rights of potential plaintiffs. These effects presumably offset the statute’s effect in reducing the settlement rate; if fewer suits are brought, a lower settlement (higher trial) rate is consistent with a lower number of trials.

§22.14 Res Judicata and Collateral Estoppel

The refusal of courts to permit the same claim to be relitigated between the same parties (res judicata) may seem surprising. Having lost once, the party will presumably be reluctant to try again; the loss is evidence of the likely outcome of his second suit. But why should he be forbidden to try, any more than an advertiser should be forbidden to repeat an advertising campaign that failed when tried a few months previously? The answer is that the cost of relitigation is positive, while the benefit in reducing error costs is in general zero since there is no way of determining which outcomes in a series of inconsistent outcomes (A sues B and loses; A sues B again and wins; B now sues A to recover A’s judgment against B and wins; etc.) are the correct ones. But this is provided that the stakes are the same or similar in the different actions and (a related point) that the first tribunal is on the same approximate plane of competence as the subsequent tribunals (for example, not a traffic court). Both conditions are necessary in order to make it unlikely that the error costs in a second litigation would be lower than those in the first. The first condition can be taken for granted; res judicata will induce both parties to invest adequately in the first suit, knowing that the judgment in it will foreclose further litigation. The second condition has given rise to the rule that res judicata will not apply if the first suit was before a court or administrative agency that lacks institutional competence to make definitive determinations.

Res judicata also forbids a plaintiff to “split” his claim. Suppose a plaintiff has both a tort and a contract cause of action against a defendant growing out of the same incident. He will not be allowed to sue on one cause of action first and then on the other. Although they are different causes of action they will be regarded as a single claim in recognition of the economies obtainable by combining the two theories of liability in a single suit.

Res judicata may be somewhat less important in a system such as the English where nuisance claims are penalized by full fee shifting; the cost of bringing a low-probability suit is less. If all litigation costs were internalized (including all judicial-system costs and the full queuing costs of other litigants), maybe we could live without a rule of res judicata—maybe a repeat suit would be brought only if the judgment in the first suit had been erroneous. But given a high level of unavoidable judicial error and hence an unavoidable randomness in outcomes, res judicata is necessary to head off redundant litigation having no net expected social value.

An interesting question is, when can a judgment be used to bar relitigation of the same issues in a subsequent litigation (collateral estoppel, or in a newer phrase, issue preclusion), not necessarily with the same party? Suppose A sues B and wins and then sues C and some issue decided in A’s favor in his suit against B (maybe whether a product sold by both B and C is defectively designed) is also in issue in A’s suit against C. To permit A to use the prior judgment to bar relitigation of this issue in his suit against C might lead A to invest excessive resources in prevailing on that issue in his suit against B. He might, for example, pick as his first defendant (i.e., as B) someone whose stake in the correct determination of the issue was too small to warrant investing significant resources in having it decided in his favor, while A would spend a great deal, anticipating benefits in subsequent litigation. But it would be relevant whether and at what cost C and other potential defendants could intervene in A’s suit against B; for intervention would in principle provide a method of consolidating all the potential litigations in one.

Now reverse the facts: B wins A’s suit against him and tries to use the judgment to foreclose a key issue in E’s similar suit against him. The problem discussed above is a bit less acute since B presumably did not choose who sued him first. But there is still a danger that he might expend disproportionate resources on the trial of an issue, anticipating benefits from being able to use the judgment in subsequent litigation.

Cases such as these have given the courts little difficulty.1 But now suppose that, A having sued B and won, E brings a similar suit against B and seeks to use A’s judgment to bar B from relitigating any common questions.2 This is called offensive collateral estoppel. Unless there is collusion between A and E, we need not fear that A will invest excessively in the prosecution of his suit against B because he anticipates using that judgment against other defendants; he does not. The danger is rather that B may invest excessively in defending himself against A’s suit because the consequence of losing that suit may be much greater liability in subsequent suits. Of course if B, having invested excessively in the first suit, still loses that suit, that is pretty good evidence that A’s claim was good; and why therefore should E have to prove its essential elements all over again? But if E is allowed to use A’s judgment in this way, B will have, as we have said, a great incentive to invest disproportionately in the defense of A’s suit, and this will increase the danger of an erroneous judgment in B’s favor in that suit.

Now consider defensive collateral estoppel. A, who has similar claims against F, G, and H, sues G first and loses. Should F and H be permitted to use G’s judgment to bar A’s claims against them? Presumably A chose his strongest case to bring first; for even though a victory in the first case will not have collateral estoppel effect for A, it will encourage other defendants to settle by providing at least some information, favorable to A’s prospects, concerning the likely outcome of their suits; and it may provide a useful precedent to A because any legal rulings by the judge in his case may be cited and followed by judges in the subsequent cases. If he loses that first case, this implies that the remaining cases are also without merit. But now appears the mirror image of the problem just discussed in connection with offensive collateral estoppel. A may pour resources into that first suit knowing that a loss there will be a disaster. B’s stakes are much lower. This asymmetry may allow A to win a case he doesn’t deserve to win. The probability of such a result is increased if a judgment in B’s favor, when there is one, can be used against A by subsequent defendants.3

§22.15 Court Delay and Caseload Crises

The law’s delay has been a lament of popular literature since Shakespeare’s time, but much of the traditional criticism of that delay is superficial. The inverse relationship between cost and time (see §10.8 supra) implies that eliminating the entire interval between the commencement and the decision of a lawsuit would be inefficient. Also, court delay is a “figurative” as distinct from a “literal” queue. Waiting in line for a table at a restaurant is a literal queue; it imposes an opportunity cost measured by the value of the customer’s time while waiting. There is no such cost of court delay because, if we disregard pretrial detention in criminal cases, the litigants are free to go about their business while waiting for trial. There are, however, other costs of undue court delay; for example, decay of evidence, which increases legal-error costs; and the greater uncertainty generated when the trial is long postponed increases the costs, and reduces the likelihood, of a settlement.

Excessive court delay is not, as is sometimes suggested, the inevitable consequence of the fact that the demand for litigation is large and the amount of judge time limited. The demand for lobsters is also large and the capacity to expand production to meet new increments of demand also limited. People queue up to buy litigation but not to buy lobsters because judicial time is not rationed by price and lobsters are. If the demand for lobsters increased faster than the supply, the price would rise until demand and supply were equated. An appropriately graduated system of surcharges for people desiring to have their cases heard promptly would have the same effect on litigation. If the prices necessary to clear the market (eliminate the queue) were very high, it would be a signal that an investment of resources in hiring more judges would probably be cost justified. The prices might not be high. Only a small fraction of litigants might have enough interest in an early trial to pay a surcharge. That would be a signal not to add judges.

Although the demand for court services, both state and federal, has been growing since about 1960 (rapidly in the 1960s through the 1980s, more slowly since then), the price system has not been used to moderate the demand and guide the supply response. The main response to the growth in demand has been to add judges and supporting judicial personnel. Such a response is unlikely to have a significant effect on court delay other than in the very short run. By increasing the quality of legal redress, at least to those who value prompt justice, an expansion in the number of judges will induce some people to use the courts who previously had been deterred by the delay. The analogy is to the construction of a new freeway to relieve traffic congestion. The new freeway may induce people who formerly used other methods of transportation because of the cost of congestion to substitute driving, until the freeway is almost as congested as the roads it replaced.1 In both examples, by increasing supply in a way that reduces the quality-adjusted price, the government simultaneously increases the quantity demanded.

Figure 22.3 depicts the effects of an unanticipated increase in demand in a private market. In the short run, when supply is fixed, the increase in demand (from D1 to D2) causes a sharp rise in price, from p0 to p1. In the long run, however, when producers can expand capacity to meet the new demand (which is why the long-run supply curve, S 2, lies below the short-run supply curve, S1), price falls from p1 to p2. It does not fall all the way back to p0 because the efforts of producers to bid away needed inputs from other industries cause the prices of those inputs to rise. In other words, the long-run elasticity of supply is not infinite (a horizontal line to the right of the intersection between p0 and q0), because some of the inputs used to make the product in question are inherently scarce in relation to the demand for them.

These problems have shaped the form that the expansion of the judiciary to meet increased demand has taken. The number of judges has been increased, but far less than the number of cases. Supporting personnel (law clerks, interns and externs, magistrate judges, computer personnel) have been added at a much faster pace than judges. This may be the reason for a sharp drop in the number of civil cases disposed of by trial as distinct from other methods of disposition, such as settlements and grants of summary judgment. The cross-elasticity of supply of judges and supporting personnel is much greater in nontrial than in trial dispositions because a judge cannot delegate presiding at a trial but can delegate the drafting of summary judgment orders and the conduct of settlement mediation to supporting personnel. So the expansion in their numbers enables the judge to dispose of more of his cases without trials and so allows a growing judicial caseload to be processed without a proportionate increase in the number of judges.

A peculiarity of judicial staffing is that the judges with the heaviest caseloads, namely the trial judges (the judges who preside over the litigation from filing to judgment, as distinct from the judges who preside over appeals from the judgment in the trial court), have the lowest ratio of staff to judge, and the judges with the lightest workloads the highest ratio. Federal district judges have the heaviest caseloads in the federal judicial system, but the smallest staffs; Supreme Court Justices have the lightest caseloads but the largest staffs (quality-weighted: The Justices usually have the same number of law clerks—four—as the federal court of appeals judges, who constitute the tier between the district judges and the Supreme Court Justices, but the Supreme Court law clerks are generally more experienced and more carefully selected than the court of appeals clerks). In other words, in the federal judicial system staff is allocated by the employing judge’s rank rather than need. That of course is inefficient. Moreover, the larger and better a judge’s staff, the less attention the appointing authorities need pay to quality in appointing judges, and so one can expect politics to play a bigger role in appointments.
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Would a better way of curbing the demand for court time than increasing the number of judges or the size and quality of their staffs be higher minimum-amount-in-controversy requirements2 or higher filing fees? The economist prefers the latter. The former equates to an infinite filing fee for cases below the minimum and a zero filing fee for cases above it, while a fixed filing fee operates as a proportionally declining tax on lawsuits. A fee of $1,000 would be a 100 percent tax on a case in which the stakes were $1,000 and a 1 percent tax on a $100,000 case. If set equal to the cost of the lawsuit to the judicial system (including not only the direct costs but also the costs from backing up other cases), the fee would confront the litigant (presumably the plaintiff, but the defendant could be required to reimburse the plaintiff if the plaintiff won) with the full social cost of using the system. A minimum-amount-in-controversy requirement does not do this.

Either requirement can be criticized as favoring the wealthy. But the criticism is incomplete even if stakes and wealth have a strong positive correlation. Since the parties will spend more on litigation the higher the stakes are, and higher expenditures on litigation will reduce error costs, the entire society, rich and poor alike, has (assuming that accurate enforcement of law is in the public interest—it may not be if the laws are mostly bad laws) an interest in allocating the highest-quality judicial resources to the biggest cases, leaving the smaller cases to be tried in lower-quality tribunals. And while filing fees might seem unusable when litigants are indigent, this is incorrect. Indigence is merely an argument for price discrimination—for charging the indigent whatever fee they can pay. This is now done in prisoner litigation, forcing them to trade off the benefits from litigation against the costs in reduced pin money to spend at the prison commissary.

Fully compensatory filing fees would eliminate the subsidy to litigation that results from not charging litigants the costs of operating the judicial system, a subsidy that may be justified by the external benefits that litigation confers by creating rules of conduct for the society. Minimum-amount-in-controversy requirements preserve the subsidy, for if a case meets the requirement the litigants don’t have to contribute to the costs of the judicial system. But the subsidy approach could be preserved in a system of filing fees simply by subtracting the optimal subsidy from the fee necessary to cover the full cost of the lawsuit to the judicial system.

§22.16 Jurors and Arbitrators

Court queues are longest for parties seeking civil jury trials. Jury trials are more costly than bench trials both because of jury fees (which, as we shall see, understate the true social costs of the jury) and because a case normally takes longer to try to a jury than to a judge because of time taken up in jury selection, plus the longer time that it takes to explain the facts to nonexperts, plus the time spent in communication between judge and jurors. Parties are therefore “charged” more for jury trials by being made to wait in line longer.

The United States is the only major country in which a jury is regularly used in civil cases, and it may be doubted whether the added costs of jury trial are offset by a reduction, if any, in factfinding errors (or in bribery, since a jury is harder to bribe than a judge, but bribery of judges is not a serious problem in a modern legal system). Still, the jury offers a rich field for economic analysis.1

Once the decision was made to entrust factfinding to laymen, it was inevitable that several rather than one would be used for this purpose. True, this increases the costs of the jury by increasing the number of people who have to be paid, the amount of time they will spend deliberating, and the probability of a hung jury and hence of a retrial. But to have people of varied backgrounds and points of view deliberating together is necessary to offset the greater expertise of the professional judge, for whom the jury is a substitute in finding facts and applying the law to them. This poses the essential tradeoffs in designing an economically optimal jury system. Enlarging the jury reduces error costs by increasing the variety of experience and ability that will be involved in the factfinding process—for example, by making it more likely that the jury will include at least one perceptive and articulate juror who can focus the jury’s deliberations.

And like any form of diversification, increasing the size of the jury reduces the risk of extreme outcomes (provided that selection is random or nearly so). This implies, perhaps counterintuitively, that a defendant should prefer a 12-person jury to a 6-person one. The more jurors, the more random the composition of the jury is likely to be and therefore the less likely are extreme verdicts. Since a verdict below zero is not possible, anything that truncates the range of likely verdicts favors defendants.

Another variable in jury design is the majority required for a verdict. Requiring unanimity is more costly than requiring a simple majority. It takes longer to negotiate a unanimous verdict—the agreement of more parties is needed—and increases the likelihood of a hung jury. But the quality of the deliberations may be increased, and hence error costs reduced, by requiring that everyone be convinced of the correctness of the outcome preferred by some. In effect, a rule of unanimity increases the effective size of the jury compared to majority rule. But requiring a supermajority, such as two-thirds, would be preferable to requiring unanimity, since the latter requirement gives each juror a veto, and there is a risk that one or two members of a more or less randomly selected ad hoc group will be irresponsible, since they will bear none of the costs of their irresponsibility.

The use of conscription to obtain jurors seems at first glance inefficient, as it leads to an understatement of the social costs of the jury and hence to overuse of juries. But it would be difficult to obtain juries of people with diverse backgrounds—juries presumably more efficient as factfinders—without the use of compulsion. A fee set at a level that would just fill the number of jury slots would produce juries composed mainly of people of low economic status. A fee set high enough to attract upper-income people would create excess demand for jury positions. For many people, such a fee would exceed their opportunity costs; they would therefore queue up for a chance of jury service. And if the courts rationed the excess demand by using some criterion of fitness—education, occupation, or whatever—the jury would lose its random-sample character, which is a positive factor in its ability to make correct and predictable factual determinations.

Jurors are not the only laymen used to adjudicate legal disputes. Most commercial arbitrators are nonlawyers (most labor arbitrators, however, are lawyers), and, by definition, none is a publicly employed judge. The difference between arbitrators and jurors is that the former are chosen for their expertise in the area in dispute, and the latter for their lack of expertise! The difference can be explained, though. There is a tradeoff between expertise and impartiality. The more a person knows about some area of life, the less the arguments and evidence of two disputants will influence his resolution of the dispute; the increment to his knowledge is less. The expert, then, is more powerful. If two disputants choose (usually in advance of the dispute) to submit their dispute to an expert, there is no reason not to respect their choice. But judges and juries exercise the coercive power of government. That power is buffered by insisting that they do not know so much about the dispute that they are unlikely to listen attentively to the submissions of the disputants, and is diffused by having more than one juror.2

§22.17 Optimal Adjudication: The Case of Contract

In this chapter and in Chapter 20 we have seen a variety of institutional arrangements for adjudicating legal disputes. It may improve our understanding of them to consider alternative arrangements for adjudicating a particular class of disputes, namely contract disputes. At one extreme, imagine that a fully professionalized, competent, and honest judiciary is assigned to determine the meaning of a contract. Error costs would be minimized. Total government costs might be high because of the salary and other expenses of a high-quality tribunal. Yet equally they might be low if the high quality of the court’s decisions resulted in a lower litigation rate because parties to contracts had less incentive to raise spurious interpretive issues; for then the judiciary would be smaller and so its expense would be lower. Moreover, the greater investment of governmental resources per case might be offset by lower costs of litigation to the parties because the judges would need less help from the lawyers to reach a correct result. But the reduction in the private costs of litigation might lead to an increase in the litigation rate. And the high quality of the judiciary would also attract dispute-resolution business from arbitration. It might even increase the number of contracts, some fraction of which would give rise to litigated disputes. Substitutes for contracts become less attractive the lower contractual transaction costs are, and contracts are likely to be shorter the more competent the judges are because lawyers won’t have to spell out everything for a dim interpreter. So lower contractual transaction costs result in more contracts, which may result in more contract litigation even if the rate of that litigation falls. But the net social benefits of the additional contracts would exceed the costs of litigating the small percentage of those contracts that would give rise to litigation. For it is implausible that the modest judicial subsidy of contracts, arising from the fact that parties to lawsuits do not bear the expenses incurred by the judiciary in enforcing contracts, results in a greater number of inefficient contracts.

At the other extreme, consider a judiciary that is incompetent or corrupt, or more likely both. The costs of using such a judiciary either to ascertain the parties’ intentions or to make a best guess concerning the most efficient resolution of the interpretive question would be prohibitive. Rules designed to reduce judicial discretion, such as requiring that contracts be in writing and that they always be interpreted according to their literal meaning, would in such circumstances be efficient. They would increase the parties’ costs of negotiation and drafting, but the total costs of contracts would probably be lower than if the judiciary tried to resolve ambiguities. An incompetent judiciary could not perform the task satisfactorily, and uncertainty in interpretation would make it difficult to determine whether decisions were corrupt.

Alternatives to judges as resolvers of contract disputes are jurors and arbitrators. A common reason for including an arbitration clause in a contract is to avoid the vagaries of determinations made by jurors, who rarely have commercial experience; that is one reason that even in jury trials the meaning of a contract is ordinarily for the judge to determine rather than the jury. To the extent that arbitrators are considered more reliable interpreters than either judges or juries, we can expect contracts that contain arbitration clauses to be shorter than contracts that do not.

Distrust of conventional triers of fact is not the only motive for the inclusion of an arbitration clause in a contract; it may not even be the main motive, considering how often arbitration is chosen in legal systems that do not use juries in civil cases. Other motives are privacy (judicial records are, with rare exceptions, public documents), the desire of the parties to have their disputes resolved on the basis of commercial custom rather than the formal law of a particular jurisdiction, a belief that arbitrators are less subject to various cognitive illusions (such as hindsight bias) than jurors, the availability of arbitrators who can devote more time to a complex case (because they are paid by the hour and have no fixed caseload) than a busy trial judge, and, as noted in §20.1 supra, risk aversion, because arbitrators are believed to tend toward middle-of-the-road results as otherwise they are unlikely to be selected for future arbitrations. In addition, however, the contract party who expects to be sued rather than to be suing if the contractual relationship breaks down may want an arbitration clause in the expectation that the middle-of-the-road propensity of arbitrators will reduce the party’s expected liability. A brokerage firm, for example, is more likely to be sued by a customer than to sue a customer. One might think that if including an arbitration clause would favor one party over the other, the other party would object, or would demand compensation. But it might not bother to do so because the expected cost to it would be difficult to estimate and probably slight when discounted by the probability of a breach of contract that would lead to an actual suit. The explanation is parallel to why one-sided form contracts in consumer transactions might be a competitive equilibrium (see §4.9 supra).

Of course if “middle of the road” were taken literally, potential defendants would derive no benefit. Suppose half the plaintiffs in some class of cases have meritless suits and therefore ought to receive zero damages, and half have meritorious suits and damages of $10,000. The defendant is no better off if arbitrators award $5,000 in all the cases. But if as is likely most suits are clearly without merit, so that the arbitrators feel comfortable in awarding zero relief in those cases, their middle-of-the-road propensity will operate only in the meritorious cases and the effect will be to truncate the defendant’s liability.

Mistrust of jurors as contract interpreters is indicated by the growing practice of including a jury waiver in contracts. If the only motive for arbitration is to avoid a jury, such a waiver is an attractive alternative to an arbitration clause, especially for a party that does not anticipate an advantage from middle-of-the-road judging.

§22.18 Appeals

The losing party in a lawsuit can appeal to a higher court. The right of appeal serves two social purposes. It reduces the costs of legal error and it enables uniform rules of law to be created and maintained. The first point may seem inconsistent with the analysis in a previous section of res judicata and collateral estoppel. But it is not. The appellate court is not identical to the trial court, but is specially designed for the error-correction function. So the appeal is not a replay of the trial with no reason to expect any greater accuracy of outcome.

If appeals are more likely if the lower court committed an error—and they are if there are significant fixed costs of appealing (for then an appeal will generally not be filed unless there is a significant probability of winning, which in turns implies a significant probability of error in the trial court)—then allowing appeals as a method of error correction may be superior to investing more resources in the quality of the lower courts in order to reduce the probability of errors by those courts. Those resources would be expended in all cases, whereas the cost of an appeal is borne only in those cases—a modest fraction of the total—that are appealed.1 More important, were appellate courts not empowered to correct errors, they could not perform their substantive lawmaking function (precedent production) because litigants would have no incentive to appeal.

Since it is rarely in the losing party’s desire to improve the law, it might seem that there would be too few appeals from a social standpoint, even with the modest subsidy of the appellate (as of the trial) process that is provided by not charging the parties for judges’ salaries and related expenses. But as we saw in the last chapter, there is a natural equilibrating mechanism. If there are too few appeals in period one, the appellate courts’ production of precedents will fall, making it difficult for people to settle their disputes (because they cannot agree on how the disputes are likely to be resolved in court), resulting in more litigation and hence more appeals in period two.

Appellate courts give plenary review to pure issues of law; that is, they give no deference to the trial judge’s view on such issues. If they did, the law would vary from trial judge to trial judge. But appellate courts defer quite broadly to the trial judge’s or the jury’s findings of fact. The trier of fact will usually spend much more time with a case that goes to trial than the appellate judges, and as a result have a better feel for the facts. And since every case has different facts, the coherence of the law does not require that all cases be decided the same way, only that the same rules be applied by all the judges.

Appellate courts do not reverse for harmless errors. Such an error is by definition unlikely to lead to a different result if the case is retried. The expected benefit of reversal in such a case is low in relation to the cost of the further proceedings in the trial court that will ensue if the judgment is reversed.2

An important question about appealability is when may the trial court’s ruling be appealed? When it is entered or not until the end of the proceeding in the trial court?

The presumption is in favor of postponing review to the end of the proceeding in the trial court. But there are two benefits to allowing immediate appeals of intermediate (interlocutory) rulings. The first would be to avoid delay in determining the correctness of the ruling, and the second would be to head off lengthy proceedings in the trial court if, for example, the trial court had erroneously denied a motion to dismiss the complaint. But corresponding to these two benefits are two costs. The proceeding as a whole may be delayed by frequent interruptions for appeals from interlocutory orders; and postponing appellate review may avert unnecessary appellate proceedings, for many of the orders that trial judges issue are moot by the time the proceeding is ended. Suppose, for example, that a judge rules adversely to the plaintiff time and time again (on questions of admissibility of evidence, for example), yet in the end the plaintiff prevails anyway. In a system that freely allowed interlocutory appeals he might have appealed every one of those rulings at the time they were made, but if interlocutory appeals are not allowed all of the rulings will be mooted by the final judgment.

Moreover, instead of having to consider ten appeals in the same case, the court of appeals has to consider only one appeal with (perhaps) ten issues, and to the extent that the issues are related to each other—for example, by being based on the same facts—the one appeal may be less time-consuming for the appellate judges, even though it has many issues, than ten single-issue appeals in the same case would have been.

A regime of interlocutory appeals economizes on the time of trial courts at the expense of appellate courts, while a final judgment rule does the reverse. The latter is more efficient if appellate-judge time is in shorter supply than trial-judge time. It is. The number of appellate judges in a unitary system cannot be expanded indefinitely without adding new tiers of appellate courts, since a vital task of the appellate process—maintaining a reasonable uniformity and consistency of law—cannot be performed effectively if there is more than a handful of judges. If the appellate workload is so heavy that many judges are needed to handle it, they must break up into smaller panels, but then there is a problem of coordinating the panels. Eventually the only answer is another tier of appellate review. The federal system already has a three-tiered system, although access to the third tier, the Supreme Court, is limited. A fourth tier would not be feasible.

Notice the contrast with other organizations, such as business firms, where it is common to have a multitiered hierarchy. The workers at the bottom tier handle routine matters. A matter that is not routine is bounced up one, or two, or many management layers depending on its difficulty (this is called “management by exception”). This doesn’t work for judicial systems, which is to say that such systems encounter steep diseconomies of scale. What to do, then, to accommodate increased demand? One possibility is specialized courts; for there can be as many specialized courts as there are specialties and so the average size of each court will be smaller (the judicial business is being divided among a larger number of courts) and transaction costs (which increase with the size of an appellate court) lower. Another possibility is delegation of adjudicative responsibilities to administrative agencies, as we saw in the preceding chapter, subject to judicial review (the alternative of limiting appellate review to appeals within the agency rather than from the agency to a court is objectionable because error costs would be high, since an agency has less political independence than a court). Still another possibility is to increase the productivity of each judicial tier by expanding staff, as by adding law clerks and staff attorneys and subordinate judicial officers (such as magistrate judges). This, as noted earlier, has been the major response of American courts to caseload increases.

Despite the reluctance of appellate courts to hear multiple appeals in the same case, in some cases it is unavoidable. Delay in getting an interlocutory order reviewed might be very costly where the order was a preliminary injunction forcing the defendant to shut down his business, or was a ruling on a potentially dispositive issue and if reversed would avert a year-long trial. So interlocutory orders granting or denying injunctions are appealable immediately (cf. §22.3 supra). And the “collateral order” doctrine allows interlocutory orders to be appealed immediately if they involve separate issues from the merits of the litigation and an immediate appeal is necessary to avert irreparable harm to the appellant. Suppose the trial court refuses to make the defendant post a bond to assure that if he loses the case he’ll be able to reimburse certain expenses of the plaintiff to which the latter would be entitled. If the order is not immediately appealable and later the plaintiff wins and the defendant turns out not to be good for the money, the plaintiff will be out of luck. And since the issue of the bond is separate from the merits, no judicial diseconomy will result from having to hear separate appeals on the bond and on the merits.

Nevertheless, it is apparent that the strong social interest in finality of litigation (see §8.6 supra) requires a strong presumption in favor of limiting appeals to final judgments.

§22.19 Choice of Law

Suppose a resident of State A, while driving in State B, injures a resident of B, who sues.1 Which state’s law should be used to decide the rights of the parties—A’s or B’s? Both have an interest in the outcome of the suit. At the simplest level, A will benefit if its resident wins, because he will have more money, and B will benefit if its resident wins. These benefits are offsetting and can be ignored. But A also has an interest in its residents being able to drive in State B without undue restrictions and B an interest in protecting its resident from being injured by a negligent driver. In other words, both states have an allocative as well as a distributive interest in the dispute. And from this standpoint it is significant that the accident occurred in B. Presumably B’s rules are tailored to driving conditions—the state of the roads, weather, etc.—in B. Since B thus has (subject to a qualification to be noted shortly) a comparative regulatory advantage2 in regard to accidents which occur in B, there is an economic argument for the traditional common law rule of lex loci delicti—the law applicable to a tort suit is the law of the place where the tort occurred, wherever the suit to redress that tort was brought.

But this rule does not work well in all cases. Suppose two residents of state A are involved in a collision in state B. Although B’s tort rules will be better adapted to location-specific factors relating to the accident such as the state of the roads and climate conditions, A’s will be better adapted to person-specific factors such as relative ability to take care or amount of damages necessary to compensate the victim of the accident fully, and they may be the only factors relevant to the particular case. And there is the question where exactly the tort occurred. Technically it occurs in the state of injury, because there is no tort without an injury; but mightn’t the state in which the act of negligence occurred be thought to have the comparative regulatory advantage, rather than a different state, in which the injury happened to occur? Does that make sense, though, in a products liability case as distinct from a typical automobile accident case? In most tort cases, the victim and injurer are residents of the same state, and presumably the state’s tort law strikes a balance between the interests of potential victims and of potential injurers. But this balance is missing in many products liability cases because a state may be a big producer of dangerous products consumed mainly elsewhere.

In a case of nationwide media defamation, where the injury to the plaintiff’s reputation may have occurred in 50 different states, the statute of limitations in the injurer’s state should be applied in order to reduce forum shopping. That is, the same body of law should be applied wherever suit is brought, provided there is no material difference between the court systems in the jurisdictions in which the suit could be brought.3

Complications such as these have led most states to adopt a more complex approach to choice of law issues in tort cases than lex loci delicti (though it continues to be the presumptive approach) by attempting to determine on a case-by-case basis which state affected by the suit has the greater “interest” in applying its law. From an economic standpoint the issue ought not to be interest, but which state’s law makes the best fit with the circumstances of the dispute. Suppose a key issue in a case is which state’s statute of limitations shall apply. If the purpose of the statute of limitations is to reduce the error costs associated with the use of stale evidence, there is a strong argument for applying the statute of limitations of the state in which the case is tried because that statute presumably reflects a judgment concerning the competence of the courts of that state to deal with stale evidence. (This is one reason courts apply their own procedural rules even when they are applying the substantive law of another jurisdiction.) But if the purpose of the statute of limitations is to enable people to plan their activities with greater certainty, there is an argument for applying the statute of limitations of the injurer’s state, because it is the injurer who is subjected to the uncertainty. If both states’ statutes of limitations have both purposes, then the statute of limitations in the injurer’s state should be applied, in order to reduce forum shopping. That is, the same body of law should be applied wherever suit is brought, provided there is no material difference between the court systems in the jurisdictions in which the suit could be brought.

Or suppose the issue in a breach of contract suit between residents of different states is the capacity of the promisor to make a binding promise (for example, must he be 21 or is 18 old enough?). The promisor’s state of residence would have the comparative advantage in formulating the rule to resolve the dispute because such rules presumably are based on the average capacities of the state’s residents.

The tendency of courts to substitute multifactor choice of law criteria for the simpler traditional common law rules such as place of the tort or place where the contract was made has increased the proportion of cases in which the court applies the law of its own state. For that would be a court’s natural preference, and it is a preference easier to indulge when the criteria of choice, being multiple, are vague. It has efficiency advantages: Judges are more familiar with the law of their own state than that of another jurisdiction; most cases are litigated by local lawyers who therefore are also more familiar with the law of the state of suit than the law of other states; and decisions based on local law increase the stock of precedents, as a court’s decision interpreting the law of another state will have only weak precedential significance in that state.4

Courts generally will enforce choice of law provisions in contracts, and such provisions are common. A court should refuse to enforce such a provision (setting aside issues of fraud) only if the law chosen is one that the court would find difficult to apply, perhaps because it was the law of a foreign country. Parties to contracts should not, however, be required to include choice of law provisions. Such a requirement would increase the cost of contracting. Since few contract disputes end up in court, it is generally better for the court to fill a hole in a contract in a litigated case than to compel contracting parties to negotiate over a specific issue, such as choice of law.

§22.20 The Economics of the Legal Profession

The lawyer’s most conspicuous and socially problematic role is in the trial of cases; so this seems as good a chapter as any in which to glance at the economics of the profession itself and at the related question whether lawyers increase or diminish the social product. Of course lawyers do other things besides try cases: mainly give advice to people contemplating a course of action that may raise legal questions. Lawyers’ advice helps avert inadvertent violations of law and to that extent reduces litigation and (probably) promotes social welfare. But it also prevents some inadvertent (but not on that account less socially valuable) compliance with law. The client may learn from the lawyer that a course of action which he correctly guessed was illegal is unlikely to evoke a heavy sanction. Or the lawyer may be aware of loopholes that allow the client by a slight restructuring of his proposed course of action to comply with the letter while flouting the spirit of the law. One of the economically most dubious forms of legal advice is advice on how to minimize one’s tax liability. A reduction in one taxpayer’s taxes is likely in the long run to be offset by an increase in some other taxpayer’s taxes, so that unless the second taxpayer’s taxes have fewer undesirable allocative or distributive effects—and on average they will not—the first taxpayer’s expenditure on legal advice will be a deadweight social cost.1

This example illustrates that the lawyer’s role is shaped by private rather than social benefits. It is true in litigation as well. The attorney-client privilege (analyzed in the next chapter) forbids a lawyer to disclose without the client’s permission information disclosed by his client to him, even if that information shows that the client’s claim or defense has no merit. This illustrates the fact that the lawyer has (in general) no duty to reveal to the court information damaging to his client’s cause. The information need not have come from the client and therefore need not fall within the scope of the attorney-client privilege.

The United States has a million lawyers. Is that too many? An economic study found, after correcting for other factors, that a nation’s economic growth is positively correlated with the number of engineers and negatively correlated with the number of lawyers.2 The authors’ explanation is that engineers produce wealth by devising methods for reducing costs or improving products, whereas lawyers merely produce redistributions of wealth (as in the tax example). Yet we know that the protection of property rights is fundamental to wealth creation, and lawyers play an important role in that protection. They also contribute to nonmarket output, which is ignored in the usual measures of economic growth, such as clean air and water; pollution control is a highly lawyer-intensive activity. Another important form of nonmarket output, and again one that is lawyer-intensive, is the protection of personal liberties. Like firefighters and insurance companies, much of what lawyers provide are options that are valuable even if never exercised: They create the peace of mind that comes from knowing that there is a machinery available for the enforcement of one’s rights. Of course, from the standpoint of potential civil defendants (and victims of crime), these may be negative options—yet not entirely. Being subject to a legally enforceable duty may increase a person’s utility by enabling him to engage in advantageous transactions that would otherwise be closed to him. If creditors had no legal remedies against debtors, people would find it difficult to obtain loans, or, at a minimum, would have to pay very high interest rates. So lawyers who help creditors enforce their remedies provide an indirect benefit to debtors.

Law traditionally was, and to a diminished extent still is, a profession. Law and medicine are the professions one thinks of first, the professions that seem to embody most perfectly the concept of the profession as the embodiment of expertise. Professionals include, besides lawyers and doctors, architects, nurses, teachers, engineers, clergy, and military officers (the list is not exhaustive), and they constitute an important segment of the economy. I mentioned that there are a million lawyers; there are more than 700,000 doctors.

In the business model, the goal is profit maximization in a competitive environment that operates in a Darwinian fashion; risk is pervasive and both extraordinary profits and devastating losses are real possibilities. Employment and leadership in such an environment attract many and repel many. The people it attracts tend to be aggressive and daring, the ones it repels cautious and thoughtful. In the traditional professional model risk both upside and downside is trimmed by a combination of regulation and ethics both aimed at muting competition. With muted competition the lawyer or doctor can realistically aspire to a safe upper-middle-class income, but he is unlikely to become wealthy. The result, in combination with requiring postgraduate education and qualifying exams for entry into the profession and subjecting members of it to professional discipline, is to attract a type of person quite different from the entrepreneurial type—a more studious, intellectual, risk-averse type of person.

Why does society value such persons and create a comfortable niche for them? Some goods and services involve a degree of complexity that makes it difficult for consumers to evaluate the quality of the goods and services; and when a consumer is unable to determine the quality of a product or service the provider has to be regulated, either directly as in the case of the regulation of the drug industry by the Food and Drug Administration or indirectly as in the professional model, in which the conditions for becoming a member of a profession encourage self-selection by persons likely to be trustworthy, responsible, and ethical because less inclined to cut corners in order to make a killing.

Until quite recently the legal profession conformed pretty closely to the professional model, at least at the large-firm level. An early and very partial challenge came with the advent of hourly billing, which had been uncommon before World War II. Until then a law firm would generally bill for services rendered without itemization. But that is a viable practice only when clients repose a great deal of trust in their lawyers, in accordance with the professional model. Hourly billing requires itemization, and this gives the client some basis for evaluating the cost that the lawyer incurred. But hourly billing is cost-plus pricing, which is not businesslike. It invites padding, for example, in the form of repricing the time of inexperienced new associates.

The professional model in law began to decline in the 1970s with the beginning of the deregulation movement, which loosened restrictions on competition in legal services. The trend continued in subsequent decades and was marked by an increased spread in earnings within law firms, an increased dispersion in the size of law firms, and increased turnover—in particular, the tendency of successful lawyers to move from firm to firm (taking their clients with them) in quest of higher incomes. The trend accelerated after the financial collapse of September 2008; one response of corporations to adversity was to press law firms for lower rates. Consolidation of law firms was one result. Many of the leading law firms now are global businesses, some with annual revenues in excess of $1 billion. They are professionally managed and highly competitive, gaining and losing clients, gaining and losing top lawyers who take clients with them, and riding the business cycle, which produces, at its bottom, the layoffs, furloughs, and wage cuts or freezes that recent years have seen. New York hours have become the norm everywhere.

Corporate lawyers today don’t want just a comfortable upper-middle-class income. They can’t afford it, because of the increased risk they face. Few law firms any more practice “lockstep” compensation, in which all partners of the same vintage in a firm are paid the same—a risk-minimizing method of compensation that used to be the norm in large law firms. Today a lawyer faces the risk, if his productivity declines, of seeing his income decline, or indeed of being pushed out of the firm altogether; and to cushion that risk, naturally he wants to earn as much as he can while he can.

Gone is client trust. Going is hourly billing. Cost-plus pricing is unbusinesslike; businesslike is fixed-price competitive bidding with adjustments, whether specified in the bid or negotiated, for exceeding or falling short of performance targets. Soon to go, in all likelihood, will be the ban on selling equity interests in law firms to nonlawyers, which has forced the firms to raise their needed capital mainly by borrowing; this has inhibited growth, earnings, and professional management.

Once the legal and ethical limits on lawyer competition are relaxed, the underlying riskiness of law firm practice is unchained. Like banks though less dramatically, law firms’ capital is short term but their assets are long term. The principal capital is human capital—the most successful partners and their clients—and that capital is short term; a partner can leave the firm, clients in tow, with little or no notice. This can cause a run on the firm, as happened in the collapse of the previously very successful Dewey LeBoeuf firm. A law firm’s assets, including its accounts receivable and future clients (corresponding to a bank’s loans), cannot be liquidated at a moment’s notice to match the firm’s assets to its shrinking capital and its fixed debt.

The greater competitiveness of the legal services industry has implications for legal ethics. Lawyers have two kinds of ethical obligations (1) toward the client (for example, to avoid overbilling and conflicts of interest) and (2) toward society (for example, not to suborn perjury). Competition could impair the first type of ethical obligation; the less profitable (because more competitive) the practice of law is, the smaller the financial penalty for being disbarred as a sanction for violating one’s ethical obligation to one’s client. But in general we do not expect competitive sellers to be less honest with their customers than monopolists. Competition is pretty certain, however, to erode the lawyer’s ethical obligation to society, because the more competitive a market is, the less likely are the sellers in it to sacrifice their customers’ interests for a social benefit for which the sellers are not compensated.
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        Problems

 1.    Can you think of an economic rationale for the replacement of notice pleading by issue pleading as in the Federal Rules of Civil Procedure?

 2.    Should a party to a lawsuit be able to compel the attendance of a witness?

 3.    In Clauss v. Danker, 264 F. Supp. 246 (S.D.N.Y. 1967), a tort action, the plaintiff sought discovery of the particulars of the defendant’s liability insurance policy, even though those particulars would not be admissible as evidence in the trial of the case. The court said it would be desirable that such discovery be permitted, primarily in order to facilitate settlement, but held that under the existing Federal Rules of Civil Procedure discovery of insurance coverage could not be ordered. In 1970, the rules were amended to permit such discovery. The advisory committee noted: “Disclosure of insurance coverage will enable counsel for both sides to make the same realistic appraisal of the case, so that settlement and litigation strategy are based on knowledge and not speculation. It will conduce to settlement and avoid protracted litigation in some cases, though in others it may have an opposite effect.”

Is the change in the rules likely to increase or reduce the frequency of settlement? How, if at all, does the analysis differ from that of Rule 35 in §22.6 supra?

 4.    Compare the costs of reducing crime by (a) lowering the prosecutor’s burden of proof and (b) making criminal prohibitions more specific.

 5.    What would be the consequences if, instead of requiring the defendant to post bail, the state were required to pay the defendant the costs he incurred by remaining in jail pending trial?

 6.    Would it be a good idea, from an economic standpoint, to compensate the defendant who is acquitted of a criminal charge? What would be the appropriate measure of compensation? What implications, if any, would compensation have for the appropriate standard of proof in a criminal case?

 7.    In a suit for treble damages under the antitrust laws, should the plaintiff be required to establish the defendant’s liability beyond a reasonable doubt?

 8.    Here are two questions about indemnifying the winning party’s attorneys’ fees:

 

                (a) Suppose the winning party was represented by a public interest law firm. Should the attorneys’ fees be based on the actual costs incurred by the firm, or on what lawyers of equal competence would have charged for the services rendered by the firm? See Blum v. Stenson, 465 U.S. 886 (1984).

                (b) Should a risk multiplier ever be a component of an award of “reasonable” attorneys’ fees? Suppose the plaintiff had only a 20 percent chance of winning, and if he had lost, his lawyer would have gotten nothing because the lawyer had agreed to take the case for a contingent fee. If the plaintiff wins, should the lawyer’s fee be multiplied by five in order to compensate him for the risk he bore? See Laffey v. Northwest Airlines, Inc., 746 F.2d 4 (D.C. Cir. 1984); McKinnon v. City of Berwyn, 750 F.2d 1383 (7th Cir. 1984).

 

 9.    Suppose one of several beneficiaries of a trust hires a lawyer to sue the trustee. If as a result of the suit the assets of the trust are increased, the law will allow the lawyer to claim a portion of his fee from the other beneficiaries. Does this make economic sense? See Saul Levmore, Explaining Restitution, 71 Va. L. Rev. 1 (1985).

 10.    To obtain a preliminary injunction, a plaintiff must, as we have seen, show that he will suffer irreparable harm if the injunction is denied. From an economic standpoint, which if any of the following types of arguably irreparable harm should be a basis for a preliminary injunction in a damages suit?

                (a) The defendant may become insolvent before the end of the trial.

                (b) The plaintiff may declare bankruptcy before the end of the trial as a result of the defendant’s alleged wrongdoing.

                (c) Damages will be difficult to calculate.

 

 11.    Should a judgment be given collateral estoppel effect if it was not appealed?

 12.    Would you expect a contract clause providing for the arbitration of disputes arising under the contract to be more common in standard-form contracts or in individually negotiated contracts?

 13.    From a game-theoretic standpoint, compare the standard approach to civil contempt, which allows a judge to order that a witness who defies an order to testify be imprisoned until the witness either testifies or convinces the judge that he won’t testify no matter how long the imprisonment lasts, with a rule fixing a definite term of imprisonment for the contempt. See Linda S. Beres, Games Civil Contemnors Play, 18 Harv. J. Law & Pub. Pol’y 795 (1995).

 14.    Evaluate the following proposition: The significance of res judicata is not that it prevents relitigation, because the parties would themselves agree to go only one round against each other in order to save both sides litigation expense; it is that it nudges settlement offers closer to what the judicial evaluation of the case would be if the case were litigated to judgment. See Bruce L. Hay, Some Settlement Effects of Preclusion, 1993 U. Ill. L. Rev. 21.

 15.    Do you think it is more or less difficult to settle a case, and on terms more or less advantageous to the plaintiff, if the suit is against multiple defendants jointly and severally liable for any tortious wrong done to the plaintiff? See Kathryn E. Spier, A Note on Joint and Several Liability: Insolvency, Settlement, and Incentives, 23 J. Legal Stud. 559 (1994).

 16.    Rule 11 of the Federal Rules of Civil Procedure requires a lawyer to make a reasonable inquiry into the factual and legal grounds of any document that he files in the trial court. What are the likely consequences of the rule for the cost and amount of litigation?

 17.    Suppose some lawyers are optimists by nature, and some pessimists. Whom would you rather have as your lawyer in the pretrial stage of the litigation? Whom would you prefer at the trial? Does it make a difference to your second answer whether the trial is conducted under the American or the English rule governing attorneys’ fees? See Oren Bar-Gill, The Evolution and Persistence of Optimism in Litigation, 22 J. Law, Econ. & Organization 490 (2005). Is there a tendency for lawyers to be overconfident? See Zev J. Eigen & Yair Listokin, Do Lawyers Really Believe Their Own Hype, and Should They? A Natural Experiment, 41 J. Legal Stud. 239 (2012).
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CHAPTER 23



EVIDENCE

§23.1  Evidence as Search and as Error Minimization

The law of evidence determines what, and how, information may be provided to a legal tribunal asked to resolve a factual dispute. The preceding chapter emphasized the importance of the accurate resolution of such disputes to an economically efficient system of law but did not discuss the rules that structure the factfinding process.

There are two equivalent ways of modeling the process. The first is as a problem in search, analogous to searching for a consumer durable, with the correct answer to the question of (say) did X shoot Y corresponding to the utility-maximizing choice between two brands of a consumer product. The process of obtaining, sifting, marshaling, presenting, and (for the trier of fact) weighing evidence confers benefits and incurs costs. (Social and private benefits and costs must be distinguished, but that is for later.) Benefits are a positive function of the probability (p) that if the evidence is considered by the trier of fact the case will be decided correctly, and of the stakes (S) in the case. Assume for simplicity that the benefits are simply the product of the two terms, hence pS, where p is a positive function of the amount of evidence (x); then the full expression for the benefits of the search is p(x)S. With enough evidence p might equal 1, meaning that a trial would be certain to produce the correct outcome. The costs of the trial (c) are also a positive function of the amount of evidence.

On these assumptions, the net benefits (B(x)) of the search for evidence in a case are given by B(x) = p(x)S − c(x). The optimum amount of search—the amount that maximizes net benefits—is then the amount that satisfies pxS = cx, where the subscripts denote derivatives (see §6.1 supra, note 2). In words, the search should be carried to the point at which marginal cost and marginal benefit are equal. The amount of evidence at the optimum point will be greater the higher the stakes in the case, the lower the cost of obtaining evidence, and the greater the effect of evidence in increasing the likelihood of an accurate outcome. The conditions that guarantee that this optimum exists are that there be no economies of scale in searching for evidence and that as more and more evidence is obtained the effect of additional evidence on the outcome of the case decreases; this condition is likely to be fulfilled if the searcher begins the search with the most probative evidence, which is the efficient procedure unless that evidence is particularly costly to obtain.

The alternative is to model the search for evidence is as a process of cost minimization. Let p now be the probability of an erroneous rather than of a correct outcome and pS the cost of the error (the probability of error weighted by the stakes). Suppose that p = .1, implying that on average one out of ten cases will be decided incorrectly. If the average stake in these cases is $100,000, the expected cost of error is $10,000. (The assumption that pS equals the social costs of error is arbitrary. But, as we shall see, it is a reasonable guess that the social cost of an erroneous outcome will generally rise with the stakes in the case.) The search should be carried to the point at which the last bit of evidence obtained yields a reduction in error costs equal to the cost of obtaining it.

That cost can sometimes be quite indirect. Consider Rule 407 of the Federal Rules of Evidence, which makes inadmissible evidence that, after the accident giving rise to the plaintiff’s suit, the defendant repaired the condition that caused the accident. Allowing such evidence into the trial of a case would discourage repairs by making them more costly (the added cost being the increase brought about by such evidence in the expected cost to the defendant of litigation over the accident), and so it would increase the risk of future accidents and therefore expected accident costs. Against this it can be argued that the taking of a precaution after the occurrence of an accident that the precaution would have prevented justifies an inference that taking it ahead of the accident would have been cost-justified. But this depends on the reasons the subsequent precaution was taken. They could include (besides that it was always cost-justified) regulatory pressures, concerns with adverse publicity, a recent change in the cost or efficacy of the precaution, or that the accident revealed a remediable danger that no reasonable person would have suspected beforehand. The exploration of these issues would unbalance the trial and reinforce the problem of hindsight bias. Subsequent remedial measures are admissible to show that there were feasible preventive measures that the defendant could have taken (which is a different question from whether taking them would have been cost-justified), if the measures taken later existed before the accident; and given the feasibility exception, all the rule does is prevent the plaintiff from arguing that the adoption of the measures was an admission of negligence or defect.

The stakes in a case are at best an approximation of the social benefits of gathering additional evidence. Imagine a dispute over liability under a statute that was repealed after the dispute arose but that, the repeal not having been retroactive, still governs the dispute. If a lot of money is involved, the optimum private investment in evidence gathering may be very large because victory will confer or conserve substantial economic rents. Yet the social benefits from a correct decision might be nil. (Or might not: The expectation that any dispute arising under the statute would be resolved by accurate methods, come what may, might have induced efficient behavior when the statute was in force, and honoring that expectation may be necessary to induce efficient behavior under statutes currently in force.) Or consider litigation over the ownership of a buried treasure; such litigation would generate the same rent-seeking costs as a race to find the buried treasure in a finders-keepers regime of property law (cf. §3.2 supra). So while parties may underinvest in searching for evidence in some cases because accuracy in adjudication confers benefits on nonparties by increasing the deterrent efficacy of the law, they may overinvest in other cases for rent-seeking reasons. Cf. §22.19 supra. But generally the larger the stakes in a case, the greater the social as well as the private benefits of a correct decision. Inaccuracy that reduces deterrence and hence compliance with law will impose greater social costs the bigger the case. It is more important to deter billion-dollar than million-dollar oil spills resulting from negligence.

Second, investments in evidence may yield benefits that go beyond altering the outcome of particular cases. Take the simple case in which the outcome of a trial depends solely on the ratio of the investments of each side. Then a proportional reduction in each side’s expenditures will not alter the outcome. But it may well reduce the amount of information generated for the consideration of the tribunal, and by doing so may increase the variance of the actual as distinct from the expected outcome and also increase the likelihood of an appeal by reducing confidence in the accuracy of the trial.

§23.2  The Adversarial and Inquisitorial Models Further Compared

The benefits and costs of searching for evidence, and so the optimal kind and amount of such search, vary with the type of searcher; it is the difference in who searches for evidence that mainly distinguishes the adversarial from the inquisitorial system (see §20.1 supra).

The latter assigns much heavier responsibilities for the search for evidence to the judge than the former does; and it might appear that the searcher-judge would be an extremely efficient searcher because of selection, training, and experience. But maybe not. Since it is difficult to evaluate legal factfinding and thus to criticize a judge for having made erroneous findings or praise him for good ones, the judge’s incentive to exert himself to do a good job will be limited. Also, the amount of search conducted will depend on the number of judges and auxiliary judicial personnel relative to the caseload, and that number may be determined without much regard to the socially optimal amount of search.

In the adversarial process exemplified by the modern American civil jury trial, the search for evidence is conducted separately by the lawyers for the opposing sides and presented to a nonexpert, ad hoc, multiheaded tribunal for decision. Because trial lawyers are compensated directly or indirectly on the basis of success at trial, they have a strong incentive to develop evidence favorable to their client and to find the flaws in the opponent’s evidence; and if the monetary stakes are large, the lawyers will be given ample resources by their clients for obtaining and contesting evidence. So there will be a tendency, at least, to carry the evidence search to the optimal point.

The extent of the search will depend not only on the stakes but also on the likely effect of the last piece of evidence on the outcome of the case. This implies that, other things being equal, more evidence will be obtained the closer the case is,1 since if the case is one-sided, additional evidence, even though highly probative considered by itself, may have no effect on the outcome and hence not be worth presenting. Yet additional evidence induced by the closeness of the case may also have no effect on the outcome. Suppose that party A can increase the probability of a favorable outcome by 1 percent by adducing one more bit of evidence at a cost of x. And suppose that his opponent, B, can nullify that 1 percent shift in A’s favor by adding another bit of evidence, evidence favorable to B, also at a cost of x. If each party puts in his additional evidence, a cost of 2x will be incurred without any change in the expected outcome. True, if A can anticipate B’s response, he will have no incentive to put in the additional evidence. And A and B would jointly benefit from agreeing to keep the evidence out; agreements by parties to limit evidence will normally be enforced. If lawyers were perfect agents of their clients, such agreements would be more common than they are. Moreover, judges limit the amount of evidence that the parties are permitted to introduce, as we’ll see.

The competitive character of the search process and the presentation of the results to a body of amateur judges (the jurors) that does not itself participate in the gathering of the evidence impart a rhetorical character to the adversarial system. Rhetoric, as explained by Aristotle in his treatise on the subject, is the set of techniques for inducing belief in matters involving irremediable uncertainty. An important dimension of effective rhetoric is making the speaker credible. Recall that a good is a credence good if the consumer cannot readily determine its quality by inspection or even use (see §4.7 supra). When output cannot readily be evaluated, a buyer’s focus shifts to the inputs; hence the emphasis on the reputation of the seller of a credence good—or the reliability of a witness whose testimony cannot be evaluated directly.

The importance of credibility and the incentives of lawyers to enhance the credibility of their witnesses explain the emphasis the adversary system places on cross-examination and rebuttal, and the corresponding suspicion of hearsay evidence, which, defined functionally, is testimony not subject to cross-examination. The witness who presents the hearsay evidence in court can be cross-examined, but not the out-of-court declarant whose “testimony” the witness is merely repeating.

The significance of cross-examination is often misunderstood and its social value consequently underappreciated, because of failure to consider the deterrent effect of the right to cross-examine. Because cross-examination can destroy a witness’s credibility, it rarely does so in practice, and so is mistakenly denigrated. The witness whose credibility would be destroyed by cross-examination will not be called at all or will try to pull the sting of the cross-examiner by acknowledging on direct examination the facts on which a cross-examiner could be expected to harp.

The adversary system may seem less efficient than the inquisitorial because it involves two or more searchers—the lawyers for the opposing parties—rather than one (the judge). And because the private benefits of searching for evidence may exceed or fall short of the social benefits, privatizing the search (as in the adversarial system) may result in too much or too little evidence from a social standpoint, as we have seen, whereas in principle—a tremendous qualification, obviously—the inquisitorial judge can continue his search for evidence until he reaches the point at which marginal cost and marginal benefit intersect and can stop right there. However, the judge in the adversary system can limit the amount of search that the lawyers do, not only by curtailing pretrial discovery, setting an early trial date, and limiting the length of the trial but also by excluding evidence at trial under the authority of various rules of evidence. The function of the rules of evidence in limiting the external costs generated by an adversary system is one reason why such rules are less important in an inquisitorial system.2

More important, the competitive character of the adversary process gives the searchers (the lawyers) for evidence a greater incentive to search hard, and also a greater incentive to find the flaws in the other side’s evidence, than under a system in which the judge is the principal or only searcher.3 Because the party having the objectively stronger case will usually be able to obtain evidence favorable to it at lower cost than the opposing party can obtain evidence favorable to itself,4 a competitive system of gathering evidence favors the party who would win in an error-free world. It also facilitates the drawing of reliable inferences from evidentiary gaps. If one party ought to be able to obtain evidence favorable to itself, if there is any, at low cost, its failure to present such evidence will allow the trier of fact to infer that the party has no such evidence and should therefore lose. Silence becomes a signal.

With so much of the judicial function privatized, the number of professional judges required to staff courts in an adversarial system is much smaller than in inquisitorial judiciaries.5 Alternatively, the decision to have a small number of judges drives up the cost of search by them, so that the search function devolves on others, the lawyers and jurors, who might be considered excessively high-cost searchers (relative to benefits) if judges were plentiful and judge search therefore cheap.

§23.3  Trial by Jury Revisited

Supplementing our earlier discussion of juries (§22.16 supra), let us consider some characteristics of trial by jury from the standpoint of the economic theory of evidence.

A judge may be case-hardened and therefore less likely to attend to the particulars of a new case than jurors. Suppose that by virtue of having presided in many similar cases he reckons at the outset of a new one that the odds that the defendant is guilty are 100 to 1. He will have little incentive to pay close attention to the evidence presented at trial, because evidence of the defendant’s guilt will not affect his judgment, while evidence of the defendant’s innocence, unless extremely powerful, will not change his priors enough to induce him to acquit the defendant. The judge is being rational, but when the pattern becomes understood litigants will no longer have an incentive to produce much evidence. (To see this, think of the extreme case in which the judge has made up his mind irrevocably about the correct outcome of the case before any evidence is presented.) Eventually the accuracy of the litigation process will be severely compromised, as the judge’s priors, formed on the basis of trials in which the parties did put in a lot of evidence, become less and less accurate. The problem will be aggravated to the extent that people are afflicted by “confirmation bias,” meaning that they tend to interpret evidence in the way most consistent with their priors.1 The fact that the life-tenured judge on a fixed salary pays no penalty for succumbing to this bias undermines his resistance to it. The dangers stemming from strong priors are less acute in trial by jury.

Because of the adversary character of a trial and the need to present the evidence all at once (a jury can’t be kept together indefinitely, whereas a judge can try a case in stages over an indefinite period of time and delay issuing his decision until long after the trial has ended), the public can monitor an American jury trial at lower cost than would be required for monitoring an inquisitorial process modeled on a police investigation. This monitoring is particularly important in the U.S. setting because most American judges are elected rather than appointed and their judicial salaries are well below the opportunity costs of the ablest lawyers, on both grounds raising doubts about judicial quality.2 Those quality concerns narrow the perceived competence gap between judges and jurors, and so reduce the expected error costs of jury trials relative to bench trials. The gap is further narrowed by the fact that when judges are elected, repeat litigants, such as insurance companies, and specialized trial lawyers, such as the tort plaintiffs’ bar, have strong incentives to channel campaign contributions to judges who favor their interests. These incentives are blunted, and the effect of the contributions on decisions reduced, if decisional responsibility is shared with jurors.

Obviously a judge has a comparative advantage over a jury when it comes to deciding questions of law. But the line between a question of fact and a question of law is not always clear. Negligence is a legal concept; but is the question whether the particular defendant was negligent a legal or a factual question? The answer usually given is that it is both or neither and is perhaps best described as a “mixed” question of law and fact or a question about the application of a legal concept to a set of facts. Economic analysis suggests, however, that it is a pure question of fact, and so the law is right to leave it to the jury subject to the same deferential review as other factual determinations that juries make. This is most easily seen when the concept of negligence is expressed in the terms of the Hand Formula (see Chapter 6). Each determination required to apply the formula is factual rather than legal in character: estimating B, P, and L, multiplying P and L, and determining whether PL is larger than B. No legal knowledge is required to make any of these determinations (as would be the case if the jury were asked to decide what negligence is), which when made answer the question whether the defendant was negligent.

Although much of the opposition to the civil jury trial is based on anecdotes, opponents can point to some genuine empirical evidence, in particular evidence that the conviction rate is lower in bench trials than in jury trials. In most states the decision in a criminal case as to whether the trial shall be to a judge or to a jury is entirely the defendant’s. If juries are less accurate guilt determiners than judges, innocent defendants will choose to be tried by judges rather than run the risk of jury mistake, while guilty defendants will choose to be tried by juries, hoping for a mistake. And so the acquittal rate will be higher in bench trials—and it is.3

§23.4  Burden of Proof

Burden of proof has two aspects. The first is important only in an adversarial system, where the tribunal does not participate in the search for evidence. This is the burden of producing (submitting) evidence to the tribunal, as distinct from the burden of persuading the tribunal that one ought to win the case. Failing to carry either burden means that the party having the burden loses. The two burdens are intertwined; for one thing, the burden of persuasion generally determines who has the burden of production. The plaintiff’s burden in an ordinary civil case is to show that his position is more likely than not correct. In other words, if at the end of the trial the jury either thinks the defendant should win or doesn’t know which side should win—the evidence seems in equipoise—the plaintiff loses. This makes a plaintiff who puts in no evidence very likely to lose. So it makes sense, as a way of economizing on the time of the tribunal (as well as of reducing nuisance litigation), to require the plaintiff to submit evidence that if believed would be likely to carry the day with the jury before the defendant is required to submit any evidence.1 This assumes that the cost to the plaintiff of obtaining this evidence is no greater than the cost to the defendant of obtaining contrary evidence (if there is any). But the assumption is reasonable; modern pretrial procedures for discovering evidence in the possession of the opposing party make the costs of searching for evidence pretty symmetrical.

But why should a tie go to the defendant rather than to the plaintiff? One reason is that a judgment against a defendant—a finding of wrongdoing—does more to his reputation than a plaintiff’s failure to obtain a judgment does to the plaintiff’s reputation. Another is that a judgment in favor of the plaintiff imposes a cost that is avoided when the error goes the other way—the cost of collecting the judgment.

The burden of persuasion is on the plaintiff for the main claim but the defendant for affirmative defenses, such as consent, statute of limitations, incapacity, and res judicata, and the burdens of production are allocated accordingly. It would be particularly inefficient to require the plaintiff to anticipate and produce evidence contravening the indefinite number of defenses that a defendant might plead in a given case. The plaintiff would have to identify and counter defenses that the defendant might not have been aware of as well as some that the defendant might have good tactical or evidentiary reasons not to plead or that he might decide not to plead simply because he had one clearly dispositive defense and so didn’t have to waste his time with others. For example, if the statute of limitations is a plausible defense in only 5 percent of cases, making the plaintiff plead and prove that his suit was timely would impose costs with no corresponding benefits in 95 percent of cases.

The burden of persuasion is much heavier (proof beyond a reasonable doubt versus proof by a mere preponderance of the evidence) in a criminal case than in a civil case. In the typical civil trial, there is no basis for supposing that Type I errors (false positives, such as convicting an innocent person, or, in the civil context, erroneously finding the defendant liable) on average impose higher costs than Type II errors (false negatives, such as an erroneous acquittal or the denial of a meritorious claim).2 So it is enough in the usual civil case to justify a verdict for the plaintiff that the probability that his claim is meritorious exceeds, however slightly, the probability that it is not.

Type I errors are more serious than Type II errors in criminal cases (subject to the important qualification noted in §7.12 supra) and therefore are weighted more heavily in the former by the imposition of a heavy burden of persuasion on the prosecution. We saw in Chapter 7 that even when the only criminal sanction is a fine, the full cost to the convicted defendant will not show up elsewhere in the social books as a benefit. And when there is no fine, the only benefit of the criminal punishment is its deterrent effect. The deterrent effect of punishing an innocent person is unlikely to be positive, and may be negative, though no stronger statement is possible. The expected cost of punishment (EC) to a person punished is actually the difference between the expected cost of punishment if he commits a crime (ECg = pgS, where pg is the probability of punishment if the accused is guilty and S is the sentence) and the expected cost of punishment if he does not commit a crime (ECi = piS where pi is the probability of punishment if the accused is innocent, and S is as before). Hence EC = pgS − piS; equivalently, EC = (pg − pi)S, making it transparent that if punishment is imposed randomly, so that the probability of punishment is the same regardless of guilt (that is, if pg = pi), the expected punishment cost of committing the crime will be zero. The more accurate the process of determining guilt is, the less random punishment will be, and so the greater will be the law’s deterrent effect. Stated differently, greater accuracy in the determination of guilt increases the returns to being innocent.

But punishment that is truly random must be distinguished from punishment that merely has a random component. Suppose that having a criminal record makes a person quite likely to be convicted of any subsequent crime that he is charged with even if he didn’t commit it. This will reduce the effect of the criminal law in deterring him from committing subsequent crimes, but at the same time make him more likely to be deterred from committing the first crime by increasing his long-term expected punishment. It will also cause people with a criminal record to steer clear of activities in which they might be arrested and falsely charged. So conviction of innocent persons can increase as well as reduce deterrence.3 But the latter effect may well predominate. For if law enforcers concentrate their limited resources on persons who are easier to convict regardless of guilt, the expected punishment of first offenders will decline since the authorities will be devoting fewer resources to prosecuting them.

Type I errors in criminal cases impose additional cost because the cost of imprisonment is high. That cost is of course avoided when a guilty person is acquitted, though such an acquittal will reduce deterrence by reducing the probability of punishment for crime. But the asymmetric effect of the cost of imprisonment on convictions and acquittals means that it probably takes several erroneous acquittals to impose a social cost equal to that of an erroneous conviction. That is one economic rationale for requiring proof beyond a reasonable doubt in a criminal as distinct from a civil case and another is the inherent advantage that the prosecution enjoys in a criminal case, compared to a private civil plaintiff. The government has enormous prosecutorial resources. It can allocate these across cases as it pleases, extracting guilty pleas by the threat to concentrate its resources against any defendant who refuses to plead and using the resources thus conserved to wallop the occasional defendant who does invoke his right to a trial.4 This is like the situation discussed in Chapter 10 in which unequal access to capital markets can make predatory pricing a rational strategy. The analogy is closest and the strategy likely to be most effective when, as is the commonest case, the defendant cannot afford to hire counsel but is dependent on court-appointed counsel, who except in capital cases are kept on a short financial tether. Even the rare criminal defendant who can afford to hire counsel will normally be unable to match the resources that the government can credibly threaten to pour into a case. The burden of proving guilt beyond a reasonable doubt is thus a partial offset (like the provision of counsel to indigent defendants) to the inequality of the parties’ resources for gathering and presenting evidence. In an inquisitorial system, where the search is conducted by a presumably disinterested judge, the need for a heavier burden of proof in a criminal than in a civil system is attenuated.

A complicating factor is that prosecutors in either system may be disinterested too, since, unlike private lawyers, their incomes are not tied directly to success in litigation. But economic theory, as well as common sense and observation, suggests that the desire to win, weighted by the stakes in the case (roughly, the sentence if the defendant is convicted), is the most important argument in the prosecutorial utility function and thus that prosecutors have incentives similar to those of private lawyers. Being a prosecutor is very often not a terminal job, but a stepping stone. Future employers will evaluate a prosecutor by his success in litigation, which will be seen as a function of his win rate weighted by the opposition that he had to overcome in order to win; the opposition will usually be greater the graver the offense charged.

When asked to express proof beyond a reasonable doubt as a probability of guilt, judges generally pick a number between .75 to .95 (depending on the judge); jury quantifications are similar. These may seem shockingly low figures, implying that as many as a quarter of the people convicted of crime are innocent. Not so. The higher the crime rate in relation to prosecutorial resources, the more thoroughly prosecutors will screen cases for easy ones to win, and these will tend to be drawn from the tail of the distribution of suspects that contains the suspects who are most likely to be guilty in fact.5 The heavy burden of persuasion and the other procedural advantages of criminal defendants increase the incentive of prosecutors to go after the guiltiest by making it difficult to convict a defendant, notwithstanding the disparity in resources between the prosecuting authorities and all but the wealthiest defendants, unless the case is one-sided against him. If because of prosecutorial screening only 1 percent of the persons prosecuted are innocent, then even if all defendants are convicted, only 1 percent of convicted persons will be innocent. And that is an exaggeration. Not all persons who are prosecuted are convicted, and normally it is much easier for an innocent than for a guilty defendant to create enough doubt of guilt in the trier of fact to obtain an acquittal.

Tight screening implies not only that guilty people are not prosecuted but also that most people who are prosecuted and acquitted are actually guilty. In the previous example, if a 10 percent acquittal rate is assumed, then 99 percent of the defendants who are acquitted would actually have been guilty if the probability of acquittal was random with respect to innocence and 90 percent if all innocent defendants were acquitted.6 This implies that when crime rates rise faster than prosecutorial resources, entailing even tighter screening of cases to pursue, courts or legislatures would have to reduce the procedural advantages of defendants if they wanted to maintain the same balance between the probabilities of convicting the innocent and of acquitting the guilty. This point suggests a possible nonideological basis for the Supreme Court’s swing against the rights of criminal defendants in the 1970s and 1980s. Had those rights been preserved intact, the rise in crime rates in that era (which greatly exceeded the increase in the number of prosecutions7) would have made it easier for guilty defendants to avoid punishment. That in turn would have reduced the expected cost of punishment, and so driven crime rates even higher, unless there was an offsetting increase in the severity of punishment for those (fewer) criminals who were caught and convicted.

Although the burden of persuasion is much lower in a civil case and most plaintiffs do not operate with a resource constraint (thanks to contingent fees), there is no reason to suppose that a higher fraction of civil than of criminal cases are decided incorrectly. Burden of persuasion has less to do with the number of errors than with the distribution of errors between sides. More undeserving civil plaintiffs than undeserving criminal prosecutors win, but fewer undeserving civil defendants than undeserving criminal defendants win. What makes it likely that most cases, civil or criminal, are resolved correctly is simply that it is usually cheaper to obtain persuasive evidence on the side of truth.

It is now generally accepted that since all evidence is probabilistic—there are no metaphysical certainties—evidence should not be excluded merely because its accuracy can be expressed in explicitly probabilistic terms that reveal a high, but not quite a 100 percent, probability of accuracy, as in the case of fingerprint and DNA evidence. But courts are reluctant to take the next step and hold that, given the modest burden of persuasion in civil cases, the explicit probability that the plaintiff’s essential evidence is true need only exceed 50 percent. Suppose the plaintiff is hit by a bus and it is known that 51 percent of the buses on the road where he was hit are owned by Bus Company A and 49 percent by Company B. The plaintiff sues A and asks for judgment on the basis of this statistic alone; he tenders no other evidence. If the defendant also puts in no evidence, should a jury be allowed to award judgment for the plaintiff? The law’s answer is “no” and can be justified by skepticism that the statistic concerning the ownership of the buses is the only evidence that the plaintiff could have obtained. If the statistic is the plaintiff’s only evidence, this implies not that there is a 51 percent probability that it was a bus owned by A that hit him but that he either investigated and discovered that it was actually a bus owned by B (and let us say that B is judgment-proof and so not worth suing) or that he simply didn’t bother to conduct an investigation. If the first alternative is true, he should of course lose; and since it may be true, the probability that the plaintiff was hit by a bus owned by A is less than 51 percent. He should lose even if the second alternative is true (that he didn’t bother to investigate). The court should not be required to expend any of its scarce resources of time and effort on a case until the plaintiff has conducted a sufficient search to indicate that an expenditure of public resources is reasonably likely to yield a significant social benefit. That is implicit in the decision discussed earlier to place the burden of producing evidence on the plaintiff rather than on the defendant.

Suppose both parties do conduct a thorough investigation yet are unable to come up with any additional evidence bearing on the ownership of the bus. There is no longer a basis for suspicion that the plaintiff really believes that a bus owned by Company B hit him or for punishing him for not having investigated more. But there are still reasons for dismissal. The costs of trying these cases are likely to exceed the social benefits. If 1,000 such cases are tried, we can expect 510 correct decisions (that is, 510 decisions in which the defendant was in fact the injurer) and 490 incorrect ones, while dismissing all of the cases can be expected to yield 490 correct decisions and 510 erroneous ones. The social benefits of the 20 additional correct decisions that trying the thousand cases would produce—benefits in more perfect deterrence of negligent accidents—would probably fall short of the social cost of a thousand trials. Worse, the social benefits may be negative. If the law is that Company A’s market share is enough for liability and no other evidence is available, then Company B’s incentive to take care will plummet because it will know that A will be liable for any accidents that B causes.8 B will have succeeded in externalizing its accident costs.

§23.5  Harmless Error

Rule 103(a) of the Federal Rules of Evidence provides among other things that a ruling admitting or excluding evidence cannot be made the basis of a motion for a new trial or of reversal on appeal “unless a substantial right of the party [against whom the ruling went] is affected.” In other words, harmless errors will be disregarded. The harmless error doctrine is not limited to evidentiary rulings, but, partly because such rulings are so frequent in a trial, they are the most frequent candidates for harmless error treatment. Moreover, judgments of harmlessness depend on assumptions about the comprehension of the trier of fact.

Harmless error plays a particularly important role in criminal appeals. Because most criminal defendants do not pay for their lawyers, they will appeal their convictions or sentences even if the probability of reversal is slight; although the expected benefits of appealing may be slight, the expected costs are zero. Minor errors therefore figure prominently in criminal appeals, and this makes clear the need for a doctrine of harmless error to head off remands that would be all costs and no benefits. But despite the common-sense (and economic) appeal of the harmless error principle, it may often confer an undeserved, or at least unintended, advantage on prosecutors.1 The rule is biased in their favor because the appellate court, not having witnessed the trial (and, especially, not having observed the jury), lacks good information for assessing the likelihood that the errors affected the outcome. The appellate court, knowing little or nothing about the actual jury in the case, will perforce base its evaluation of harmlessness on the probable effect of the errors on the average jury, whereas the prosecutor may know that the particular jury before which he prosecuted the defendant had an above-average propensity to acquit, so that he had had to use improper means to secure a conviction.

If the prosecutor induces the trial judge to commit an error in his favor, there are three possible consequences: conviction followed by affirmance; conviction followed by reversal followed by a retrial; and acquittal, which generates no gain to the prosecutor and leaves him with a net loss. The prosecutor’s net expected gain from the error is the sum of his gain if there is an affirmed conviction, his gain (minus his additional costs) if there is a reversed conviction followed by a retrial that ends in an affirmed conviction, and his loss (plus his additional costs) if the retrial ends in an acquittal, with the first gain being discounted by the probability of affirmance and the second by the probability of reversal.

Error in the prosecutor’s favor increases his net expected gain by increasing the probability of a conviction but lowers it by increasing the probability of a reversal of the conviction and by increasing the prosecutor’s costs. The possibility that the net effect is positive for him cannot be excluded and is increased when we consider the substitutability of violating procedural or evidentiary rules for other inputs into obtaining a conviction. For then the effect of using abusive tactics, while it includes as before reducing the probability of a conviction that will stick and thus increasing the likelihood of having to incur the cost of a second trial, is also to reduce the cost of the first trial.

§23.6  Rule 403’s Balancing Test

The Federal Rules of Evidence define “relevance” as “having any tendency to make the existence of any fact that is of consequence to the determination of the action more probable or less probable than it would be without the evidence” (Rule 401). But even relevant evidence may be excluded from the trial “if its probative value is substantially outweighed by the danger of unfair prejudice, confusion of the issues, or misleading the jury, or by considerations of undue delay, waste of time, or needless presentation of cumulative evidence” (Rule 403).

In requiring an explicit comparison of benefits and costs, Rule 403 is central to an economic analysis of the law of evidence in much the same way that the Hand Formula is central to the economic analysis of the law of torts. It sets forth a cost-benefit formula for answering the most common evidentiary issue, which is whether to admit or exclude evidence. It can also be used to evaluate particular rules of evidence, just as the Hand Formula is used in economic analysis of law as a standard for evaluating specific rules of tort law. Unlike the Hand Formula, though, Rule 403 places a thumb on the scale (“substantially outweighed”); the reason is that the trier of fact, judge or jury, is presumed to have some ability to disregard prejudicial features of evidence that has probative value.

The rule runs together three distinct grounds for excluding relevant evidence: (1) emotionality (one source of “unfair prejudice” and of “misleading the jury”), (2) cognitive overload (“confusion” and other forms of “misleading the jury”), and (3) “waste of time” (which seems synonymous with “undue delay” and “needless presentation of cumulative evidence”). The first two grounds relate to the cognitive limitations of the trier of fact, and so go to the benefits of the evidence in determining truth, while the third goes to cost. Two distinct types of cognitive limitation should be distinguished. The first, bounded rationality, refers to the fact that people do not have zero costs of absorbing and analyzing information and so encounter problems of overload. This type of cognitive limitation (ground 2 above) is consistent with rationality, which does not presuppose zero costs of acquiring and processing information. The second type of cognitive limitation is the result of emotional distractions (ground 1). Keeping evidence from the jury is an alternative to what might be time-consuming and ineffectual efforts at enlarging and debiasing the jury’s cognitive capacities. Jurors have no monetary incentives to do a careful job; by screening from them evidentiary materials that would make their job even more difficult and thus require them to exert greater mental efforts without any compensation, the rules of evidence reduce the jurors’ costs of arriving at an accurate result.

Ground 2 also interacts with 3 (waste of time): Repetition and protraction can make it harder for the trier of fact to make a correct judgment, as well as increasing the direct costs of the trial. As more and more evidence is introduced, additional evidence even if relevant is likely both to be wasteful in the sense of yielding diminishing benefits in greater accuracy with no corresponding diminution in cost and confusing in the sense of actually reducing accuracy. This point suggests that the optimal length of a jury trial may in most cases be quite short; the benefits of additional evidence are likely to decline at an accelerating rate while the costs are constant—or even rising, as the litigants cast further and further afield.

§23.7  Character Evidence

Rule 404 of the Federal Rules of Evidence excludes (with various exceptions) evidence of a person’s character when used to show that he probably acted “in character” on the occasion involved in the litigation. The principal consequence is to exclude evidence that a criminal defendant has a criminal record unless, as we shall see, he testifies. Such evidence is relevant, because a person who has committed a crime in the past has by doing so indicated a below-average propensity to comply with the criminal laws. But it is only weakly probative, especially since repeat offenders are punished more heavily than first-time offenders in part precisely to offset any greater propensity to commit crimes that their previous offense or offenses have revealed. If recidivists are punished heavily enough, the propensity to commit a second or subsequent offense may fall to the same level as the propensity to commit a first offense.

If prior-crimes evidence were freely admissible and jurors were highly prone to convict habitual offenders whether or not the evidence established guilt, deterrence would be undermined. The expected cost of punishment of habitual offenders would fall because that cost is a function not only of the probability of punishment per se, but also, as noted earlier, of the difference between the probability of punishment given guilt and the probability of punishment given innocence. (A partial offset, however, is that there would be an additional disincentive to becoming a habitual offender.) The expected cost of punishment of first-time offenders would fall also. Prosecutors would find it so much easier to convict habitual offenders whether or not guilty that their incentives to prosecute first-time offenders would be impaired, if we assume that prosecutors operate under a budget constraint and want to maximize convictions weighted by length of sentence, subject to that constraint.1 These are plausible assumptions.

There is a blanket exception to Rule 404 for cases in which the defendant is charged with rape or child sexual molestation and the prior crimes involved similar acts.2 The exception may have an economic rationale—most clearly in the molestation case. Most people do not have a taste for sexually molesting children. As between two possible molesters, then, only one of whom has a history of such molestation, the history establishes a motive that enables the two suspects to be distinguished; and prior-crimes evidence is admissible to prove motive. Unlike a molester, a thief, unless he is a kleptomaniac, does not have a taste for theft. Theft is merely instrumental to his desire for money, and there are many substitute instruments. The fact that a defendant accused of theft committed a prior theft doesn’t show that he “likes” theft and so does not furnish a motive for his committing the theft with which he’s now charged.

The most important exception to the exclusion of character evidence is found in Rule 609 and concerns the use of such evidence in cross-examination. If a witness has been convicted within the previous ten years of a crime involving fraud or other deceit, such as tax evasion, a party can use that conviction on cross-examination to “impeach” (challenge the credibility of) the witness’s testimony. Any other felony conviction within the ten-year period can be used for this purpose as well unless the judge bars it under Rule 403, and even a felony conviction more than 20 years old can be used if the judge (reversing the presumption of admissibility in Rule 403) concludes that the probative value of the conviction in undermining the witness’s testimony outweighs its prejudicial effect.

The rationale of the rule is that a person who has flouted the criminal law in the past is unlikely to take seriously his oath to testify truthfully. This may be; but is he more unlikely to take his oath seriously than a first-time offender who thinks he can lie his way to an acquittal?3 The recidivist and the first-time offender are both criminals, whose incentive to lie seems unrelated to whether they have committed one crime or more than one. It is true that a defendant is more likely to lie the heavier the punishment he faces if he’s convicted and that recidivists are punished more heavily than first offenders. But the relevant datum is the punishment he faces, not whether he is a recidivist as such. By reducing the probability that a habitual offender who testifies will be acquitted, and so by deterring habitual offenders from testifying—and with much the same effect, since the jury is apt to infer guilt from the defendant’s failing to testify (though instructed not to)—the rule undermines the deterrence of habitual offenders, though a possible offset is the increased cost of committing the first offense.

§23.8  Privilege

The right of a party to exclude evidence on grounds normally unrelated to the interest in accuracy is called a “privilege.” Here we shall examine the marital and attorney-client privileges, reserving the exclusion of illegally seized evidence and evidence obtained in violation of the privilege against compelled self-incrimination to Chapter 30.

There are two marital privileges. The testimonial privilege applies to all communications between spouses, whether made before or during the marriage, the public disclosure of which might undermine the marriage, but only the spouse asked to testify can invoke this privilege. The marital-communications privilege can be invoked by either spouse but is limited to communications made during the marriage. A confession to one’s spouse that one had committed a crime would be highly probative evidence of guilt, but is excluded out of fear of weakening the marriage by making spouses distrustful of each other. Yet the marital privileges might induce some people to marry who wouldn’t otherwise, and marriages induced by a desire for evidentiary advantage are unlikely to be stable. And by lowering the cost of crime to married people, the privileges encourage (though no doubt only very slightly) such people to commit crimes; and the commission of a crime by a spouse is a highly destabilizing event for a marriage. A stronger argument could be made for the privilege if it were limited to civil cases.

Even if the social benefits of the marital privileges are slight, the benefits of abolition would be slight as well, because spouses would be less likely to make damaging admissions to each other and so abolition would not create a cornucopia of valuable evidence. This is in contrast to the remedial-measures rule discussed earlier. Allowing evidence of subsequent repairs to be introduced at a trial would reduce the incentive to make such repairs but would not come close to eliminating it, because of the benefits of the repairs in averting future liability. The benefits of admitting wrongful conduct to one’s spouse are smaller than the benefits of taking measures to avoid otherwise quite likely future liability, and so abolishing the marital privileges might cause such admissions to dry up.

The attorney-client privilege, as we know, forbids a lawyer to divulge, unless his client consents, statements made to him by the client in the course of their professional relationship. Let us focus on the application of the privilege to statements made in the course or contemplation of litigation, rather than to statements made in the course of seeking legal advice with respect to contemplated acts.1 As in the case of a confession to one’s spouse, a confession to one’s lawyer would be persuasive evidence of guilt. But it is feared that the adversary process would not work well if parties could not speak to their lawyers in complete confidence. Clients would be much more guarded about what they told their lawyers, and this would make it difficult for a lawyer to develop his client’s case. Another consequence of abolishing the privilege would be to induce potential litigants to invest in learning the rudiments of law so that they could speak to their lawyers with minimum risk of making damaging admissions. Abrogating the privilege might thus increase enrollment at law schools! Furthermore, being fearful of extracting damaging admissions from their clients, lawyers might fail to elicit from them information that the client was unaware would demonstrate that his case had merit.2

§23.9  Expert Witnesses

Rule 702 of the Federal Rules of Evidence permits an expert witness to testify about matters within his area of expertise “in the form of an opinion.” An opinion is an inference drawn from a combination of firsthand knowledge and background knowledge. If one sees dark clouds and offers an opinion that it is about to rain, the opinion represents the conjunction of the observation of the clouds with background knowledge about weather signs. The extensive background knowledge that denotes a person as being expert in some field enables him to offer opinions that would be irresponsibly speculative in the mouth of a lay person.

Because of the technical complexity of many of the issues that arise in modern lawsuits, heavy reliance on expert witnesses seems to be the only alternative to moving to a system of specialized rather than (largely) generalist courts—a movement that would have its own problems.1 But there is considerable dissatisfaction with the use of expert witnesses. Because they are paid by the respective parties, it is feared that they are partisans of whoever hired them (“hired guns” or “paid liars”) rather than being disinterested, and hence presumptively truthful, witnesses. But this does not distinguish them sharply from a number of other types of witness, notably the parties themselves, who once were forbidden on this ground to testify at all. And because most expert witnesses, unlike most lay witnesses, are repeat players, they have a financial interest in creating and preserving a reputation for being honest and competent. Any public judicial criticism of an expert witness (in an opinion, whether or not formally published, or even in the transcript of a trial or other hearing) will impair his career as a witness, sometimes fatally, because the criticism will be invoked in subsequent cross-examination of this expert. Many expert witnesses, moreover, are employed by consulting firms, which have a corporate reputation that can be damaged by the errors of any of their employees.

This point can be used in defense of the oft-derided “professional” expert witness. The more often one anticipates testifying as an expert in the future, the greater one’s stake in maintaining an unblemished reputation by not provoking judicial criticism, and so the more credible his testimony will be. An expert witness who has testified in dozens or hundreds of cases without drawing judicial criticism, and expects to testify in many more, might therefore be expected to be a reliable witness. For having withstood the pummeling of his adversaries in his previous cases, he has accumulated a considerable reputation capital that he would jeopardize by testifying dishonestly in the present case. Yet it is also the repeat player who has an incentive to please his client, so that he’ll be hired in the future. Since it is forbidden to pay expert witnesses on a contingent basis, the one-time expert witness has nothing to lose or gain from giving dishonest or slanted testimony.

Rule 706 of the Federal Rules of Evidence authorizes the judge to appoint his own expert witnesses, and this is a promising solution to the bias of party-appointed experts and the difficulty that judges and especially jurors have in resolving disputes between experts. Yet very few judges avail themselves of this authority. Lawyers’ resistance is a factor. They aren’t interested in the judge or jury actually understanding the case; they’re interested in winning, and so they hire experts (and pay them very well) whom they think a judge or jury will find persuasive. Effort aversion also plays a role in the judge’s reluctance to appoint neutral experts. Not only do finding, interviewing, and appointing neutral experts take time, but because court-appointed experts have no lawyer to shepherd and protect them the judge must play that role unless, as in a recent case, he finds a lawyer willing to represent the court-appointed experts pro bono.2 But that is likely to encumber the process unduly. And the jury is apt to be confused to learn that the court’s own expert witnesses, though they are neither parties to the lawsuit nor representatives of parties, somehow need a lawyer, who presumably will conduct a direct examination of them as well as objecting during cross-examination to misleading or otherwise improper questions by the parties’ lawyers. Dispensing with a lawyer for the neutrals means more work for the judge, who must protect them against the parties’ lawyers who, wanting to control the case, may through aggressive questioning improperly undermine the experts’ credibility with the jury. A final factor in judges’ reluctance to appoint their own experts in cases is the felt inconsistency of court-appointed experts with the premises of the adversarial system, which relies on the parties rather than the judge to obtain and present evidence. This concern can be mitigated by the judge’s directing the parties’ experts to agree on the expert for the judge to appoint.
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        Problems

 1.    There is evidence that in products liability and medical malpractice cases, bench trials strongly favor plaintiffs and jury trials strongly favor defendants.1 The plaintiff’s choice of a bench trial, if he has a strong case, is explicable on the same ground as the criminal defendant’s choice of bench trial if he has a strong case. The puzzle is why the civil defendant doesn’t choose a jury trial if he has a weak case and thus needs a mistake by the trier of fact in order to prevail. One possible answer is related to the assumed greater accuracy of judges. To say that juries are less accurate than judges is to say that there is greater variance in outcome in jury than in nonjury cases. A defendant who has too weak a case to have any realistic hope of escaping being held liable to the plaintiff may be harmed by this variance. Suppose that the range of possible damages awards by a judge is $10,000 to $100,000 (for a mean of $55,000), but for a jury in the same case is $0 to $110,000 (same mean). Then a defendant who has no chance of persuading the jury to award zero damages has more to lose from being tried by a jury than by a judge.

But how can this conclusion be squared with the statement in §23.3 supra that guilty defendants in criminal cases are better off being tried by a jury rather than by a judge?

 2.    The rule in the nineteenth century was that the plaintiff in a negligence case had the burden of proving his freedom from contributory negligence as well as the defendant’s negligence. In other words, the issue of contributory negligence was a part of the plaintiff’s case rather than an affirmative defense. What conditions would have made this the economically sound allocation of the burden of proof?

 3.    Although the standard civil burden of proof is proof by a mere preponderance of the evidence, in a few types of civil case—notably cases of fraud—an intermediate burden is imposed: proof by “clear and convincing” evidence. Can you think of an economic reason why? Or why, in a patent case, if the validity of the patent in suit is challenged, the challenger must prove invalidity by clear and convincing evidence?
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CHAPTER 24



LAW ENFORCEMENT AND THE ADMINISTRATIVE PROCESS

§24.1  Public Versus Private Law Enforcement: The Tradeoffs

In common law fields, such as torts, contracts, and property, the enforcement of law—the process by which violations are investigated and a legal sanction applied to the violator—is, like its formulation, entrusted mainly to private persons: the litigants, their lawyers, and various specialists in proof or investigation whom they hire. But much of the responsibility for law enforcement has been entrusted, either concurrently with private enforcement or exclusively, to public agencies. This chapter compares public with private enforcement and also examines the distinctive type of public enforcer known as the administrative agency.

Why have public enforcement at all? Couldn’t law enforcement be wholly privatized?1 Private individuals and law firms would investigate violations, apprehend violators (including criminal offenders), and conduct legal proceedings to redress violations, including criminal prosecutions. A private enforcer would be entitled, if successful, to retain the full proceeds of the suit—for example, the fine paid by the convicted offender. If the offender was judgment proof, the state would pay the enforcer a bounty.

This proposal would solve the problem of the class action as a private-enforcement device, discussed in Chapter 22. And radical as the proposal may seem, it would actually be a return to an earlier way of enforcing law. Criminal (as well as virtually all other) law enforcement is almost entirely private in primitive and ancient societies.2 For many centuries in England, Parliament and municipal authorities (as well as private firms and individuals) paid bounties for the apprehension and conviction of offenders. In the case of offenses punished by fines, the fine was divided between the Crown and the enforcer. There were no public prosecutors, and the police were public in name only.3 Traces of this older system survive in pockets of American law, notably in the qui tam suit, which is a suit brought by a private individual to vindicate a public right—for example, a suit against a government contractor for overcharging the government. If the suit is successful, the plaintiff gets to keep a share of the proceeds, with the rest going to the government.

Private enforcement, however, imposes certain costs that public enforcement avoids, which may explain the mixture of public and private enforcement that we observe in the legal system today. Suppose the fine for some offense is substantially below the optimal level and the probability of apprehension and conviction substantially above it, and the fine (f) is raised in an effort to move closer to the optimum. Only if the probability of apprehension and conviction (p) declines will the increase in the fine enable expenditures on law enforcement to be reduced without any diminution in deterrence. But under private enforcement p will rise. Although the increase in the fine will at first reduce the number of offenses by increasing the expected cost of an offense, it will also increase the returns to enforcers from apprehending an offender, and the latter effect may lead to an increase in the absolute number of apprehensions. If so, clearly the result will be an increase in p, for p is the ratio of the number of apprehensions to the number of offenders. But even if the increase in the fine has so great a deterrent effect that it results in fewer apprehensions, the return per apprehension will be higher and competition will lead the firms in the enforcement industry to spend greater resources than before per apprehension. Hence the probability of apprehension (p) will rise, which will interfere with the legislature’s purposes in increasing the fine (to save resources by reducing p).

A fine might be too high rather than too low. Then under private enforcement the probability of apprehension and conviction would have to be too low rather than, as in the previous example, too high. The reason is that, since pf=C (the social costs of the crime), if f is too high then as a matter of simple arithmetic p must be too low to maintain the quality of pf and C.

But if to correct the problem the legislature reduced the fine, the probability of apprehension and conviction would fall rather than (as it should do to compensate for the reduced fine) rise, as private enforcers withdrew resources from the industry in reaction to the lower price for their efforts. So one can get underenforcement rather than overenforcement; the important point is that it is difficult, with private enforcement, to get the right amount of enforcement.

The problem would disappear if the optimum probability of apprehension and conviction were one and enforcement costs zero. For then the optimum fine would equal the social costs of illegal activity, and if those costs rose the optimum fine would rise by the same amount. This would be (properly) perceived by enforcers as an upward shift in the demand curve facing them, and would have the effect of increasing the resources devoted to crime prevention. But when the probability of apprehension and conviction is less than one, the optimum fine is higher than the social costs of the illegal activity not as a signal that additional resources should be devoted to preventing the activity, but as a means of minimizing those resources.

In the case of public enforcement, in contrast, the fine need not be taken as a signal to invest greater resources in crime prevention, since the public enforcer is not constrained to act as a private profit maximizer. Likewise, if the optimum fine is lower than the current one, a reduction in the current fine need not be taken as a signal to invest fewer resources in enforcement.

In principle, private enforcement could be brought to the optimum level by taxes (in the case of overenforcement, with which we started) or by subsidies (in the case of underenforcement). Consider the overenforcement case. For example, if the fine, f, were $1, the private enforcer might be allowed to keep 90 cents, with the rest going to the government as tax. This would reduce the demand for private enforement to the left without reducing f and thereby impairing the deterrent effect of the law. But by driving a wedge between what offenders paid and what enforcers received, the tax would create attractive opportunities for bribery; both the apprehended offender and the enforcer would be better off if they negotiated a private transfer payment that was less than the statutory fine but greater than the fine minus the tax.

Might private enforcement of criminal law increase the number of erroneous convictions? The private enforcer would presumably be paid per offender convicted, regardless of the actual guilt or innocence of the accused. There are several ways in which the enforcer could increase his “catch,” and hence his income, by augmenting the supply of “offenders.” He could fabricate an offense; prosecute an innocent person for an offense that actually occurred; or encourage an individual to commit an offense that he would not have committed without encouragement, and then prosecute him for the offense (cf. §7.3 supra).4 And knowing that someone was about to attempt the commission of a crime, the enforcer could wait until the crime had been committed and then prosecute him, rather than apprehend him in the attempt stage and prosecute him for a criminal attempt. The incentive for waiting would be to obtain greater compensation, since the penalty for the completed crime would be heavier than the penalty for the attempt.

But these abuses also arise under public enforcement—indeed, the rules against entrapment, knowing suppression by the prosecution of evidence favorable to the accused, etc., were developed to prevent such practices by public enforcers. A private enforcer may be more sensitive to the costs of the unsuccessful prosecution. This may lead him to screen out the innocent more carefully than the public enforcer would, because resources devoted to prosecuting the innocent are likely to be less productive than those devoted to prosecuting the guilty. And a private enforcer may derive less return from harassing the innocent with unfounded prosecutions than the public enforcer. The private enforcer is paid only if he prosecutes successfully (though there is a possibility of harassing a potential defendant in order to get paid off).

Is erroneously failing to prosecute and convict more likely under private than under public enforcement? No, it’s less likely, because the financial consequences of failing to prosecute successfully are more direct for the private enforcer (who is paid on a piece-rate basis) than for the salaried public officer.

§24.2  Public Versus Private Enforcement: Positive Implications

The analysis in the preceding section helps explain several features of the legal system:

 

1. With few exceptions, there is a public monopoly—more precisely a series of public monopolies—of criminal law enforcement. True, the same act is often both a crime and a tort, and then private enforcement is possible in principle. But if the offender is judgment proof, as most criminal offenders are, the tort remedy is ineffectual and the public enforcer has a de facto monopoly. In contrast, in areas of the law such as contracts and torts (excluding those torts that are also crimes), the main burden of enforcement falls on the private sector.

The relevant difference between crimes, on the one hand, and torts and breaches of contract, on the other, is that with very small resources devoted to apprehension, the probability of apprehension tends to be much less than one in the former case and to approach one in the latter. The victim of a breach of contract knows who the promisor is; the victim of an automobile accident usually knows the identity of the other driver,1 but the victim of a burglary rarely knows the burglar’s identity. When there is no uncertainty, there is no risk of overenforcement—provided that property rights in enforcement are not assigned on a first-come first-served basis but instead are reserved to the victim of the tort or breach of contract. If the marginal harm inflicted by some tort were $9 and the marginal costs of apprehension and conviction $1, and hence f = $10, the enforcer who was the first to stake his claim would receive a rent of $9 since, if he was not a victim, the harm component of the award would be pure profit rather than compensation. The opportunity to obtain such rents would induce expenditures on enforcement in excess of $1. Exclusive victim rights eliminate this source of waste. They increase the victim’s incentive to assist in the prosecution of the claim, though this also creates a perjury risk. Exclusive victim rights also deter potential victims from overinvesting in self-protection. Remember that one objective of providing compensation for torts and breaches of contract is to induce the potential victim to forgo precautions that are not cost justified, thereby throwing the full burden of prevention on the potential injurer (assumed to be able to avoid the harm at lower cost).

 

2. The cost of enforcement may be so high relative to the value of the claim that the legal claims “market” would not work if the principle that the victim had the exclusive right to the claim were adhered to strictly. An example is a price-fixing conspiracy that imposes a small cost on each of a large number of buyers. The class action and the middleman suit are devices already discussed for overcoming this problem. In effect the property rights normally assigned to the victims of an alleged violation are reassigned to the lawyer for the class or to the middleman.

 

3. The budgets of public enforcement agencies tend to be small relative to the potential gains from enforcement as they would be appraised by a private, profit-maximizing enforcer. For example, the Internal Revenue Service is operating at a budgetary level where the marginal cost of enforcement is far below the marginal return, measured (as a private enforcer would measure it) by the additional tax revenue that additional expenditures on enforcement would generate. The assumption of a budget constraint would be unrealistic applied to a private enforcer because he would be able to finance any enforcement activities in which the expected return exceeded the expected costs. But for Congress to appropriate additional funds to an agency such as the IRS that could use the funds to increase the net yield of enforcement could produce overenforcement. The danger of overenforcement is particularly acute in the case of the Internal Revenue Service because an increase in tax revenues beyond some point produces social costs rather than social benefits by increasing the size of government beyond the optimal level. (Also, more vigorous enforcement of the tax laws merely shifts some of the burden of taxation from noncheating to cheating taxpayers; the efficiency gain may be slight, except insofar as the cheaters incur real costs of evasion, thereby creating deadweight loss.) The public agency’s budget constraint is thus like a tax on private enforcement designed to reduce the level of private enforcement to that level.

 

4. A public monopoly of enforcement enables the enforcer in effect to nullify particular laws, or particular applications of law, simply by declining to prosecute violators. This nullification would not be a feature of private enforcement; all laws would be enforced that yielded a positive expected net return. Is this good or bad? We know from Chapter 21 that rules of law often are overinclusive; the costs of precisely tailoring a rule to the conduct intended to be forbidden are prohibitive because of the inherent limitations of foresight and ambiguities of language. But if enforced to the hilt, an overinclusive rule could impose heavy social costs; it would be like punishing an innocent person in order to reduce the probability of acquitting a guilty one. Discretionary nonenforcement is a technique by which the costs of overinclusion can be reduced without a corresponding increase in underinclusion (loopholes). The police overlook minor infractions of the traffic code; building inspectors ignore violations of building code provisions that, if enforced, would prevent the construction of new buildings in urban areas; air traffic controllers permit the airlines to violate overly stringent safety regulations involving the spacing of aircraft landing at or taking off from airports.

A public monopoly of enforcement is a necessary rather than a sufficient condition of discretionary nonenforcement. A public agency could in principle enforce all the laws entrusted to its administration. But in practice it cannot, given the budget constraint mentioned earlier.

 

5. Blackmail is the sale of exclusive rights to information to the person who would be incriminated by its disclosure, and at first glance appears to be an efficient method of private enforcement of the law (the moral as well as the positive law). The value of the information to the blackmailed person is equal to the cost of the punishment that he will incur if the information is disclosed and he is punished as a result. So he will be willing to pay up to that amount to the blackmailer for the exclusive rights to the information. This private fine may be identical to what he would have had to pay had he been apprehended and convicted for the crime that the blackmailer has discovered. The criminalization of blackmail reduces the incentive of persons to search for discrediting information about other people because they cannot sell the fruits of the search to the person most likely to buy them for a high price.

An answer that relates the prohibition of blackmail to public law enforcement is that by limiting the most lucrative market to which private collectors of discrediting information can sell (namely the people whom the information discredits), the prohibition reduces the price that the law enforcement authorities have to pay these collectors; it is an example of monopsonization. Consistent with this point, practices indistinguishable from blackmail are permitted in areas of conduct where the law is enforced privately rather than publicly. No (serious) objections are raised to a person’s collecting information about his or her spouse’s adulterous activities and threatening to disclose that information in a divorce proceeding in order to extract maximum compensation for the offending spouse’s breach of the marital obligations. A third party is not permitted to blackmail the offending spouse because that would undermine the assignment of the exclusive right to enforce such contracts to the victim of the breach.

This analysis leaves unexplained, however, the prohibition of blackmail when the information that the blackmailer threatens to reveal is not about criminal or otherwise unlawful activity, but is merely embarrassing. The explanation may be that the social product of blackmail is slight when the behavior or condition that makes a person vulnerable to blackmail is inelastic to threats of exposure. A plausible example is homosexual behavior (homosexuals being a traditional target of blackmailers), most of which is motivated by a strong innate drive and hence is unlikely to be deterred by threat of blackmail. The principal effect of permitting blackmail in such cases would be to increase expenditures on detecting and concealing homosexuality rather than to change behavior, and these expenditures would be wasted from an overall social standpoint.

There are surprisingly few reported cases of blackmail. Game theory suggests that blackmail may be rare, even though the punishment is usually not very heavy and detection is difficult because the blackmail victim is unlikely to report the crime. The problem for a would-be blackmailer is that it is difficult to make credible the threat to expose the target’s secret. If the blackmailer carries out the threat by revealing the target’s secret, the target, having no longer anything to gain by cooperating with the blackmailer, will be very likely to report him to the police. Knowing this, the blackmailer will realize that his threat lacks credibility, especially since the criminalization of blackmail makes it difficult for blackmailers to establish a reputation for carrying out their threats, a reputation in which they might invest by carrying out their threats even when it was costly to them to do so.

Another impediment to successful blackmail is that lacking a transferable property right in the target’s secret, the blackmailer cannot make a credible promise not to repeat his demands for money after the target yields to his first demand. Notice the analogy to the difficulty of monopolizing durable goods (§9.6 supra).

 

6. Blackmail and bribery are similar insofar as both the blackmailer and the bribed official are paid not to enforce the law. One would expect, therefore, that in areas where there is a public monopoly of enforcement, bribery, like blackmail, would be prohibited, while in areas where there is no public monopoly it would be permitted. And so one observes: The out-of-court settlement of a tort or contract or private antitrust case is a form of perfectly lawful bribery, although the term is not used in these settings (except by economists!) because of its pejorative connotation.

§24.3  Case Selection by Public Agencies

An enforcement agency’s decision about where to concentrate its resources is of interest because of the monopoly position in law enforcement that public agencies frequently occupy. The question is explored here on the assumption that the agency acts as a rational maximizer, comparing the expected returns and expected costs of alternative uses of its resources. This assumption (reexamined in §24.7 infra) may seem inconsistent with the fact that public law enforcement bodies are a part of the political process. There is no inconsistency. Political considerations may affect the weights that the agency uses in determining the return from winning a particular type of case: It may assign a higher weight to punishing defection from a cartel than to punishing membership in one. But once these weights are assigned and goals thus determined, the agency may try to use its resources to achieve its goals as efficiently as possible.

Agencies are criticized for devoting disproportionate resources to trivial cases. Economic analysis suggests that this criticism is superficial. The expected utility of a case to the agency is the gain to it if it wins discounted by the probability that it will win. Suppose the agency has to decide how to allocate a fixed budget between two cases, A and B. A is the more important case. Victory in A will increase the agency’s utility by 100 units, in B by only 50 units; a loss in either case is worth zero. Since the probability of a favorable outcome is a function in part of how much the agency spends on prosecution, it might seem the agency should devote all or most of its resources to A. But this would be correct only if the agency’s outlays were the only influence on the outcome in either case, and they are not. The defendant’s outlays are critical, as is the relative effectiveness of the parties’ outlays.

If the case is very important to the defendant, he may spend heavily on its defense. The more he spends, the less effective the agency’s spending will be unless it increases that spending in order to neutralize the defendant’s expenditures (see §22.11 supra). In either event the expected utility of the case to the agency, net of its costs of prosecution, will be smaller. Thus, other things being equal, the agency will prefer to invest resources in a case that is relatively unimportant to the defendant. This might be because, although the monetary stakes—which may be all the defendant cares about—are small, a decision in favor of the agency will be a useful precedent, increasing the effectiveness of the agency’s litigation expenditures in future cases and deterring some future violations altogether.

We treated the number of cases brought by the agency as a given, but of course it is not. As an agency brings more and more cases of a particular type, its total expected utility will rise, but at a diminishing rate because cases that are easy to win will become harder to find. The higher the rate at which the probability of success declines with the number of cases brought, the fewer cases will be brought. The universe of minor violations is ordinarily larger than the universe of major ones; one does not “run out” so soon of cases that are easy to win. This is another reason to expect small cases to dominate the agency’s workload.

There is still another reason for this preference, however, and it flags an inefficient element of public enforcement. Agency heads usually plan to stay in office for only a couple of years, and likewise many staffers; this undermines incentive to pursue projects that do not have an immediate payoff. Lawyers employed by an administrative agency may prefer to bring small cases because that will enable them to get trial experience during their brief tenure, whereas a large case might not come to trial until after they had left: They would sow (i.e., conduct tedious preparatory investigation) and others would reap (their successors who would actually try the case).

It has been argued that plaintiffs are likely to win 50 percent of cases that are tried because errors in predicting outcome—a necessary condition, as we have seen, for litigation to occur—are likelier in close cases.1 The argument depends on the rather special assumption that the parties have the same, and very accurate, information about the outcome of a case if it goes to trial, which enables them to settle all but the most finely balanced cases.2 Because this assumption often is not valid, it is not surprising that the 50-percent hypothesis is not supported empirically.3 An independent reason why most public agencies have much higher than 50 percent win rates is that unlike private enforcers they operate under a budget constraint. An agency with a tight budget constraint may not bring any close cases. (This is true of a great deal of criminal enforcement today.) Therefore, although most of its cases will be settled, its trials will still be selected from a population of one-sided cases.

A complete analysis of public regulation would integrate analysis of public enforcement (this chapter) with analysis of punishment (Chapter 7). To illustrate, consider the effect on compliance with the income tax laws of an increase in progressivity.4 It might seem obvious that compliance by high-income taxpayers would fall and that of low-income taxpayers would rise, and therefore a rational Internal Revenue Service would reallocate audit resources from the low- to the high-income taxpayers. But this is not necessarily so. The increase in the marginal tax rate of the high-income taxpayer increases the gain to underreporting, it is true, but it also increases the gain to the Internal Revenue Service from auditing high-income taxpayers. The latter effect may dominate, for two reasons. First, if taxpayers generally are risk averse, the increased gain from underreporting and the correlatively increased loss from being caught underreporting make underreporting a riskier and therefore (other things being equal) less attractive strategy. Second, and independent of attitude toward risk, the higher expected loss from being caught dampens the higher expected gain from underreporting. The rational taxpayer knows that the Internal Revenue Service has a greater expected gain from auditing him than he has from underreporting, and this will cause him to underreport less, which in turn will enable the Service to reallocate audit resources to low-income taxpayers—who by a simple inversion of the foregoing analysis can be shown to have a greater incentive to underreport than before.

An important question in tax enforcement is whether the IRS should disclose its criteria for auditing tax returns. The intuitive answer is that it should not, because disclosure would encourage taxpayers to underreport up to the point at which an audit would be triggered. But this may be incorrect. A taxpayer may infer from silence that the criteria are more lax than they really are, and so he may underreport more. He will be particularly likely to draw such an inference if agencies that achieve a very high rate of auditing trumpet the fact. This is an analog to the student-transcript scenario, in which the incentive of some members of the group to disclose private information eventually forces all the other members of the group to disclose.

A controversial method of tax enforcement is the “tax amnesty.” In effect the tax evader is sold an immunity from punishment in exchange for payment of back taxes due. The amnesty is attractive to the government because it raises revenue, and to the tax evader because it enables him to buy his way out of the risk of being prosecuted should he be caught. It is a mutually beneficial trade. The objection to amnesties is that they increase the incentive to commit the amnestied crime in the future by holding out the prospect of future amnesties. The objection is superficial. The government will (if it is being sensible) trade off the gain in revenue from the amnesty against the future loss of tax revenues that is likely to be caused by the prospect of future amnesties, and it will set the amnesty “price” at a level that maximizes the net gain in revenue. For example, if it reckons that the prospect of future amnesties will lead to significantly more tax evasion in the future, it can condition the amnesty on the tax evader’s paying not merely the back taxes he owes but a substantial penalty as well.

The Internal Revenue Service has employed tax amnesties quite frequently in recent years;5 this is some evidence that they are efficient devices for enhancing tax revenue.6

The assumption thus far maintained in this chapter that agencies behave like rational maximizers (given whatever distributive weights the legislature assigns to the agency’s enforcement outcomes) suggests an economic reason for the public provision of counsel to indigent criminal defendants. A prosecuting agency’s success may depend on its winning as many cases (weighted by their importance) as possible as cheaply as possible. Since it may be cheaper to convict a defendant who is not represented by counsel than one who is, even if the former is innocent and the latter guilty, the agency might have an incentive to prosecute innocent people who were indigents. The result would be to impose socially unproductive punishment costs, reduce the deterrent effect of criminal punishment, and deflect prosecutorial resources from areas where they could be employed more productively from the standpoint of society as a whole. The right to counsel can thus be defended as a method of imparting correct incentives to law enforcers.7

Because the output of a public agency is often impossible to measure, officials and the legislators who monitor them may prefer an output measure that, however crudely correlated with social benefits, at least can be determined with considerable certainty. Thus, because it is far easier to determine the number of illegal immigrants apprehended each year than the number of persons who succeed in illegally immigrating each year, the Border Patrol bases its budgetary requests on the former rather than the latter number.8 This creates a perverse incentive to allow the illegals to flood in, since the more who succeed in crossing the border the more who can be apprehended at low cost. Another example is the uncomfortable combination of criminal investigation and national security intelligence in the Federal Bureau of Investigation.9 The output of criminal investigations is objectively measurable in terms of arrests weighted by convictions weighted by sentence severity and amount of property recovered. The output of intelligence is difficult to measure objectively because there is no good benchmark for determining whether an intelligence service is doing a good job. An agency will naturally favor that activity in which it can present to the public and the legislature’s appropriations committees solid evidence of success, and so one expects the Bureau to emphasize criminal enforcement over intelligence.

Throughout this section we have tacitly assumed that the relevant utility function is that of the agency. The assumption neglects agency (in the principal-agent sense) costs, which are likely to be larger in the case of a public agency than in the case of a business firm. The output of a firm is easily quantified, which provides a starting point for evaluating the performance of an employee, though often the precise contribution of a particular employee cannot be determined with any precision. The problem of evaluation is more difficult in the case of public employees because the output of public agencies can rarely be quantified. When an employee’s output cannot be measured, the tendency is to base hiring and promotion on inputs, in the hope that input quality and output quality are positively correlated. Hence the importance attached to the credentials of a judicial candidate, which can be compared and ranked. The case of the FBI is a good illustration of the substitution of an objective evaluation of inputs for an attempt to value output. The desired output of the FBI’s criminal investigations is not number of arrests, convictions, and sentences, but reducing the incidence of federal crime. The arrests, etc., are just inputs into crime reduction, but they are much more easily measured and there is negative correlation between enforcement and crime.

Another common source of inefficiency in public agencies is “turf warfare.” It is found in private enterprises as well but is particularly prevalent in government. The reason is the poor definition of property rights and the resulting difficulty in resolving disputes transactionally. Suppose that an agency has extra space in its building that another agency has an acute need for. The first agency will be extremely reluctant to give up the space, because it is unlikely to get anything in return. All it will get for its generosity is a reputation for weakness that may encourage other agencies to invade its turf.10

§24.4  Regulation by Courts Versus Regulation by Administrative Agencies

Administrative agencies are specialized, which facilitates the development of expertise in technical subjects (examples are traffic safety departments prescribing speed limits and the Food and Drug Administration regulating pharmaceuticals). They usually have large staffs and flexible powers—often they are authorized to use both ex ante and ex post regulation (rulemaking and adjudication). They are less hobbled by precedent than courts are. Agency members have more political legitimacy than judges do because they do not enjoy life tenure, and thus have less need to avoid being thought “activist” and to demonstrate continuity with past political settlements. Judges are reluctant to innovate, or at least to seem to innovate, lest they be accused of crossing the line that separates applying law from making law, the latter considered in orthodox jurisprudence and political theory a legislative rather than a judicial function. Judges are forever denying that they make policy—something that agencies do unapologetically. In truth the difference is merely one of degree.

At the same time, administrative agencies are subject to far more intense interest-group pressures than courts. The agency heads are political appointees, and their work is monitored by congressional committees. The fact that agency members are specialized, and that they are less insulated from the political process than judges are, makes them targets for influence by special-interest groups; hence the term “regulatory capture” (see next section). The decisions of regulatory agencies have often been anticompetitive. Interest groups seek to influence agencies to insulate the groups’ members from competition, as by blocking new entry. Execution of valid regulatory policies is often thwarted by the dependence of regulators on information supplied by the regulated entities and by the perverse incentives created by “revolving door” behavior. The large staffs of most regulatory agencies give rise to the typical agency-cost problems of bureaucracies that are not disciplined by marketplace competition. And regulation is really dual agency-court regulation, because agency rulings are appealable to courts. Regulation can, as in the case of social security disability benefits, beget four tiers of adjudication: an administrative law judge in the Social Security Administration, review by an appellate body within the Administration, further review by a federal district court, and appeal from that court to a federal court of appeals. There are no economies from such multitiered regulation.

Courts are relatively immune to interest-group pressures (at least federal courts, whose judges have secure tenure, and some state courts); nonbureaucratic; decentralized; and semi-privatized (because of the major role played by the litigants’ lawyers). They bring to the table an outsider’s perspective on issues that regulators, afflicted with tunnel vision, might botch. Judges are also less mission-oriented than regulators. Being generalists, and coming from diverse professional as well as personal backgrounds, they are less likely to identify with particular policies and so they bring a more balanced approach to issues than regulators, committed to a particular policy, do. (This is an argument against specialized judiciaries, as are common in Continental European legal systems.) If an agency were established to eradicate drug trafficking and were given the authority to try violators of the drug laws, it would give short shrift to procedural safeguards for accused violators. Federal judges have greater prestige, better working conditions, better salary and (particularly) benefits, more job security, and far more autonomy (in particular, insulation from political and interest-group pressures) than regulators, and all these advantages result in a higher average quality of judicial than of regulatory appointees.

Yet the judges’ lack of specialized knowledge, their limited staffs, limited investigatory resources, cumbersome and to a degree antiquated procedures, commitment to incremental rulemaking, and delay in responding to serious social problems—courts cannot act until a case is brought, which often is long after the activity giving rise to the case began—are impediments to effective regulation, especially of technical subjects. These problems are aggravated by the heavy use—idiosyncratic by world standards—of juries in civil cases. When technical issues are committed to courts, such as issues concerning medical malpractice, product-design defects, and patents on drugs or software, the results often are unsatisfactory. Yet the poor performance of the semi-specialized Court of Appeals for the Federal Circuit, which has a monopoly of patent appeals, suggests that specialization of courts or agencies is no panacea even in highly technical fields.1

The rise of the federal administrative agency, which began with the creation of the Interstate Commerce Commission in 1887, reflected a desire to increase the role of expert knowledge in regulation and to counteract what was widely and to a degree correctly believed to be stubborn judicial resistance to modern social-welfare policies. But it also reflected a desire to provide cheaper and more expeditious remedies for perceived wrongs, administered by civil servants. Gained was a degree of expertise, expedition, and procedural and remedial flexibility; lost was the superior ability of most judges (at least federal judges) compared to agency administrators, their greater sensitivity to rule-of-law values, and the energy and initiative of private persons and firms affected by regulation.

A pure system of regulation would be only administrative regulation or only litigation; a mixed system combines the two modes of control. There are virtually no pure regulatory systems, because most regulatory decisions by administrative agencies are subject to judicial review. That is a more limited form of judicial intervention than a proceeding that begins in court rather than in an agency. But on the other hand it is common to provide parallel administrative and judicial remedies for the same harms, as in the case of antitrust, where one can bring a suit in federal court or file a complaint with the Federal Trade Commission, which can decide to institute an administrative proceeding, with eventual judicial review. A different kind of dual regulation is found in employment discrimination. A person complaining of discrimination in violation of federal law can file a suit in federal court. Alternatively, the EEOC can file a suit in federal court on the person’s behalf; in neither case is that adjudication within the commission itself, unlike the antitrust example.

Although federal courts, as we know, refuse to issue advisory opinions, federal agencies, such as the Internal Revenue Service and the Securities and Exchange Commission, render a good deal of advice, on request, to persons subject to their regulatory authority. Why the difference in willingness to render advice?2 Courts rely on a concrete dispute to inform them about essential facts; and most American courts have a general rather than a specialized jurisdiction. They lack a good evidentiary basis for rendering advice and also would be swamped with requests for advice, and we know that expanding a court system quickly encounters serious diseconomies of scale. Agencies have other sources of information besides concrete disputes, and they have a circumscribed jurisdiction that limits the potential number of requests for advice. Requests for advice from an administrative agency are, moreover, self-limiting, since a request may disclose information about the requester that may invite regulatory scrutiny. More important, if the agency advises the requester that a proposed course of action is unlawful, and the requester undertakes it anyway, the agency, to maintain the credibility of its advisory activity, will have to prosecute, whereas if no advice had been sought the agency might decide to ignore the matter. This deterrent to seeking advice is absent if a court is the official body whose advice is being sought, because a court does not prosecute.

Nearest to a pure system of administrative regulation is a system in which compliance with a regulatory rule or order precludes a subsequent lawsuit (preemption). The financial industry has the closest approach to a pure regulatory regime. Medical malpractice approaches a pure litigation system, except that there is some regulation of hospital and physician practices, and of course there is licensure of physicians and other health-care providers. Antitrust approaches a pure litigation system too, despite the merger guidelines published by the Department of Justice and the FTC. The guidelines provide a basis for advance determinations by the agencies whether to approve proposed mergers, but are nonbinding. A parallel is the federal sentencing guidelines, which are administrative guidelines that influence but do not bind federal criminal sentencing.

A pure system is cheaper; simpler; operates much more quickly; and provides better guidance. The need for speed, well illustrated by the response of the Federal Reserve and the Treasury Department to the sudden financial collapse in September 2008, can be a compelling reason for a regulatory system in which courts play little or no role. Thus, while failing firms normally are subject to liquidation or reorganization in a bankruptcy court (part of the federal court system), commercial banks that fail are “resolved” in administrative proceedings by the Federal Deposit Insurance Corporation.

When time is not of the essence, a pure system of administrative regulation has many disadvantages. For one thing, it increases the incentives for, and therefore the likelihood of, the control of regulatory agencies by interest groups; an interest group has only to “buy” an agency, and not the courts as well—and the federal courts are very difficult to “buy.” Also, a pure system of either kind (agency or court) sacrifices complementarities, because courts and agencies are complements as well as substitutes. Agency action subject to judicial review melds specialist with generalist perspectives and mission-directed policy with sensitivity to rule-of-law factors.

A mixed system, as just mentioned, exploits complementarities between agencies and courts. Sentencing judges fine-tune sentencing guidelines; antitrust judges fine-tune Justice Department or FTC merger guidelines; and judges review the rulings of administrative agencies for compliance with statutes and with principles of fair procedure, which are subjects that judges are more familiar with and more scrupulous in giving appropriate weight to than mission-oriented administrators are apt to be. A mixed system is less vulnerable to domination by interest groups because in such a system the interest group has to “buy” both the agency and the courts. (This is a traditional argument for trial by jury rather than trial by judge: It is harder to bribe 12 “judges” than one.) The mixed system also provides a back-up or fail-safe regulatory capability. In the case of drug safety, for example, when the Food and Drug Administration fails to prevent the sale of an unsafe drug, the tort law of products liability provides an alternative, ex post control over its sale.

§24.5  Overlapping Agencies

Often more than one agency regulates the same activity. Both the Justice Department and the Federal Trade Commission enforce the federal antitrust laws, and in addition state attorneys general enforce state antitrust laws modeled on the federal laws and applicable to many of the same enterprises. Private suits can also be brought to enforce both the federal and the state antitrust laws. To complicate the picture still further, state attorneys general can bring federal antitrust suits on behalf of their states. And in the area of safety regulation, for example, it is common for states to impose stricter safety standards than the federal regulators, although the federal regulation will be deemed to preempt state regulation that contradicts the federal so that, if applicable, it would impose inconsistent duties on the regulated firms.

Regulatory competition increases the likelihood that a violation will be detected and punished (in part by making it more difficult for the regulated firms to collude with their regulators1), fosters experimentation with diverse approaches, and acts as a kind of partial insurance against regulatory failure.2 But it also tends to create wasteful redundancy3 and thus increase compliance costs for the firms subject to the dual or multiple regulatory regimes.

A further objection to regulatory overlap is that it gives rise to “regulatory arbitrage”—the practice of firms’ configuring their businesses in such a way as to bring them within the regulatory jurisdiction of an agency likely to favor the firm, perhaps because the agency is supported by fees of the firms it regulates and therefore, to increase its budget, seeks to entice firms to place themselves within its jurisdiction by an implicit promise of light regulation. Thus a bank might decide to seek a state rather than federal charter because it thought the state banking commissioner would be more tolerant of the bank’s loan policies than a federal banking regulator, and the commissioner might welcome the newcomer because of the effect on the commissioner’s budget of having a new fee-paying “client.” Notice the close parallel to forum shopping in litigation. Regulatory arbitrage was a factor in the financial collapse of September 2008; many banks and other financial firms had brought themselves under the regulatory jurisdiction of lax regulators.

Regulatory overlap should not be confused with a mixed (regulation plus litigation) system. In the mixed system, the different regulators (administrative agency and court) are stacked vertically; the parallel in business is to the hierarchy in a firm. In a system of overlapping regulation two or more agencies may find themselves empowered to regulate the same activity, and the hope is that the competition between them will keep each one on its toes.

§24.6  Regulatory Capture

The term “regulatory capture” refers to the subversion of regulatory agencies by the firms they regulate. This is to be distinguished from regulation that is intended by the legislative body that enacts it to serve the private interests of the regulated firms, for example, by shielding them from new entry. Capture implies conflict, and regulatory capture implies that the regulated firms have as it were made war on the regulatory agency and won the war, turning the agency into their vassal. Regulatory capture first received sustained attention from political scientists, notably Marver Bernstein. In his book Regulating Business by Independent Commission, Bernstein proposed a “life cycle of regulatory commissions” having four phases: “gestation,” “youth,” “maturity: the process of devitalization,” and “old age: debility and decline.”1 Gestation is the enactment of the regulatory statute after “a period of slowly mounting distress over a problem.”2 Because this period is apt to be long, and to involve a fierce struggle between opposing interests, the regulatory statute may well be out of date by the time it’s enacted.

Still, when finally created, the regulatory agency is likely to begin “its administrative career in an aggressive, crusading spirit.”3 That of course is the youth phase. It doesn’t last long. The groups that fought for the regulatory program are tired; the diffuse support of the public is no match for the regulated firms, which form a cohesive group that seeks to make the agency its servant; the agency becomes embroiled in litigation with the regulated firms; the legislature that created the agency loses interest. The agency now enters its mature phase, in which it becomes part of the status quo and seeks both to protect its own existence and prerogatives and conciliate the regulated industry; “it is unlikely that the commission, in this period, will be able to extend regulation beyond the limits acceptable to the regulated groups…. The commission loses vitality…. Its goals become routine and accepted…. Perhaps the most marked development in a mature commission is the growth of a passivity that borders on apathy. There is a desire to avoid conflicts and to enjoy good relations with the regulated groups.”4 The period of maturity culminates in “the commission’s surrender to the regulated…. The commission finally becomes a captive of the regulated groups.”5

Bernstein’s analysis confuses the life cycle of institutions in general with the distinctive life cycle (if there is one) of regulatory agencies. Institutions, both public and private, tend to ossify, especially if they are initially successful, because then they’re reluctant to change; they may prefer the risk of a slow decline to the risk of the sudden disaster that a change of course may precipitate. Moreover, as an institution grows in size, as it will do if it is successful, entrepreneurship will give way to management, to bureaucracy (what the great German sociologist Max Weber called the routinization of charisma), because bureaucratic practices are indispensable to the management of large organizations, public or private.

But ossification and bureaucratization, key features of the institutional life cycle, need not imply capture. The deflection of an agency from its original goals, while it may accompany the natural tendency of an institution to bureaucratization, is not entailed by it. Still, it is to the credit of political scientists like Marver Bernstein that they were interested in regulatory agencies as organizations; economists in the era in which his book was published tended not to be. Preoccupied with market failures, they tended to view regulation as an essentially costless method of rectifying such failures.

Eventually a budding conservative economics movement centered on the University of Chicago began examining systemic characteristics of regulation that, rather than avoidable errors of design or implementation, might explain the common economic perversities of actual regulation. George Stigler proposed a general, positive economic theory of regulation6—which ignored regulatory capture in the sense in which Bernstein had used the term. Stigler’s theory, an early example of public choice theory (see §20.3 supra), was that regulation is a product governed by the laws of supply and demand. The supplier is the legislature, or a regulatory agency if the legislature had delegated broad authority to an agency rather than specifying the regulatory program that the agency was to administer, and the demander is some group—presumably a consumer or business group—that anticipates benefits from the regulatory program. Stigler thought the demanders would usually be a business group rather than a consumer group because the benefits of a regulatory program to an individual consumer would usually be slight and the costs of organizing consumers into an effective pressure group high—and who would have an interest in bearing those costs? So the principal competition for regulation would be competing industries or segments of industry.

In 1972, when Stigler’s article was published, the principal regulatory programs were indeed industry-specific. And most them were cartelizing in nature, notably the Interstate Commerce Commission, the Civil Aeronautics Board, the National Labor Relations Board (which fostered labor monopolies), the Securities and Exchange Commission (which enforced a cartel of brokers and stock exchanges), the Federal Communications Commission (which limited competition in broadcasting and telephony), the Federal Trade Commission (which protected retailers against competition from chain stores and discount houses; protected food brokers; protected producers of fur products against producers of cloth substitutes; and protected producers of domestic consumer goods against foreign producers—“made in Japan”), the bank-regulating agencies, the professional-licensure agencies, and even municipal regulators of taxicabs. But Stigler’s analysis and virtually all the subsequent literature expounding and elaborating the positive theory of economic regulation, as well, were static. A regulatory program was a commodity purchased by the regulated industry (“as a rule, regulation is acquired by the industry and is designed and operated primarily for its benefit”7), although in some analyses political pressure by a consumer group was shown to have influenced the program.8 The possibility that the program may not have had a protectionist, anticompetitive character at the outset, or that the program may have altered through time because of organizational factors such as bureaucratization, did not enter into the analyses.

The deregulation movement altered the positive economic theory of regulation in one respect. Marver Bernstein had had difficulty in his “ages of man” theory of regulation with the final age, which should have been debility and death—but he wrote before agencies started dying (with a few special exceptions, such as the Federal Radio Commission, which gave way to the Federal Communications Commission, and some depression and wartime agencies). As a result of the deregulation movement, which began in the late 1970s mainly as a reaction to the economy’s dismal performance in that decade, famous federal agencies, such as the Interstate Commerce Commission and the Civil Aeronautics Board, were abolished; others lost much of their authority, or became much less protectionist (the Securities and Exchange Commission, the Federal Trade Commission, and the bank regulatory agencies are notable examples). But these were not changes from within, like biological aging, which was Bernstein’s model of regulatory capture.

Meanwhile, as the traditional industry-specific regulation succumbed to deregulation, the regulation of practices that transcended specific industries, such as pollution and other environmental externalities, unsafe working conditions, unsafe or unhealthful products, exploitation of gullible consumers, and discrimination in employment was increasing. These agencies have not succumbed to deregulation or experienced Bernstein-like life cycles. Though in a continuous tug of war with the business and other institutions that engage in the activities these agencies regulate, they exhibit no general tendency to be captured by the regulated firms. The surviving regulatory programs have considerable public support, and because the programs are not comprehensive regulations of the competitive activities of specific industries (regulations of price, entry, expansion, and service obligations), as in the common carrier and public utility regulation that provided the dominant model of the traditional regulatory agencies studied by Bernstein and Stigler, it is harder for the firms subject to the regulation to exert intense and focused efforts at capture. The goal of business in dealing with the newer forms of regulation is to weaken regulation, not to make it a servant of business. The term “regulatory capture” is sometimes used to describe successful efforts by regulated firms to weaken regulation, but so used the term is misleading. The Interstate Commerce Act, which created the Interstate Commerce Commission, was enacted in 1887 at the behest of Western farmers. The Commission was captured first by railroads and used to limit competition among them, and later by truckers to limit competition from railroads. That is the authentic narrative of capture—a more interesting phenomenon than the often successful efforts of regulated firms to weaken regulation.

What is true is that because the top officials of federal regulatory agencies are presidential appointees, interest groups, whether they are industries, unions, or consumer or environmental groups, influence the regulatory agencies. One can think of this influence as a kind of capture, although infiltration or undermining might be a better word for it.

§24.7  The Structure of the Administrative Agency

The independent regulatory agency (“independent” in the sense that, unlike agencies such as the Environmental Protection Agency that are wholly within the executive branch, its members do not serve at the pleasure of the President but can be removed only for cause), such as the Federal Trade Commission, the Federal Communications Commission, or the National Labor Relations Board, is an interesting combination of legislative, adjudicative, and enforcement functions. The original rationale was to relieve Congress of some of the burdens of legislating. Congress could not deal efficiently with the numerous, highly technical, rapidly changing problems of a complex modern industry such as railroading. Yet the regulatory function could just as well have been delegated to the courts, whose traditional role is precisely to formulate and apply rules regulating activities that often are complex. One can argue that the case method limits the effectiveness of judicial rulemaking, but since most of the agencies have relied mainly on the case method as their legislative technique, the argument provides little basis for preferring agencies to courts. Certainly the agencies have proved more susceptible to political influence than the federal courts. Their more specialized jurisdiction subjects them to closer scrutiny by congressional appropriation subcommittees, through which the political influences that play on Congress are transmitted to the agency, and by the industries that the agency regulates. The officials who run the agencies are also less politically independent than judges because they have limited terms and turnover is brisk.

Realistically, the purpose of delegation to agencies is not to improve the technical functioning of the legislative process but to assure a more sympathetic enforcement of policies not motivated by efficiency goals than could be expected from the courts. Borrowing from the analysis of the independent judiciary in Chapter 20, we can describe the administrative agencies as a form of “dependent” judiciary designed to promote the operation of interest-group politics, rather than allocative efficiency, as the legislature’s delegate. This approach suggests three propositions about administrative regulation that have empirical support:

 

1. The tendency will be to create an administrative agency when the probability of de facto judicial nullification of legislation is high (for example, during the New Deal, when the courts were hostile to federal economic regulation).

 

2. Judicial review of administrative determinations will survive, however, though in attenuated form, in order to assure that the agency, in its zeal to serve the current legislature, does not stray too far from the terms of the legislative deal that resulted in the creation of the agency in the first place (cf. §20.5 supra).

 

3. Administrative adjudication will be less consistent over time than judicial; a related point is that precedent will play a smaller role in administrative than in judicial decisionmaking. These points follow directly from the relatively dependent character of administrative judging.

A heralded innovation of the administrative process was the administrative agency’s looseness of structure. The agency would be able to issue rules, bring cases, decide cases, conduct studies, issue advice, and propose legislation. The combination of functions was thought a source of strength. In practice, the most significant combination has probably been that of prosecution and adjudication.

The production of an administrative decision involves a sequence of activities—investigation, pleading, trial, judgment, and appeal, so that the combination of the issuance of the complaint and the trial and the decision of the appeal in the same body corresponds to vertical integration in business. As we know, vertical integration in the business context can enable cost savings by the substitution of command for contract as a method of coordinating production (see §10.10 supra). The essence of the coordination problem in making steel, for example, is to assure that the iron foundry produces and delivers to the steel manufacturer the right amount of iron, of the right quality, and at the right time, “right” meaning in accordance with the steel company’s specifications. If the two companies are separately owned, these specifications will either be written into a contract between the companies or left to ad hoc negotiation. If they are jointly owned, coordination will be achieved in a different manner—the managers of the enterprise will tell the iron foundry how much to produce, of what quality, etc.

Similarly, when prosecution is not controlled by the agency responsible for adjudicating, the agency will have to communicate to the prosecutor its “demand” for complaints indirectly, through rules or opinions setting forth the doctrines that the agency accepts and the evidentiary requirements that it imposes. Such communication serves the same function as the specifications in a buyer’s contract with a seller. The alternative method of coordination is for the agency to control the issuance of complaints. Then it can veto complaints that it has reason to doubt it would sustain, and it can command the issuance of complaints that it deems meritorious and important. This may not be the more efficient method of coordination. Communication through rules and decisions may be more efficient because it forces the agency to articulate policies and priorities—to plan in advance rather than react to proposals for complaints submitted by the agency’s staff.

Coordination is only one element, moreover, to consider in a cost-benefit analysis of the choice between combination and separation of administrative functions. Another is bias, which in this context means that the agency weights the costs of an erroneous decision to dismiss a complaint (its complaint, when prosecution and adjudication are fused) more heavily than the costs of an erroneous decision to enter a remedial order against the defendant. The limiting case is where the agency gives a weight of zero to the costs incurred by the innocent punished. Then it would (if free to do so) adopt procedures that assured the conviction of all defendants. These procedures would minimize the social costs imposed when violators escape punishment and would do so at minimum administrative cost, since the evidentiary burdens on the prosecution would be slight and the procedural rights of the defendant nil. But this conclusion depends on whether the agency seeks to maximize number of convictions weighted by severity, or deterrence. If the latter, the agency will be sensitive to the reduction in deterrence brought about by wholesale conviction of the innocent (for, in the limit, if the probability of being punished were identical for the innocent and the guilty, punishment would have no deterrent effect).

Should we expect less bias in an agency in which prosecution and adjudication are separated, such as the National Labor Relations Board, whose General Counsel has complete control of prosecution and is not appointed by and cannot be removed by the board? An agency that dismisses many of its own complaints is subject to the criticism that by bringing unmeritorious cases it displayed bad judgment and squandered scarce resources. But separation of prosecution and adjudication is unlikely to have a dramatic effect on bias. An administrative agency differs crucially from a court in being charged with the accomplishment of some substantive regulatory aim (preventing unfair labor practices or deception of consumers or growth of monopoly) rather than just with the resolution of disputes. And in relation to the agency’s aim, the entry of a punitive or remedial order has inherently a different weight from the dismissal of the complaint. The entry of the order furthers the agency’s goal; the dismissal does not, in any sense likely to be perceived by those who judge the agency’s work. Imagine that one year the Trade Commission dismissed all the complaints brought before it, perhaps because the economic conditions that had given rise to the statutes enforced by the agency had wholly changed. The agency would be inviting its liquidation by Congress. Such prospects deter. Courts, with their diversified portfolio of cases, do not have similar inhibitions against dismissing many or most complaints brought under a particular statute.

The inevitability of agency bias is a factor in the refusal of legislatures to give agencies strong remedial powers. The normal administrative remedy is the cease and desist order, in essence an injunction, and the absence of other remedies is, as we have seen (see §14.2 supra), a source of weakness. If agencies could impose sanctions that inflicted very heavy costs on defendants, the social costs of biased agency adjudication would be much greater than they are.

§24.8  The Behavior of Administrative Agencies

There are two ways in which an administrative agency can be inefficient. One is by pursuing goals (whether on its own initiative or in compliance with its legislative mandate) that run contrary to the promotion of efficiency (call this “allocative inefficiency”). The other is by failing to minimize the costs of pursuing its goals, whatever they may be (“internal inefficiency”). One phenomenon thought to reveal internal inefficiency—the fact that the agencies bring many seemingly trivial cases—has already been discussed. Others are that agency personnel are frequently paid lower salaries than their counterparts in the private sector and—a related point—that they frequently leave the agency for better-paying jobs with the industry regulated by the agency. The inferences drawn from these data are that agency personnel are inferior, that they are subtly corrupted, in the performance of their duties for the agency, by the prospect of employment by the regulated industry, and that the turnover of agency personnel is excessive. This is the well-known “revolving-door” problem: Agency personnel may be birds of passage, their incentives as agency employees complicated by their ambitions for lucrative private employment.

But alternative inferences, benign in character, from the frequency with which agency personnel migrate to the private sector are possible: that agency personnel are hired by industry because the specialized training and experience acquired while working for the agency increase their productivity in the regulated industry compared to alternative employments,1 and that agencies are able to attract competent people at salaries lower than private employers would have to pay precisely because the training and experience imparted by the agency increase the lifetime earning power of the employee. It is an investment in his human capital that he pays for in the form of temporarily lower pay.2 What is true, however, is that in compensation for their low salaries, agency employees like other government employees invariably have strong job security. So the employees aren’t really paid as poorly as it seems. But job security compounds the effect of poor performance measures in undermining incentives for efficient performance, reduces political control over agency personnel, and, as we’ll see in the next section of this chapter makes agencies too risk averse.

So is the “revolving door” on balance a good or a bad thing? It’s hard to say. On the one hand, the agency employee ambitious for eventual private employment will want to demonstrate that he is vigorous and aggressive, because these will be important assets to his private employer. On the other hand, private employers may forgo hiring the most aggressive agency employees in an attempt to deter too-vigorous regulatory enforcement.

Among the mechanisms by which an agency and its staff are prevented from using resources too wastefully is the ambition of the agency members. Their aspirations for higher office or well-paying private employment are enhanced if they earn a reputation for efficiency. A second factor is the legislative appropriations process. The competition of agencies for appropriations corresponds, though only approximately, to the competition of business firms for capital. The inefficient firm fares poorly in the capital markets; the inefficient agency loses appropriations to its more efficient rival. But since the output of an agency is not sold in a market and is therefore difficult to evaluate, and since the incentives of legislators to rein in government spending are weak (they don’t get to keep any of the savings), the discipline of the appropriations process is much weaker than that of the capital markets even though the agency, unlike a business firm, has to return to its capital market every year.

§24.9  Agency Costs in Public Agencies

We know that agency costs—the costs resulting from the difficulty of fully aligning an agent’s incentives with those of his principal—are a problem even in private, profit-maximizing enterprises. The performance of the enterprise itself is objectively measurable by its profitability, but it may be difficult to assess the contribution to that performance of an individual employee. Agency costs are even more serious in public agencies, in part because of the revolving-door problem discussed above and in part because of the absence of a good performance measure for the agency as a whole, an absence that relaxes the pressure on the agency head to minimize agency costs. A disturbing example of the distortionary effects of a poorly managed administrative agency is the Patent and Trademark Office. The PTO’s practice of requiring a statement of reasons by a patent examiner only when he denies a patent application, and the fact that the PTO is financed through patent and patent-maintenance fees, create a strong institutional bias in favor of granting patent applications. This helps explain the excessive number of patent grants, noted in Chapter 11.

One study finds that the subsequent careers of the senior federal prosecutors (the U.S. Attorneys) are favorably influenced by the length of the sentences that their office obtains rather than by the number of convictions.1 Yet the Justice Department would presumably prefer the U.S. Attorneys to weight sentences by convictions. They don’t do this because a few successful prosecutions resulting in long sentences are solid evidence of the U.S. Attorney’s ability to see tough cases through to a successful completion, creating a valuable credential for private practice.

Another study finds that Assistant U.S. Attorneys (who do the actual prosecutions) are more likely to take a case to trial rather than plea bargain it if they are in an area in which private legal salaries are high.2 Salaries are uniform across districts, and jobs as Assistant U.S. Attorneys are highly coveted; so many lawyers who decide to work as Assistant U.S. Attorneys in such areas are more likely to be doing so as a way of investing in their human capital by obtaining trial experience that will make them more successful in private practice than to be seeking a career as a prosecutor. But the Justice Department’s goals are not served by giving a career-enhancing weight to trials, unless this is a way of improving the pool of applicants (but it also increases turnover).

If, as in the case of the FBI, there are two career paths and one (criminal investigations) involves objective performance measures and the other (national security intelligence) does not, the ablest personnel will gravitate toward the objectively measurable activity. They know they’ll do well if their performance is measured objectively, and they also know that if their work does not lend itself to objective performance measures they may find themselves outcompeted for promotion by less able colleagues who have personal or political connections or skill at sucking up to their superiors.

An endemic agency cost of public employment is risk aversion. Agencies as we know offer more secure tenure than private firms, partly because they are less subject to the vicissitudes of the market and partly in order to shield their workforce from political interference. This leads to self-selection by the risk averse into government employment, which creates an agency cost because there is no reason for a public agency to be risk averse rather than risk neutral.

§24.10 Judicial Review of Agency Decisions

As mentioned earlier, courts typically have jurisdiction to review decisions by administrative agencies. Review is deferential, in recognition that agencies deal with technical subject matter, but more realistically they make policy decisions under broad legislative delegations rather than apply law to fact, as a district court would do.

The Chenery doctrine1 forbids a reviewing court to uphold administrative action on a rationale different from that of the agency (typically a rationale advanced by the agency’s lawyers in defending its decision in the reviewing court). If the agency were thought to be engaged simply in a search for truth, it would be appropriate for the reviewing court to uphold the agency’s decision on any ground that made sense to the court; presumably the agency would embrace that ground. But if the real springs of agency decisionmaking are political, it will be difficult for the court to predict whether the agency would adopt the suggested ground.

A recurrent question is whether judicial review of agency action should be in a district (trial) court initially, with a right of appeal to the court of appeals, as in the case of judicial review of denials of disability benefits by the Social Security Administration, or, as is more common, in the court of appeals initially, cutting out the district court. Two tiers of review will increase the total number of court cases but reduce the number of court of appeals cases. Suppose there are 100 administrative decisions, review is sought in 50, and if the district courts have an initial review jurisdiction, 20 percent of their review decisions will be appealed to the courts of appeals. Then in a two-tier system there will be a total of 60 cases, 50 in the district courts and 10 in the courts of appeals, and in the one-tier system only 50 cases—but all in the courts of appeals. If court of appeals review is more costly to the judicial system, for reasons suggested in the preceding chapter, the two-tier system may be more efficient even if the additional tier has little effect in reducing the number and hence costs of legal errors, provided the two-tier system reduces the total number of judicial review proceedings, as it may by increasing the parties’ costs.

Assuming that judges and administrators are rational utility maximizers and that affirmance enters positively and reversal negatively into their utility functions (see §20.7 supra), the relationship between agencies and reviewing courts will have a competitive element. So when the Supreme Court authorized judicial review of formal administrative rules (that is, rules adopted after notice and public comment) before the rules are enforced against particular companies,2 the agencies responded by cutting back on their use of notice and comment rulemaking, because that now would have required the agency to create a highly elaborate record in order to withstand that review, whereas if review were postponed to an enforcement proceeding a record narrowly tailored to the issue in that proceeding could be developed on the spot as it were, rather than in advance. Or suppose a reviewing court has a choice between reversing an agency decision on statutory-interpretation grounds and on the ground that the agency committed a procedural error or failed to provide a reasoned justification for its action. If the court chooses the first route, this will make it harder for the agency to reinstate its decision on remand, but easier for the agency to persuade the Supreme Court to agree to review and reverse the court’s decision, since the Court is more interested in issues of statutory interpretation than in correcting case-specific errors.3

        Suggested Readings

1.    Gary S. Becker & George J. Stigler, Law Enforcement, Malfeasance, and Compensation of Enforcers, 3 J. Legal Stud. 1 (1974).

2.    William Bishop, A Theory of Administrative Law, 19 J. Legal Stud. 489 (1990).

3.    Mark A. Cohen & Paul H. Rubin, Private Enforcement of Public Policy, 3 Yale J. on Reg. 167 (1985).

4.    Christopher C. DeMuth & Douglas H. Ginsburg, Rationalism in Regulation, 108 Mich. L. Rev. 877 (2010).

5.    Edward L. Glaeser, Daniel P. Kessler & Anne Morrison Piehl, What Do Prosecutors Maximize? An Analysis of the Federalization of Drug Crimes, 2 Am. Law & Econ. Rev. 259 (2000).

6.    Michael J. Graetz, Jennifer F. Reinganum & Louis L. Wilde, The Tax Compliance Game: Toward an Interactive Theory of Law Enforcement, 2 J. Law, Econ. & Organization 1 (1986).

7.    William M. Landes & Richard A. Posner, The Private Enforcement of Law, 4 J. Legal Stud. 1 (1975).

8.    Richard A. Posner, The Behavior of Administrative Agencies, 1 J. Legal Stud. 305, 323-344 (1972).

9.    ___________, The Concept of Regulatory Capture: A Short, Inglorious History” (in Preventing Capture: Special Interest Influence in Regulation, and How to Limit It (Dan Carpenter & David Moss eds., forthcoming 2013).

10.    John Roberts, The Modern Firm: Organizational Design for Performance and Growth (2004).

11.    Joseph L. Smith & Emerson H. Tiller, The Strategy of Judging: Evidence from Administrative Law, 31 J. Legal Stud. 61 (2002).

12.    Emerson H. Tiller & Pablo T. Spiller, Strategic Instruments: Legal Structure and Political Games in Administrative Law, 15 J. Law, Econ. & Organization 349 (1999).

13.    Conference on the Economics and Politics of Administrative Law and Procedures, 8 J. Law, Econ. & Organization 1 (1992).

14.    Economics of Administrative Law (Susan Rose-Ackerman ed., 2007).

15.    Research Handbook on Public Choice and Public Law, pts. 1, 2 & 4 (Daniel A. Farber & Anne Joseph O’Connell eds., 2010).
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 1.    How should Congress and the Internal Revenue Service decide how much to spend on enforcing federal tax laws? Suppose it is estimated that, last year, taxpayers evaded the payment of $50 billion in taxes. Should the government therefore spend up to $50 billion to collect these taxes? Suppose the IRS has no idea how much evasion there is in the aggregate but does know that for every additional dollar it spends on enforcement it collects $300 in additional revenue. Is this sufficient reason for increasing the agency’s appropriations? What if those appropriations are increased to the point where an additional dollar of enforcement expense brings in only 65¢ in additional tax revenue? Is this conclusive evidence that the IRS is now spending too much?

 2.    The Internal Revenue Service offers informers a reward of up to 10 percent of the unpaid taxes that it collects as a result of the informer’s tip. Is this too much or too little? Would 100 percent be an appropriate reward? Could a figure higher than 100 percent be defended?

 3.    Delay in administrative proceedings invites consideration of the conflict between the view that administrative agencies are created to serve the public interest but frequently fail to do so because of bad policies or personnel and the view that the agencies are in fact designed to promote the interests of effective political groups—which they do more or less efficiently. Is delay always inefficient? Can you think of cases where delay would help or hurt particular interest groups affected by administrative action? Cf. §13.3 supra.
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CHAPTER 25



THE NATURE AND FUNCTIONS OF THE CONSTITUTION1

§25.1  The Economics of Constitutionalism: An Introduction

The word “constitution” is rich in meanings, but in the American setting, where emphasis naturally is placed on the Constitution of the United States, it generally means a type of legislation that (1) requires a supermajority to change and (2) sets forth the fundamental powers, duties, and structure of the government. These criteria are linked. The more fundamental the arrangements that a rule prescribes, the less desirable are frequent changes in the rule.

Topics in economic analysis of constitutions include:

 

        (1)   the economic theory of constitutionalism—that is, the economic properties, and consequences, of requiring a supermajority to change a law;

        (2)   the economics of constitutional design—of the constitutive rules of a political system—and thus of such principles as the separation of powers within the federal government and the allocation of powers between the federal government and the states (federalism);

        (3)   the economic effects (broadly defined) of specific constitutional doctrines, such as the exclusionary rule in search and seizure or the limitations that the Supreme Court has in the name of the Constitution placed on defamation suits against the press and other communication media;

        (4)   the interpretation of constitutional provisions that appear to have an implicit economic logic, such as the Free-Speech Clause when conceived of as a guarantor of a free market in ideas; also the Takings Clause, the Commerce Clause, and the Contracts Clause;

        (5)   proposals to refashion constitutional law to make it a comprehensive protection of free markets, whether through the reinterpretation of existing provisions through new amendments, such as one requiring a balanced budget;

        (6)   the problem of the constitutional “double standard”—the paradox of the contemporary Supreme Court’s being more protective of personal liberty than of property rights even though the Constitution appears to give more protection to the latter than to the former;

        (7)   the relationship, if any, between the Constitution and economic growth;

        (8)   the principles of constitutional interpretation, viewed from the standpoint of principal-agent theory.

 

This chapter and the ones following it touch on a number of these topics.

The Constitution is often discussed as a kind of contract and related to other nonstandard contracts such as the “social contract.” From an economic standpoint there is a certain aptness in the analogy of constitutions to contracts. A contract, unlike a statute, can (save in exceptional circumstances, such as mutual mistake) be changed only with the consent of the parties; that is, a change requires unanimous consent rather than merely majority preference. Transaction costs would make unanimity an infeasible condition of constitutional amendment, but the supermajoritarian requirements for changing the U.S. Constitution (two-thirds vote by both houses of Congress plus ratification by three-fourths of the states) can be viewed as placing constitutional amendment somewhere toward the contract end of the statute-contract continuum.

Yet constitutions, including the U.S. Constitution, are not immune from the interest-group pressures that beset the ordinary legislative process. While the difficulty of obtaining constitutional protection makes such protection more costly to obtain, the correlative difficulty of repeal once it is obtained increases its value. That value is greatest if the group that has procured the constitutional protection expects to lose political power in the future, so that it cannot depend on being able to ward off adverse legislation through the normal democratic process,1 or (the more common case) if legislative relief is stymied by an existing constitutional provision or by judicial decisions interpreting such a provision.

We know that a long-term contract creates a problem of obsolescence because of the limitations of human foresight. The solution to the problem involves interpretive flexibility, which is facilitated by language that is general enough to enable an interpretation that will adapt the contract to changes in circumstances that had not been foreseen when the contract was signed, plus principles of interpretation that authorize the courts to adopt such flexible interpretations. The parallels in the constitutional sphere are the well-known generality of a number of the most important constitutional provisions and the principle that constitutional interpretation should be flexible rather than strict. The downside is the familiar problem of agency costs. The more general the provision to be interpreted, and the looser that interpretation is permitted to be, the easier it is for the agent-interpreter (in this setting the Supreme Court) to stray from the path set down by the principal (the framers of the Constitution).

Although many constitutional provisions are phrased in generalities, some are highly specific, such as the provision that each state is entitled to two senators. These are in the nature of conventions. A familiar convention is that drivers of automobiles must keep to the right. It is not important that it be right rather than left, but it is important that there be consistent adherence to whichever arbitrary rule is adopted. The two-senator provision is similar. It could as well be one or three or four. Because a convention is arbitrary, which is to say (with only slight exaggeration) invariant with respect to its social environment (because an opposite convention would fit that environment just as well), there is no need to change it as the environment changes. Therefore the costs of specificity are slight. But the benefits are great. Precise constitutional provisions such as the two-senator requirement (which the Constitution forbids be even by a constitutional amendment) minimize litigation costs (because there is none of the uncertainty that breeds litigation) and also, and more important, reduce the resources devoted to political conflict by withdrawing some issues from the arena of ordinary politics. Were the number of senators fixed by statute, there would be frequent efforts, some successful, to change the number as now one party, now another, saw an opportunity to obtain, or solidify, majority control. These expenditures, which would have little or no social product, are headed off by making the cost of change prohibitive.

The design and interpretation of constitutions, when viewed from an economic standpoint, involve a tension between efficiency and democracy. Efficiency is maximized by a constitution that confines government to measures to prevent negative externalities and encourage positive externalities and that insists (so far as possible) that within its tightly circumscribed sphere government follow cost-minimizing policies. The spirit of government so conceived is, however, that of limited government rather than democratic government. Yet unless it is easy for people to leave the government’s jurisdiction if they are dissatisfied with its services, there is nothing to prevent government officials from expanding their role far beyond that prescribed by the principles of limited government. Here the democratic principle reenters. It adds “voice” to “exit” as a constraint on the abuse of governmental office. But the more consistently the democratic principle is followed, the greater the danger that a coalition will take control of government and use it to expropriate the wealth of nonmembers of the coalition, or that interest groups will procure legislation that enriches them at the expense of the public as a whole.

The more broadly the Supreme Court interprets constitutional provisions that limit the powers of the elected branches, the more it moves the nation toward the model of limited government; the Court becomes the surrogate for the people in limiting government. The more narrowly the Court interprets those provisions, the more it moves the nation toward the model of democratic government—but it is a model consistent with the denigration and exploitation of the politically powerless.

The framers of the Constitution were aware of the dangers of democracy. In the original Constitution only the members of the House of Representatives were elected by the people directly, and the franchise was restrictive. Malapportionment of state legislatures created substantial disparities in actual voting power among individuals until it was declared unconstitutional in the early 1960s. The argument for universal suffrage is threefold: (1) The disfranchisement of any group will invite efforts (which are socially costly, yet yield no social gain) to redistribute wealth from them to other, electorally powerful groups. (2) Elections yield information, valuable to policy makers, about preferences and aversions (in an age of scientific polling this argument is less important than it used to be). (3) The larger the electorate, the more difficult it is to form coalitions for redistributive ends (this is related to the first argument). Only the second argument explains why those having the vote would ever dilute their own power by enlarging the franchise, unless the excluded group was likely to use force if not peacefully awarded a share of political power. But maybe the franchise is expanded whenever the dominant group in the community believes that the currently disfranchised prefers its candidates to those of rival groups. Once enfranchised, a group can use its voting power to oppose subsequent disenfranchisement. So the expansion of the suffrage has a ratchet, and is therefore rarely reversed.

§25.2  The Separation of Powers

The Constitution seeks to prevent the centralization of governmental power, both by dividing political power between the states on the one hand and the federal government on the other hand and by splitting the federal government’s powers among three independent branches—executive, legislative, and judicial. There is also division within each branch. The legislative power is divided among the House of Representatives, the Senate, and the president with his veto power; the executive and judicial branches depend on the legislative branch for their appropriations; the judicial depends on the executive for the enforcement of judgments; and so forth.

The main purpose of the separation of powers is, in economic terms, to prevent the monopolization of the coercive power of the state, a form of monopoly potentially far more costly than any other discussed in this book. The point made in Chapter 10 that the costs of collusion to the colluders rise with the number whose agreement is necessary to make the collusion effective applies to political as well as to commercial conspiracies. The application of government’s coercive powers requires, under the system created by the Constitution, the concurrence of the legislative branch, to enact the coercive measure; the executive branch, to bring an enforcement action (hence the importance of a public monopoly of at least some areas of federal law enforcement: It enables the executive branch to perform a checking function on Congress by not enforcing Congress’s enactments to the hilt); and the judicial branch, to apply a sanction for violation of lawful executive or legislative actions. Three is not a large number of conspirators, but only one of the three—the executive—is unitary even in principle.

An important aspect of the separation of powers (at least historically) is the requirement that randomly selected private citizens (i.e., jurors) concur in the imposition of a criminal sanction or the award of civil damages unless the defendant waives his right to trial by jury. And the sharing of the national governmental power with numerous quasi-sovereigns (the states) enormously complicates efforts to achieve a monopoly of political power.

The fact that the framers of the Constitution deliberately separated the major branches of government raises a question about the legitimacy of the administrative process discussed in the preceding chapter. The process is defended as enhancing efficiency, but the supposed enhancement is achieved by combining executive, legislative, and judicial powers in one body. This seems the type of efficiency that the constitutional framers thought on balance inefficient because of the danger it created of excessive centralization of political power. True, the right of the parties to an agency proceeding to get judicial review of the agency’s decision limits administrative power. (By the same token, the measures that have been adopted, notably in the Administrative Procedure Act, to make the right of judicial review of agency action a meaningful one reduce the efficiency of the administrative process.) But judicial review provides no check on the exercise of legislative power by an administrative agency through rulemaking under a broad delegation of power from Congress—a practice designed to circumvent a deliberately cumbersome system of legislative enactment.

The “independent” agencies (see §24.7 supra) are a fourth branch of government, and, though often criticized as unconstitutional because the Constitution created only three branches (executive, legislative, and judicial), to the extent that they are independent (only partially of course) of the other branches they actually enhance the separation of powers. But the administrative agencies that are not independent, that are wholly within the executive branch, dissolve the separation of powers within the agencies’ domain by empowering the executive branch to exercise judicial and legislative as well as executive powers. Thus, by expanding judicial deference to administrative lawmaking in its Chevron decision,1 the Supreme Court unwittingly weakened the separation of powers.

Separation of powers reduces efficiency by increasing the transaction costs of government but increases it by enabling a more complete exploitation of the division of labor. If federal judges served at the pleasure of politicians, it would be difficult to attract able people to federal judgeships. Law would be even less stable than it is, because it would change with the political winds, and Congress would find it difficult to strike durable deals with interest groups (see §20.5 supra). Congress likewise is too unwieldy to be able to execute policy, while the executive branch, if authorized to legislate, would lack the deliberative capacity and ear-to-the-ground political sensitivity of Congress, and these are valuable resources for the making of legislation. Judges who legislate, by embodying their political preferences in law, or who usurp executive prerogatives, as by telling executive-branch agencies where to allocate enforcement resources, are forgetful of the advantages of the division of labor.

As we have begun to see, the term “separation” of powers is misleading because it suggests that each branch of government exercises powers not exercised by the other branches, whereas in fact there is considerable overlap, particularly between Congress and the president. The principles of business organization can provide some guidance on how to divide responsibilities between the legislative and executive branches. If we think of the president as the CEO of the executive branch and Congress as the board of directors representing the American population conceived of as the government’s “shareholders,” then Congress’s proper role in relation to executive branch agencies should be one of oversight rather than one of prescribing in detail their management structures. And likewise if we analogize Congress to a university’s board of trustees and the president to the university’s president, or draw other analogies to nongovernmental organizations.

These are indeed just analogies. Unlike a board of directors or a board of trustees vis-à-vis a corporate or university president, Congress does not appoint the president and cannot remove him except with great difficulty via the impeachment process. And a corporate or other private board does not appropriate money to cover operating expenses—they are covered out of the corporation’s revenues, or the university’s tuition income, donations, and return on endowment, whereas government agencies, because they generate little or no income, require annual (sometimes more frequent) subventions from the legislature. But these differences do not affect the basic structural point that in a rational allocation of responsibilities for the management of an enterprise, the details, including the organizational details, of policy implementation are properly assigned to the executive rather than to a committee of part-timers all or most of whom are outsiders to the enterprise.

Moreover, the committee’s members are bound to lack specialized knowledge. This is a consequence of limitations of time as well as of knowledge and experience. Like the members of corporate boards of directors or university boards of trustees, no members of Congress are engaged full time in overseeing particular executive agencies. Indeed, because of the demands on their time for constituent service, fund-raising, campaigning, voting on the full range of legislation considered by Congress, and serving as members of multiple committees and subcommittees, and because of term limits on committee membership, few members of Congress have the leisure to obtain a working knowledge of particular executive branch functions. Their situation, indeed, is worse than that of members of corporate boards (it is more like that of members of university boards) because most corporate board members are businessmen and often they are in a similar business to that of the corporation on whose board they sit. They may even be officers of the corporation, though as we know the trend is against inside directors because their insider status compromises their oversight function—another example of the benefits from separating executive and oversight responsibilities.

§25.3  The Protection of Rights

The Constitution confers rights against government, both federal and state, as well as conferring powers upon the federal government. A constitutional right is analytically much like the property rights discussed in Chapter 3. It is a claim of noninterference, though generally just interference by government, enforceable through the courts. Such a right is negative in form, just like a property right. Should positive constitutional rights also be recognized, such as a right to a public education or a right to a reasonable level of police and fire protection, by interpretation of broadly worded constitutional provisions such as the Due Process and Equal Protection Clauses? Probably not, because constitutional rights involve much higher judicial information costs than negative rights. The enforcement of a positive right requires substantial governmental outlays, to the detriment of other government programs; and the balancing of different claims on the federal fisc exceeds the informational capacity of the judiciary. Sometimes, it is true, negative rights require governmental outlays also, in order to be fully effective. The right to counsel and the right to abortion are examples. For an affluent person, both rights are negative: They are rights against governmental interference with the hiring of a lawyer and of a doctor, respectively. But for a poor person, these have to be positive as well as negative rights to be meaningful, because without public assistance a poor person cannot hire a lawyer or purchase an abortion but must depend on the vagaries of charity.

Many of the rights protected by the Constitution are related to the antimonopoly purpose of the separation of powers; they limit the power of government to intimidate opponents. Even the Just-Compensation Clause of the Fifth Amendment can be interpreted in this light—it prevents the government from totally confiscating property of political opponents, by entitling property owners to compensation for the government’s taking their property. The protection of political speech by the First Amendment is even more clearly related to limiting government’s power over political opponents, but the same cannot be said for freedom to publish sexually candid books that have no political content. That freedom is an end—an aspect of people’s utility—rather than a means toward preventing the monopolization of political power, and the constitutional protection they enjoy may reflect the influence of interest groups.1 This suggestion has implications for a number of constitutional questions; two are discussed here, and one is the subject of the next section.

 

1. It is sometimes suggested that the protection of freedom of speech and of the press should be limited to political expression, on the theory that the only function of the First Amendment that is related to the central purpose of the Constitution is to protect the electoral process by which members of Congress and the president are selected. The much broader view of the scope of the First Amendment that the Supreme Court has adopted in recent decades (discussed in Chapter 29) is consistent with viewing the First Amendment as also being a form of protective legislation on behalf of an interest group consisting of intellectuals, publishers, journalists, pamphleteers, and others who derive pecuniary and nonpecuniary income from publication and advocacy.

 

2. It is sometimes asked whether it isn’t a perversion of constitutional principle to invoke a constitutional provision on behalf of a majority rather than a minority group, as in cases challenging reverse discrimination (see §28.5 infra) or discrimination against women, or cases challenging schemes of legislative malapportionment adopted by referendum. But a large group will often be politically less effective than a small one because of the higher costs of collective action to it (see §20.3 supra), so the large group may be more rather than less needful of constitutional protection against the legislature.

Another economic perspective on constitutional rights sees them as designed to prevent particularly harsh and costly forms of wealth redistribution. To take away a person’s property without compensation, or make him a slave, or prevent him from practicing his religion are illustrations. By putting such exactions beyond the power of the legislature, the Constitution reduces the risks that political power over the distribution of wealth (broadly defined) creates, and by the same token reduces self-protective expenditures by threatened groups. This provides a possible justification for the Supreme Court’s “fundamental rights” jurisprudence, especially when the protected group does not have the characteristics of an effective interest group.2

§25.4  The Scope of Constitutional Rights: The Case of Terrorism

How broadly or narrowly should a constitutional right be defined? From an economic standpoint, and using the constitutional rights of terrorist suspects as an example, the optimal scope of such a right is the point at which a slight expansion in that scope would subtract more from one value (public safety in the case of terrorism) than it would add to another (personal liberty in the terrorism case). That point will change—has changed—as threats to liberty and safety wax and wane. The balance depends, however, not only on the weights assigned to each value but also on the effect on each of the challenged measures that are in question. A large reduction in security can dominate a small reduction in liberty even if liberty is thought much more valuable than security. Suppose liberty is worth 1,000 and security only 100; nevertheless, a 20 percent reduction in security as a result of invalidating some defensive measure (such as detaining terrorist suspects incommunicado) will cause more harm (100×.20=20) than a 1 percent reduction in liberty as a result of upholding the measure (1,000×.01=10).

This of course is marginal analysis, and it corresponds in conventional legal terms to decisionmaking guided by a standard and its rejection to decisionmaking guided by a rule. Civil libertarians generally want the constitutionality of security measures to be determined by rules rather than standards, for example, the rule that political speech can be suppressed only if it contains an incitement to crime. They worry that standards will give the judges too much latitude to defer to restrictive measures imposed by Congress or the president. But they want the rule to be based on liberty and only the exception on safety. A public safety exception to a civil libertarian rule provides less protection for national security than a standard in which neither liberty nor safety has priority.

Accurate balancing of competing values requires courts to pay serious attention to risks rather than always insisting on certainty. It would be a mistake to think that a particular measure should be rejected because we do not know whether another terrorist attack on the United States will occur unless that measure is taken and so we cannot be certain that it will actually increase safety. Most safety measures are aimed at reducing risks rather than eliminating certainties, but that doesn’t make the measures unwarranted. The fact that one cannot know whether interrogating a particular terrorist will ward off an attack does not make interrogating terrorists valueless. This point is obscured when there is a certain harm on one side of the balance and an uncertain benefit on the other. A terrorist subjected to torture incurs a harm with certainty. But that the torture will yield a benefit for national security is only a probability when the torture begins. The torture may be ineffective either because the person tortured has no useful information to impart or because he is able to withstand the torture; in either case, moreover, he may send his interrogators off on a wild-goose chase by lying.

While probabilistic benefits must not be ignored, they must be discounted by the probability that they will actually materialize. The expected value of a 10 percent chance of winning a $100 bet is only $10. But $10 is not zero. Civil libertarians emphasize probabilistic effects as much as national security experts do. They are concerned less with the impact of a curtailment of civil liberties on the particular individuals whose liberties are curtailed (say, a person investigated because of his political beliefs) than with the impact on features of the social landscape as a whole, such as the long-run vigor of political discourse. If the risk that terrorism poses to national security is speculative, so is the risk that counterterrorist measures pose to liberty.

Information costs are important in crafting constitutional rights. Judges may not know enough about the consequences of particular measures taken for the protection of national security to be able to strike a proper balance. The judiciary, unlike the executive and legislative branches, has no machinery for systematic and comprehensive study of a problem. Its staffs are small. It has to wait until it has a case to begin its inquiry into the facts and policy ramifications, and the pressure of its caseload requires it to decide the case without being able to take the time to study background, circumstances, and likely consequences. If the case involves a subject such as contracts or accidents or ordinary crimes in which the court has long experience, its epistemic limitations will not be serious. But if, as in cases involving terrorism, the subject is new, the court will not have the time or resources to bone up on it. And second, our judges, including Supreme Court Justices, are generalists. Cases involving national security are only a tiny part of their docket. They cannot afford to devote much time to them. Both Congress and the executive branch have far more information about national security than the judiciary does.

§25.5  Rationality Review

There is a long-standing debate over whether the Supreme Court should use the Due Process and Equal Protection Clauses to strike down state legislation that, even though it does not infringe a specific constitutional right such as freedom of speech, is unreasonable as judged by some general criterion of social welfare or public interest. Economic analysis suggests that the assertion of such a power by the Supreme Court would change the nature of the democratic process fundamentally. We saw in Chapter 20 that there is no presumption that legislation is enacted in order to promote the public interest. A characteristic product of a democratic—perhaps of any—legislative process is the unprincipled redistribution of wealth in favor of politically effective interest groups. The public interest need not enter the process except as window dressing to increase the information costs of opposition or repeal. Justice Hugo Black, a former senator who had a clear understanding of the role of interest groups in the legislative process,1 also—and as a corollary—rejected the idea that legislation that did not invade any of the interests specifically singled out for protection in the Constitution must still be found reasonable in order to be upheld.2

It has been suggested that the Supreme Court should invalidate under the Equal Protection Clause any statute that employs an inapt method of achieving the statute’s declared purpose.3 A statute requiring barbers to have medical training, ostensibly to improve the public health, would thus be invalid. But if the state revised the statute to declare that its purpose was to increase the income of barbers by limiting entry, the revised statute would be upheld. This proposal would reduce the information costs of opponents of special-interest legislation. But its effectiveness in thereby reducing the amount of such legislation would depend on the importance of those costs in the passage of such legislation and (a related point) on the ability of legislators to devise plausible preambles. Even if the proposal were effective, it would still be open to the objection that it assumes, without basis in the language or history of the relevant constitutional provisions, that the Constitution is designed to correct free-rider problems in the legislative process even when they do not lead to an invasion of any protected rights or undermine the separation of powers.

Actually the word “rationality” is misused, at least from the economist’s standpoint, to describe what the courts do in these cases. The legislation they invalidate or are asked to invalidate is rational; it just is not public-interested. The function of the concept of equal protection is not to make legislation more rational; as noted in §8.9 supra, it is to increase the political costs of oppressive legislation by preventing the legislature from pinpointing a narrowly defined group that may have no political power. To hit on the members of the group, the legislature has to incur the wrath of other groups that occupy the same position from the standpoint of the public interest; more victims mean more opposition.

Notice the implication that legislators should be forbidden to create exemptions by the device of “grandfathering” existing participants in the activity against which the legislation is directed. Grandfathering enables a legislature to pinpoint the burden of the statute on disfavored groups, the favored being grandfathered, i.e., exempted from the statute.
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CHAPTER 26



ECONOMIC DUE PROCESS

§26.1  Liberty of Contract as a Constitutional Principle

The Due Process Clauses of the Fifth and Fourteenth Amendments (the first governing the federal government, and the second state and local government) provide that the government shall not deprive a person of life, liberty, or property without due process of law. For half a century ending in the late 1930s, the Supreme Court invalidated, although fitfully,1 a number of state and federal statutes regulating economic activity,2 on the ground that restrictions on liberty of contract, to be consistent with due process, must be justifiable on the basis of classical economic theory as taught, for example, by John Stuart Mill. Mill argued in On Liberty that government was entitled to interfere with a person’s freedom of conduct only when his conduct harmed someone else. So the Court invalidated maximum-hours laws, notably in Lochner v. New York3—a case that was made famous by Holmes’s dissent and that gave its name to the “Lochner era,” as the heyday of liberty of contract in the Supreme Court is known. But the Court upheld antitrust laws and laws subjecting monopolists to maximum rate controls—laws commonly believed supportive of efficiency.

Although long viewed simply as grotesque distortions of constitutional principle, the decisions of the Lochner era have in recent decades attracted staunch advocates as part of a growing revival of interest in classical economic principles.4 Although there are grave difficulties in reconciling their position with the philosophy of judicial self-restraint or the interest-group theory (and reality) of government, the same can be said about the modern emphasis in constitutional law on personal liberties. The legal arguments for giving greater protection to personal than to economic liberties are superficial. Thus, while it is said that there was no source for a doctrine of liberty of contract in the text or history of the relevant constitutional provisions, the same criticism can be (and has been) made of the Court’s decisions in a wide variety of other constitutional areas. It is also said that economic questions are more difficult for courts to decide than questions involving the rights of criminal defendants, political dissidents, and members of racial minorities—yet in fact less is known about those questions than about conventional economic problems. It is said that economic rights are less important than other rights; even if this is so (a question to which we’ll return in §29.6 infra), it does not follow that the Court should give them no protection or minimal protection. It is said that the Court’s mistake in the liberty of contract cases was to be out of step with dominant public opinion. But this was true only toward the end of the era, and is the reason why the era ended when it did. Moreover, the criticism can be turned into a compliment to the Court for its steadfastness in the face of contrary popular opinion. It is also said that the victims of economic controls are businessmen well able to protect themselves without the Court’s help, unlike the powerless minorities typically involved in a noneconomic constitutional case. Yet as we are about to see, the brunt of the economic legislation challenged during the liberty of contract era was often borne by politically unorganized groups such as consumers. Nor is it correct that racial and religious minorities are unable to compete effectively in the political arena.

Almost as a detail—but an important one in view of the subject matter of this book—it is commonly believed that the liberty of contract decisions reflected a weak grasp of economics. An early criticism based on this view is found in Justice Brandeis’s dissenting opinion in New State Ice Co. v. Liebmann.5 The case involved the constitutionality of a state statute that required anyone who wanted to manufacture and sell ice to obtain a certificate of public convenience and necessity and that provided that a certificate would be denied if existing service was adequate. New State, which had such a certificate, sought to enjoin Liebmann, who did not, from entering the ice business in New State’s territory. Liebmann’s defense was that the statute was unconstitutional. The Court invalidated the statute for reasons with which most economists would agree:

         Stated succinctly, a private corporation here seeks to prevent a competitor from entering the business of making and selling ice.…There is no question now before us of any regulation by the state to protect the consuming public either with respect to conditions of manufacture and distribution or to insure purity of products or to prevent extortion. The control here asserted does not protect against monopoly, but tends to foster it. The aim is not to encourage competition, but to prevent it; not to regulate the business, but to preclude persons from engaging in it…. It is not the case of a natural monopoly, or of an enterprise in its nature dependent upon the grant of public privileges. The particular requirement before us was evidently not imposed to prevent a practical monopoly of the business, since its tendency is quite to the contrary.

The Court likened the certification provision to an attempt of one shoemaker, under state authority, “to prevent another shoemaker from making or selling shoes because shoemakers already in that occupation can make and sell all the shoes that are needed.”

Brandeis’s economic argument begins with the proposition that the ice business may be “one which lends itself peculiarly to monopoly”; “the business is conducted in local plants with a market narrowly limited in area” because of the weight and perishability of the product. But the fact that a firm has only a local market area does not preclude competition. Brandeis’s opinion reveals, moreover, that prior to the passage of the challenged statute there was competition in the ice business in many localities in the state. He argues that “even in those localities the prices of ice were ordinarily uniform,” but since, as he stresses elsewhere in his opinion, the product is uniform, one would expect competitive sellers to charge the same price.

The test of natural monopoly is the size of the market in relation to the conditions of supply (see §13.1 supra). But on the critical issue of the supply conditions in the ice business Brandeis’s opinion is obscure and contradictory. He remarks on “the relative ease and cheapness with which an ice plant may be constructed” and that increased production of ice has not “had the effect of greatly increasing the size of plants in the ice business.” These remarks suggest that competitive provision of ice is no more costly than monopolistic. But he also states that “ice plants have a determinate capacity, and inflexible fixed charges and operating costs,” which implies production under conditions of declining average cost.

No doubt the real purpose of the statute was to foster cartelization of the Oklahoma ice industry. As Brandeis himself curiously emphasizes,

         Trade journals and reports of association meetings of ice manufacturers bear ample witness to the hostility of the industry to such competition, and to its unremitting efforts, through trade associations, informal agreements, combination of delivery systems, and in particular through the consolidation of plants, to protect markets and prices against competition of any character.

He also notes: “[T]he ice industry as a whole in Oklahoma has acquiesced in and accepted the Act and the status which it creates.” Naturally!

In viewing the case as one in which Liebmann’s economic rights were pitted against the interests of the poor people of Oklahoma who could not afford refrigerators, Brandeis got it backwards. The right he would have vindicated was the interest of New State Ice and other established ice companies to be free from competition. The people actually wronged by the statute were the poor, who were compelled to pay more for ice. The well-to-do, as Brandeis pointed out, were more likely to have refrigerators.

Were the ice business a natural monopoly, Brandeis’s position might be economically defensible, since the effort of a natural monopolist to maximize his profits by establishing a monopoly price could, by attracting new entry, lead to a wasteful duplication of facilities (see §13.1 supra). Not only is the premise false, however, but it appears from the latter part of Brandeis’s opinion that the natural monopoly language of the earlier part is a makeweight and that he was prepared to embrace the sweeping proposition that ruinous competition is a common phenomenon of economic markets and was a major factor behind the Great Depression. The case was decided in 1931, and although the Oklahoma statute predated the Depression, Brandeis discusses extensively, and with apparent approval, the proposition that the philosophy embodied in Oklahoma’s limitation on entry into the ice business might be a remedy of general application to the current economic crisis.

The view of the Depression as rooted in the excesses of competition and curable by reducing competition is discredited. Of course, when demand declined during the Depression much of the existing industrial capacity, geared as it was to supplying a larger demand, became temporarily excess. But limiting competition would not have increased purchasing power and therefore demand; it would just have impaired the efficiency of economic activity at its reduced level. Nonetheless, the cartel remedy for depressions was tried in the early New Deal statutes, such as the National Industrial Recovery Act, which authorized industries to fix minimum prices. Soon the pendulum of opinion swung the other way, and it was argued that monopoly rather than competition had been responsible for the Depression, or at least for its severity. This argument is no more convincing than its predecessor. A monopolist will reduce his price more slowly than a competitive firm when the volume of demand declines.6 But then prices must fall faster in other markets, for the relatively high price that the consumer continues to pay for the monopolized product reduces the amount of money that he can spend on competitively produced products, thereby accelerating the decline in the demand for and (assuming rising marginal costs7) price of such products. The effect of monopoly on the overall price level and hence on aggregate consumer purchasing power is unlikely to be significant.

Some of the statutes upheld by the Supreme Court in the period when it was guided by liberty of contract notions also were attempts to suppress competition under the guise of promoting the general welfare. In Muller v. Oregon,8 for example, the Court upheld a state statute fixing a maximum work day of ten hours for women employed in laundries. Unless the state also had a minimum wage law and the wages of women employed in laundries were not significantly higher than the minimum, the statute probably had little effect. Forced to reduce the work day, the employer would compensate by reducing the daily wage. If the employer were prevented from reducing the daily wage, he would treat the statute as having increased the cost of his labor (he gets less output for the same wage) and, under a now-familiar analysis, would adapt by buying a smaller quantity of labor, raising prices, or doing both things. The reduction in employment would harm any workers he laid off who did not have equally good alternative employment opportunities. The increase in prices would harm consumers, and by causing his output to fall would lead him to further reduce his labor inputs.9

West Coast Hotel Co. v. Parrish10 is one of the cases in which the Supreme Court, in the famous “switch in time that saved nine,” gave up on trying to protect liberty of contract against the regulatory state. At issue was a state statute that fixed a minimum wage for women. The Supreme Court upheld the statute, emphasizing (without citing any evidence) that “the denial of a living wage” to women would cast “a direct burden for their support upon the community,” because “what these workers lose in wages the taxpayers are called upon to pay.” This is backwards. A minimum wage, by disemploying workers whose marginal product is below that wage (see §12.8 supra), increases the demand for welfare.

Since repudiating the Lochner era decisions, the Court has repeatedly upheld statutes designed to foster monopoly, such as a state statute that on grounds of public health forbade opticians to replace eyeglass frames without a prescription signed by an optometrist or an ophthalmologist.11 The statute could have had no purpose other than to increase the incomes of optometrists and ophthalmologists at the expense of opticians and consumers.

§26.2  Economic Due Process Revived: The Poor as a Constitutionally Protected Class

In Griffin v. Illinois,1 the Supreme Court held that requiring a criminal defendant to buy the transcript of his trial as a condition of getting appellate review of issues dependent on the trial record discriminated against those who could not afford the payment. The Court could have reached the same result by holding that due process in criminal proceedings requires that the defendant have a right to appeal and that the right implies an opportunity, if necessary at the state’s expense, for a meaningful appellate review, which requires the trial transcript. But if, as the Griffin opinion seems to hold, a poor defendant is entitled to a free transcript simply in order to neutralize an advantage over him that the affluent defendant would otherwise enjoy, new vistas of constitutional obligation are opened up. If the state must neutralize the advantages conferred by the possession of money in this area, why not in others? It has in fact been argued that Griffin was the first in a series of cases that can best be explained on the theory that government is required, as a matter of constitutional principle, to satisfy people’s “minimum just wants” regardless of ability to pay.2 Another in the series is said to be the Harper decision, which invalidated a poll tax.3

But these decisions can be explained on narrower grounds. Griffin can be assimilated to the cases guaranteeing counsel for indigent criminal defendants. An individual who (perhaps through no fault of his own) is destitute still has a valuable property right: his freedom of action. If the government can take it away arbitrarily—which is one way of characterizing a criminal proceeding in which only the government has counsel or in which the defendant cannot effectively appeal his conviction—the value of that property right is diminished.4 As for Harper, because the benefit-cost ratio of voting to the individual is so low anyway, even a moderate poll tax might deter many poor people from voting. It would have much the same effect as forbidding the poor to vote, which would be inconsistent with principles of universal suffrage that may, as we saw in the last chapter, have an economic justification.

The furthest development to date of the implications of Griffin is the invalidation by several state courts, beginning with the Supreme Court of California in Serrano v. Priest,5 of the practice of financing public education out of local property taxes. The practice makes the amount of money per pupil spent for public education in each school district a function, in part, of the value of property in the district. It is argued that since wealthier districts as a rule contain more valuable properties, the children of wealthier parents receive a more expensive education than the children of poorer parents—which could be inefficient as well as inequitable, because the purpose of public education is to invest in human capital and the optimal investment depends on the child’s brains rather than on his wealth (see §5.4 supra). But there isn’t always a positive correlation between the real estate tax base and the income of the families who use the public schools. In New York City, for example, there are many wealthy people and much valuable real estate. But since the wealthy people do not send their children to public schools and much of the property tax is levied on commercial rather than residential property, the effect of financing the public schools out of property taxes is to redistribute income to the poor. If public expenditures per pupil were equalized on a statewide basis, New York City would be classified as a wealthy district and expenditures for its public schools would be reduced. The primary beneficiaries of equalization would be people living in rural areas of the state.

§26.3  The Due Process Rights of Consumers and Public Employees

The judicial reawakening of interest in economic rights is further illustrated by two lines of cases that at first glance seem conventional in their insistence on purely procedural safeguards (see §22.1 supra). In Fuentes v. Shevin,1 the Supreme Court invalidated state statutes authorizing, upon the posting of a security bond, the replevy (repossession), without prior notice or hearing, of property that the person seeking replevin claims is rightfully his. The plaintiffs were sellers under installment sales contracts, the defendants buyers who allegedly had defaulted. The Court reasoned that since the buyers had a possessory right in the goods sold under the contract, the goods were their property within the meaning of the Due Process Clause of the Fourteenth Amendment of which the state could not deprive them without notice and an opportunity for a hearing in advance.

The basic premise of the Court’s decision—that a person’s “right to enjoy what is his, free of governmental interference,” is a right worthy of judicial solicitude2—is congenial to economic analysis, but the Court’s conclusion is not. The Court did not question that repossession is an appropriate remedy for defaulting on an installment sales contract (see §4.14 supra). The issue was how best to prevent the remedy from being invoked as a method of harassment when there is no actual default. From the standpoint of economics, the best method is to create a disincentive to replevy groundlessly. The statutes in issue did this, by requiring the sellers to post bonds. Although the replevin procedure, like the procedure for obtaining a preliminary restraining order, is summary initially, a final decision may not be made without a hearing. If it appears at the hearing that the property was wrongfully replevied, the seller must return it and make good the buyer’s damages, if any; the seller is also out of pocket the cost of the bond. So he has nothing to gain and money to lose from invoking the remedy groundlessly. Since the requirement that the seller post a bond should both discourage frivolous invocations of the remedy and protect the buyer when mistakes are made, buyers have little to gain from also having a right to a prior hearing.

The Court noted the seller’s economic incentive to avoid invoking the remedy groundlessly but said that such an incentive is no substitute for the judgment of a neutral official. The preference for authority over self-interest as a regulator of human conduct is curious to an economist, who would also think it odd that the Court should draw so sharp a distinction between the particular thing replevied and its economic equivalent. The requirement that the seller post a bond and justify the replevin at a subsequent hearing protected the value of the buyers’ interests if not the continuous possession of the specific good. In the case of the common consumer products involved in these cases, the good and its market value are interchangeable. The effect of Fuentes is to increase the cost of the installment sales contract—a dubious blessing on consumers.

The second line of cases, which also proceeds from the unexceptionable premise that the Constitution forbids government to deprive a person of property without due process of law, holds that teachers and other public employees with tenure contracts—contracts that forbid arbitrary discharge—have a property right in their jobs so that if they are fired without a hearing their constitutional rights have been violated. The use of “property right” in these cases is questionable. Tenure is a contract right, not a property right. The opposite of tenure is not an employment contract but employment at will—employment with no contractually guaranteed and legally enforceable safeguards against termination (see §12.5 supra). In any event, it is odd that courts should think these employees in need of federal constitutional protections. If a public employee who has tenure is fired, he can sue the state under state contract law. And if the state does not give a fired public employee decent legal remedies for breach of the tenure term of the employment contract, then wages for public employees will be higher than they would be if there were such remedies. If the remedies would cost less than the wage premium that must be paid to compensate for their absence, the state will have an incentive to create such remedies. If they would cost more, the employee himself would prefer (ex ante) not to have them. And since the right that is enforced in a suit under the Fifth or Fourteenth Amendments to enforce a tenure contract is a product of that contract, and since the provision of remedies for breach can be viewed as an implied term of the contract, it is not clear what property right the employee has been deprived of if he receives the remedies to which he is contractually entitled, even if they do not include a hearing that meets federal due process standards.
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 1.    Does the Supreme Court use the same economic premises in the decision of antitrust cases as in the decision of the modern economic rights cases, such as Fuentes v. Shevin?

 2.    Assume it has been convincingly demonstrated that the federal minimum wage law, at present levels, significantly reduces the employment opportunities of poor people (see §12.8 supra). Should the law therefore be invalidated as a violation of equal protection?
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CHAPTER 27



THE ECONOMICS OF FEDERALISM1

§27.1  The Allocation of Responsibilities Between the Federal Government and the States

The government of the United States is superimposed upon the governments of the 50 states. The reason is that the Constitution was a compact among the 13 British colonies that, having thrown off the British yoke and become independent sovereign states, decided to form a nation but retain some sovereign powers.1 So they called themselves “states.” The Constitution also authorized the future admission of additional states.

A potential effect of recognizing the quasi-sovereign status of the states is to limit federal power, but this depends on the states’ having common interests; if they have competing interests, each will seek federal backing, and the result may be to amplify rather than limit federal power.2

A recurrent question is whether to vest this or that governmental responsibility at the federal or state level. Viewed economically, the choice involves a tradeoff among three factors:

 

1. The monopoly power of government. The federal government has more monopoly power than any state government. It is relatively easy for most people to relocate from one state to another but very difficult to relocate to a different country. If a state government tries to use its taxing or regulatory powers to transfer wealth from one group of citizens to another, the victims may move to another state. But the redistribution would have to be enormous before many people would try to make a go of it in another country—especially since the United States is the wealthiest large nation in the world.

Although monopoly achieved is apt to be more harmful at the federal than at the state level, it is harder to achieve at the federal level. As Madison emphasized in defending the possibility of stable republican government in America, the larger and more heterogeneous the polity, the greater are the transaction costs of organizing a dominant coalition. Hence the expected costs of monopoly may be no greater at the federal than at the state level once the greater probability of monopoly at the state level is taken into account. Of course, if the expected costs are the same but most people are risk averse, the expected disutility of monopoly may be greater at the federal level. This may be why the separation of powers, which makes it harder to achieve political monopoly, is more elaborate at the federal level than in most states.

 

2. Diseconomies of scale and diversity of approaches. In government as in private business, there are disadvantages to a strictly hierarchical (“U-form”—unified or unitary) form of organization as distinct from a more loosely coupled or “horizontal” (“M-form”—multidivisional) one. With strict hierarchy, information flows from the bottom of the enterprise up to the top echelon of management, and commands flow back down based on decisions made at the top. Inevitably, information will be lost or garbled on its way up, and as a result the top managers will perforce base their decisions on information that is frequently incomplete or inaccurate; and likewise commands will tend to be misunderstood on their way down the successive links in the chain of command. The centralizing of decisionmaking power will also reduce competition, diversity, and flexibility; mistaken decisions will be more costly because they will bind the entire enterprise; and mistakes will be frequent because the top managers will not be given a full array of alternatives to choose among, as their subordinates will filter out most of the alternatives on the way up in order to spare the top managers from being smothered in information. In principle, any organization can avoid problems of giantism and monolithicity by adopting a decentralized form of organization, as many business firms do by constituting different branches of the firm as separate profit centers. But this is more difficult in government, as separate profit centers can’t be made out of entities (government agencies) that don’t sell their product in a market and therefore have no profits. Since we have state governments already, it may make more sense to assign them functions in which diversity or small scale is desirable than to try to decentralize the federal government.

How far down should decentralization continue?3 We should distinguish between decentralization of federal and of state power. States are decentralized; they delegate powers to subordinate entities such as a counties and cities. The federal government is decentralized in a similar sense: think only of the federal court system, divided geographically into circuits and within circuits into districts. What would be infeasible would be, abolishing the states, to decentralize the federal government to, say, the country level. The amount of coordination required would be stupendous.

 

3. Externalities. If either the benefits or costs of an activity within a state accrue to nonresidents (the externality may be the state government itself, as we shall see), the incentives of the state government will be distorted. Again there are analogies to business organization. Each division of a firm will tend to ignore the effects of its actions on the other divisions; each will be reluctant to incur costs that benefit the other divisions but not reluctant to impose costs on the others. Centralization is a way of internalizing costs and benefits throughout an enterprise by coordinating the divisions and making sure they are pulling together. In the case of government, however, one might think the Coase Theorem would click in if only two or three states are involved. If pollution from State A dirties the air in State B, why don’t A and B negotiate the cost-minimizing solution? Obstacles are: (1) the bilateral monopoly setting; (2) the difficulty of executing a legal judgment against a recalcitrant state; (3) the lack of strong incentives at any governmental level to minimize costs; (4) the difficulty of deciding how to allocate a payment to a state among its citizens.4

Since there are both costs and benefits to centralization, an efficient organization will usually have elements of both central control and divisional autonomy—some hierarchy but not too much, and divisions that are semi-autonomous rather than autonomous.5 And so we observe in our federal system. The states have considerable autonomy in matters of taxation and regulation (including licensure); administration of schools and prisons; highways and other infrastructure; criminal law enforcement; and marriage, divorce, custody, and other matters relating to the family; but Congress, the Supreme Court, and the president have a considerable override power. The Constitution empowers Congress to regulate interstate and foreign commerce; and the Supreme Court, by interpretation of the clause that confers that power on Congress, has, as we shall see, forbidden the states to impose tariffs and other impediments to interstate trade and travel even when Congress fails to act.

Because the states have a degree of autonomy, they function, much as the divisions of a software or pharmaceutical firm would, as laboratories for (social) experimentation. Policies invented in one state, if successful, can be copied by others. Also, people can sort themselves between states in accordance with their preferences. The right to move to a different state supplements voting power in controlling the action of government officials.

§27.2  Responding to Emergencies: Katrina (or Sandy) and Terrorism

The officials closest to a problem have the best information and also can act most quickly on it. We wouldn’t be well served by having (only) a Federal Fire Department, so that in the event of a local two-alarm blaze the local fire chief would have to inform Washington and get permission to fight the fire. This is the point made by those who believe that the Federal Emergency Management Agency, even under competent leadership, should not be in charge of emergency responses to catastrophes. But not all catastrophes are local. Nor, given mobility of responders, is it sensible for every locality to invest in achieving self-sufficiency in responding to an emergency, regardless of the scale of the emergency. Suppose, as in the case of Hurricane Katrina, or the massive oil leak resulting from the deepwater drilling accident in the Gulf of Mexico in April 2010, that the catastrophe simultaneously engulfs a large number of cities and towns in several states. Insofar as a coordinated response is optimal, and given transaction costs, which are especially high in an emergency situation, it doesn’t make sense to leave the response to state and local governments. Each state will seek to optimize its response to the damage caused it, and each locality to the damage caused that locality, slighting the costs and benefits of its actions to the other states and localities. Moreover, as in a military situation in which one doesn’t know where the enemy will attack, an effective response to an emergency requires the maintenance of reserves that can be deployed to the threatened spot, and those reserves have to be controlled from the center.

If, moreover, the federal government tells a city that it will receive no assistance in the event of a disaster, however great, the city will overinvest in preparing to respond to disaster. Suppose the nation had only two cities, the cost of responding to an average disaster was 1 and to a cataclysm was 20, but the probability that there would be two cataclysms at the same time was close to zero. Then if the federal government refused to assist in local disasters, no matter how destructive, the two cities might incur a total cost of prevention of 40, whereas if the federal government invested in providing the necessary backup capability, the total cost of prevention would fall to 22 (1 + 1 + 20).

Let us turn from natural to man-made disaster threats. The Department of Homeland Security gives cities more than $500 million for antiterrorism measures, mainly in the form of physical capacity to respond to terrorism rather than to fund recurring expenses such as salaries of emergency-response personnel. Left to their own devices, cities might, regardless of efficiency, prefer to spend the money on salaries than on capital goods produced elsewhere, since city employees are usually local residents.

Should the federal government and not just states and municipalities spend money to protect the nation from terrorist attacks? Clearly yes. The terrorist attacks of September 11, 2001, demonstrated that an attack on a city or on any other major target is bound to have national consequences. But should the government finance defensive measures by the cities, or should it spend the money on such measures itself? Probably both. Local officials know better their cities’ vulnerabilities and how best to reduce them. But often, as in the case of the Boston Marathon bombings, they know little about terrorists’ plans, methods, preferred targets, and so forth. And they may use the federal money simply to replace the expenditures they would otherwise have made on antiterrorism measures. If replacement is complete, the federal program—with all its entailed paperwork, peer reviews, political controversy, and concern that to award grants of federal money to localities on the basis of the “quality” of their grant proposals just rewards skillful grant writers—would not be a security measure at all; it would just be a general federal subsidy of local government. This problem, however, could be at least partly overcome by use of matching grants.

§27.3  Federal Courts and Federal Law Enforcement

Although the federal courts’ diversity jurisdiction is traditionally justified by reference to presumed hostility to nonresidents, there is an economic explanation for at least a part of the jurisdiction that is unrelated to xenophobia. Suppose a resident of State A has a collision with a resident of State B in B, and the resident of B sues the resident of A in a state court in B. If the plaintiff wins, the benefits accrue to B; if the defendant wins, the benefits accrue to A; so the court may tilt toward the plaintiff.

Such a tilt is less likely if the parties have a preexisting relationship. Suppose the suit arises out of a contract between a resident of A and a resident of B. If courts in B are known to favor B’s residents, either the contract will require that any disputes under the contract be resolved other than in a lawsuit in B or the resident of B will have to compensate the resident of A in the contract price or some other term for bearing the added risk of litigation in B. B’s courts will gain nothing in the long run from tilting in favor of residents.

The Federal Tort Claims Act allows people injured by torts committed by federal employees to sue the United States—but only in federal court. The economic rationale for confining these suits to federal court is similar to that for the diversity jurisdiction. If a postal van runs down a resident of State A, and he can sue the Postal Service in a state court of A, that court may lean in his favor, knowing that if the plaintiff wins, the costs to the Postal Service will be spread throughout the United States rather than concentrated in A.

Much of federal criminal law (which is enforced exclusively in federal courts) is explicable as a response to the problem of interstate externalities. Suppose a criminal gang operates in many states. Each state will have some incentive to bring the gang to justice, but less than it would have if the full costs of the gang’s activities were borne within the state. Of course, if each state does some investigating, the aggregate resources expended on investigation may be as great as if a single entity were responsible for the investigation. But the resources will not be as efficiently employed because it will be costly to coordinate the activities of the different states’ investigators.

A different kind of externality further justifies a federal role in criminal law enforcement. If a person defrauds a bank whose deposits are insured by the Federal Deposit Insurance Corporation, some of the costs of the fraud may be borne by stockholders and other people within the state but most will be borne by the federal taxpayers depending however on how deposit insurance rates are determined. If rates are “experience rated,” i.e., allowed to vary with the riskiness of the particular insured, there is no externality. But in fact there is no experience rating of federal deposit insurance.

In contrast, the costs of a bank robbery will be felt mainly in the state where the robbery occurs, because the nonpecuniary costs in fear (and sometimes in injury) dominate the ordinarily modest financial costs of a bank robbery, and the former costs are borne locally. We should not be surprised, therefore, that although bank robbery like bank fraud is a federal as well as a state crime, most bank robberies are prosecuted under state rather than federal law—the reverse of the pattern in bank fraud cases.

Some federal criminal jurisdiction can be explained by reference to the point made in the preceding section of this chapter that monopolies of political power are more easily achieved at the state than at the federal level. Federal criminal prosecutions of corrupt local government officials exploit the relative incorruptibility of federal officials—stemming from the greater costs of corrupting a federal agency—in order to reduce corruption at the local level. The reason for the relative incorruptibility of federal officials has to do with the relative scale and power of federal versus state law enforcement (and other agencies—the point is general). The larger the scope and power of an agency and hence the greater the social costs if it’s corrupt, the more effort will be made to prevent its being corrupted—there will be more vigorous oversight, etc. Also, federal civil servants are generally paid more than their state counterparts, and therefore will have more to lose if they go bad and are caught. Also the broader geographical jurisdiction of federal agencies makes it more difficult for their employees to establish the kind of local ties that create a basis for trust and hence collusion.

In recent decades, as public concern with crime has grown, more and more federal criminal laws have been enacted that duplicate state criminal prohibitions without serving a distinctive federal interest. (We shall encounter a particularly egregious example in the last section of this chapter.) The main reason is that federal criminal law is more favorable to the prosecution than state criminal law. The “feds” make more use of pretrial detention; there is broader authority to wiretap; federal judges run criminal trials with a stricter hand; grand juries, which have evolved from protectors of defendants to potent investigatory tools of prosecutors, are used more in the federal system; conspiracy doctrine is more expansive in federal criminal law; and sentences are longer and parole has been abolished (though a quasi-substitute, called “supervised release,” has been added at the end of most federal criminal sentences). The Supreme Court, by imposing on the states in the name of due process almost all the procedural safeguards that the Bill of Rights grants federal criminal defendants, has done its part to weaken (inadvertently) state criminal law relative to federal.

The basic reason for the difference in power between state and federal law enforcement, however, is that federal criminal law has to be more effective in order to protect the people against criminal activities grave enough to have a potential national impact, such as sabotage, terrorism, counterfeiting, and insurrection. This power is then available to deal with local crimes when the demand for more effective law enforcement increases. A final reason why federal criminal law is more effective than state criminal law is that the resources of the federal government, relative to the amount of federal crime, is much greater than the ratio of state resources to the amount of state crime. The federal government, unlike state governments, is not under pressure to release convicted criminals from prison after a brief incarceration in order to economize on prison expense.

Of areas of federal civil law that can be justified by reference to interstate externalities, bankruptcy is a good example. If bankruptcy were a field of state law, debtors could escape their debts by moving to states that had bankruptcy laws favorable to debtors, and the national market in credit would be weakened; it would be difficult for creditors to prevent this by careful drafting of the credit instrument. Yet, oddly from this perspective, the Bankruptcy Code, by allowing the debtor to opt for his state’s exemptions from levy, retains an incentive for debtors to seek to escape their debts by moving to states that have, for example, a generous homestead exemption.

§27.4  State Taxation: Excise Taxes

Every state has an incentive to impose taxes the burden of which will fall, as much as possible, on residents of other states. Such taxation deflects the state from the search for taxing methods that maximize efficiency and distributive values for the nation as a whole. It also leads to higher government expenditures by enabling the state to externalize some of the costs of its public services. States may also use taxation not to raise revenue but to protect the state’s producers or other sellers from the competition of nonresidents. Such taxation will harm resident consumers as well as nonresident sellers of the out-of-state goods that are taxed—and indeed the loss to the resident consumers will usually exceed the gain to the resident sellers.1 But since special interests frequently obtain legislation that reduces efficiency, we should not be surprised that, with states as with nations, taxes that discriminate against importers are sometimes imposed. The tax distorts the optimum geographical distribution of enterprise. Production that could be carried on more efficiently in State A will be carried on in State B instead if B’s tax on imports from A exceeds the cost advantage of producers in A.

Thus there are two separate things to watch out for: a state tax that exports the costs of state government, and a state tax that protects local producers from the competition of out-of-state producers. Bear in mind, however, (1) that a tax that discriminates in favor of out-of-state firms will cause the same distortion of comparative geographical advantages as a tax that discriminates against them, (2) but that there is no discrimination, whether against nonresident consumers or nonresident producers, if the difference in tax burdens reflects a difference in the cost of services provided by the state to the different taxpaying groups.

The Supreme Court has adequate formal authority under the Commerce Clause and the Privileges and Immunities Clause of the original Constitution, and the Due Process and Equal Protection Clauses of the Fourteenth Amendment, to prevent states from imposing taxes that have either or both of the questionable features just identified (taxing nonresident consumers and excluding nonresident producers). It has exercised this authority to forbid clearly extraterritorial taxes, and tariffs on goods imported from other states, but it has often failed to prevent states from reimposing such taxes and tariffs under names that conceal the true economic effect.

If Montana imposed a tax on the sale of coal in Illinois, the invalidity of the tax would be clear; yet a tax on the extraction of coal from mines in Montana (a severance tax) is clearly valid. The dichotomous treatment makes no economic sense. If the demand for Montana coal is relatively inelastic and the ultimate consumers of this coal are mainly nonresidents, then the tax, assuming it is proportional to the output produced, will be paid mostly by nonresidents in the form of higher prices for coal, as shown in Figure 27.1.

One could argue that the severance tax is in fact a royalty, to which the state, as the original owner of the natural resources found within its boundaries, should be entitled.2 It is true, as we shall see when we discuss interbasin water transfers, that efficiency is promoted by vesting the state with ownership of natural resources in which private individuals or firms have not yet obtained property rights; that initial vesting is the first step to creating markets in the resources. But if the state either retains ownership of all rights to a resource or sells them all to a single purchaser, the result—if there are no good substitutes, as assumed in our coal example—will be monopoly. Monopoly is not inherent in original state ownership of “its” natural resources; the state can disperse the rights sufficiently broadly to assure competition—a requirement of actual diversion and use to establish ownership of water rights limits the amount of water that any user can claim and thus prevents the staking out of vast claims that could confer monopoly power. But a severance tax, imposed on a resource that lacks good substitutes produced in other states, is monopolistic. The tax pushes price above the competitive level and output below it, and generates supracompetitive revenues, albeit received by the state rather than by the rights holders.
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Or suppose a state imposes onerous taxes on all trucks that use its highways, knowing that almost all the truck traffic originates and terminates in other states. The state would be exploiting a locational monopoly to shift the costs of public services unrelated to highway maintenance to suppliers and consumers in other states.

This is a very old problem, illustrated, for example, by Henrich von Kleist’s classic German novella Michael Kohlhaas. When the book was published in 1810, what is now Germany was divided into hundreds of independent states. A road from Munich to Berlin, say, would cross many boundaries, and each state that the road entered could charge a toll as a condition for allowing entry. The toll would be limited not by the cost imposed on the state by the traveler, in wear and tear on the road or traffic congestion, but by the cost to the traveler of using a less direct alternative route. Like early nineteenth-century Germany, the American electric grid used to be divided among hundreds of independent utilities, each charging a separate toll for the right to send electricity over its portion of the grid. The multiple charges imposed on long-distance transmission discouraged such transmission. FERC promoted the creation of the Regional Transmission Organizations as a way of eliminating these locational monopolies. For it required that the RTOs embrace coherent geographic regions and that each RTO charge a single fee for use of its entire grid.3

Not every excise tax creates the misallocative effects associated with monopoly. Were there such good substitutes for Montana coal that the demand schedule in Figure 27.1 was horizontal, the excise tax would merely reduce the output of that coal and the value of Montana coal fields, leading to a compensating increase in output and land values elsewhere. It would be a tax on economic rent (see Figure 27.2) and thus a responsible tax as well as an efficient one, provided the owners of Montana coal fields were Montanans, because then residents of the state imposing the tax would be the real and not merely nominal taxpayers.

An intermediate case is where although demand for the resource taxed is inelastic because there are no good substitutes elsewhere, there is a substantial market within the state, so that a major part of the tax burden falls on residents. One could still object that the tax was monopolistic in its effects, but the objection would not be forceful. Virtually all taxes have misallocative effects because the revenues demanded by modern government cannot begin to be raised by taxes on economic rents alone. As long as the incidence of the tax is local, there is no special objection; for there are then the usual political checks on the level of the tax.
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The Supreme Court has been more critical of state import taxes—that is, of excluding nonresident producers as distinct from burdening nonresident consumers. Early decisions held that a state could not levy its general sales tax on sales made to its residents by out-of-state sellers. If you wonder how the uniform levy of a sales tax could discriminate against such sellers, consider two states, one that raises revenue primarily by a sales tax (State A), the other by a property tax (B). Since the value of commercial property is mainly the present value of its anticipated net earnings, the net income from sales to residents of State A by a firm located in State B will be capitalized in the property tax paid by the firm to B, so that the firm is in effect paying B a tax on its sales in A. If the firm is also subject to State A’s sales tax, it will pay more tax than its competitors in A (who pay only sales tax) while receiving no greater government services. This tax differential, unrelated to any difference in costs, discriminates against the out-of-state seller, although the effect may be diminished by the fact that State A’s sales tax reduces the value of the firm’s property and hence the amount of tax it pays to B.4

The Supreme Court has, however, upheld a clearly evasive device known as a compensating use tax. This is a tax, equal to sales tax, on goods that residents of the taxing state buy but do not pay sales tax on. The residents of State A in our example who purchased from the firm in B would have to pay A a tax equal to the sales tax they would have paid had they bought the same goods from a seller in A. The Court has also permitted states to compel the out-of-state seller to collect the compensating use tax, which completes the functional identity of the two taxes.

Perhaps the reason the Court failed to “see through” severance and compensating use taxes—the former taxing nonresident consumers, the latter discriminating against nonresident producers—is that until recent years it phrased the question in such cases as whether the state had placed a tax “on” interstate commerce. The petroleum as it comes out of the ground and the good after it has been received by the resident purchaser are reassuringly present, in a physical sense, within the boundaries of the state. But it is irrelevant from an economic standpoint whether a tax is “on” interstate commerce or where the nominal subject of the tax is physically located. The economic issues are how much of the tax is ultimately borne by nonresidents and whether the effect of the tax is to increase, without justification based on higher costs of governmental services, the prices of imported compared to domestic goods.

In some instances, emphasis on whether a tax is “on” interstate commerce has given unjustified tax breaks to out-of-state sellers, thus creating an opposite but equally inappropriate incentive to substitute interstate for intrastate goods and services. Suppose a firm located in a state that relies on a sales tax to raise revenues makes most of its sales to residents of states that rely on property taxes. If the firm’s home state is forbidden to apply its sales tax to the firm’s interstate sales because those sales are in interstate commerce, the firm will pay lower taxes than competitors in the states into which it sells who mostly make intrastate sales (because the out-of-state firm does not pay property taxes, and in-state ones do), although it receives no fewer governmental services than they.

The two economic criteria of suspect state taxes (whether the tax falls primarily on nonresidents and whether it distorts comparative geographical advantage) may conflict in particular cases. In the case of a sales tax on a firm that sells mainly into other states, the first criterion would imply a policy of prohibiting taxation of the firm’s interstate sales by the domiciliary state, since the burden of the tax would fall primarily on nonresidents. But the second criterion would lead us to approve such a tax so that the taxes paid by an interstate firm will not be lower than those paid by a local firm because of a difference in their status rather than in the amount of governmental services they receive.

Can the criteria be reconciled? One approach might be (1) to permit all states to impose a general sales tax applied indiscriminately to interstate and intrastate sales by sellers in the state but (2) to forbid taxes on particular products that are primarily export goods when products of equivalent importance sold primarily in the local market are not taxed as heavily. Under this approach severance taxes would be dubious,5 and the last vestige of justification for compensating use taxes would be removed since the out-of-state seller would be subject to sales tax in his state of residence even on his out-of-state sales.

§27.5  State Taxation: Real Estate and Corporate Income Taxes

The Supreme Court has tended to treat real estate taxes as inherently local. They would be if they were taxes solely on the rent of land and all land were locally owned. But because the rent of land is only one, limited component of the real estate tax base (see §18.4 supra), a state that taxes a railroad’s real estate is more likely to proportion its tax to the railroad’s revenues than to try to limit the tax to the rent of land, which may moreover be difficult to compute. The railroad will treat the revenue-based real estate tax just as it would an excise tax and shift as much of it as possible to the railroad’s customers, most of whom will be nonresidents, by raising its rates. (Whether and to what extent the railroad will be able to do this will depend on the elasticities of demand and supply. See Figures 18.1 and 18.2 in Chapter 18.) To the extent that the tax is on rent, the burden will again be borne primarily by nonresidents—the railroad’s shareholders.1

A similar danger attends state corporate income taxes. The burden of such a tax is normally shared between consumers and shareholders (see §18.5 supra). In the case of a corporation doing business in several states, most of its customers and shareholders will not be residents of the taxing state. The temptation of states to impose heavy corporate income taxes on multistate corporations is therefore great. It might appear that as long as each state had a uniform tax rate for all the corporations that do business in it, local as well as multistate, there would be no danger of discrimination. The problem, a classic joint-cost problem (see §13.5supra), is that it usually is impossible to assign a particular part of a multistate firm’s income to a particular state. If a firm has its manufacturing plant in one state, its sales force in another, and its corporate headquarters in a third, its costs and revenues, and hence income, are the joint product of its activities in each of the three states. Since there is no rational means of apportioning such a firm’s income among the different states in which it operates, it is not surprising that the Supreme Court has allowed states to choose, within broad limits, whatever formula for apportionment attributes the largest possible share to the taxing state. But if a state in which a railroad has a lot of track but runs relatively few cars apportions the railroad’s income by track mileage, while a state in which the railroad has relatively little track but runs a great many cars apportions the railroad’s income according to cars, the railroad’s combined income tax bill will be larger than that of any pair of similar but local firms, one of which is located in the first state and the other in the second. The effort of both states to export their tax burdens will result in the multistate firm’s being compelled to pay a higher tax than if it operated in only one state, even though the firm does not require greater governmental services. The result is to create an inefficient incentive to do business in as few states as possible.

Suppose that to determine a corporation’s taxable income in a state, the state multiplies the corporation’s total income by the average of the following three ratios: the ratio of the corporation’s in-state payroll expense to its total payroll expense, the ratio of the value of its in-state property to the value of all its property, and the ratio of its in-state sales revenues to its total sales revenues. The tax that the state levies on this computed income is actually three taxes, each with its own incidence—that of a payroll tax, that of a property tax, and that of a sales tax.

Suppose a corporation has investment income. It might be a manufacturing firm yet have reserves of cash on which it earns interest. Should this income be apportioned for state corporate income tax purposes among the states in which the firm does business, and if so how? The rule is that it is not to be apportioned; instead it is to be allocated all to the corporation’s commercial domicile.2 It should be apportioned, perhaps in proportion to the manufacturing income earned in each taxing jurisdiction. If it is all allocated to the commercial domicile, this may give the corporation a strong incentive to establish that domicile in the lowest-taxing jurisdiction, regardless of efficiency.3

§27.6  Other Limitations on State Regulation of Interstate Commerce

The severance tax is an example of a nondiscriminatory local regulation that is nevertheless objectionable because it shifts costs of government from the state in which they are incurred to other states, whose citizens have no say in the state imposing the tax. Although the Supreme Court has been reluctant to recognize this kind of tax exportation as a burden on interstate commerce, it has invalidated another class of nondiscriminatory local regulations without even attempting to balance local benefit against out-of-state (or foreign) burden: when a state attempts to regulate activities in other states. In Healy v. Beer Institute,1 Connecticut had passed a “price affirmation” law that required brewers to commit that the prices they charged for beer in Connecticut were no higher at the time of posting than the lowest prices they charged in any state that bordered Connecticut. There was no discrimination in favor of Connecticut brewers, because there were no Connecticut brewers. Nevertheless, the Supreme Court invalidated the law. A brewer might sell beer in New York and Connecticut and charge a higher price in Connecticut because the people of that state liked its beer more than New Yorkers did. Faced with the Connecticut price-affirmation law and viewing Connecticut as its more valuable market, the brewer might decide to raise its price in New York to the level of its price in Connecticut rather than reduce its Connecticut price. The state would thus be regulating prices in another state, albeit indirectly. Commerce would be impeded if states could regulate commercial activities in other states. The Court held that Connecticut’s law violated the Commerce Clause.2

§27.7  Due Process Limitations on Personal Jurisdiction

A company in New York sells widgets to a buyer in Oklahoma. The sale is negotiated in New York, and the widgets are shipped from there, but the seller does have a small sales office and some warehouse facilities in Oklahoma. If a dispute arises under the contract, should the buyer be allowed to sue the seller in Oklahoma or must he go to New York to sue?

To allow the buyer to sue in Oklahoma will impose additional costs on the seller, not just in travel but in the increased risk of losing the case if it is tried in a less friendly forum. But if the buyer must sue in New York, a similar cost increment is imposed on him. One possible approach, which is used in deciding which of two or more courts with jurisdiction over a dispute should be the actual site of trial, is to compare the costs and require that the suit be brought in the state where the total costs of both parties will be minimized. The problem with this approach (which goes by the name of forum non conveniens) is that it gives the plaintiff a potentially very large choice of states to sue in—for who knows where the parties’ joint litigation costs would really be minimized? The solution that the courts have adopted is to require that the state chosen by the plaintiff have conferred at least some benefit on the defendant, so that the defendant cannot complain too bitterly if he is forced as a quid pro quo to defend himself in a forum that is not ideal from his standpoint. This condition would be satisfied in our hypothetical case since the defendant has some tangible presence in Oklahoma.

But now suppose a New York car dealer sells a car to a New Yorker who is injured, allegedly because of a defect in the car, while on a trip to Oklahoma. Can the buyer sue the dealer in Oklahoma? He cannot.1 There is a sense in which the dealer benefits from the fact that Oklahoma has roads, just as a telephone company in New York benefits from the fact that there are telephones in Oklahoma, but the benefit is exceedingly tenuous.

But this could engender arbitrage—buying in bulk in a state that is not biased in favor of in-state plaintiffs and reselling at a higher-price in a state that was biased in favor of its local plaintiffs. The plaintiffs would have the advantage of bias, but the manufacturer-defendant would not be compensated by being able to charge a premium for his goods.

§27.8  Interbasin Water Transfers

Since water is a surplus commodity in some states and a deficit commodity in others, there are promising opportunities for increasing the overall value of the resource by transferring water from the surplus to the deficit regions. The cost of transporting water over large distances is substantial; but the major obstacles to interregional transfers are legal and institutional factors deriving from the structure of the federal system.1

If the out-of-state purchaser could obtain the quantity of water he needed by purchasing individual appropriative rights owned by residents of states having a water surplus, no special problem would be presented, since a state may not forbid the sale of an appropriative right to an out-of-state purchaser. But the heavy transaction costs involved in the purchase of even a single appropriative right (see §3.11 supra) would make the costs of attempting to aggregate a large number of such rights by individual purchase prohibitive. An alternative is the purchase of unappropriated waters, which are found in large quantities in some states, especially in the Pacific Northwest. Unfortunately, no one can convey clear title to such waters. Only by the act of appropriation is a property right created. A nonresident could attempt an appropriation, but he would be met by the argument that the rents of unappropriated waters belong to the residents of the state within which they are located. And more than rents are involved. Unappropriated waters are not necessarily unused waters. There are many economically valuable but nonappropriative uses of water, such as recreation and the dilution of pollutants, that a major transfer to another water basin might impair.2

The problem could be overcome by the payment of appropriate compensation by the out-of-state user to the state of origin. But the allocation of the compensation among affected residents would pose substantial administrative difficulties, quite apart from the absence, prior to appropriation, of a recognized owner. And any title conveyed by the state would be clouded by the extensive but unquantified interests of the federal government and of other states. The federal government has rights—the extent of which has never been determined—to use the waters of the rivers on the extensive federal public domain in the western states (Indian reservations, national parks and forests, military bases, etc.). It also has ill-defined but extensive interests in the waters of all navigable rivers by virtue of its navigational servitude. A substantial interbasin diversion would therefore require the approval of the federal government, and probably only Congress could give this approval. It would also require the approval of the other states in the river basin, since the diversion of a substantial quantity of water from one point in a river system can affect recreational, environmental, and other valuable economic interests up and down the system. A definition of each state’s interests would require an apportionment by the Supreme Court, by interstate compact, or by Congress.

§27.9  Exporting Poverty

The cost of the governmental services that the nonworking poor consume is higher than the tax revenues that they contribute to the support of those services: They are a deficit item in the public finance of the state. If in addition they have little political power, as is normally the case (the voting turnout of the poor is low, and they do not make campaign contributions), there will be strong support for attempting to “export” them. The cheapest way to do this is to establish a level of welfare benefits so low that the beneficiaries are induced to migrate to states that grant higher benefits.1 A similar problem plagued the English administration of poor relief from its beginnings and led to prohibitions against paupers’ leaving their original parish. The traditional solution of our states, a milder version of the English practice, was to require that an individual reside in the state for a period of time, usually one year, before he was eligible to receive welfare benefits. Despite this rule many indigents from low welfare benefit states such as Mississippi migrated to high welfare benefit states such as New York, scraping by with the help of relatives or friends during the one-year waiting period. But no doubt others were discouraged.

In Shapiro v. Thompson,2 the Supreme Court invalidated residence requirements for welfare benefits on the ground that such requirements inhibit interstate travel. But migration that is induced by the prospect of receiving larger welfare payments than available in the migrant’s state of origin distorts rather than promotes the efficient geographical distribution of population. Society is not better off if indigents move from Mississippi to New York because New York has more generous poor relief. It is worse off because indigents can be supported decently at lower cost in Mississippi than in New York. It is not even clear that indigents as a group are made better off by such migration, although individual indigents are. Removing incentives to migrate encourages the low welfare benefit states in their policy of inducing emigration by providing inadequate public assistance. Its effect in the high welfare benefit states is more complex. On the one hand, the increase in the number of its indigent residents may augment the political influence of the poor of the state, resulting in still higher levels of support. On the other hand, each increase attracts new welfare recipients from other states, and eventually the state must realize that it is allowing itself to be used by the low benefits states to relieve them of the burden of supporting the poor of those states. Once the high benefits state stops increasing its welfare budget, the average welfare benefits of its residents will decrease, for indigents will continue to arrive, drawn by a level of support that, while static, and in average terms declining (the pie is not growing but it is being divided into more pieces), is still higher than the level in their own states.

The basic problem, both in English poor relief and in ours, is regional organization, which creates socially unproductive incentives: the incentive of states to shift the cost of welfare to other states, the incentive of the poor to migrate to areas where welfare benefits are more generous. A residence requirement is a crude and only partially effective method of dealing with this problem. It is crude because it may discourage the migration of a poor family that is attracted by superior employment opportunities in the high welfare benefit state but requires modest public assistance during the first few weeks or months of residence in a new state,3 and it is only partially effective because the requirement invites fraud and because, as noted earlier, an indigent family may be able to scrape by for a year without public assistance.

Depending on the political balance within a state, some states may want to attract poor persons for the same reason that the franchise has expanded so greatly since the eighteenth century: The dominant political coalition will favor expanding the franchise, including by attracting potential voters from other states or foreign countries, if they anticipate that the new arrivals will support the coalition. A few states may even want to attract deadbeats, as more generous exemptions from creditors’ levies are bound to do; given the fresh start that bankruptcy enables, these debtors may earn good incomes and thus contribute to the tax base.4 Yet, despite these points, Shapiro was probably a factor in causing average welfare benefits to decline in recent decades, for by making welfare-generous states a magnet for the poor it increased the costs of generous welfare benefits to the states’ taxpayers.

If welfare were nationalized, would it be a good idea from an economic standpoint to include a cost-of-living adjustment, so that welfare recipients in high-cost states would receive greater benefits than those in low-cost states? No. The adjustment would make recipients of poor relief indifferent between living in high-cost and low-cost areas. But we want them to live in low-cost areas in order to minimize the social costs of supporting them. A uniform level of relief, independent of regional differences in the cost of living, encourages them to do this, because any dollar saved in living costs is a dollar added to their disposable incomes.

§27.10 Conflict of Laws, and Pollution, Revisited

A state court’s ruling concerning which state’s law to apply to the substantive issues in a case can raise an issue of federalism. Consider two states, A and B. A contains a number of large manufacturers of consumer products, and as a result its products liability law has no pronounced consumer tilt. B does not contain such manufacturers, and its law is tilted in favor of consumers. Suppose that because of the possibility of arbitrage it is infeasible for manufacturers to sell at higher prices in B than in A in order to reflect the higher costs of liability in B—if they tried to do so, dealers in A would buy for resale in B, pocketing the difference between the prices. The result is that consumers in A are forced to subsidize consumers in B.

This assumes that courts in state B will apply its law to an accident to a resident of B in B, and A will apply its own law to an accident to a resident of A in A. These are indeed the results under the traditional tort conflict-of-laws rule of lex loci delicti (the law of the state of the wrong, meaning usually the state in which the plaintiff was injured). But states nowadays, as we saw earlier (§22.19 supra), often follow a more free-wheeling “interests” approach to conflict of laws. That approach might lead courts in state A to apply the law of C if C happened to be the state of the manufacturer whose product injured A’s resident and had a more stringent products liability law than A. Any manufacturing state will hesitate to enact a products liability law strongly tilted against manufacturers.1

Interstate pollution externalities present similar problems. Airborne and waterborne pollutants do not respect state lines. Sulphur dioxide emissions, for example, can cause acid rain in states distant from the state of emission. The prevailing winds blow from west to east, creating a systematic difference between upwind and downwind states and enabling the former to export much of the pollution generated by industrial and other pollution-emitting activities within the state. In a proper division of responsibilities between federal and state pollution-control agencies, the U.S. Environmental Protection Agency would set a high priority on the control of interstate pollution externalities, because there is no good reason to suppose that states will fail to provide optimal protection to their own residents from pollution.2 Especially perverse are rules that, by forbidding significant degradation of existing air quality, limit the ability of downwind states to develop industrially, thus ensuring that further industrial development will be concentrated in the upwind states—and thus rewarding them for the pollution they’re causing. But it would be a mistake to respond by making the upwind polluters strictly liable for the pollution they cause in the downwind states. The victim of pollution may be the lower-cost avoider of it (§§3.7, 14.6 supra). The EPA’s daunting task is to prevent, so far as possible, the siting of a polluting activity from being influenced by state boundaries.3

The problems created when the victim is the lower-cost avoider of a polluting activity are illustrated by the efforts of some states to prevent the importation of toxic wastes for disposal in landfills. The task for courts called on to decide whether the effort of the importing state unduly burdens interstate commerce is to determine whether the costs to the importing state are higher or lower than the nationwide benefits of the landfill, whether or not the benefits are received by the state.

§27.11 The Commerce Power

If interstate commerce is defined broadly enough, the power of Congress to regulate interstate commerce embraces the entirety of the nation’s economic activity. That Congress’s power was indeed plenary was assumed for more than half a century until the Supreme Court in United States v. Lopez1 struck down as unauthorized by the Commerce Clause a statute making it a federal crime to carry a gun (without legal permission) within 1,000 feet of a school. The carrying of the gun could not be considered an interstate transaction, but the dissent argued that by interfering with the educational process, gun-toting in the vicinity of a school could impede the formation of the students’ human capital, reducing their productivity in national markets. This is true, but even the aggregate effect of all gun-toting within 1,000 feet of schools on the productivity of future workers must be very slight. Insofar as there are economic advantages to federalism (advantages not only in avoiding diseconomies of scale and encouraging experimentation but also in increasing the competitive pressure on government to perform efficiently), the federal government must be prevented from swallowing up state functions, which is a danger if activities are not required to have substantial effects on regional or national markets in order for federal regulation to be permissible.

Emphasis on aggregates is critical here. Otherwise Lopez would be inconsistent with Wickard v. Filburn,2 which held that the planting of a crop by a farmer was within the federal commerce power even if he planned to consume the entire crop himself rather than sell it. Of course, one farmer’s activity isn’t going to affect commerce noticeably, but if that were the test, the federal government couldn’t regulate agriculture at all, even though it is one of the nation’s largest interstate and foreign markets. The sum of many tiny parts can be a large whole. Economists understand this well, because they model the demand for a good or service produced in a competitive market as the summation of infinitely elastic demand curves facing the individual sellers. No individual seller can affect the market price or quantity, but the aggregate of the sellers can and does.

The issue in Wickard v. Filburn was properly posed as whether farmers’ (not a farmer’s) own consumption could appreciably affect the agricultural market, and of course the answer was that it could. The price and quantity, and hence interstate and foreign shipments, of a crop, say corn, are determined by demand and supply, including the demand by the growers themselves. It makes no difference to price and quantity whether the growers eat part of their corn without selling it, or sell the entire corn crop and then buy the amount of corn they want to eat. The amount of corn demanded and supplied is the same in both cases, and this shows that grower consumption is as much a part of the national and international market as corn sales. And it is a big enough part to affect price, output, and shipments.

In the Supreme Court’s decision upholding the constitutionality of the Patient Protection and Affordable Care Act (“Obamacare”),3 a majority of the Justices surprisingly held that the provision of the Act requiring persons who do not buy health insurance to pay a “penalty” (if they can afford it)—the provision known as the “mandate”—exceeded the federal government’s authority over interstate commerce. The Court upheld the mandate under Congress’s taxing power. The Court acknowledged that the U.S. health insurance industry is “in” interstate commerce, but thought the commerce power does not authorize the government to compel people to engage in interstate commerce. But the Act did not compel anyone to buy health insurance; it simply penalized free riding—persons who seek medical treatment though they have no health insurance receive the treatment (often in hospital emergency rooms) and are billed for it but often cannot pay, and so the costs are shifted to others. The penalty in the Affordable Care Act is intended to internalize that external cost and thus make the interstate health insurance industry operate more efficiently.

To uphold the statute under Congress’s taxing power was odd because, as worded in Article I, section 8, clause 1 of the Constitution, which confers that power, it confers it in order to enable the federal government to finance itself. The mandate is a tax and will generate some revenue, but revenue is not its object. It’s a regulatory tax (see §§14.6, 17.3 supra) intended to alter behavior. The more effective such a tax is, the less revenue it generates.
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        Problems

 1.    Why should Montana, in our severance tax example, be restrained from taxing nonresidents? Don’t nonresident consumers of coal benefit from the services that Montana renders to the coal producers located in the state?

 2.    Can economic theory help you to devise a formula for apportioning a firm’s movable property (for example, an airline’s aircraft) among the states for state tax purposes?

 3.    Should states be permitted to impose corporate income taxes at all? Suppose states that impose such taxes were required to adopt a uniform formula for apportioning corporate income among the states. Which would be a better formula: percentage of corporate revenues derived from sales to residents of the taxing state or percentage of employees within the taxing state? Would percentage of the corporation’s tangible property located in the state be better?

 4.    In Baldwin v. G.A.F. Seelig, Inc., 294 U.S. 511 (1935), the Supreme Court held that a New York State law fixing a minimum price for milk sold in the state could not constitutionally be applied to milk produced in Vermont and imported into New York. The Court’s strong condemnation of New York’s attempt to subject such milk to its minimum price law has been criticized as follows: “New York’s interest was not simple economic bias against out-of-state competitors; it dealt primarily with local economic well-being and health.” Gerald Gunther & Noel T. Dowling, Cases and Materials on Constitutional Law 651 (8th ed. 1970).1 Can “economic bias against out-of-state competitors” be differentiated from “local economic well-being”? Is the criticism tantamount to asserting that states should be permitted to impose some tariffs?

 5.    Why do some states have higher welfare allowances than others? Is it because the taxpayers in those states attach a greater value to reducing poverty? If so, can it still be argued that efficiency is reduced rather than increased if the poor gravitate to these states?

 6.    The “market participant” doctrine allows a state to discriminate against nonresident sellers if it is actually participating in the market (for example, as a buyer) rather than regulating a private market. Thus a state can have a rule that it will buy paper clips only from resident sellers even though it couldn’t require private purchasers of paper clips to adopt such a policy. Would this doctrine make good economic sense if states had the same economic incentives as private persons? If a state wanted to transfer wealth from nonresidents to residents? Could there be any such transfer if the market for the product in question were national rather than state or local? See W.C.M. Window Co. v. Bernardi, 730 F.2d 486 (7th Cir. 1984).

 7.    Under current interpretations of federal antitrust law, state agencies are immune from liability, but not municipalities and other local agencies unless acting under direction of the state government. Is this pattern consistent with the economics of federalism? Would the opposite pattern perhaps be more consistent? See Frank H. Easterbrook, Antitrust and the Economics of Federalism, 26 J. Law & Econ. 23 (1983).

 8.    States compete for businesses by offering tax concessions, infrastructure improvements, and other monetary or monetizable benefits. Does such competition illustrate the social benefits, or the social costs, of federalism? See Peter D. Enrich, Saving the States From Themselves: Commerce Clause Constraints on State Tax Incentives for Business, 110 Harv. L. Rev. 377 (1996).

9.    In Collins v. Heritage Wine Cellars, Ltd., 589 F.3d 895 (7th Cir. 2009), the plaintiffs were truck drivers who transported wine from a warehouse in the Chicago area, owned by defendant Heritage, to retail stores in Chicago and elsewhere in Illinois. To get the wine to the warehouse from the states and foreign countries in which the wine was produced (none was produced in Illinois), Heritage hired truck companies and other carriers. They were independent contractors. Neither they nor their employees were employed by Heritage, unlike the plaintiffs. But Heritage controlled the wine and directed its movements on the entire journey from the state or country of origin of the wine to the retail stores in Illinois to which the plaintiffs transported the wine from the warehouse. About a fourth of the wine that Heritage shipped to its warehouse in Illinois had been ordered in advance by the retail stores. That wine stayed in the warehouse only briefly because Heritage had an order in hand. The other three-fourths of the wine sat in the warehouse until Heritage had found a buyer; most of that wine turned over every month, having been purchased and shipped by Heritage on the basis of its estimates of customer demand. None of the wine underwent any alteration on its trip from the vineyard to a retail store in Illinois. There was no processing (or even any deliberate aging of the wine in the warehouse), no addition of additives, no incorporation into another product, not even relabeling as a private-label (house-brand) product. When the wine arrived at the warehouse it was taken off the shrink-wrapped pallets on which it was delivered and shelved in the warehouse

Is the portion of the transportation that takes place entirely within Illinois nevertheless “in” interstate commerce (as distinct from affecting interstate commerce)?



1. On the constitutional law of state taxation, the principal topic covered in this chapter, see Jerome R. Hellerstein & Walter Hellerstein, State Taxation, chs. 8–9 (3d ed. 2011); on the jurisdiction of the federal courts, also discussed in this chapter, see Richard A. Posner, The Federal Courts: Challenge and Reform, chs. 2, 9 (1996).

1. For example, the Supreme Court has held that the federal government may not conscript a state government into federal service. See, e.g., National Federation of Independent Businesses v. Sebelius, 132 S. Ct. 2566, 2601–2609 (2012).

2. See Michael S. Greve, The Upside-Down Constitution 5, 328 (2012); James A. Gardner & Antoni Abad i Ninet, Sustainable Decentralization: Power, Extraconstitutional Influence, and Subnational Symmetry in the United States and Spain, 59 Am. J. Comp. L. 491 (2011).

3. See Maria Teresa Balaguer-Coll, Diego Prior & Emili Tortosa-Ausina, Decentralization and Efficiency of Local Government, 45 Annals of Regional Sci. 571 (2010); Oded Hochman, David Pines & Jacques-François Thisse, On the Optimal Structure of Local Governments, 85 Am. Econ. Rev. 1224 (1995).

4. See Barry R. Weingast, The Economic Role of Political Institutions: Market Preserving Federalism and Economic Development, 11 J. Law, Econ. & Organization 1 (1995).

5. See Steven G. Calabresi & Nicholas Terrell, The Number of States and the Economics of American Federalism, 63 Fla. L. Rev. 2, 43−44 (2011).

1. The tax raises the price of the imported good relative to that of the local good, and so induces consumers to substitute the latter. The substitution benefits the local seller while harming the consumer. But not all consumers make the substitution. Some continue to buy the imported good at the higher price, and their loss is not captured by a resident seller. The analysis is similar to that of monopoly: Consumers lose more than the monopolist gains (see §9.3 supra).

2. A factual problem with the argument should be noted: Except in Texas and Alaska, the original and present owner of most natural resources is the federal government, rather than states.

3. See Illinois Commerce Commission v. Federal Energy Regulatory Commission, 2013 WL 2451766 (June 7, 2013).

4. Diminished, but not eliminated. Suppose that the sales tax in State A is 3¢ on the dollar, the out-of-state seller’s normal profit is 10¢ on the dollar, and State B’s property tax is equivalent to 30 percent of the seller’s normal profit and hence is also 3¢. If State A’s sales tax is not imposed, the out-of-state seller obtains net profits of 7¢ on the dollar. If it is imposed, the seller’s profit before imposition of the property tax is only 7¢. The property tax is 30 percent of this amount, or 2.1¢, so the seller’s total tax burden is 5.1¢, leaving a profit of only 4.9¢. Thus if sellers in State A are subject only to sales tax, the imposition of that tax on the out-of-state seller gives them a competitive advantage unrelated to efficiency, for we are assuming that the out-of-state seller receives no greater governmental services although his taxes are more than 40 percent greater than the local sellers. It is also plain, however, that the out-of-state seller’s additional tax burden (2.1¢) is less than the sum of the two taxes to which he is subject.

5. If it is true that they are mostly export taxes.

1. This assumes that the land was owned by the railroad before the tax was anticipated. If the railroad bought the land after the tax was imposed the tax burden would be capitalized in the sale price and thus borne by the seller; the attempt to squeeze the railroad would not succeed.

2. Allied-Signal, Inc. v. Director, Division of Taxation, 504 U.S. 768 (1992).

3. See Walter Hellerstein, State Taxation of Corporate Income from Intangibles: Allied-Signal and Beyond, 48 Tax L. Rev. 739 (1993).

1. 491 U.S. 324 (1989).

2. See also Midwest Title Loans, Inc. v. Mills, 593 F.3d 660 (7th Cir. 2010), giving the following hypothetical example: “Suppose Indiana decided that gambling had become a serious problem for its residents—many of them were becoming addicted and this was leading to bankruptcies that were playing havoc with family life and the Indiana economy. And so it decided to ban casinos in the state and to require casinos in all other states, if they wanted to do business with residents of Indiana, to obtain a license from Indiana that would forbid their allowing a Hoosier to bet more than $10 a day in a casino.”

1. See World-Wide Volkswagen Corp. v. Woodson, 444 U.S. 286 (1980).

1. See Charles J. Meyers & Richard A. Posner, Market Transfers of Water Rights: Toward an Improved Market in Water Resources, pt. 4 (National Water Commission report, July 1, 1971, published by the National Technical Information Service); Rodney T. Smith, Trading Water: An Economic and Legal Framework for Water Marketing (1988); Stephen F. Williams, Free Trade in Water Resources: Sporhase v. Nebraska ex rel. Douglas, 2 S. Ct. Econ. Rev. 89 (1983); George A. Gould, Transfer of Water Rights, 29 Natural Resources J. 457 (1989); Barton H. Thompson, Jr., Institutional Perspectives on Water Policy and Markets, 81 Cal. L. Rev. 671 (1993).

2. This suggests another criticism of the appropriative-rights system in water law, besides the one discussed in §3.4 supra: Many valuable uses of water are not appropriative so property rights in them can’t be obtained in a system of appropriation rights, and as a result these uses are less developed than they should be.

1. Another way is to enter into “immigration enforcement agreements” with the Justice Department, whereby state or local officers are in effect deputized as immigration officers authorized to investigate, apprehend, and detain immigrants who may be in the country illegally. 8 U.S.C. §1357(g)(1). Apparently high welfare benefits states are more likely to enter into such agreements. Heather M. Creek & Stephen Yoder, With a Little Help From Our Feds: Understanding State Immigration Enforcement Policy Adoption in American Federalism, 40 Policy Stud. J. 674 (2012). For evidence that illegal immigrants cost state and local governments more in benefits and services than they pay in taxes, see Congressional Budget Office, The Impact of Unauthorized Immigrants on the Budgets of State and Local Governments, Dec. 2007, www.cbo.gov/sites/default/files/cbofiles/ftpdocs/87xx/doc8711/12-6-immigration.pdf.

2. 394 U.S. 618 (1969).

3. Notice that the residence requirement discourages indigents in high welfare benefit states from seeking employment elsewhere, since if they lose employment in the other state the residency requirement will make it costly for them to return.

4. For empirical evidence that supports both hypotheses, see Margaret F. Brinig & F.H. Buckley, The Market for Deadbeats, 25 J. Legal Stud. 201 (1996).

1. See Bruce L. Hay, Conflicts of Law and State Competition in the Products Liability System, 80 Geo. L.J. 617 (1992). But cf. Frank B. Cross, Tort Law and the American Economy, 96 Minn. L. Rev. 28 (2011).

2. See Richard L. Revesz, Rehabilitating Interstate Competition: Rethinking the “Race-to-the-Bottom” Rationale for Federal Environmental Regulation, 67 N.Y.U. L. Rev. 1210 (1992). Might a state overprotect its residents? Sure, just like the pro-consumer state in the products liability example.

3. See Richard L. Revesz, Federalism and Interstate Environmental Externalities, 144 U. Pa. L. Rev. 2341 (1996).

1. 514 U.S. 549 (1995).

2. 317 U.S. 111 (1942).

3. National Federation of Independent Business v. Sebelius, 132 S. Ct. 2566 (2012).

1. Subsequent editions of this casebook deleted the materials on state taxation.







CHAPTER 28



RACIAL DISCRIMINATION

§28.1  The Taste for Discrimination1

Some people don’t like to associate (other than in a supervising or otherwise controlling relationship—an important exception2) with the members of racial, religious, or ethnic groups different from their own, and will pay a price to indulge their taste. There are pecuniary gains to trade between blacks and whites—to blacks working for whites (or vice versa), whites selling houses to blacks, and so forth—much as there are pecuniary gains to trade among nations. But by increasing the contact between members of the two races, such trade imposes nonpecuniary, but real, costs on those members of either race who dislike association with members of the other race. These costs are analogous to transportation costs in international trade, which also reduce the amount of trading.

There is nothing inefficient about this, but the wealth effects can be dramatic. Assume that whites do not like to associate with blacks but that blacks are indifferent to the racial identity of those with whom they associate. The incomes of many whites will be lower than they would be if they did not have such a taste. They forgo advantageous exchanges: For example, they may refuse to sell their houses to blacks who are willing to pay higher prices than white purchasers. Unprejudiced whites will enjoy a competitive advantage in dealing with the members of the disliked minority, just as freedom from fear of heights confers an advantage in competing for jobs involving heights. If no one disliked blacks or heights, no one could command a premium for working with blacks or on heights.

But the racial antipathy of the prejudiced whites will reduce not only their own incomes but the incomes of blacks as well, by preventing blacks from making advantageous exchanges with whites—and the reduction in blacks’ incomes will be proportionately greater than the reduction in the whites’ incomes. Because blacks are only a small part of the economy, the number of advantageous exchanges that blacks can make with whites is greater than the number of advantageous transactions that whites can make with blacks. The white sector is so large as to be virtually self-sufficient; the black sector is much smaller and more dependent on trade with the white.

The international trade analogy can help clarify the point. The United States constitutes so large an aggregation of skills, resources, and population that it could survive a substantial reduction of its foreign trade in relative comfort. Switzerland could not. Its markets are too small and its resources too limited to permit it to achieve economies of scale and of specialization without trading with other countries. The position of the black minority in the United States is similar to that of Switzerland in the world economy.

Although discrimination is consistent with competition, just as a reduction in international trade attributable to higher costs of transportation would be no evidence that international markets were not competitive, economic forces at work in competitive markets tend to reduce discrimination. In a market of many sellers the intensity of the prejudice against blacks will vary. Some will have only a mild prejudice against them, and so will not forgo as many advantageous transactions with blacks as their more prejudiced competitors (unless the law interferes)3 and so costs will be lower, enabling them to increase their share of the market. But although the least prejudiced sellers may come to dominate the market in much the same way as people who are least afraid of heights come to dominate occupations that require working at heights, this is not an inevitable outcome. Some discrimination is efficient (see §12.10 supra and §28.5 infra) and will therefore persist whether or not a firm’s owners or managers have any taste for discrimination. So will (or may) discrimination that reflects the tastes of consumers rather than of sellers, for consumers do not face competitive pressures to change their tastes.

And suppose the market is monopolized rather than competitive. A monopolist can be expected to be on average as prejudiced as the average, not the least prejudiced, member of the community. True, any monopolies that are freely transferable (such as patents) are likely to come into the hands of the least prejudiced. A monopoly that requires association with blacks is less valuable to a prejudiced owner; he suffers either a reduction in his pecuniary income by forgoing advantageous transactions with blacks or a nonpecuniary cost by making such transactions. So the less prejudiced will tend to purchase monopolies from the more prejudiced. But not all monopolies are freely transferable.

If the monopoly is regulated, the market forces working against discrimination are weakened further. One way to evade a profit ceiling is by substituting nonpecuniary for pecuniary income, since the former is very difficult for a regulatory agency to control; and one type of nonpecuniary income is freedom from associating with the people against whom one is prejudiced.4

Labor unions that have monopoly power may reduce the effectiveness of competition at the seller level in minimizing discrimination. A monopolistic union, by increasing wages above the competitive level, creates excess demand for the jobs in which these wages are paid. If the union controls the jobs, it will have to allocate them somehow. It could auction off vacancies as they occur or permit members to sell their union membership, or it could adopt nonprice criteria, such as nepotism or, as unions once did, membership in the white race. The members of the union took a part of their monopoly profits in the form of freedom from a type of association they found distasteful.5

Thus government policy, which is responsible for profit controls on monopolists and for strong labor unions, may increase discrimination above the level that would exist in an unregulated market. And these are not the only government polices that have an adverse effect on racial minorities. Another is the minimum wage. Workers who are discriminated against must accept a lower wage to overcome employers’ aversion to hiring them. This process is impeded by a uniform minimum wage.6

§28.2  School Segregation

In Brown v. Board of Education,1 the Supreme Court invalidated state laws requiring or permitting racial segregation of public schools. The Court held that segregated education was inherently unequal because it instilled a sense of inferiority in black children. The analysis in the preceding section suggests an economic as distinct from a psychological basis for rejecting the notion of separate but equal. Segregation reduces the opportunities for valuable associations between races, and these associations would be especially valuable to the blacks because of the dominant position of the whites in the society. The Court had recognized this point earlier in Sweatt v. Painter,2 which held that blacks could not be excluded from state law schools. The Court pointed out that black students in a segregated law school would have no opportunity to develop valuable professional contacts with the students most likely to occupy important positions in the bench and bar after graduation. It rejected the argument that this disadvantage was offset by the disadvantage to white students of being barred from association with black law students, noting that the blacks’ weak position in the profession made such associations less valuable to white students.

If our earlier analysis is correct, the laws invalidated in Brown made discrimination greater than it otherwise would have been—but perhaps not much greater. While the federal courts, the Department of Justice, and other agencies were eventually able to compel the southern states to stop enforcing their segregation laws, many whites were willing to pay the additional costs necessary to perpetuate school segregation. They sent their children to segregated private schools or moved to school districts containing few black residents. The Supreme Court had made discrimination more costly, but since the white population valued such discrimination highly, the effect of Brown on the amount of discrimination was for many years small (it may still be small). Further, controlling the public finance of the states, whites could deflect the force of Brown by subsidizing private education through tuition grants and tax credits, thus making it cheaper for parents to shift their children to segregated private schools.

Economic analysis might be helpful in the design of desegregation decrees, some still being enforced and contested. Suppose a court wants to promote the integration of the public schools of a community that practiced segregation in the past (and can therefore be placed under a remedial decree), without causing so much “white flight” that black children will derive no benefit from the decree. From the standpoint of white parents who regard the presence of black children as a detriment to their own children, any desegregation decree will operate as a tax. The higher the tax, the more likely the white parents are to incur the costs of moving to another school district or sending their children to private school. The court can minimize this effect (and thus maximize the benefit of the decree to blacks) by (1) imparting as broad a geographical scope to the decree as possible, so that the costs to the white families of relocating are maximized, (2) imposing as many of the costs of the decree as possible on blacks rather than whites, as by busing black children rather than white children, and (3) limiting the fraction of any school population that is black, since the desegregation “tax” on whites rises with the ratio of black to white children in the school.

Even if black children benefit greatly from integrated education, it does not follow that they might not benefit even more from alternative strategies. For example, the Supreme Court in Brown, rather than invalidating public school segregation, might have exploited the value that southern whites attached to segregation by requiring southern states, as a condition of maintaining segregated schools, to appropriate much more money to the education of blacks than was the states’ practice. Blacks might have been better off under such an arrangement even if the Brown decision had received prompt and wholehearted compliance. Imagine a community composed of 200 blacks and 800 whites, where the average income of the blacks is $5,000 and of the whites $10,000. Assume that the elimination of segregated education would increase the pecuniary and nonpecuniary income of the blacks by an average of $2,000 (ignore the lag between changed educational conditions and better employment). The black community would therefore gain $400,000 from desegregation. But suppose the whites in the community would be willing to pay an average of $1,000 apiece not to integrate the schools. They would therefore be willing to spend $800,000 on better education for the blacks as the price of continued segregation, and let us assume that every dollar so spent would benefit blacks by one dollar. Then this expenditure would increase the blacks’ incomes by $400,000 more than integration would increase it.

This alternative strategy would not work for all segregated public facilities. Blacks cannot be compensated for the insult implicit in a regime of racially segregated restrooms and drinking fountains by a judicial decree requiring the state to spend as much money on the black as on the white facilities. Moreover, had Brown merely modified, rather than invalidated, public school segregation, the decision would not have had the galvanizing effect on the civil rights movement that it did.

§28.3  The Requirement of State Action

The Fourteenth Amendment, which was enacted primarily for the benefit of racial minorities, provides that no state shall deny anyone the equal protection of its laws or deprive anyone of life, liberty, or property without due process of law. Economic analysis can help clarify the issues involved in distinguishing state from private action.

Three levels of state involvement in discrimination can be distinguished: a law or other official action that orders discrimination, discrimination by a public enterprise, and state involvement in private enterprises that practice discrimination but not in the decision of the enterprise to discriminate. Both the first and second levels of state involvement were involved in the Brown case, but they were not distinguished. Laws requiring all public schools in a state to be segregated can be presumed to enact the prejudices of the more prejudiced half of the population and thus to produce greater discrimination than if the decision to segregate were left to individual public school districts. But the Court also invalidated state laws permitting local school districts to segregate at their option, and when the decision to segregate is left to each local school district it is not so obvious that the result will be more discrimination than if all education were private. But probably there will be more. A public school system is a nontransferable monopoly (private education, because it costs the consumer, as distinct from the taxpayer, more than public education, is not a good enough substitute for the latter to deprive a public school district of all its monopoly power), and we saw earlier that nontransferable monopolies may be expected to discriminate more, on average, than competitive firms or freely transferable monopolies. Since most governmental services are in the nature of nontransferable monopolies, this point has general application to public agencies.

The analysis is different when the decision to discriminate is made by a private individual or firm, even though the state is involved to some extent in the private activity. The question should be whether the state’s involvement makes discrimination more likely. When that involvement takes the form of public utility or common carrier regulation, then, as we saw earlier, the likelihood that the firm will discriminate is indeed greater. The state also maintains an extensive system of land title recordation and is otherwise deeply involved in the regulation of land use. But this does not increase the probability that a white homeowner will refuse to sell his house to a black buyer because of distaste for association with blacks.

This analysis supports a different concept of state action from what the courts have employed. It would prohibit racial discrimination by trade unions, because the governmental policies that have fostered the growth of monopolistic unions have thereby increased the likelihood that they would practice racial discrimination. But it would not prohibit discrimination by the private concessionaire in a public office building1 unless the public authority had encouraged the concessionaire to discriminate.

Suppose state involvement takes the form of legal enforcement of a private decision to discriminate. May racial covenants be enforced?2 May the City of Macon as trustee of the park donated by Senator Bacon comply with the racial condition in the gift?3 Does the Equal Protection Clause forbid recourse to civil and criminal trespass remedies by shopkeepers who do not want black customers? It is hard to believe that without property rights there would be less discrimination.

It is true but trivial that if the state enforced all private decisions except those to discriminate, the cost of discrimination would be higher and the incidence lower. A more interesting point is that the effect of enforcing a racial condition in a restrictive covenant or a charitable trust would be to create more discrimination than the members of society want today. To return to the international trade analogy, it is a little as if nations had agreed in the nineteenth century that they would never permit trade to be conducted other than in sailing ships. This is an instance of the broader concern discussed in Chapter 19 that a perpetual condition in a deed or gift may cause resources to be employed inefficiently if an unforeseen contingency, in this case a decline in the taste for discrimination, materializes. But it is fortuitous whether the result of a perpetual condition is more discrimination than contemporaries want or less. Were there a secular increase rather than decline in racial discrimination, enforcing racially motivated deed or gift restrictions (such as a provision in a foundation charter declaring the purpose of the foundation to be to promote racial integration) might produce less discrimination than contemporaries wanted.

§28.4  Antidiscrimination Laws

Federal laws forbidding private discrimination in the sale and rental of real estate, in employment, and in restaurants, hotels, and other places of public accommodation, are often defended on the dual grounds that they are necessary to eliminate the effects of centuries of discrimination and that they promote interstate commerce. The second justification strikes many people as contrived, yet makes economic sense. Discrimination reduces transactions between blacks and whites, and many of the transactions that are prevented would be in interstate commerce, even narrowly defined. The first justification is plausible but indefinite. Any deprivation from which black people suffer today could be the result in part to past discrimination. If black children on average perform less well than whites even in northern schools, the reason may be that the financial return to education for black people has traditionally been low because of particularly severe employment discrimination against educated blacks. This kind of argument provides the strongest justification for reverse discrimination, discussed in the next section.

Economic analysis helps explain the variance in compliance with antidiscrimination laws. If the interracial associations brought about by such a law are slight, the cost of association even to prejudiced people will be low and they will not be willing to incur heavy costs in the form of punishment for, or legal expenses of, resisting compliance in order to indulge their taste. Thus it is not surprising that there has been general compliance with laws forbidding people to refuse on racial grounds to sell real estate, although few resources have been allocated to enforcing these laws. Unless the seller plans to stay in the neighborhood, his association with a black purchaser is limited to negotiating the sale (and a broker does that anyway). Most housing-discrimination cases, therefore, involve rentals rather than sales. The association between a hotel owner and staff on the one hand and the guests of the hotel on the other are impersonal except where the establishment is very small—and for this reason small establishments were exempted from the public accommodations law—so again it is not surprising that widespread compliance was rapidly and easily achieved. School integration is different. Not only is the association among school children intimate and prolonged but since black children on average perform worse in school than white children, integration may involve costs to whites over and above the nonpecuniary costs imposed by an undesired association.

Laws forbidding discrimination in employment involve interesting questions of proof, of statutory purpose, of remedy, and of efficacy. A firm may have no black employees, even if it is located in an area with a large black population, for reasons unrelated to discrimination by either the management of the firm or the white workers. There may be no blacks with the requisite training or aptitude, or blacks may not like the type of work, or they may simply be unaware of job openings at the firm. If an employer is forced to hire unqualified blacks, pay them a premium to induce them to do a type of work that they do not like, or advertise in the black community openings for jobs in which very few blacks are interested, the firm will incur costs greater than the benefits to the blacks who are hired: The unqualified black employee imposes productivity losses that he does not recoup in higher wages. And the premium paid to the black employee who does not like to work in this type of job is a cost to the firm but not a benefit to the black employee; it just offsets the nonpecuniary cost of the job to him. Advertising job openings in the black community may not confer a benefit commensurate with its costs either, if the advertising fails to generate a significant flow of qualified applicants. Since most of the additional costs probably will be passed on to the firm’s customers, these methods of improving the welfare of black people are regressive as well as inefficient.

Thus if blacks are treated worse (paid less, unemployed more) than whites because of skill deficiencies rather than because of whites’ taste for discrimination, antidiscrimination laws are unlikely to help them, and the focus should be shifted to impoving their skills.1

Laws forbidding job discrimination (see also §12.10 supra) are costly even when applied to employers who do discriminate. The employer may have to pay a higher wage to those white workers who have both a taste for discrimination and attractive alternative employment opportunities in firms that do not have black employees. If they lack such opportunities, the elimination of discrimination may impose no pecuniary costs—by hypothesis the workers have no choice but to accept association with blacks—but it will impose nonpecuniary costs in the form of an association distasteful to the whites. And the costs are unlikely to be offset by the gains of black workers for whom jobs in the firm are superior to their alternative job opportunities or by the economic advantages that increased trading with blacks brings to the firm and hence to its customers; for if there were such offsetting gains, the blacks would have been hired without legal pressure.

Notice too that blacks pay as consumers and as workers their proportionate share of any costs that antidiscrimination laws impose on firms; but they share these costs with whites, whereas the benefits accrue only to them. In addition, however, the more it costs firms to employ black workers, the greater the efforts firms will make to minimize their employment of blacks. For example, they will be less inclined to locate their plants or offices in areas of high black population—especially if, as under the disparate-impact theory of discrimination, they will be more vulnerable to charges of discrimination the larger the black population in the area in which their plants and offices are located. Moreover, employers may fear that if they hire a black and he proves an unsatisfactory worker, it will be costly to fire him because he is likely to sue, and if he wins the suit his damages will almost certainly be far greater than if he sued because he hadn’t been hired, and thus had lost an opportunity rather than a job.

What should be the remedy in a case in which an employer is adjudged to have discriminated? Economic analysis suggests that the employer should be required to pay the damages of the person discriminated against, perhaps doubled or trebled to facilitate enforcement in cases in which the damages are small. This will both compensate and deter and seems preferable to an injunctive remedy requiring the employer to hire a specified number or percentage of blacks. The injunction will force him to lay off white workers or, what amounts to the same thing, to favor black over white job applicants until the quota fixed in the decree is attained. By imposing costs on white employees who may be untainted by discrimination in order to improve the condition of black workers, such an injunction operates as a capricious and regressive tax on the white working class.

The analysis is more complicated if the employees share responsibility with the employer for the discrimination. The employees may have barred blacks from their union. Or the employer may have discriminated only because of his workers’ taste for discrimination—he himself being free from it. In fact a worker is more likely to have discriminatory animus than the employer. He works in closer proximity with the black workers, so if he dislikes blacks, he probably incurs greater disutility than the remote employer.

Suppose an employer pays white workers more than black workers in the same job classification without justification (such as a gap in skills between the employer’s white and black workers2). Should the measure of damages be the difference between the two wage rates? That is the approach the law takes, but a more complicated analysis would be necessary to determine the blacks’ actual loss. If the employer is forced to raise the blacks’ wages, his marginal costs will be higher, resulting in a contraction of output and therefore in layoffs, so many black employees may not benefit from eliminating the gap between white and black wages. And if only a few employers in a market discriminate, there will be no effect on black wages; blacks will simply work for other employers and be replaced by whites.

One might expect the number of antidiscrimination suits to fall over time, as prejudice diminished among sellers in competitive markets. Instead the number has increased. This does not refute the economic theory of discrimination. As more blacks are hired by white employers, the composition of antidiscrimination claims shifts from refusals to hire to discharges. Discharge suits are more lucrative for plaintiffs because damages are based on mid-career rather than ordinarily lower entry-level salaries and because mid-career salaries are more likely to exceed opportunity costs—either to compensate for the employee’s investment in firm-specific human capital or to create an additional penalty for shirking (see §12.10 supra). In addition, there are more dimensions along which an employer can discriminate against an employee than against an applicant (for example, harassment, failure to promote, inferior working conditions), and so a greater variety of possible discrimination suits. For these reasons, a decline in employment discrimination can produce an increase in employment discrimination suits.3

§28.5  Reverse Discrimination

It is often urged that blacks should be given preferential treatment—for example, that law schools should set lower admission standards for blacks than for whites even if the admission criteria provide unbiased estimates of black academic performance. Many colleges and law schools do this. Is such reverse discrimination a fundamentally different animal from the old-fashioned discrimination against blacks? To answer this question will require us to go behind the assumption heretofore employed that discrimination is simply a result of taste and inquire more closely into its causes.1

Racial discrimination has a number of causes. Ignorance, malevolence, and irrationality are factors in many cases. Discrimination is sometimes anticompetitive—this was a factor in the internment during World War II of California’s Japanese residents and has played a major role historically in antisemitism. Discrimination is sometimes exploitive, as in slavery, where race enters as a convenient factor identifying the members of the competing or exploited group. Another source of discrimination, however, is information costs. To the extent that race or some attribute similarly difficult to conceal (sex, accent, etc.) is positively correlated with the possession of undesired characteristics, or negatively correlated with desired characteristics, then, as we saw earlier (in §12.10 supra), it is rational for people to use the attribute as a proxy for the underlying characteristic with which it is correlated. Economists call this “statistical discrimination.”2 It appears to be common in consumer markets.3 If experience has taught me (perhaps incorrectly)4 that most Mycenaeans have a strong garlic breath, I can economize on information costs by declining to join a club that accepts Mycenaeans as members. Although I might be forgoing valuable associations with Mycenaeans who do not have a strong garlic breath, this opportunity cost may be smaller than the information cost that more extensive sampling of Mycenaeans would entail. Evidence that job applicants with distinctively black names receive far fewer callbacks than applicants with “normal” names5 is consistent with both taste-based and statistical discrimination. Notice, too, that a positive correlation between race on the one hand and characteristics that would affect the economic decisions of employers, lenders, etc., makes it impossible to infer discrimination from market outcomes, such as the fact that blacks on average face higher real estate borrowing costs than whites.6

The fact that some racial discrimination is efficient does not mean that it is or should be lawful. On utilitarian grounds it may be unjust because of its distributive effects, even if it is efficient. Suppose, for example, that all airplane hijackers were members of a particular racial group, but that only a small percentage of the members of the group were airline hijackers. It might be a rational police strategy to use racial profiling, whereby only members of the group in question would be searched before being permitted to board an aircraft. But then the entire cost of airport searches of innocent persons would be borne by members of one ethnic group.7

Even when distributive considerations are weighted heavily, some racial profiling is unexceptionable because compellingly efficient. If witnesses report a theft by a young black male, it would be absurd for the police to look for suspects among other groups in the population, even though the result will be that innocent blacks, but no whites, will be questioned. When the differential racial probability of guilt is much smaller, racial profiling becomes problematic even on pure efficiency grounds. Consider a policy of disproportionately frequent searches of vehicles driven by Hispanics because Hispanics are disproportionately involved in illegal drug trafficking. The policy will deter some Hispanics from entering or remaining in the drug trade. But driving members of one class of suppliers out of business makes room for others. Given a fixed budget for law enforcement, the increased apprehension of Hispanic drug couriers would be offset by a reduced risk to non-Hispanics of being apprehended for transporting drugs, and so non-Hispanics would flock to replace Hispanics as couriers. The ethnic composition of the illegal workforce would be altered but the crime rate would be affected only to the extent that Hispanics were more efficient drug couriers because of language and other ties to major countries that produce drugs. Conversely, the lower the cross-elasticity of supply between the profiled and the nonprofiled group, the likelier racial profiling is to be efficient because there will be less substitution of the nonprofiled as a result of reallocation of enforcement resources from them to the profiled.

When racial profiling produces the same “hit” rate across racial groups—and there is evidence that the racial profiling in use by police today does so8—the distributive objections to such profiling drop away, and prohibiting such profiling could well be thought a form of reverse discrimination. And likewise if the criminals in the profiled group are less deterrable than the others, there is a race-neutral argument for apprehending a higher fraction of them, both to increase deterrence and to incapacitate more of the undeterrable. And if members of the profiled group are simply easier to apprehend, then apprehending them at a higher rate reduces crime at lower cost.9

In racial profiling as in statistical discrimination, race is used as a proxy for underlying personal characteristics, and it can be argued that unless the Fourteenth Amendment and other antidiscrimination laws are interpreted to forbid such use the legal protection of racial minorities will be meager. The implication, however, is that reverse discrimination is unconstitutional, because it too is based on the use of race as a proxy for underlying personal characteristics. It cannot rationally be based on a desire to provide reparations to blacks because of past injustices, such as slavery, lynching, and Jim Crow laws. There is no way to compensate dead people, and no way to establish the economic position that today’s blacks would be in had it not been for those wrongs.10

Reverse discrimination brings about a capricious redistribution of income among blacks. To the extent that employers find it costly to assess the quality of an individual worker, black workers in a particular line of work who are as good as white workers in that line will find it difficult to separate themselves from the affirmative-action hires and will therefore be assumed to be of the average quality of black workers in this line of work—an average dragged down by the affirmative-action hires. In the language of game theory, there will be a pooling equilibrium in which below-average black workers will benefit at the expense of above-average ones.

Information costs also help explain why reverse discrimination is widely unpopular. Every time a white male fails to gain admission to a college known to practice reverse discrimination, or isn’t hired by an employer known to practice it, there is some probability that he has lost this valuable opportunity because of reverse discrimination. The probability, however, will often be much less than one. Suppose four people apply for a job. Three are white and one is black, and the black is hired. Even if all the whites are better than the black, who was hired solely because of his race, we know that two of the three whites would not have gotten the job under a colorblind employment policy. But the two may not know who they are, and so all three whites may believe that they have been hurt by reverse discrimination. Each is, as it were, a probabilistic victim of the practice.
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        Problems

 1.    This chapter has suggested a neutral principle for forbidding discrimination. Is it an economic principle? Can one argue that discrimination is inefficient? In economic terms, are the costs of interracial associations, given prejudice, any different from the crop damage caused by the interaction of railroading and farming?

 2.    Suppose a number of blacks bought homes on land contracts and later defaulted on the contracts. They claim that they should not be held liable for the default because they were forced to pay higher prices than white purchasers of similar property, as a result of discrimination against blacks. The developers reply that the blacks should be grateful that they were willing to sell them such desirable property. What light can economic analysis shed on the issues in such a litigation? Would the welfare of blacks as a whole be increased or reduced if the developers lost?

 3.    Can it be argued that racially restrictive covenants might increase efficiency?

 4.    Suppose that a law school that found that its black graduates had lower lifetime professional earnings than whites because of racial discrimination decided therefore to impose higher admission requirements on blacks than on whites. Could this policy be defended as enhancing efficiency?

 5.    Black males have a shorter life expectancy than white males. Discuss the allocative and distributive effects of rules forbidding life insurance companies to vary premium rates on the basis of the race of the insured.

 6.    Compare two forms of reverse discrimination: in one the employer sets a quota for black employees and hires only blacks until the quota is reached; in the other he hires without discrimination, but he gives his black employees greater seniority than his white employees, so that when and if economic conditions require layoffs fewer blacks than whites will be laid off. Consider whether it makes a difference whether the employer is public or private, whether there is or is not a union, and whether the policy of granting superseniority to blacks is adopted before or after any whites affected by it are hired. Which combination of attributes produces the most inefficient discrimination, which the least inefficient?

 7.    Employers who wish to discriminate against blacks but are forbidden by law to do so may look for a proxy characteristic possessed by more blacks than whites and use that as the basis for personnel decisions. The proxy might be some level of educational attainment. If you were an employer, would you be more concerned about being forbidden to use the proxy or required to have a specified fraction of black employees? See Shelly J. Lundberg, The Enforcement of Equal Opportunity Laws Under Imperfect Information: Affirmative Action and Alternatives, 106 Q.J. Econ. 309 (1991).

 8.    An empirical study—Ian Ayres, Fair Driving: Gender and Race Discrimination in Retail Car Negotiations, 104 Harv. L. Rev. 817 (1991)—finds that women and blacks pay higher prices on average for the same cars than white males, and attributes this to a “search for suckers” business model on the part of car dealerships—most of a dealership’s profits come from the minority of sales at a very high markup over the dealer’s cost (that is, sales close to the sticker price of the car). Why should a disproportionate number of “suckers” be black or female, and what is the economic logic of a “search for suckers” business model? (Stated otherwise, is a market that employs such a business model a competitive equilibrium?)
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CHAPTER 29



THE PROTECTION OF FREE MARKETS IN IDEAS AND RELIGION

§29.1  The Economic Basis of Freedom of Speech

Ideas are a useful commodity produced in enormous quantity in a highly competitive market. The marketplace of ideas of which Holmes wrote is a fact, not merely a figure of speech.1 As a practical matter it is this marketplace, rather than some ultimate reality, that determines the “truth” of ideas. For we say that an idea (for example, that the earth revolves around the sun) is true not because it’s really true—who knows?—but because all or most of the knowledgeable consumers have accepted (“bought”) it. This pragmatic conception of truth2 undermines efforts to suppress ideas or to forbid their expression or dissemination. No one has a pipeline to ultimate reality. Such truths as we possess are forged in a competitive process that is distorted if potential competitors—unpopular or repulsive ideas—are forcibly excluded.

But this does not explain why constitutional protection has been thought necessary for this particular marketplace and not for others. Two possible explanations are congenial to economic thinking. The first is that public intervention in the marketplace of ideas creates a danger of subverting the democratic process, thus conducing to that most dangerous of monopolies—the monopoly of government power (see §25.2 supra). And history teaches that democracy, with all its imperfections, is vastly superior to authoritarian regimes (with exceptions: Many nations appear still to lack the economic and cultural preconditions to democracy). The second and broader explanation for constitutional protection of a free (well, relatively free) market in ideas and opinion (the first explanation limited to political speech) emphasizes the fragility of markets in information. For reasons explored in Chapter 11, it is not feasible to create property rights in pure ideas, as distinct from practical inventions. Hence they are likely to be underproduced. The problem is particularly serious because popular ideas have an advantage in competition with valuable but unpopular ideas. So any costs that government imposes on unpopular ideas may cause massive substitution away from them. Indeed, the conjunction of “valuable” and “unpopular” suggests that there is a class of ideas the benefits of which are almost entirely external. So there is an economic reason to worry about “chilling” the exercise of freedom of expression.

Although the external-benefits argument for giving the marketplace in ideas special legal protection is not limited to political speech, that speech may be its best exemplar. Recall that voting itself is a source of external benefits, because a single vote will rarely swing an election and therefore its expected value to the individual voter is small even in relation to the slight time costs of voting. Since voting has little private value, we should not expect people to invest heavily in becoming informed about the candidates and issues. This means that the private demand for political ideas and opinions is likely to be weak, which is a compelling argument for minimizing the legal costs of producing such ideas and opinions.

Can restrictions on campaign finance be reconciled with the underinvestment, implied by the above analysis of external benefits, in the creation and dissemination of political ideas and opinions? To forbid a person to spend more than say $1 million a year to publicize his political ideas would be flatly inconsistent with the analysis, and on that basis the Supreme Court has ruled that a candidate for political office can’t be forbidden to spend as much of his own money as he wants on his own campaign. It has allowed government to place limits on how much one can contribute to another person’s campaign; those limits are necessary to curb the distortionary effect of interest-group politics on public policy. But in seeming contradiction to allowing such restrictions to be placed on campaign contributions, it has recently invalidated a provision of the McCain-Feingold Act (see §20.7 supra) that forbade corporations (including nonprofit corporations) and unions to sponsor ads for or against candidates in the last 30 days before a primary election and the last 60 days before a general election, provided the sponsors are independent of the campaigns.3 The danger is that such expenditures, concentrated in the critical period of a campaign, could, especially in a small electoral district, overpower a candidate’s advertising. Knowing this, candidates will have an extra incentive to kowtow to influential interest groups. And notice that the cost to the interest groups of the additional influence may be low or even zero; for the mere threat of massive financial intervention in the closing days of the campaign may be enough to deter a candidate from supporting a policy that would be anathema to powerful interest groups.

The question is whether the cost in enhanced interest-group influence is likely to be offset by the increase in information resulting from increased political advertising. The Supreme Court’s decision, issued in 2010, may have contributed to the increase in expenditures by such groups from $157 million in the 2008 federal election to more than $1 billion in the 2012 elections.4

§29.2  The Scope of the Protected Activity: Incitement, Threats, Defamation, Obscenity, and Flag Burning

The pragmatic theory of truth, coupled with the point just made about external benefits, may seem to point to an absolute ban on public regulation of speech. Not so. Speech has many functions besides the communication of ideas. And ideas, whether true or false, may do harm that justifies public intervention. If I say “I am going for a walk now,” or “I am going to rob a bank,” or “I am organizing an armed insurrection,” I am not appealing to the marketplace of ideas but merely stating an intention, and my statement may be evidence of an attempt to commit a crime that may have nothing to do with ideas, such as robbery. To punish the attempt does not impede the marketplace in ideas. Statements of intention are not intended to compete with other views, as a statement that the world is flat is intended to compete with other views; and there is no risk of underproduction, because there is no investment in producing the idea that lies behind a statement of intention.

Now suppose I say, “Armed insurrection tomorrow would be a good thing,” or (if I am a producer of widgets), “The industry would be better off if the price of widgets were 10 percent higher,” or “I intend to vote for X.” These statements express genuine ideas, because they make a bid to displace competing ideas in the marketplace of ideas. The problem is that the first two may also be invitations to commit illegal acts (treason and price-fixing, respectively). As invitations, they would seem punishable on the same principle that makes attempts and conspiracies punishable. But punishment will have the collateral effect of suppressing an idea.

An economic formula to deal with these mixed cases of idea and incitement was proposed by Judge Learned Hand (of course) in United States v. Dennis.1 The courts, he wrote, must in each case “ask whether the gravity of the ‘evil’ [i.e., if the instigation succeeds], discounted by its improbability, justifies such invasion of free speech as is necessary to avoid the danger.”2 This is equivalent to Hand’s negligence formula (B < PL) if B is defined as the cost of the reduction in the stock of ideas as a result of the government’s action, P as the probability that the crimes urged by the speaker will come to pass, and L as the social cost if they do come to pass. If B is less than PL, it is efficient for the government to take steps against the speaker.

The Dennis formula expands upon Holmes’s better known “clear and present danger” test.3 The difference is brought out if we rewrite Hand’s formula to take account of the fact that the danger may lie in the future, as it did in Dennis, a prosecution of the leaders of the Communist Party U.S.A. for plotting to overthrow the government—eventually. If i is the rate at which future harms are discounted to the present and n is the number of years until the harm occurs, then B < PL becomes B < P × L/(1 + i)n. The higher the discount rate and the more remote the harm, the smaller the right-hand side of the formula and therefore the weaker the case for suppression. Nevertheless if L is large enough there may still be a case for suppression even if n is substantial. But not under Holmes’s formula, which rules out all cases in which n is positive. That is arbitrary. And notice the curious fact that the more “future-regarding” we are as a society, the more we should be willing to suppress dangerous ideas even if, as in the case of the preachings of American Communists, the danger if any lies in the remote future. For the more future-regarding we are, the lower i, the social discount rate, will be and so the larger the right-hand side of the expanded Dennis formula. (In the limit, if i is zero, discounting has no effect on L, because the formula reduces to B < P × L).

The application of the Dennis formula depends on just what steps the government means to take. If it proposes to punish the speaker criminally, B will be substantial and will therefore require a substantial PL to offset it. But if the government just proposes to monitor the speaker’s activity so that it can take action if and when the danger of a criminal violation becomes imminent, B will be smaller because the deterrence of free speech will be less and therefore a smaller PL than in the first case will suffice to outweigh B and so justify the government’s action.

Impossible though it is to quantify, the Dennis formula is helpful in explaining why, for example, the advocacy of very great evils—genocide or revolution or whatever—is more likely to be tolerated than urging a lynching, which is a lesser evil, or even committing the trivial “evil” created by a blaring soundtruck. If the circumstances make the probability that genocidal advocacy will succeed remote, the discounted cost of the utterance may be smaller than that of a threat to lynch. In the case of the soundtruck, while the harms caused by its blare (L in the formula) are small, so is the cost in forgone benefits, since the speaker can propagate his message by less offensive means. The soundtruck case, like other cases involving restrictions on the time, place, and manner, rather than the substance, of a speech, is analytically similar to our case of the government’s merely investigating a speaker rather than punishing him. Notice that both the soundtruck and the incitement to crime impose external costs, a traditional justification for regulation.

The Dennis formula may seem paternalistic. Suppose a group is trying to persuade people that a violent revolution would make them better off, and the circumstances make the probability of success sufficiently high to trigger the test even though no immediate revolutionary action is being urged. Since there is time for competing groups to persuade the people that a revolution would not make them better off, why interfere with the market in ideas? One answer is that if the interval for counterpersuasion is large, P will be small and the formula would not justify repression. The case for repression is stronger when, as in the usual case of incitement, the interval between speech and action is too short to permit competing views to be presented. In such a case punishing speech is like punishing situational monopolies (such as that of the seamen in the Alaska Packers case, §4.2 supra)—there is a similar kind of market failure. In the soundtruck case, too, the market in ideas cannot be relied upon to protect the victims of the harm because the costs are external to the marketplace of ideas. A second soundtruck would make matters worse rather than better.

There is a similar economic argument for suppressing the advocacy of violent revolution even in the distant future. Although such advocacy may contain ideas (such as that capitalists make greater profits than they should, or that the gap between rich and poor is widening), it is also an invitation to engage in activities that are criminal. The invitation might be attractive even if the marketplace of ideas convincingly showed up the falsity of the advocate’s ideas. Suppose the speaker urges the poor to rise up and take away the money of the rich because the rich are exploiting them. Even if counteradvocacy shows convincingly that the rich are not exploiting the poor, it is still the case that the poor might decide to rise up and despoil the rich, as invited to do by the speaker. Such a speech might be thought nothing more than “Let’s go rob a bank,” writ large.

The discussion thus far has assumed there’s a sharp line between a statement of intentions and an idea. But consider the class of statements of intention known as threats. I say that I will blow your head off if you don’t hand over your wallet. The threat communicates genuine information about my intentions—but only in a sense; for it is in the nature of most threats that the threatener doesn’t want to carry out the threat except to maintain credibility. Therefore, if threats are effectively suppressed, the substantive evils threatened will usually be suppressed as well. Also the investment in making the threat has no social product; so we want to discourage, not protect, it. But now take the case where I threaten to do something completely lawful, like turn you over to the police, unless you pay me for my silence. Why should a statement of intention to do a lawful act be punishable? But again the key is that the intention is conditional. I don’t want to turn you in; I want your money. So if blackmail is unlawful (see §24.2 supra), solicitations used in committing blackmail should also be unlawful. It is a detail whether the solicitation takes the form of a carrot (I offer you my silence for money) or a stick (if you don’t pay me, I’ll turn you in).

Speaking of blackmail, we should note that statements about individuals are an important part of the marketplace of ideas and can in principle be validated or falsified in the same way as other ideas—by competition. In Hand Formula terms, B is the cost of avoiding the falsehood (a cost that includes any loss of social benefits from investigative activity), L the harm to the person defamed, and P the probability that the statement is in fact false. Because the falsity of the defamation may be readily demonstrable, a legal determination of truth may be a good substitute for a market determination. And competition may not be an effective remedy—how does an obscure person compete with Fox News if it libels him?

So producers and sellers of ideas, as of other goods, should be liable for injuries to reputation. But the Supreme Court in the name of the First Amendment has placed strict limitations on legal remedies for defamation. In particular, a public figure (usually though not always a politician or public official—it could be a sports celebrity or well-known entertainer) may not recover damages unless he can prove that the defendant either knew the defamation was false or was reckless in failing to determine whether it was. People who are not public figures have somewhat broader rights of suit. The distinction makes economic sense. A public figure has a better chance of getting the media to carry his reply to the defamer than a nonpublic figure has, and a reply is superior to a defamation suit from a First Amendment standpoint because it preserves the marketplace of ideas without regulation. Moreover, the publication of criticisms of public figures confers informational benefits not fully captured by the publisher.

The effect of the requirement of proving intent or reckless disregard is to excuse the publisher from liability for mere negligence, and we have seen other cases where this was done because the defendant had conferred an external benefit by the negligent act (see, e.g., §6.4 supra). If a reporter gets a scoop, his newspaper will capture in higher sales revenues only a part of the value that the public attaches to the news, because the item will be carried in all competing papers with only a slight time lag. So if faced with the prospect of heavy damages the reporter and the newspaper that employs him may be reluctant to publish the item even though the social benefits (but not their private benefits), as measured by the willingness of newspaper readers to pay to read the item, may exceed those damages. One way of encouraging the newspaper to publish the item is to reduce the costs of publication; and this is done by excusing the newspaper from having to conduct as thorough an investigation of the truth of the item as it would have to do were it strictly liable or liable for negligence in publishing a false defamation.

An objection to this approach is that it forces the victims of defamation to subsidize the production of ideas. This might not be so bad were it easy to insure against the consequences of being defamed, for then the incidence of the subsidy would be dispersed throughout the entire insurance pool. It is not easy. The form of the subsidy has the curious effect of discouraging people from becoming public figures. An alternative approach would be to subsidize the media directly but allow the victims of defamation to retain their full common law rights—but probably it would be impossible to determine how large a subsidy to grant or how to allocate it. Still another approach would be to recognize more extensive property rights in news, as in the Associated Press decision,4 which held that a news service could enjoin the unauthorized publication of its dispatches by a rival service.

In the case both of dangerous speech and of defamation there is a harmful externality that furnishes a conventional economic argument for regulation: The speaker incites his listeners to hurt others or the newspaper titillates its readers by accusing someone of scandalous behavior. Pornography, too, creates an externality, at least when it is publicly displayed to an unwilling audience, as it is on theater marquees in London. Suppressing the public display of pornography eliminates the nuisance at a minimal cost measured by the reduction in the effectiveness of advertising pornography by nonpornographic means. This is a good illustration of time, place, and manner restrictions on free expression, which are treated more permissively than outright suppression. Similar are zoning regulations that confine stores that sell pornographic materials or entertainment to specified nonresidential districts. If government regulates the places where sexually explicit art can be seen, it reduces the audience for and hence the incentive to create the art in the first place. But it does so only to a minor degree (depending on the precise nature of the regulation), whereas if it punishes as a criminal anyone who creates such art it greatly reduces the incentive to create it.

Most opponents of pornography are not content with regulation; they want outright prohibition. Consider the arguments that Catharine MacKinnon makes against pornography:5 (1) Pornography incites its consumers to commit rape. (2) Pornographic models and actresses (perhaps actors too) are frequently abused and exploited by the producers of pornographic books and movies. (3) Despite the First Amendment, the courts allow use of the display of pornography—and even purely verbal sexual innuendo—in the workplace as evidence of sexual harassment. (4) Pornography confers none of the social benefits associated with free speech; it seeks to arouse its readers sexually rather than to inform them.

Economics supports the last point but casts doubt on the first three.

 

        (1)   Pornography, as we noted in §5.7 supra, is both a complement (MacKinnon’s emphasis) of and a substitute for coercive sex (the latter because pornography is a complement to masturbation, which is a substitute for intercourse), and it is unclear which effect dominates.

        (2)   Exploitation of pornographic models and actresses is an artifact of the illegality of pornography. We know from Prohibition, the laws against prostitution, the campaign against drugs, and the employment of illegal immigrants that when an economic activity is placed outside the protection of the law, the participants will resort to threats and violence in lieu of the contractual and other legal remedies denied them. The pimp who uses force or the threat of force to dominate his prostitutes is an artifact of the illegality of prostitution, and the exploitation of pornographic actresses and models by their employers is parallel to the exploitation of illegal immigrant labor by its employers. These women, at least, would be better off if all pornography were legal.

        (3)   The asymmetrical treatment of pornography and sexual innuendo inside and outside the workplace reflects a difference in costs. Costs are higher in the workplace because there women are an involuntary audience of the talk or displays that offend them. In the second case the pornography is aimed at a man, the reader or viewer of the pornography, and the aim is to please, not to insult or intimidate. Because a woman is not the intended and rarely the actual viewer or reader, she can be harmed only if a voluntary male consumer of the pornography is incited by it to mistreat her. The effect is indirect; whether it is substantial (point 1) is unclear.

        (4)   Pornography confers benefits on its consumers—otherwise they wouldn’t buy it—but not significant external benefits. That is, the pornographer, like the owner of a brothel, should be able to capture as much of the market value of his product as the producer in a normal market could do.

 

The production and consumption of child pornography involves a distinct issue. The production (assuming video or photographic images of real children in sexual settings) of such pornography causes psychological injury to the child models, and the consumption induces such production by creating a market for it. That is the economic rationale for punishing consumption as well as production criminally, as is done.

The Supreme Court has held that burning the American flag to express a political opinion is constitutionally protected speech provided the incendiary owns the flag he’s burning. Flag burning is highly offensive to patriotic Americans. It can be argued that PL is high because L is nontrivial and P is 1—the harm that flag burning brings about, that of offending patriots, is a certainty—and that B is low or even negative because the flag burner could communicate his message as or even more effectively in words. But it is a weak argument. The communicative effectiveness of words does not always equal or exceed that of pictures and other nonverbal symbols. The flag burner clearly believes that burning a flag conveys a more powerful message than talking about the iniquities of U.S. policies. Moreover, any equally effective antipatriotic message would be just as offensive to patriots. Hence what is implied in a proposal to ban flag burning is a judgment that speech ought to be suppressed when it causes more pain than pleasure, a judgment that if implemented consistently would end free speech as we know it. What is however odd from a strictly legal standpoint is that burning a flag is not “speech” in a literal sense and would not have been thought constitutionally privileged by the framers or ratifiers of the First Amendment.

Even ideas that have no value in themselves may have great value in revealing people’s opinions and (a related point) providing clues to their likely future actions. Government can serve the people better if it knows what they’re thinking, and it will not know if it intimidates them into clamming up. In addition, public freedom to criticize government officials reduces agency costs within government by bringing official misfeasance to light. That is why punishing leaks of classified material is problematic unless the classification is based on an urgent national-security need. Often it isn’t; often material is classified in order to cover up official misfeasance or exaggerate the importance of the information that the agency collects.

A reason for conservatives to support a constitutional right to burn the American flag is that it is likely to reduce rather than increase the incidence of flag burning. Flag burning conveys a weaker signal of the intensity of the flag burner’s political views if he cannot be punished for the act. The more costly a signal, the stronger the belief that induced it is likely to be; that is why Christian martyrdoms were an effective method of proselytizing.

§29.3  Prior Restraints, Viewpoint Restrictions, and Forums Law

Historically the bête noire of defenders of free speech was the “prior restraint,” that is, the employment of licensing or other methods of censorship to prevent a work from being published in the first place, as distinct from punishing the author or publisher in a criminal proceeding (or perhaps a civil suit for defamation) after the fact. There are differences between ex ante and ex post regulation of speech. First, the people doing the regulating are likely to be different. In the case of ex ante regulation they will probably be administrative officials (members of a censorship board) who have been drawn to their work by a belief in censorship and who may in any event conceive their mission to be to resolve doubts against authorizing publication and may operate without procedural safeguards. In the case of ex post regulation they will be judges and jurors, representing a more or less random draw from the population so far as attitudes toward censorship are concerned. But nowadays the most common form of ex ante regulation of speech is a preliminary injunction issued by a judge, which neuters the principal objections to prior restraints.

Second, the procedures may be different even when the ex ante regulator is a court rather than a censorship board. In particular, criminal punishment requires that the prosecutor carry a heavy burden of proof, and this he will find particularly difficult to do in areas such as obscenity where the “facts” are elusive. But this objection to prior restraints is superficial. A criminal penalty can easily be made severe enough to have the same effect, through deterrence, as an injunction. And a risk-averse publisher would prefer to be told in advance that he cannot publish something rather than risk publishing it and being thrown in prison for his trouble.

Third, the public-good character of information creates situations in which ex ante regulation may be necessary to avoid irreparable harm. Suppose a magazine is about to print an article that will explain to the dullest terrorist a feasible means of assembling an atomic bomb on the cheap. The case for a preliminary injunction or other ex ante remedy is a straightforward application of the formula presented in §22.3 supra; deterrence having failed, injunctive relief is the only remedy and its benefits are bound to exceed its costs.

Another issue of enforcement technique is the choice between zeroing in on particularly vicious speech and insisting that regulation of speech be neutral with respect to point of view. The courts’ insistence on the latter is related to the policy behind the Equal Protection Clause of the Fourteenth Amendment. The more general a law is, the clumsier a tool of abuse it is. It is more difficult to prevent Nazis from marching through Jewish neighborhoods by means of a law banning all marches than by means of a law banning just Nazis from marching, because other groups want to march and will exert their political influence against the broader law. But this technique of protecting speech is often facile. The costs of different means of expression vary, often systematically, among groups, so that banning a particular means may upset the balance in the marketplace of ideas. A law against soundtrucks or door-to-door solicitation will hit Jehovah’s Witnesses much harder than Unitarians. Conversely, the harm may be inseparable from the viewpoint. Suppose the only type of pornography that incites men to rape is pornography that portrays women in a degrading light; there would be no point to banning pornography that lacked this particular “viewpoint.”

With regard to site-specific regulation of the marketplace of ideas and opinions, courts distinguish among what they call traditional public forums, designated public forums, limited public forums, and nonpublic forums. The first class consists mainly of public streets, sidewalks, and parks, which have traditionally been available for public assembly and demonstrations. The second consists of publicly owned sites that while not traditionally dedicated to expressive purposes the government has decided to throw open for them. The third (often treated in the cases as part of the second) consists of public sites configured for a specific type of expression, for example, a publicly owned theater. The fourth includes all other public property, some of which might be suitable for expressive activity (for example, the streets and sidewalks on a military base or the concourse of an airport) but none of which is intended for such activity. In categories one and two the government can regulate only the time, place, and manner of the speech; in category three it can confine the type of speech to the type for which the facility is designed; in four it can limit speech as it wishes, provided it maintains neutrality among competing points of view (this proviso applies to the other three categories as well, of course).

These distinctions make a rough kind of economic sense. The traditional and the designated public forums can be used for expressive activities without great cost provided that restrictions to prevent crowding are imposed, and so these are permitted, thus balancing costs and benefits, as elsewhere in law. The limited-purpose forum, in contrast, would not be viable if it could not be limited to its designated function. Imagine what it would do to a public theater or concert hall (the Kennedy Center for the Performing Arts, for example) if the management had to allow it to be used for demonstrations, political rallies, picketing, and like activities, as well. That’s an instance in which restricting speech, or one kind of speech, can actually promote speech, or another and equally more valuable form of speech. There are many such examples.1 One is the Janus-faced concept of “academic freedom.” It is both a professor’s freedom of expression and “the authority of the university to manage an academic community and evaluate teaching and scholarship free from interference by other units of government, including the courts.”2 Speech like other “products” requires procedural structure, the most obvious being limits on interrupting another speaker.

Another but more debatable example of restricting speech in order to promote it is copyright law, which by limiting copying increases the financial incentives to create intellectual property. But at the same time, copyright protection reduces the financial incentives to improve existing literary or other expressive works. The extraordinary improvements that writers like Shakespeare and Milton wrought in the works from which they borrowed would if done today be copyright infringement.3

§29.4  Cost-Benefit Analysis of Free Speech: The Categorical Approach

The acute difficulties involved in quantifying the costs and benefits of free speech on a case-by-case method have given rise to suggestions for recognizing a hierarchy of speech categories in which, for example, political and scientific speech would receive the most protection on the ground either that it is the most valuable from a social standpoint or that (in the case of political speech) it is more central to the concerns that animated the framers and ratifiers of the First Amendment. Commercial advertising on this approach would receive less protection, along with art and entertainment, including pornography, while criminal threats and solicitations would receive no protection.

The categorical approach works nicely with the last category. If the only purpose and likely effect of a speech is to engender uncontroversially criminal activity, the speech is socially worthless and the only issue is then whether the costs of the speech exceed the costs of prohibiting it. What made the communist cases, such as Dennis, difficult was that the U.S. Communist Party was both the conspiratorial agent of a hostile foreign government and a source of interesting ideas about the economy, social classes, racism, foreign policy, and other important social issues.

Within the broad range of types of speech that confer some lawful benefits, however, the hierarchizing (or lexical) approach fails, because it confuses total with marginal benefits (see §25.4 supra). It might be worse from an overall social standpoint to ban all political speech than to ban all art. But that is not the choice that confronts a board of censors or other tribunal asked to ban a particular speech, whether it is a commercial ad, a violent television program, a graphic lesbian novel, or a topless nightclub show. Even if political speech on the whole is socially more valuable than the novel, a tract advocating genocide might have less social value than a resolutely nonpolitical novel by Henry Miller; this is possible even if some of the pleasure that readers take in a Miller novel derives from its pornographic elements. It is no answer that the government cannot be trusted to permit criticism of itself; it is likely to suppress any speech that is radically unpopular, whether political, religious, commercial, or aesthetic, with consequences unrelated to any hierarchy of speech values.

If estimating the benefits of speech by the methods of law is infeasible, the focus of a cost-benefit approach has to be on the costs of speech. They sometimes are prohibitive; a political assassination can be an effective method of influencing political opinion—more so than flag burning—but is deemed so costly that it is criminalized rather than privileged. At the other extreme, the social costs of speech are demonstrably zero or even negative, as in Posadas de Puerto Rico Associates v. Tourism Company of Puerto Rico,1 where the Supreme Court held, however, that Puerto Rico, since it could constitutionally have banned all gambling, had not violated the First Amendment by forbidding the advertising in Puerto Rico (but not outside of it) of casino gambling, which the government of Puerto Rico had legalized. The Court’s decision makes no economic sense.2 The ostensible purpose of the ban on advertising was to reduce the lure of gambling to residents of Puerto Rico3 (a purpose not inconsistent with legalizing casino gambling, for that might have been done simply in recognition of the futility of trying to suppress it). The ban may have had some effect along those lines. But at the same time it reduced the advertising costs of the casinos. This reduction should lead them to reduce their prices—which in turn would make gambling more attractive than before the ban. The ban thus was likely to deprive consumers of valuable information without reducing any of the unwanted side effects of gambling addiction (such as bankruptcy, penury, embezzlement, or suicide); it may even have increased them.

§29.5  The Regulation of Broadcasting

One of the exceptions to freedom of speech deserves special attention because it is an explicit application of economic theory. This is the principle, illustrated by the Supreme Court’s Red Lion decision,1 that the government may regulate the content of broadcasting, for example, to assure fairness, balance, and diversity. The regulation is not so intrusive an interference with the marketplace of ideas as punishing the expression of particular ideas would be, but it does reduce the broadcaster’s freedom to decide what ideas to broadcast and his incentive to air controversial matter. Only if he airs controversial material does he become subject to the fairness doctrine. This subjection must impose a cost on him. He is always free to air both sides of a question, so the fairness doctrine only bites when he would prefer to air only one side.

A similar regulation, applying the “fairness doctrine” to newspapers, has been held to violate the First Amendment.2 The difference, according to the Court, is that broadcasters, unlike newspaper owners, have monopoly power. Since two broadcasters could not broadcast on the same frequency in the same area without creating intolerable interference, an FCC license to use a particular frequency in a particular area confers a monopoly of that frequency that has no counterpart in other media of expression.

This is economic nonsense. While it is true that only one frequency can be used in the same place at the same time, the result need not be monopoly, since different frequencies are, within a very broad range, perfect substitutes for one another. The Federal Communications Commission licenses more than one television station in each market. Most markets have at least three or four stations, and a few have nine to eleven. This is invariably more than the number of newspapers in the same market. And these are just over-the-air stations; there are now a large number of independent cable television channels. Subscribers to cable or satellite television often have access to hundreds of channels.

The fact that the electromagnetic spectrum is limited does not distinguish it from other resources. The inputs used in the alternative methods of communicating ideas are also limited. In fact, newspapers suffer from more acute scarcities that, in conjunction with the pressure of substitute competition, have brought about a degree of local monopoly much greater than in broadcasting. The shrinkage of demand for newspapers, a shrinkage that is due in part to the rise of television but far more to the Internet, has accentuated the natural monopoly conditions of newspaper production; for as we know, these conditions are more important the smaller the demand for the market’s product (see §14.1 supra). Many of the costs of a newspaper are fixed: in particular the cost of researching and writing the articles and features that it publishes and the cost of composing and setting type for them and for advertisements. The marginal cost—the cost of printing another newspaper—is small. So unless there is a big demand, there is unlikely to be room for more than one newspaper per community.

Suppose a broadcaster did have an effective monopoly of the market in which he operated. What impact on the dissemination of news and opinion might we expect? He might limit the amount of time he broadcasts, and this would reduce the distribution of ideas to the people in the market. But the fairness doctrine is not calculated to increase the broadcaster’s output of ideas. On the contrary, it penalizes him for presenting controversial ideas by requiring him to present all sides of a controversy, and it thus induces the substitution of uncontroversial ideas.

Might the monopoly broadcaster distort the news, and suppress opinions he disagrees with, in an effort to convert viewers to his own views? Any broadcaster could do this; the significance of monopoly is that the cost to the broadcaster is less than in a competitive market and the harm to viewers greater. The cost is less because his viewers have no good substitutes and because his control of their source of information will make it hard for them to discover that they are being deceived. The cost to them is greater than in the competitive case because there the partiality of one broadcaster would not deny them access to other views. But the monopoly broadcaster’s profits will be smaller if he intrudes his personal preferences into the decision of what to broadcast. And the management of a large publicly held corporation will have difficulty finding issues on which a partisan stand would not alienate large numbers of shareholders.

Another possibility is that the monopoly broadcaster will alter the mixture of broadcast ideas merely as a by-product of trying to maximize his pecuniary income; we know from Chapter 9 that a monopolist may produce a different quality of good from a competitive firm (see §9.3 supra). But the monopoly broadcaster might easily produce a higher rather than a lower quality of broadcast output. Suppose there are two television stations in a given market, each owned by a different firm, each competing vigorously with the other. Probably each will try to attract as large an audience as possible in order to maximize advertising revenue. Hence the stations can be expected to broadcast pretty similar stuff, just as the two major parties in a two-party political system are usually both centrist. A single owner of both stations might, however, carry sharply different fare on the two stations in order to maximize the stations’ total audience.

At this writing America’s two major political parties are less centrist than they used to be, and this has given rise to politically polarized media. Most people don’t like to be exposed to ideas and opinions that challenge their political or religious or moral priors. They don’t have to be any more. This produces the paradox that the more competitive the marketplace of ideas and opinions is, the less value it produces; it becomes an echo chamber rather than a stimulant to thought. Competition is not always good, and monopoly, even when unregulated, is not always bad.

§29.6  False Advertising and the Relation Between Political and Economic Rights

If the seller of a drug advertises that it can cure arthritis, the Federal Trade Commission can enjoin the claim if it is shown to be probably false. Were the same claim made in a book, it would be clear that the First Amendment forbade the commission to enjoin it, at least if the author were not the seller of the drug.1 The different treatment of the two cases is curious. Since the claims are identical, the difference cannot be that advertising claims are either obviously true or obviously false; clearly, they often are neither. Nor can the presence of a commercial motive in one case but not in the other be the distinguishing factor. The author of a book on health will have an incentive to make false claims if he believes they’ll increase his income from the book, unless he thinks exposure would harm him more—but the risk of exposure is the same for the seller of the drug. Political candidates have an incentive to make false claims if they think such claims will bring them closer to power, and so it is with professors and academic reputation.

So how to explain the different treatment of noncommercial nonpolitical speech (chiefly artistic expression), which enjoys almost complete protection under the First Amendment,2 from that of commercial speech, which is given less (though not zero) protection? Now the Supreme Court has begun to close the gap between the treatment of commercial and noncommercial speech under the First Amendment, as in a decision invalidating a statute that forbade druggists to advertise the prices they charge for prescription drugs.3 The Court thought the restriction unreasonable and also especially harmful to the poor. So now every false advertising case before the Federal Trade Commission, like every defamation case, presents a potential First Amendment question,4 although one apt to be resolved in the Commission’s favor.

But the difference in the treatment of commercial and noncommercial speech persists. It is related to a larger dichotomy, between the protection of competition in goods and the protection of competition in ideas, that is characteristic of modern thinking.5 The classical liberals, such as John Stuart Mill, believed in both economic and intellectual freedom. The modern Supreme Court’s preference for the latter freedom may reflect the special importance of political rights to lawyers, judges, and constitutional scholars—people with a strong interest (in both senses of the word) in the public and political arenas of action. Yet economic rights are as important to a larger, if less articulate, part of the population. And government frequently infringes these rights. Legislation may limit choice of occupation, transfer wealth from consumers to shareholders, and prevent people from obtaining services that they want and for which they’re willing to pay.

But have we overlooked a fundamental difference between free speech and free trade—that the former is necessary to prevent what we noted earlier was the most dangerous form of monopoly and the latter is not? Perhaps, though, economic and political freedom are not so neatly separable. Political dissent requires financial resources. In a society in which government controlled all economic activity—in which paper was rationed, printing was licensed, and the state, directly or indirectly, was the principal employer—it would be extremely difficult to organize and finance political activity in opposition to the government. In the heyday of Senator Joseph McCarthy, people believed to be sympathetic to communism were barred from government employment, even in nonsensitive jobs. These people did not starve. They found jobs in the private sector, and eventually some of them became active again in politics. The costs of dissent would have been greater had the government been the only employer so that the consequences of holding unpopular views might be denial of all opportunity to obtain a livelihood.

Political and economic rights converge in another sense. The trend in constitutional adjudication is toward recognition of the special claims to constitutional protection of groups other than the traditional racial, religious, and political minorities, such as women. Their interests, however, are frequently identical to the broader public interest in economic liberty. The invalidation of restrictions on women’s occupational choices promotes efficiency.

But there are two economic arguments for giving commercial speech less First Amendment protection than political, artistic, and scientific speech—and maybe no protection. First, the accuracy of typical claims made in advertising can be determined by courts with greater certainty and at lower cost than the value of political, artistic, or scientific ideas. Second, the commercial speaker normally expects to recoup the full economic value of his speech in the form of higher product prices or a greater output. That is, few of the benefits that advertising and other commercial speech generate are external, making it doubtful that commercial speech should get greater constitutional protection than commercial activity generally. In contrast, often a large fraction of the benefits of political, artistic, and scientific ideas are external to the creator, while the costs are concentrated on him. In effect the First Amendment externalizes some of those costs (the harm done by the speech to others) in an effort to redress the balance. This is a technique we have observed the law use before. See §6.4 supra.

§29.7  Subsidizing Speech

Some public interventions in the speech market take the form not of suppression of reprobated speech but of subsidization of counterspeech, whether it is advocating safe driving, safe sex, or patriotic values, or providing financial support to political campaigns. This is governmental interference with the market in ideas and opinions, and it involves the coercion of those taxpayers who disagree with the position that the subsidy supports and do not want their money used to propagate it. But the effects of subsidization and prohibition are not symmetrical. A given dollar expenditure by government will have a bigger effect if devoted to enforcing a prohibition of the speech than if devoted to financing counterspeech. Advertising is both expensive and likely to be ineffectual when urging behavior contrary to the self-interest of the audience. The second point shows the futility of counterspeech directed, for example, against pornography or against violence in movies; people who enjoy these things will not be moved by advertisements that tell them not to enjoy them. Antismoking advertising that emphasizes the health effects of smoking is more likely to be effective, because it appeals to the self-interest of the audience, than advertising designed merely to make consumers of pornography feel guilty or “dirty.”

Anti-abortion advertising is an intermediate case. The audience consists of people who have choices—whether they are women who are already pregnant, the parents of teenage girls, or girls or women deciding whether to have sex and if so whether and what type of contraception to use. These choices involve a complex interweaving of considerations of self-interest with altruistic concerns. If the choices are finely balanced, public propaganda may tip the balance in some cases. Compare, however, the government’s spending $100 million on an antiabortion advertising campaign and the same amount of money prosecuting people who advocate abortion. In the latter case abortion advocacy would be driven to a very low level, and as a result the number of abortions would fall, though a partial offset would be that abortions would be cheaper because abortion clinics would perforce be economizing on advertising, as in the case of Puerto Rico’s regulation of casino advertising (see §29.4 supra). The effect of spending $100 million on advertisements denouncing abortion would be less; because the government’s antiabortion advertisements would be substitutes for privately financed such ads, the latter would decline and the net increment in antiabortion advertising might therefore be slight. And the government advertisements would provide information that most people already had with or without advertising—information balanced, moreover, and to that extent offset, by pro-choice advertising. In short, dollar for dollar the subsidy approach would have less impact on the market in ideas and opinions than the regulatory approach.

§29.8  The Economics of Religious Freedom

The First Amendment protects not only the closely related freedoms of speech, of petition, of assembly, and of the press, but also religious freedom. The amendment forbids government (initially just the federal government, but as in the case of most other provisions of the Bill of Rights now state and local government as well by interpretation of the Due Process Clause of the Fourteenth Amendment) either to “establish” a religion or to interfere with the free exercise of religion. So government must be neutral among religions but also, under current interpretation of the First Amendment, neutral as well between religion and irreligion. Let us consider the economics of establishment both in its conventional sense (an “established church”) and as interpreted more broadly by the Supreme Court.

Every western European nation has at least one, and sometimes more than one, established—that is, state-supported—church. One might expect, therefore, that the United States would be among the least religious nations. Actually it is more religious, as measured by the percentage of Americans who self-identify as being religious, than any western European nations other than Poland and Ireland.1 The great eighteenth-century British philosopher David Hume argued on essentially economic grounds that an established church weakens rather than strengthens religious belief, and, a closely related point, that rather than fomenting religious strife (a concern of the framers of the Constitution) it induces religious apathy. Hume thought that religious officials paid by government would act like other civil servants—a group not known for zealotry—because they would have no pecuniary incentive to make converts or maximize church attendance.

A less obvious point is that a public subsidy of a particular church will make it harder for other churches to compete. The result will be less religious variety than if the competitive playing field were equal. A reduction in product variety (with no reduction in cost) will reduce demand for the product. But this point is less persuasive than Hume’s. The subsidy may stimulate demand for the established church by reducing the quality-adjusted cost of attending it—suppose the subsidy is used to build magnificent cathedrals or hire outstanding organists and choirs. Moreover, if the subsidy causes the officials of the established church to become indolent, this may offset its cost advantage and facilitate the competition of other sects.

But Hume’s argument is probably inapplicable to the attenuated forms of establishment that are all that are feasible in a religiously pluralistic society such as that of the United States (of course it may be pluralistic in part for Hume’s reason). Probably in no state except Utah could a law be passed establishing a particular religious sect even if the Establishment Clause had never been held applicable to the states. A display of the Ten Commandments on public property is a far cry from a state-salaried minister as far as the impact of public support of religion on proselytizing is concerned.

Is it better, though, for society to have more religious denominations or, as Hume believed, fewer? Adam Smith believed that the more denominations there were and hence the smaller on average each was, the more effective religion would be in regulating morals, because free-rider problems would be diminished. Probably he was wrong—probably the more that religious denominations must compete for adherents the easier it is for a person of lax morals to find a forgiving denomination to join. A monopoly religion can be stern because it has a captive market; competitive religions can no more afford to be stern than competitive sellers of ordinary goods and services can afford to treat their customers in a censorious manner.

Almost all Establishment Clause cases have involved efforts to “establish” religion in general (versus nonbelief) rather than particular sects. The efforts have taken such forms as making time for voluntary prayer in public schools, encouraging public school instruction in “intelligent design,” providing public funds for secular education in religious (mainly Catholic) schools or for the display of the crèche during Christmas, or, as in two cases decided recently by the Supreme Court, displaying religious materials on public property, usually without cost to the public—it is easy enough to obtain donations of such materials, as in the case of the Ten Commandments monument given Texas by the Fraternal Order of Eagles at the suggestion of Cecil B. DeMille, the producer of the movie The Ten Commandments.2

Some of these efforts are held to violate the Establishment Clause, others not; there is no discernible pattern or crisp legal standard. From an economic standpoint, given the premise of governmental neutrality, the legality of such “establishments” should turn on whether the likely effect is merely to match some subsidy for competing secular activities. By this criterion, the Supreme Court’s numerous Establishment Clause decisions are a crazy quilt. The exemption of religious institutions from property tax is permitted, yet like the similar exemption for educational institutions is justifiable only if religious institutions could be thought to confer external benefits equal to or greater than the cost of the public services that they receive that are paid for by property taxes that they don’t pay. No one knows. And notice that the exemption arbitrarily interferes with competition among religious sects by favoring those that go in for elaborate buildings.

On the other hand, decisions that forbid government to pay any part of the cost of parochial schools (a term used broadly here to mean any school run by a religious organization, not just a Catholic school) discriminate against religion. A parochial school produces two outputs: secular education and religious education. It competes with public and nonsectarian private schools, which produce just secular education. If government paid the full cost of parochial schools, it would be subsidizing religion, because it would be paying for religious education. But if it pays none of the cost of parochial schools, it is subsidizing a secular competitor—the public schools—and thereby discriminating against religion. So it ought to pay for the secular component of the parochial school’s program. But how to quantify that component? Most costs of producing the secular and religious outputs of a parochial school are joint—virtually the entire cost of the school building and of the administrative staff—and we recall from earlier discussions (see §13.5 supra) that output is maximized when joint costs are allocated inversely to the elasticity of demand for the goods or services in the production of which the joint costs are incurred. If the demand for religious education is more elastic than the demand for secular education by parochial schools, most of the joint costs of parochial-school education should be treated as costs of the secular component, which government would be obliged to subsidize in order to maintain parity with public schools—unless public schools were thought to create far greater external benefits than parochial schools.

As a result of the Supreme Court’s decision upholding school vouchers,3 government is now permitted to pay children’s parochial school tuition, as it has long been permitted to do with regard to tuition at Catholic (and other sectarian) colleges. The subsidy to religion is actually greater than when the government pays for just the secular programs of religious schools, because the tuition charged by those schools covers their religious as well as secular programs. But is it really a subsidy to religion? The nonreligious are equally eligible; choice is left to the consumer.4 If anything, the overall effect of voucher programs may be to weaken religious schools by increasing the resources and quality of secular schools both public and private. People who convert to Catholicism so that their children can go to a good school may find that vouchers have stimulated the creation of more private schools, which in turn have placed competitive pressure on the public schools to improve.5
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        Problems

 1.    Blockbusting is the practice by which real estate brokers allegedly attempt to frighten white homeowners into selling their homes at distressed prices, by telling them that the neighborhood is becoming black. Should the practice be protected by the First Amendment? Should it make a difference whether the information that the broker tells the homeowner is true?

 2.    Many courts have held that a funeral parlor in a residential neighborhood is a nuisance. See Comment, 20 Syracuse L. Rev. 45 (1968). Is this an appropriate application (or extension) of the economic theory of nuisance (see §3.7 supra)? Suppose it could be shown that the introduction of a pornographic bookstore in a community reduced property values. Should the bookstore be deemed a nuisance?

 3.    In terms of the economic analysis presented in this chapter, should a law forbidding all cigarette advertising on radio and television be held to violate the First Amendment? Cf. Capital Broadcasting Co. v. Mitchell, 333 F. Supp. 582 (D.D.C. 1971), aff’d, 405 U.S. 1000 (1972).

 4.    Is there an economic argument for regulating obscenity more restrictively on television or radio than in the print media?

 5.    Advocates of deliberative democracy have sometimes proposed that government be required to throw open more of its property to advocacy. See, e.g., Joshua Cohen, Freedom of Expression, 22 Philo. & Pub. Affairs 207, 247 (1993). Suppose the courts accepted the proposal and decided that airports and schools should be deemed public forums available for all types of advocacy—marches and other demonstrations, soapbox oratory, aggressive solicitation. Make the economic argument for why the proposal would be more likely to reduce than to increase the amount of advocacy.
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 7.    Should blogs have the same First Amendment rights as newspapers?
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CHAPTER 30



SEARCHES, SEIZURES, AND INTERROGATIONS

§30.1  The Right of Privacy Revisited

The Fourth Amendment guarantees the right of the people to be secure in their persons, homes, papers, and effects against unreasonable searches and seizures, and also forbids general warrants (i.e., warrants that do not describe with particularity the person or thing to be seized or searched).1 The self-incrimination clause of the Fifth Amendment forbids government to force people to accuse themselves of a crime. This chapter discusses the economic issues raised by these constitutional guarantees.

At its narrowest, the Fourth Amendment might be thought just to protect people from trespasses to person or property by federal (and ever since the amendment has been held applicable to the states by interpretation of the Due Process Clause of the Fourteenth Amendment, also state) officers. This would be protection of privacy in an important although limited sense. If the police come into your house and interrupt what you are doing to search through it, there is an invasion of privacy in much the same sense as an unwanted telephone solicitation is an invasion of privacy, even if the police do not obtain any information about you. If the police tap your phone, there is an invasion of privacy in a different sense. There is no interruption—no breaking in on your solitude or concentration—but there is an invasion of privacy as secrecy. Although Chapter 11 questioned whether privacy in this sense is worth protecting unless trade secrets are involved, there is an argument for at least limited secrecy of telephonic communications. Without it, people will incur costs to switch to more secure but less efficient methods of communication. This is no loss—it is a gain—if the communications are illegal; but if they are legal, there is a loss, and this provides an economic argument for the Katz decision,2 which held that wiretapping was a form of seizure within the meaning of the Fourth Amendment and hence unlawful if unreasonable (which means, as we are about to see, if the costs exceed the benefits).

The fact that searches and seizures (including arrests) impose social costs is not, of course, an argument for banning them. But it is an argument for regulating them, so that the police do not conduct searches when the social costs exceed the social benefits. The key word in the Fourth Amendment so far as formulating a legal standard is concerned is “unreasonable,” and this should invite use of the Hand Formula to guide inquiry. A search (or seizure) is reasonable if the cost of the search in privacy impaired (B) is less than the probability (P) that without the search the target of the search cannot be convicted or otherwise rendered harmless (the significance of this “otherwise” clause will become clear in the last section of this chapter), multiplied by the social loss (L) if he eludes punishment. P has two components: the probability that the search will turn up something of value to the police (probable cause); and the probability that that something is essential to conviction. The value of the search is therefore less if the same evidence could be obtained without a search (so presumably at a lower B). The more intrusive the search and hence the higher B is, the more essential the evidence sought must be (P), or the graver the crime being investigated must be (L), in order to offset B.

The courts seem generally aware of these factors. A minimally intrusive search (i.e., low B)—a stop-and-frisk or pat-down (a Terry stop, as it is called, after the case in which the Supreme Court held that such a restraint was constitutional as long there was reasonable suspicion of criminal activity)—is permissible on the basis of a lower P than a search of the home or an arrest. The lower the costs of the search, the fewer anticipated benefits must be shown to justify it. The limiting case is illustrated by the Supreme Court’s decision in Illinois v. Lidster,3 which upheld against Fourth Amendment challenge a roadblock that police had set up to stop cars so that the drivers could be asked for information about a recent hit-and-run accident. Not only was there no individualized suspicion of the persons stopped; there was no collective suspicion. The purpose of the roadblock was not to stop the hit-and-run driver but to obtain information that might lead to his being apprehended elsewhere. Yet the Court held that the roadblock did not violate the Fourth Amendment. One factor the Court emphasized was that the stop was less intrusive than an arrest or a conventional search. Notice also that the indiscriminate character of a roadblock or other dragnet is actually one of its redeeming features. Unlike racial profiling, it does not discriminate among groups, unless used disproportionately in racially or ethnically distinct neighborhoods.

Lidster, one of the drivers stopped at the roadblock, was arrested because the police noticed that he was drunk. This was an application of the “plain view” rule; if the police conduct a search or seizure for a proper reason and in the course of it discover unanticipated evidence of crime, they can use it without any showing of probable cause or reasonable (or indeed) any suspicion. The reason, in economic terms, is that the incremental cost, in invasion of privacy, to the person searched or seized is zero.

Lidster is an important precedent because it divorces searching from suspicion. It allows surveillance that invades liberty and privacy to be conducted because of the importance of the information sought, even if it is not sought for use in a potential criminal proceeding against the people actually under surveillance. This has implications for the application of the Fourth Amendment to terrorist investigations. The Supreme Court has said that “the Fourth Amendment would almost certainly permit an appropriately tailored roadblock set up to thwart an imminent terrorist attack.”4 This was said in a case in which the Court held that a roadblock was not permissible merely to try to catch a drug offender. So the Court was acknowledging that a higher L can justify a lower P; the more serious the crime, the less probable cause the police should need in order to justify a search of a given intrusiveness (B). When the London transit system was bombed in July 2005, killing more than 50 people, the New York City police began random searches of subway riders’ bags and parcels even though there was apparently no evidence that an attack was planned or imminent. The risk of an attack was slight, but so was the cost imposed by the very light searches. (On the need to modify criminal procedure to fight international terrorism, see also §7.12 supra.)

§30.2  Fourth Amendment Remedies

There are three common remedies against violations of the Fourth Amendment. One is preventive: the requirement that where feasible the police obtain a warrant from a judge or magistrate. Actually the Fourth Amendment does not in so many words require a warrant in any case. The only reference to warrants is the prohibition of general warrants. When the amendment was passed it was the practice of custom officers and other government agents to get search warrants in the hope that the warrant would immunize the agent against a suit for trespass by the person whose property was to be searched or seized. Not until the 1940s did the Supreme Court decide that the warrant was a protection for the target of the search. The significance of the warrant is that the determination of probable cause is made, or more realistically reviewed, by the magistrate, who is not a police officer and therefore presumably looks more impartially at the evidence that has induced the police to decide to search.

The Court has come full circle by holding that if the police executing the warrant rely in good faith on the apparent validity of the warrant, they are immune from being held liable in damages to the target if the warrant was for some reason invalid. The problem with this approach is that the determination of probable cause is made in an ex parte proceeding by a magistrate, rather than by judge and jury in a damages suit, as is done when there is no warrant. The damages remedy is closer to a market approach, the magistrate’s determination to a bureaucratic approach, to preventing unlawful searches.

The most important remedy against unlawful searches is still the exclusionary rule, which provides that evidence and leads to evidence turned up by an unlawful search may not be introduced in a criminal trial against the person whose rights were invaded. The rule is controversial because it can result in overdeterrence of criminal investigations; and indeed there is empirical evidence that the Supreme Court’s imposition of the exclusionary rule on the states caused an increase in crime rates.1 Suppose that B, the cost to the defendant of the search in terms of damage to property or seizure of lawful private communications is $1,000; P, the probability that he could not be convicted without this search, was 1 percent at the time of the search; and L, the social cost (in reduced deterrence and prevention of crime) of not convicting him, is $50,000. The search will therefore violate the Hand Formula. But suppose the evidence obtained in the search is essential to conviction. This is not inconsistent with the fact that P was very low at the time of the search. It may have been low because the police had no good reason to think the search would be productive—it was a shot in the dark—rather than because there were alternative methods, less invasive of privacy, of obtaining essential evidence. So even though the social cost of the search is only $1,000, the exclusionary rule will impose a punishment cost of $50,000 on the society. This ignores the cost to the defendant of being punished, but it is right to ignore it since it will have entered into the estimation that the social cost of not punishing him would be $50,000.

The frequently excessive social costs of the exclusionary rule are recognized in some cases. For example, if the police arrest a man illegally they are not barred from putting him on trial, even though they are barred from using any evidence seized from him as a result of the arrest. The cost of not being able to try him at all would exceed the cost of having to forgo the use of some evidence—although when the evidence is essential to conviction, the two costs converge.

The overdeterrence hypothesis assumes, of course, that there are other remedies for illegal searches besides the exclusionary rule. If the exclusionary rule were the only remedy and it was abolished, there would be too many illegal searches because the costs to the victims would not enter into the decision calculus of police and prosecutors. Or would there? If the exclusionary rule results in a higher crime rate, there will be more police searches, some (perhaps many) of which will be illegal.2

There is an alternative remedy—the tort suit for an unconstitutional search or seizure. Section 1 of the Civil Rights Act of 18713 authorizes tort suits to enforce federal constitutional rights against state officers, and similar suits can be brought directly under the Fourth Amendment against federal officers. A tort suit is preferable to the exclusionary rule from an economic standpoint because it allows the sanction to be proportioned to the actual social costs of the invasion of privacy caused by the illegal search. In effect, the police have to “buy” the fruits of their “illegal” searches from the victims, which presumably they do when the evidentiary benefits exceeded the costs to the victim of the search. Less evidence would be excluded than under the exclusionary rule, which excludes illegally seized evidence even if the benefits in law enforcement of a particular illegal search exceed the costs to the defendant in property damage or loss of privacy.

There is concern that the tort remedy is illusory in many cases. Juries are unsympathetic to criminals and therefore reluctant to award damages that a criminal sustained in the course of an illegal search that nevertheless turned up damning evidence of his criminal activities. An even greater difficulty is the problem of immunity from damages liability. The rule used to be that the defendant (in the tort suit—i.e., the law-enforcement officer) was immune if he had reasonably but incorrectly believed that the search was legal. Under ordinary tort principles this would not be a defense; liability has the salutary effect of giving people an incentive to find out what the law is. It can be argued that since police officers are unlikely to be able to capture the full social benefit of zealous work, neither should they have to pay the full social costs of being too zealous. The argument is weak, however, for even if the officers were fully liable, their employer would be able to restore the previous incentives by agreeing to indemnify them for tort liability, as in fact is commonly done. The current law is slightly more favorable to the victims of illegal searches. To be immune, the officer must have been acting in “objective” good faith, which is defined as conformity to clearly established law, but his subjective beliefs are irrelevant. This rule protects against the imposition of damages liability on the basis of new legal theories of illegality.

Should the officer’s immunity be imputed to the employer—the state or local police department—if it is the defendant? Logically, no, the department being in a much better position than the individual officer to internalize the benefits of vigorous police work. But existing law does not allow the plaintiff to hold the employer liable in a civil rights suit on the basis of respondeat superior. That makes economic sense; whatever arguments are available for respondeat superior in tort cases (see §6.8 supra) apply equally to constitutional-tort cases.

If the tort remedy for an unconstitutional search is effective, the exclusionary rule cannot be justified from a cost-benefit perspective. The reason is that it subsidizes criminality. The only beneficiaries of the rule (assuming the alternative tort remedy is effective) are criminals, since only contraband or other evidence of crime is excluded by the rule. The condition that the tort remedy be an adequate alternative is critical, however, for in its absence the exclusionary rule would be needed to protect innocent people from unreasonable police searches, since the police would pay no price if the search failed to turn up contraband or other evidence of crime.

§30.3  The Puzzle of Self-Incrimination and Coerced Confessions

The Fifth Amendment creates a right not to be forced to incriminate oneself. The principal significance of the right is as an evidentiary privilege (see §23.8 supra). A person cannot be forced to testify if his testimony might show that he had committed a crime. Nor can a prosecutor ask the jury to infer the defendant’s guilt from his exercise of his Fifth Amendment privilege. And the government cannot use a confession that it has extracted from a person by torture or other illegal means as evidence against him.

An initial question is the efficacy of the privilege in giving a person a free choice of whether or not to give self-incriminating testimony. Game theory should make us alert to an unraveling problem that the right to waive an evidentiary privilege creates. Suppose that only guilty people would make the kind of damaging admissions that the privilege against compulsory self-incrimination (like the attorney-client and marital privileges; see §23.8 supra) enables defendants to avoid or conceal. Then the innocent would always waive privilege in order to signal their innocence.1 Anyone who did not would properly be considered guilty. This is the basis on which jurors often infer guilt from the defendant’s refusal to take the stand, even though they are instructed not to draw any inference of guilt from such a refusal. If, however, the innocent too bear a cost of waiving privilege, then the refusal to waive it cannot be reliably interpreted as a sign of guilt. Judges who want jurors to take seriously the principle that guilt should not be inferred from a refusal to waive the privilege against being compelled to incriminate oneself would have to come up with a credible explanation to give juries for why an innocent person might fear the consequences of testifying.

The criminal defendant’s decision whether to testify, thus waiving his privilege against compulsory self-incrimination, can be modeled as p = p 1x 1 + (1 − t)p 2 + tp 3tx 2, where p is the probability that the defendant will be found guilty, p 1 the probability of guilt generated by the other evidence in the case (x1), p 2 the probability of guilt that the jury will infer if he doesn’t take the stand, p 3 the probability of guilt that the jury will infer if he takes the stand and testifies (with x 2 being the testimony that he will give), and t being the decision whether to testify, with t taking a value of 1 if he testifies and 0 if he does not. If he testifies, the middle term on the right-hand side of the equation is wiped out, but if his testimony is damaging to him then the third term (which becomes simply p 3x 2) will be positive, while if he declines to testify the third term disappears but the second term is positive. The decision to testify will depend, therefore, on a comparison of the middle term in the decline case with the third term in the testify case.2

It is not easy to give an economic justification of the self-incrimination clause. Thomas Hobbes thought that since men had formed the social contract constituting the state in order to save their lives (lives that in the state of nature were in Hobbes’s words solitary, poor, nasty, brutish, and short), they were entitled to rescind the contract if the state threatened their lives, and so they were under no obligation to accuse themselves, at least of a capital offense. This is a poor argument from an economic standpoint. If a rule of compulsory self-incrimination, by making criminal law enforcement more efficient, reduces the murder rate, one might ex ante subscribe to the rule even if ex post one were hurt by it because one turned out to be a murderer rather than a potential murder victim.

A better argument for the privilege is that it gives the guilty defendant a choice between taking the stand and lying, on the one hand, and keeping silent, on the other. Were the second option removed by abolition of the privilege, guilty defendants would take the stand more often and lie more often. Since most criminal defendants are guilty, most criminal defendants who testified would lie, and this would make it more difficult for innocent defendants to be believed; triers of fact would expect defendants’ testimony to be dishonest.3

Even if there were no absolute bar to forcing people to incriminate themselves—so that, for example, a prosecutor was free to comment to the jury on the defendant’s failure to take the stand, or the defendant could be held in contempt for refusing to testify and answer all questions put to him—there would still be economic reasons not to permit (in general) the use of torture to obtain confessions. We can compare the benefits of a confession in reducing the cost of convicting a guilty person with the cost of extracting the confession, the cost in increasing the probability of convicting an innocent person, and the cost of pain, suffering, and humiliation to the person tortured. We saw in analyzing search and seizure that the justification of costly police methods is a positive function of the gravity of the crime under investigation, but this relation is blurred in the confession setting by the fact that convicting the wrong person is more costly the graver the crime. The key variable in this setting is the degree of brutality employed against the suspect, because it influences all three costs, and in the same direction. The greater the brutality, the more likely an innocent person is to confess, the more suffering the person being interrogated undergoes, and the greater the cost of the interrogation is to the interrogators unless they’re sadistic.

But this assumes, as did the discussion of search and seizure in the first section of this chapter, that the objective of the interrogation (or of the search) is to obtain evidence for a criminal prosecution. That is not always so. The purpose may simply be to prevent a crime from occurring, or even just to discover a threat. Maybe no punishment will be meted out to the person searched. In fact, damages suits for violation of Fourth or Fifth Amendment rights are more likely to be brought, and to succeed, if, for whatever reason, the plaintiff is not prosecuted. The costs of searches and interrogations must be refigured when criminal prosecution is not in the picture, or drops out of it. The cost-benefit analysis of coercive interrogation would be dramatically altered if, for example, the interrogation concerned a terrorist plot and the person interrogated—a peripheral figure in the plot but a possessor of vital information—faced no criminal punishment but merely deportation as an illegal alien, continued surveillance, or a warning.

The economics of interrogation further implies that courts should be more lenient toward the use of misrepresentations and other trickery to extract confessions than they are toward brutality. Although a false promise (“Confess and you won’t be punished”) could induce a false confession, it does not impose substantial costs on either the interrogated or the interrogators and therefore is more likely to be cost-justified than physical brutality. Or take the common case in which to induce a confession the police exaggerate the other evidence they have of the suspect’s guilt. By this exaggeration they are trying to persuade him that the cost of confession to him is lower than it actually is. This tactic is unlikely to elicit a false confession; and in a case where the police have failed to obtain other evidence of guilt, the benefit of the confession is maximized—while if they have plenty of other evidence they have no need to exaggerate it. So cost-benefit analysis supports permitting police and prosecutors to employ this tactic, and the courts do permit it. But on the whole they restrict interrogation more than seems cost-justified. So law and economics are not perfectly congruent after all. But you knew that.
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CHAPTER 31



COMPARATIVE AND INTERNATIONAL LAW

§31.1  Comparative Law

The term “comparative law” is usually used to denote the domestic law of foreign nations, with emphasis on the differences between foreign and U.S. law. The large systemic differences have been touched on in our discussions of law and modernization (§8.6 supra), of the contrast between the civil law code system and the Anglo-American common law (§2.3), of the contrast between the inquisitorial character of civil law adjudication and the adversarial character of American adjudication (§§20.1, 23.2), and, more broadly, the contrast between Continental and Anglo-American judiciaries (§20.1). In a still broader perspective the world’s legal systems can be divided into a few families, of which the largest are the English-speaking countries, which derive their legal systems from medieval England, and the legal systems (which include a number of Asian as well as European and Latin American countries) that derive their legal systems from France and Germany, and ultimately from Roman and Canon law.1

There are many substantive differences between the “families,” but I shall just mention those involving contract law and antitrust law. The Continental approach to contracts is built around the slogan pacta sunt servanda (contracts should be obeyed), which is the opposite of Holmes’s option theory of contracts discussed in Chapter 4; in Holmes’s theory there is no obligation to honor a contractual undertaking—just an obligation to pay the other party’s damages if you decide not to perform. The difference in approaches has practical significance in the greater willingness of Continental courts to order specific performance of contractual undertakings. That is rare in our system. It is also inefficient. A breach of contract is value-maximizing when the party breaking the contract can fully compensate the other party, since that means that the breach (if voluntary rather than compelled by circumstances) must have been Pareto superior to compliance. For at least one person was made better off by it—the party that broke the contract, and probably the party he recontracted with, and no one, including the other party to the broken contract if indeed he was fully compensated for the breach, has been made worse off. Also, as mentioned in Chapter 4, Continental courts enforce penalty clauses in contracts; American courts do not. A penalty clause, like specific performance, can prevent an efficient breach.

It thus seems that Continental contract law has indeed been influenced by moral concerns foreign to U.S. law and perhaps rooted in Canon law. Additional evidence is the more capacious Continental conception of the duty of good faith in contract performance,2 and the emphasis that Continental law places on fault that is not found in the common law of contracts. It deems a party in breach of his contract and therefore subject to a legal sanction only if he “could reasonably have been expected to behave in a different way,” that is, only if he was at fault in failing to perform.3 French law is therefore more concerned to determine the parties’ intentions than American law is. So if a party intended a promise but somehow it failed to get written down intelligibly, he should not be permitted to break it by pointing to a writing. There is a greater “readiness [of French courts] to have recourse to prior negotiations and subsequent conduct of the parties” in interpreting a contract.4

A contrasting difference is found in the antitrust laws of the United States and the European Union. We saw in Chapter 10 that U.S. judges find it difficult to get away from making explicit agreement between competitors a precondition to finding unlawful collusion. European antitrust law (called competition law) uses the concept of “dominance” to forbid tacitly collusive behavior.5 Firms with very large market shares, though well short of monopoly, are suspected of tacitly colluding, and can be forced to reduce their market share without a finding of explicit collusion, though there is also a well-founded suspicion that a finding of “dominance” is intended to protect small firms against competitors that are large because they are efficient. That is a protectionist element in European antitrust law.

Though many of the procedural and substantive differences between American and Continental law persist, there has been a recent tendency to convergence, especially in procedure. American judges now require more elaborate pleading than the “notice” pleading embodied in the Federal Rules of Civil Procedure, and have become more managerial and less umpireal, and in all these respects they are more like their foreign counterparts. A few American judges are even appointing expert witnesses (see §23.6 supra), a bow in the direction of the “inquisitorial” approach of Continental judges, and resisted therefore by many American judges as inconsistent with our “adversarial” tradition. Continental judges, in their turn, have taken to exercising broader discretion than they used to and have acquired some of the prestige of their American counterparts, whereas traditionally Continental judiciaries had been regarded as largely indistinguishable from the nonjudicial civil service.6

The tendency to convergence may owe much to increasing globalization, and specifically to the rise of international law firms. Globalization tends to promote international uniformity; an example is that nowadays orchestras tend to lack national distinctiveness, because the members of great orchestras buy the best (and thus often the same) instruments, wherever in the world they’re produced. In the legal sphere, one effect of globalization is to increase patent costs because sellers of the same patented product in different countries will have to obtain a patent in every country in which they sell their product, if they want to retain their right to exclude competitors; the result is heavy legal costs, coupled with greater uncertainty.7

A peculiarity of American procedure in dealing with foreign law should be noted. When the law to be applied in a case in an American court is the law of a foreign country, even a country in which the official language is English and the legal system derives from the same source as ours, namely the English common law, our courts routinely base their knowledge of the foreign law on testimony by lawyers rather than on treatises or law review articles. Lawyers who testify to the meaning of foreign law, whether they are practitioners or professors, are paid for their testimony and selected on the basis of the convergence of their views with the litigating position of the client or their willingness to fall in with the views urged upon them by the client. These are the banes of expert testimony. When the testimony concerns a scientific or other technical issue, it may be unreasonable to expect a judge to resolve the issue without the aid of such testimony. But judges are experts on law, and there is an abundance of published materials, in the form of treatises, law review articles, statutes, and cases to provide neutral illumination of issues of foreign law.

§31.2  Treaties and Other International Agreements

The rest of this chapter focuses on international law, the law applicable to international relations and transactions, both political and commercial. The field is vast, my touch light, and the examples discussed few.1

Let’s begin with treaties, international conventions (such as the Geneva Conventions), and other agreements between or among nations, which are not usually analyzed in terms of contracts but are contracts. The economics of contracts can be applied fruitfully to them, even if this means assuming that nations in their relations with each other, whether commercial or noncommercial or even belligerent, behave much like individuals in their commercial relations. This is not so wild an assumption as it may seem. Economics made much progress in modeling the interactions of business firms without peeking inside them but instead treating them as if they were individuals. The same aggregative approach may work for studying the interaction of nations. Nations of course differ a great deal from one another, but so do individuals. The utility function of an individual for whom honor is the paramount value, making him prone to challenge other men to duels, is different from that of a storekeeper for whom prosperity is the paramount value; and a nation dominated by men of the first type will have a utility function that differs from that of a nation of shopkeepers in the same way.

Nations relate to other nations not only as competitors but also as buyers from and sellers to, that is, as contracting parties, and these dual relations are common among business firms as well. Just as business competitors will sometimes collude, moreover, so nations will sometimes form alliances. A number of contractual practices particularly associated with international trade are common in ordinary business relations as well. An example is the “most favored nation” clause. Suppose a manufacturer promises a distributor that he won’t charge a lower price to any other distributor. The promise will encourage the distributor to specialize in the distribution of this manufacturer’s goods because he will have less fear of being undercut by other distributors, although the distributor may2 have to compensate the manufacturer for the latter’s binding himself in this way, for example, by paying a higher wholesale price than he would be willing to pay without a most-favored-nation clause. Similarly, an importing nation that grants most-favored-nation tariff status to an exporter may, by doing so, encourage the exporter to specialize in producing for the import market, but it will also incur higher costs should it later want to give a tariff break to another exporting nation.

International relations are often thought uniquely different from those of individuals and firms within a nation because of the lack of a strong supranational authority to enforce international laws and norms. But we have seen that, even in the domestic sphere, much contract enforcement is decentralized. Most contracts are complied with not out of fear of legal action but out of concern with reputation and because of the availability of self-help remedies such as repossession and other forms of forfeiture and the withholding of reciprocal performance (or payment). Illegal cartels, as we saw in Chapter 10, illustrate contractual arrangements that cannot be enforced by appeal to a central authority at all but nevertheless can enjoy a certain stability as a consequence of recognition of mutual self-interest and of threats, which needn’t be explicit, of retaliation. Vengeance plays an important ancillary role in criminal law enforcement as well, since often victims of crime have no financial incentive to cooperate with police and prosecutors in bringing the criminal to justice.

International conventions on war, dealing with such subjects as the treatment of prisoners, the outlawry of some weapons, and the rights of neutrals, present interesting questions. One is why rules governing warfare tend to be promulgated in the form of international conventions, that is, of multilateral rather than bilateral agreements among nations. The reason is connected to the economic distinction between contract and tort rights. A contract gives one a right only against the other party to the contract. A tort right, like a property right—which tort rights frequently serve to enforce—is a right against the whole world, enabling one to obtain damages from, for example, a trespasser on one’s property with whom one had no previous agreement limiting his right to enter the property. It would be infeasible to make a contract with every potential trespasser to protect oneself against trespass. Similarly, unless a nation knows with considerable confidence who its enemies will be, it will gain little from a bilateral agreement limiting the conduct of war because the agreement will not protect it against any other nation with which it may find itself at war. An international convention signed by all potential belligerents confers the equivalent of a tort right, that is, a protection against the whole (relevant) world. Though in form contractual, it avoids the transaction costs of a series of bilateral contracts by bringing all the potential parties into a single negotiation. Nevertheless the transaction costs of a multiparty negotiation are high, and so conventions on warfare tend to deal with a single subject, such as prisoners or protection of civilians, rather than with the full range of activities in wartime that nations might want to limit reciprocally.

Because of the uncertainty of warfare (an uncertainty rooted in the intermittent and strategic character of wars, including the strategic value of concealment of military weapons, tactics, and plans3), conventions on warfare tend to require symmetrical performance. A signatory to such a convention does not agree to refrain from mistreating prisoners in exchange for a side payment by another signatory, as the value of the first signatory’s promise would be too difficult to calculate in monetary terms. Nor are different kinds of arms limitation exchanged—for example, one nation’s agreeing to refrain from unrestricted submarine warfare in exchange for another nation’s agreeing not to use poison gas. Performance may vary quantitatively, as with the number of capital ships permitted by the Washington Naval Treaty of 1920 or the number of nuclear missiles permitted by the various arms treaties between the United States and the (former) Soviet Union. But the consequences are easier to estimate.

The most successful efforts to limit warfare by international convention seem to be ones in which the mutual benefits of the limitation are both great—a vital consideration because of the difficulty of working out side payments or other compensation in multilateral contracts—and symmetrical, as with conventions requiring humane treatment of prisoners. The benefits of humane treatment of one’s soldiers who have been taken prisoner are self-evident. There are costs—one’s soldiers might fight more fiercely if they knew they would be killed if they surrendered—but it is difficult to gain an advantage this way because one’s opponent can respond effectively by not mistreating the prisoners he takes. With rare exceptions, therefore, no combatant nation can benefit substantially from mistreating prisoners. True, the nation that takes more prisoners incurs more costs of maintaining them in reasonable comfort. But that cost, anyway not very great, is likely to be more than offset by the weakening of the opponent that is implied in having succeeded in taking more prisoners than the opponent has been able to do.

This point also explains why conventions on the treatment of prisoners are likely to be self-enforcing even if a combatant nation does not seek a reputation for honoring its promises. If both sides hold the same number of prisoners, each has a simple and effective means of retaliation if its opponent mistreats its prisoners. If one holds very few prisoners relative to the other, it probably is losing the war and so will fear punishment if it mistreats its few prisoners; also there will be few benefits, since the cost of maintaining only a few prisoners will be small. The winning side, which holds a disproportionate number of prisoners, can afford to maintain them, precisely because it is winning, and so has little to gain from mistreating them, especially since there is some risk, though perhaps only a small one, that its opponent will retaliate against the prisoners that it holds.

Although conventions on humane treatment of prisoners generate mutual benefits, there is a frequently overlooked social cost: By reducing the cost of war, the conventions increase the likelihood of war, both directly and, what is probably more important, indirectly by facilitating recruitment, which they do by reducing the expected cost of being a combatant. Compare the widespread assumption that had it not been for the possession of nuclear weapons by the Soviet Union and the United States, the two nations probably would have gone to war at some time between 1945 and 1990. The implication is that a treaty banning such weapons would have increased the likelihood of war, though it also would have reduced the costs of war if a war occurred, so that the effect on the expected costs of war would have been uncertain.

The Washington Naval Treaty is a better example of mutually beneficial arms reduction (better because battleships don’t have the same deterrent effect as nuclear weapons, so that a mutual reduction in the number of battleships is unlikely to reduce deterrence). They are very costly, and if your opponent can build them as fast as you can the cost you expend on them will yield no net product. The general compliance since World War I with the prohibition against the use of poison gas illustrates another situation in which a limitation on warfare is mutually advantageous: Gas proved not to be a very effective weapon and could, in any event, be countered pretty effectively with gas masks and other protective clothing, indicating that gas warfare was pretty much all costs and no benefits. This is actually much like the battleship case, except that the cost of a gas “arms race” is smaller. But the perceived benefits were thought smaller too. They were thought so small that just the modest benefits of having a reputation for keeping one’s promises might be enough to induce compliance.

Where one expects arms-control conventions to break down is in situations of general rather than limited war. In a limited war one expects both oneself and one’s opponent to survive, and this reduces both the benefits of winning and the costs of losing, and so the benefits of obtaining an advantage by violating the conventions. In a general war expected to lead to the annihilation of one of the combatant regimes, the benefits of such an advantage are greater, and so less compliance should be anticipated.

The absence of strong supranational enforcement authorities makes reputation a very important factor in the honoring of international agreements. But reputation is not unitary. A nation can have a good reputation for honoring one class of commitments and a bad reputation for honoring others.4 The same is also true, however, of individuals; a person who has been married five times may nevertheless be scrupulous in honoring his financial obligations. There is no need to posit irrationality in the variance with which people or nations honor their commitments; and by that token, neither is there any need to relax the “black box” assumption and consider a nation’s internal political structure. Reputation is a prediction of what a person or a nation will do in a given situation, and past violations of commitments are just one kind of data bearing on the prediction. Since the costs and benefits of compliance vary across commitments, violation of one may be weak or even no evidence of the likelihood of violating another, where the benefits of compliance may be much greater.

But equally, the benefits of complying with a particular commitment may be smaller than the costs. In that event the promisee cannot count on the promisor’s fear of loss of reputation to deter a breach. This should increase the demand for other sanctions for a breach. Yet the formal sanctions for breach of international agreements tend to be quite mild. To see why, consider two alternative penalty regimes. One has severe penalties but numerous defenses. The other has mild penalties but no defenses. We observe something like this contrast if we compare liability for intentional torts with liability for breach of contract. Punitive damages can be imposed for an intentional tort, but this requires proof that the defendant’s conduct was readily avoidable—the operational meaning of deliberate wrongdoing (see §6.15 supra). In effect, lack of bad intent operates as a defense. Liability for breach of contract, however, as we saw earlier in this chapter, is strict; defenses are few. When liability is strict, sanctions must not be punitive, as they will induce the taking of excessive care to avoid a breach. Multilateral international agreements involve high transaction costs and a supranational enforcement authority, if any, that will usually be incapable of making credible determinations of disputed facts. So there is pressure for simplicity and hence for few defenses, and the result is even stricter liability for breach than in the case of ordinary contracts, implying that optimal sanctions for violation will be mild. Because these agreements are meant to be durable (otherwise their high transaction costs would not be worth incurring) and the future cannot be predicted, occasions are apt to be especially frequent when breach is unavoidable at reasonable economic and political cost—further reason for believing that mild sanctions would be optimal.

A related example is the weakness of the sanctions for violating agreements made under the auspices of the World Trade Organization. The multilateral character of the agreements complicates renegotiation and so becomes an argument for weak sanctions, lest an agreement impose excessive costs on a member. Indeed, the sanctions are so weak as to be virtually illusory, in part because of escape clauses that allow member nations under certain conditions to suspend temporarily their obligations under the agreements without any sanction at all. Yet reasonable compliance is achieved nevertheless—for domestic political reasons.5 (So we’re abandoning the “black box” assumption for the moment.) An initial lowering of tariffs, by weakening the protected export industry and strengthening the industries that import inputs, shifts political power in favor of the latter and so makes a subsequent round of tariff reductions more likely. As for the escape clauses, a declining industry will benefit more from a tariff than a thriving industry will because when demand is declining a price increase will not attract new entrants. Hence the escape clauses will tend mainly to benefit declining domestic industries at the expense of rising foreign competitors, resulting in a redistribution of wealth consistent with political pressures.

The ordinary private bilateral contract has a “natural” term, namely the anticipated duration of performance by the performing party. The term becomes problematic for multilateral contracts. The higher the cost of negotiation, the greater the pressure to make the term of the contract long so that the cost doesn’t have to be incurred frequently. In addition, multilateral contracts tend by their nature to create permanent rather than ad hoc relationships. (The U.S. Constitution can be thought of as a contract of that character.) The longer the term, the more flexibility must be built into the administration of the contract. One way is by leaving the terms loose and having a court or arbitral body to fill the gaps in a manner responsive to ever-changing circumstances. If that is infeasible, an alternative is to allow plenty of escape hatches and to keep the sanctions for breach of the agreement mild.

§31.3  Dumping and the Free-Trade Question

“Dumping” refers to a foreign firm’s selling in the United States at a price below what it would charge in its home market. It is forbidden by U.S. law (the Tariff Act) when it causes “material injury” to U.S. industry. The Act also imposes “countervailing duties” (taxes) on imports that are determined to have been produced with the aid of a subsidy from the producer’s government. Although the anti-dumping and countervailing-duty rules are not conventionally classified as antitrust laws, they purport to rest on similar policies. And it is true that both price discrimination and governmental subsidization are deviations from efficient, competitive pricing—though this conclusion depends on the precise sense in which “discrimination” and “subsidy” are being used.

Discrimination in the economist’s sense refers as we know to a seller’s charging different prices not justified by a difference in costs; competition implies equating price to marginal cost, so that only a difference in cost can justify a difference in price. Ordinarily a firm can discriminate only when it has some market power, that is, when it faces a downward-sloping demand curve, implying that different consumers are willing to pay different prices for the firm’s product. And a subsidy designed to enable a firm to sell below marginal cost produces the same kind of distortion as monopoly power. The price change enabled by the subsidy entices consumers from products that are socially less costly to produce, just as monopoly pricing deflects consumers to products that are socially more costly to produce.

But the fact that discrimination and subsidies can distort competition is not a compelling reason for the anti-dumping and countervailing-duty laws. Suppose a Japanese firm sells a product at a monopoly price in Japan and at a competitive price, that is, a price equal to marginal cost, in the United States. This is price discrimination, but it can harm U.S. firms only if their marginal costs are higher than the Japanese firm’s or if they are selling at monopoly prices. In neither case would efficiency, competition, or consumer welfare be benefited in the United States by punishing the Japanese firm. If U.S. industry is hurt when a Japanese firm is selling at a price equal to its marginal cost, it is a self-inflicted hurt, a hurt due to the failure of the U.S. firms either to minimize their costs or to compete.1 The only economic argument for punishment would be that it might put pressure on the Japanese government to relax the competitive restrictions in the Japanese market that enable the firm to discriminate, restrictions that may be hurting U.S. businessmen and workers by keeping U.S. firms from entering the Japanese market.

Of course, if the Japanese firm is selling below cost in the United States, hoping to recoup later when it destroys its U.S. competition, there is a conventional antitrust concern. But when it is an entire foreign industry, rather than a single firm, that is alleged to be engaged in predatory pricing in the United States, the allegation should be viewed with even more than the ordinary skepticism that charges of predatory pricing invite. It is one thing for a single firm to decide first to lower price and later—maybe years later—when it has driven out its competition, to raise it. For a group of firms to be able to conduct this maneuver implies a degree of durability and coordination that few cartels can achieve.

The analysis of countervailing duties is similar. If the foreign firm is subsidized to sell in the United States at a lower price than it otherwise would, the economic question is whether the subsidy carries the firm’s price below its marginal cost and, if so, whether the subsidy is likely to be withdrawn when and if the firm’s U.S. competitors leave the business for good. If not—if the foreign nation’s exporters so control the nation’s economic policy that their exports are likely to be subsidized indefinitely—there is an argument that the subsidy should be treated as conferring a permanent benefit on U.S. consumers that is likely to exceed the costs to U.S. producers. Consumers benefit from the lower price. Producers are hurt at first, but can presumably redeploy their resources, in the long run anyway, to other industries, to the benefit of consumers. Otherwise it is once again a variant of the standard predatory-pricing situation.

If a U.S. producer proves that the foreign producer is selling below cost, should it be able to recover the full loss imposed on it, or just the loss that it would have incurred had it been selling at a price equal to marginal cost and it had minimized that cost? The latter. Otherwise the U.S. producer would benefit from having charged a monopoly price or having failed to minimize its costs.

Of course, the concerns that actually animate anti-dumping, countervailing-duty, and other measures directed against the allegedly “unfair” trade practices of foreign producers go far beyond a concern with predatory pricing. The dominant concern is to protect U.S. industry from foreign producers that have genuinely lower costs, whether because they pay lower wages, incur fewer pollution-control and other regulatory costs, are better managed, have better workers, or have more modern plants and equipment. Are there any good economic arguments for protectionist policies? Most economists would say not, at least if the maximand is taken to be world economic welfare; for if the maximand is the nation’s welfare, protectionism may be justifiable in three situations. First, a nation that is such a large importer of a particular product as to have monopsony power (see §10.12 infra) may be able, by slapping a tariff on the product, to obtain tax revenue that, when added to the profits of the protected local competitors, exceeds the costs to local consumers. Notice, however, that a quota—that is, a ceiling on the amount of the product that may be imported—cannot be justified on this basis because it does not produce any revenue, although it would reduce prices if the United States had a monopsony of the product.

Even if a nation has no monopsony power and even if it considers the appropriate policy goal the maximization of worldwide free trade, a protectionist measure (here misnamed) may be appropriate as a retaliatory measure, to discourage other nations from adopting protectionist measures. Presumably, the larger a nation’s share of world import markets, the more potent its threats of retaliation. On the other hand, such a nation may also have monopsony power, so that it will be difficult in practice to determine whether its protectionist-seeming measures are genuinely protectionist or merely retaliatory. The United States—a large importer—has exploited this ambiguity in its own trade policies.

Finally, in a depression (or deep recession) protectionism can revive output and employment, at least in the very short term. A reduction in imports, caused by the enactment of stiff tariffs, increases the demand for domestically produced products, to substitute for the missing imports; and an increase in domestic production increases employment. A more effective measure, however, which does not involve tariffs or other explicit trade barriers, is devaluation of a nation’s currency, which makes exports cheaper and imports more expensive. Increased production of exports increases employment, and decreased importing stimulates domestic production of import substitutes, thus also increasing employment. But retaliatory devaluation by a nation’s trading partners can quickly eliminate these benefits of devaluation.

§31.4  Foreign Direct Investment

As just noted, free trade can still arouse controversy. But foreign direct investment—buying a company in a foreign country or setting up a branch of a company in that country—arouses much more controversy, especially when the foreign company is Chinese.1 An illustrative example is the failed—“foiled” may be the apter word—attempt of CNOOC, an oil company owned by the government of China, to buy the U.S. oil company Unocal in 2006. The attempt stirred up a political storm; legislation was introduced in Congress to forbid the sale; CNOOC backed off.

The fear of foreign direct investment is a fear that a foreign country will wrest control of key industries from (in this case) the United States and use its control to weaken and dominate the targeted country. This would be a legitimate concern if China or some other potentially hostile nation were allowed to buy into the U.S. defense industry. But not if it buys an oil company or some other company that does not make military equipment.

China holds vast amounts of U.S. dollars. To the extent that these holdings exceed China’s need for financial reserves, China can benefit from holding dollars only by exchanging them for valuable goods, such as goods produced in the United States, or assets of U.S. companies. We should want China to make such purchases, since otherwise it will be less willing to hold dollars, which is to say less willing to sell us valuable goods in exchange for pieces of paper.

A sale is presumed to make both seller and buyer better off. We should therefore welcome the sale of domestic U.S. companies to foreign companies, just as we welcome foreign buyers of goods and services produced in the United States. The fear that animated much of the political opposition to the proposed sale of Unocal was that the Chinese government, having bought Unocal, would order it to sell all its oil to China. But why? If it sold at a cut-rate price, it would be losing money on its purchase. And would it be hurting the United States? Not much, and in the long run not at all, because oil is a fungible commodity, and the U.S. would replace Unocal’s oil with that of other producers. There would, however, be short-term costs involved in recontracting for the replacement oil. But so provocative an action by CNOOC would in any event be unlikely because we would retaliate. In this connection, the fact that almost a third of Unocal’s oil reserves are in North America, far from strengthening the case for blocking the merger, weakens it; for those reserves would constitute a hostage against China’s using its control of Unocal to impair U.S. oil supplies.

The fact that China wanted to give us such a hostage is a hopeful sign for the future of Chinese-American relations. It suggests that China envisages peaceful, constructive commercial relations with the United States. Otherwise it would not spend billions of dollars to acquire assets that ultimately are under the control of our government.

§31.5  The Alien Tort Statute

A very curious law is the Alien Tort Statute,1 which confers on the federal courts jurisdiction over “any civil action by an alien for a tort only, committed in violation of the law of nations or a treaty of the United States.” A case decided by my court2 pitted 23 Liberian children against the Firestone Natural Rubber Company, which operates a 118,000-acre rubber plantation in Liberia through a subsidiary, and which the plaintiffs accused of violating “customary international law” by employing children (albeit indirectly, by imposing production quotas on its adult employees that they could not fulfill without the help of their children) in the hard and sometimes hazardous work of harvesting rubber.

The Supreme Court has said that “international law is part of our law, and…where there is no treaty, and no controlling executive or legislative act or judicial decision, resort must be had to the customs and usages of civilized nations.”3 The Alien Tort Statute was enacted in 1789, when the principal violations of customary international law were piracy, mistreatment of ambassadors, and violation of safe conducts. But in using the broad term “law of nations” Congress allowed the coverage of the statute to change with changes in customary international law.

In ruling in favor of Firestone, my court made two points. The first was that while American law makes corporate liability for torts committed by the corporation’s employees in the course of their employment strict, on the theory that strict liability for employees’ torts give corporations incentives to police their employees that are needed because the employees themselves will usually be judgment proof and hence not amenable to tort sanctions, the theory attenuates when the employees include residents of Third World nations. American corporations that have branches in such countries may be incapable of preventing the abuses of workers by the corporations’ local supervisors.4

Second, we had been given no information about the situation of Liberian children who don’t live (and therefore work) on the Firestone plantation. What was known, however, was that the fathers of the children on the plantation are well paid by Liberian standards. And the children who help their fathers may as a result be better off than the average Liberian child despite having to do rubber harvesting, and might be worse off if their fathers, unable to fill their daily quotas, lost their jobs or had to pay adult helpers, thus reducing the family’s income. There is a tradeoff between family income and child labor; children are helped by the former and hurt by the latter; the net effect on their welfare was unclear.

§31.6  Forum Selection Clauses

The decision about which court a suit will be litigated in has particular significance when the choice is not between U.S. states or U.S. federal districts but between the courts of different nations. Parties to international contracts therefore commonly include a forum selection (choice of court) clause in the contract. Another recent case will illustrate some of the complexities.1

The plaintiffs had bought timeshare interests at a Mexican resort. Each contract between the purchaser and the seller contained a clause stating (in not very good English) that “in case of controversy on the interpretation and compliance with the rights and obligations of this Agreement, the parties hereby agree to submit themselves to the applicable laws and competent courts of the City of Mexico, Federal District, expressly waiving any other forum that may correspond to them by reason of their present or future domiciles.” The suit, brought in the federal district court in Chicago, alleged that the defendants, Raintree and Starwood, had defrauded the plaintiffs in the sale of the timeshare interests. It was a subsidiary of Raintree, rather than Raintree, that had sold the timeshares, but the subsidiary no longer existed, which is why the plaintiffs were suing Raintree, the parent. Nevertheless Raintree, though not a party to the contract (nor was Starwood, of which more shortly), invoked the forum selection clause because it preferred to litigate in a Mexican court. The plaintiffs had agreed that any dispute with the seller of the timeshare interests would be litigated in Mexico, so they were not harmed by the substitute of the parent for the subsidiary.

A literal approach to interpreting forum selection clauses—an approach that never allowed substitution of affiliates of the signatories—could undermine the contribution that such clauses have been praised for making to certainty in commercial transactions, particularly international transactions. The literal approach creates certainty as to which parties can invoke the clause (only the signatories), but uncertainty as to the forum itself, because a party may be able to avoid the designated forum by manipulating affiliate relationships. For example, a signatory of a contract containing such a clause might shift the business to which the contract pertained to a corporate affiliate—perhaps one created for the very purpose of providing a new home for the business—thereby nullifying the clause. And a signatory who wanted to enforce the clause might be inhibited from shifting his business to a corporate affiliate even though the shift made good business sense. Better to let the parties decide in the contract whether to limit the forum selection clause to the named entities than for the law to impose such a limit as a default provision to govern in the absence of specification of other entities to be bound. The latter approach would complicate the negotiation of such clauses because the parties would have to strain to close all the loopholes that would open if only entities named in the contract could ever invoke or be made subject to such a clause.

Starwood, unlike Raintree, was not in the plaintiffs’ chain of title. The plaintiffs’ claim was that the two firms had conspired to cause Raintree’s subsidiary to use the money it raised from the sales of the timeshares to pay off a debt that Raintree owed Starwood instead of building the villas. The question was whether an alleged conspirator could invoke the forum selection clause contained in a contract, signed by his alleged coconspirator, that created or advanced the conspiracy. The answer was yes. Raintree and Starwood were accused of being secret principals of Raintree’s subsidiary, their agent that dealt with the timeshare buyers and thus executed the fraud. A contract that the agent of secret principals makes with a third party can be enforced, at the third party’s option of course (the third party can rescind of the contract if he prefers), against the secret principals. From this it followed that in the opposite situation Starwood could hold the plaintiffs to the clause and thus defend the suit in Mexico. Were it not for this principle of mutuality, the plaintiffs would have a choice of forums but Starwood would not. That could not have been the intention behind a clause that made Mexico the exclusive forum irrespective of the parties’ domiciles.

From a practical standpoint it was evident that the case should be litigated as one case in one court in one country, and not as two cases in two courts in two countries. Suppose the plaintiffs had wanted to sue Raintree and Starwood in Mexico. They would be entitled to sue Raintree there regardless of mutuality—could Starwood insist that it be sued in the United States? That splitting of the litigation would be highly inefficient. And notice that because Raintree was entitled to remove the case to Mexico under the forum selection clause irrespective of Starwood’s rights, the U.S. court would dismiss the claim against Starwood as well even if it weren’t entitled to enforce the forum selection clause. The dismissal would be on the ground that given the suit in Mexico against the codefendant, the U.S. court was an inconvenient forum for a parallel suit against Starwood.
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Contracts, among states, §25.1; as form of insurance, §4.5; best-efforts clauses, §4.1; duress, §§4.9, 4.12; efficient breach, §§4.1, 4.9, 4.12, 4.16, 8.2, 31.1; employment, §§12.2, 12.5; executory, §§4.1, 4.10, ch. 4, prob. 8; for personal services, §§4.5, 5.2; form contracts, §§4.9, 15.3 (see also adhesion, below); forward vs. future, §4.10; good faith in performance of, §§4.1, 4.8, 4.16, 31.3; government, ch. 4, prob. 11, §§12.5, 24.1; Holmes’ option theory of obligations, §§4.12, 4.16, 31.1; illegality as defense, ch. 4, prob. 8; impossibility and related doctrines, §§4.5, 4.11, 22.2; interpretation of, §§4.1, 4.6; long-term, §§4.1, 9.6, 14.11, 22.17, 25.1; modification, §§4.2, 4.12; multilateral vs. bilateral, §31.2; mutual mistake, §4.4; objective vs. subjective theory, §4.3; of adhesion, §§4.9, 15.3; offer and acceptance, §§4.3, 4.9; of insurance, §4.6; penalty clauses, §4.12, ch. 4, prob. 11, §31.1; promissory estoppel, ch. 4, prob. 9, §8.5; reliance, §4.10, ch. 4, prob. 3, prob. 9, prob. 12, and prob. 13; requirements contracts, §9.6; strict liability for breach of, §§4.12, 4.16, 31.2; substantial performance, §4.14; take or pay clauses, §4.12; treaties as, §31.2; unconscionability, §4.9; unilateral, §4.3; vs. firm as method of organizing production, §15.1; warranty of fitness for intended use, §4.5

Cooperative, workers’, §§15.2, 16.8. See also ESOP (employee stock ownership plan)

Coordination by central planners vs. by markets, §15.1

Copyrights, abandonment of, §11.1, ch. 11, prob. 5; and cable television, §14.11, ch. 14, prob. 2, prob. 3; compulsory licensing, §§4.16, 14.11; computer software, §10.1; contributory infringement of, §11.5, ch. 14, prob. 3; duration issue, §11.5

Corporate reorganization, §§15.5, 18.5; filtering failure, §15.5

Corporations, charitable donations by, §15.14; close vs. publicly held, §§15.7, 15.16; conglomerate, §16.2; control premium, §§15.8, 15.9; corporate democracy, §§15.9, 20.7; criminal liability, §15.15; Delaware, §15.10; derivative suits, §15.14; effect of state competition, §15.10; insider trading, §15.12, ch. 15, prob. 7; managers’ duties of loyalty and care, §15.2; nonprofit, §15.2; piercing the corporate veil, §15.7; profit maximization vs. sales or growth maximization, §15.14; proxy fight, §§15.9, 16.9; purchase of insurance by, §16.3; racial discrimination by, ch. 15, prob. 9, §28.1; secured vs. unsecured creditors of, §§15.4, 15.5; separation of ownership and control, §§15.8, 15.14, 19.4, 20.7; shareholders’ limited liability, §§1.2, 6.17, 15.3, 15.4, 15.5, 15.7; social responsibility of, §§15.14, 15.15; squeeze-outs, §15.10; stock options, §§15.11, 15.13, ch. 15, prob. 3; taxation of, §§18.5, 27.5; tender offer, §15.9; transfer of corporate control, §15.9. See also Agency costs; Securities; Securities regulation

Corrective justice, §§2.3, 6.15, 8.7

Corruption, §§8.6, 14.12

Cost, average total, §§4.10, 10.1, 10.9, 10.11, ch. 18, prob. 11; average variable, §§4.10, 10.9, 13.5; common, §§10.1, 13.5; fixed, §§4.10, 4.12, 8.6, 10.1, 10.9, 13.1, 13.5, 15.5; joint, §§13.5, 29.8; marginal, §§1.1, 3.13, 4.10, 6.5, 6.6, 9.1-9.3, ch. 9, prob. 1, §§10.1, 10.3, 10.4, 10.6, 10.9, 10.12, 11.8, 13.1, 13.5, 13.6, 14.6; multiproduct firm, §31.2; opportunity, §§1.1, 6.11, 9.1, 9.4, 18.2, 20.1; original vs. replacement, §§10.10, 13.2, 13.3; sales below, §10.1; short-run vs. long-run, §§10.8, 10.9, 13.5; stranded, §13.9; sunk, §§1.1, 1.4, 11.1; variable, §§4.10, 10.1, 10.9, 10.10, 15.5. See also Transaction costs

Cost-benefit analysis, §14.9; as regulatory tool, §14.9; in constitutional cases, §5.7; in free speech cases, §29.4; inverse, §14.10; of catastrophic risks, §14.10; of coercive interrogation, §30.3; of global warming, §14.10; of pollution, §14.6. See also Discounting to present value

Counsel, right to, §25.3

Counterfeiting, §7.1

Courts, abstract review by, §22.3; appellate, §§22.12, 22.18; caseload, §§20.6, 22.15, 22.18, 25.4; corruption in, §8.6; delay, §§8.6, 22.6, 22.15; English, ch. 21, prob. 2, §22.7; in developing countries, §8.6; independence of, §§8.6, 20.5, 20.6, 20.8; judicial opinions, §§2.2, 20.2-22.3; law-clerk hiring market, §12.6; organizational changes in response to growing caseload, §22.18; specialized, §§22.18, 23.9; trial vs. appellate in review of administrative decisions, §22.18; U.S., §§22.5, 23.4. See also Judges

Credence good, §§4.7, 23.2

Crimes and criminal law, aiding and abetting, §7.3; and punishment, §§7.1-7.2, 7.12; attempts, §7.3; bank fraud vs. bank robbery, §27.3; causation, §6.7; collective punishment, §§6.8, 7.3, 8.5; common law, §7.3; compared to intentional torts, §§6.15, 7.1; consent as defense, §7.1, ch. 7, prob. 9; conspiracy, §7.3; corporate, §15.15; crime rates, §§7.13, 23.4; in primitive societies, §8.5; criminal record effect in trial, §§7.10, 23.4, 23.7; deterrence vs. incapacitation, §§7.2, 7.5, 7.12; drug, §7.11; elasticity of supply of criminals, §7.11; entrapment, §7.3, ch. 7, prob. 10; extortion, §7.10; federal vs. state jurisdiction over, §27.3; felony murder, §§7.3, 7.5; fines vs. imprisonment, §7.2; habitual offenders, §23.7; hate crimes, §7.6; ignorance-of-the-law defense, §7.9; imprisonment, §7.2; impulsive vs. deliberate, §§7.3, 7.5; inchoate, §7.3; incitement to commit, §29.2; insanity defense, §7.5; intent (mens rea), §7.5; marginal deterrence, §§7.2, 7.3, 7.7; medical experiments on prisoners, §2.4; medieval punishments, §7.2; murder by heir, §19.2; necessity defense, §§7.2, 7.8; negligent, §19.2; obscenity, §29.3, ch. 29, prob. 4; optimal criminal sanctions, §7.2; organized crime, §7.10; pardons, §7.4; Pinkerton doctrine, §7.3; poverty as cause of, ch. 7, prob. 8, §17.6; prevention vs. punishment, §§7.3, 7.5, 7.12; prior sex crimes, §23.7; prosecution and prosecutors, §§22.9, 23.4, 24.3, 24.9; prostitution, §7.10; provocation as partial defense, §7.9; racial profiling, §28.5; recidivism, §7.3; reckless, §7.7; risk of error in criminal punishment, §7.2; schools for criminals, §24.1; sentencing, §§7.2, 7.9, 22.10; shaming penalties, §7.2; solicitation to commit, §29.2; specific vs. general intent, §7.5; stigma effect of conviction, §§7.2, 7.3; strict liability, §§7.5, 7.7; three-strike laws, §7.2; vagueness in criminal statutes, §21.3; victims, §§7.1, 7.2, 7.6, 7.7, 7.9. See also Gun-control laws; Procedure, criminal; Evidence; Law enforcement; Self-incrimination

Cross-examination, §§23.2, 23.7

Custom, §§8.4, 8.8

 

Damages, antitrust, §10.14; as private remedy implied in regulatory statute, §20.4; collateral benefits (collateral source) rule, §§6.13, 6.14; computation of lost future earnings, §6.11; consequential, §§4.10, 4.11; contract, §4.10; death cases, §§8.1, 6.12; duty to mitigate, §4.16; for loss of household production, §§5.3, 6.11; foreseeability of, §4.11; hedonic, §6.12; in discrimination cases, §28.4; in search and seizure cases, §§30.2, 30.3; in securities cases, §§8.2, 16.11; official immunity, §6.18; pain and suffering, §6.12; punitive, §§4.12, 6.7, 6.15, 7.1, 8.2, 10.14, 15.15, 16.2; tax treatment of, §§14.6, 18.8; to employer when employee killed or injured, §6.12; tort, §6.4; treble, §§10.1, 10.14, ch. 22, prob. 7, §28.4; vs. injunctions, §3.9

Deadweight loss, §§7.2, 9.3, 15.5, 16.1

Declaratory judgment, §22.3

Defamation, §6.16; constitutional limitations on §29.2

Deliberate indifference, §6.15

Demand, cross-elasticity of, §§10.7, 18.1; derived, §10.12; and effect on supply, §27.11. See also Elasticity of demand

Democracy, §§20.7, 20.9, 25.1; and interest groups, §20.3; corporate, §§15.9, 20.7; deliberative, ch. 29, prob. 5; direct, §20.9; median-voter theory, §17.2

Demography, §5.6

Demurrage, §§4.5, 4.12

Depreciation, §§3.5, 7.2, 10.1, 12.10, 13.2, 18.5, 18.6, 21.1

Depression, economic, §§4.12, 12.3, 12.5, 15.6, 16.1, 16.11, 16.15, 18.7, 26.1, 31.3

Deregulation, §§9.3, 12.1, 16.14, 16.15; movement for, §§2.2, 13.1, 13.9, 22.20, 24.6; wealth effects of, §13.9

Developing countries. See Law and modernization

Diminishing returns, law of, §15.1

Disability, §§6.7, 6.11, 6.12, ch. 6, prob. 3, §§12.8, 12.10, 17.3, 17.6, 24.10

Disclaimers of liability in products cases, §6.6

Discounting to present value, §1.4; and issue of prejudgment interest, §22.6; by criminals, §7.2; hyperbolic, §1.4; in cost-benefit analysis, §14.9; in free speech cases, §29.2; private vs. social discount rates, §14.9, ch. 19, prob. 7; tort cases, §6.11, ch. 6, prob. 3

Discrimination, §§2.4, 28.1, ch. 28, prob. 1; affirmative action, §§12.10, 28.5; against disabled, §12.10; against majority rather than minority, §25.3; antidiscrimination laws, §12.10, ch. 12, prob. 7, §§24.4, 28.4, ch. 28, prob. 7; by states against nonresidents, §§27.3, 27.4, ch. 27, prob. 6; damages for, ch. 12, prob. 7, §28.4; disparate-impact concept, §§12.10, 28.4; employment, §§12.10, 13.9, 28.4, ch. 28, prob. 7; ethnic profiling, §§28.5, 30.1; reverse, §§25.3, 28.5, ch. 28, prob. 6; statistical, §28.5; wealth effects of antidiscrimination laws, §12.10. See also Age discrimination; Price discrimination; Racial discrimination; Sex discrimination

Diseconomies of scale, §§4.10, 7.10, 13.1, 22.18, 24.4, 27.1. See Economies of scale
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Distributive justice, §§2.4, 17.1-17.10; contract (Rawlsian) theory of, §17.4, ch. 17, prob. 9, ch. 17, prob. 10, §18.11; in courtroom, §20.1

Diversification, §§15.3, 15.8, 15.9, 16.1, 16.2, 16.4, 22.16

Division of labor, §§5.1, 5.6, 7.3, 20.7, 25.2

Divorce, §§1.1, 5.1, 5.2, 5.3, 7.1, 17.7, 24.2

Dominant firm, §§10.11, 11.2

Dr. Miles Medical Co. v. John D. Park & Sons Co., §10.4
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Due process of law, §§22.1, 25.3, 25.5, 26.1-26.3, 27.3, 27.4, 27.7, 28.3, 29.8, 30.1

Dumping, §31.3

Duopoly, §§10.7, 11.8; political, §§20.7, 20.9

Duress, §§4.2, 4.9, 4.12. See also under Contracts

 

Easements, §§3.1, 3.7, 3.8, 3.11

Eastern States Retail Lumber Dealers’ Assn. v. United States, §10.12

Eckert v. Long Island Railroad, §8.1

Economic analysis of law, §§2.1, 2.4, 21.3; positive vs. normative, §2.2

Economic rent. See Rent, economic

Economics, methodology of, §1.3

Economies of scale and diseconomies of scale, §§3.6, 3.8, 10.10, 10.11, 13.1, 20.7, 22.12, 27.1

Education, §5.4, ch. 5, prob. 2, §§7.2, 12.5, 12.8, 12.10; as tool for fighting drug addiction, §7.11; financing of out of local property taxes, §§17.5, 26.2; parochial, §29.8; segregated, §28.2

Efficiency, §1.2; dependence of on wealth distribution, §1.2; Kaldor-Hicks concept, §§1.2, 2.4; Pareto concept, §§1.2, 4.10, 31.1; relation of to morality, §8.9. See also Contracts, efficient breach

Elasticity of demand, §§9.1, 9.2, 9.4, ch. 9, prob. 1, §§10.1, 10.6-10.10, 10.14; as basis of Ramsey pricing, §§9.5, 13.5; cross-elasticity, §§10.7, 18.1; for addictive drugs, §7.11; market vs. firm, §10.7. See also Taxation, incidence analysis

Elasticity of supply, §§7.2, 7.3, 7.11, 10.6-10.8; short-run vs. long-run, §22.15

Eminent domain, §§3.6, 3.7, ch. 3, prob. 14, §4.13; as method of taxation, §3.6; as remedy for airplane noise, §3.7; compensation for improvements, ch. 3, prob. 4; divided interests, ch. 3, prob. 4; litigation, §3.6; private, §3.6; public-use requirement, §3.6; regulatory takings, §3.6

Emotions, §§1.1, 8.5, 8.8, 8.9, 23.6; in game theory, §1.4; relation of to efficiency, §8.9

Employment law, antidiscrimination, §§12.9, 12.10, 28.4; child labor laws, §§5.1, 5.2, 5.4, 12.8, 15.15; collective bargaining, ch. 12 int., §§12.2-12.5, 12.7, 12.8, ch. 12, prob. 1; common law treatment of unions, §12.1; efficiency wage, §12.10; employment at will, §§4.1, 12.5, 12.10, 26.3; federalization of, §27.3; mandatory terms, §§12.10, 12.11; master-servant law, §15.1; minimum-wage and maximum-hour laws, §§12.8, 20.2, 25.2, 26.1, ch. 26, prob. 2; occupational licensure, §22.20; regulation of worker safety and health, §12.8; right-to-work laws, §12.2; tenure contract as constitutional property, §26.3. See also Employment; ERISA; Labor markets; Workers’ compensation

Employment, §1.5; at will, §§4.1, 12.5, 12.10, 26.3; compensation, §§6.11, 8.3, 8.5, 12.5, 12.8, 12.10, 15.3, 15.9, 15.11-15.14, 18.8; of women, §§5.2, 5.3, 12.10, 26.1; risk premia for hazardous §§6.12, 8.3, 18.9

Endangered Species Act, ch. 3, prob. 14

Endowment effect, §§1.4, 3.14, 12.9

Entry, §§7.2, 9.1, 10.1, 10.2, 10.8-10.10, 13.1, 13.9, 20.3, 20.7, 20.9; barrier to, §§1.4, 9.2-9.4, 10.1, 10.10, 21.4; control of by public utility regulators, §13.5; regulation of, §13.7

Environmental protection, and options analysis, §14.10; contingent evaluation, §14.9; mandatory container deposits, §14.8; role of cost-benefit analysis in, §14.9. See also Global warming; Pollution

Envy, §§17.2, 19.1

Equal Pay Act, §12.10

Equal protection of the laws, §8.7, ch. 21, prob. 4, §§25.3, 25.5, ch. 26, prob. 2, §28.3; economic understanding of, §29.3

Equality, before the law, §8.7; social costs of income inequality, §17.2. See also Discrimination; Wealth, distribution of

Equilibrium, §§1.1, 1.4; competitive, §1.1; partial, §18.3,

Equity premium, §1.2

ERISA (Employee Retirement Income Security Act), §§12.11, 16.9; and ESOPs, §15.2; defined-benefit vs. defined-contribution pension plans, §12.11; economic effects of, §12.11; incomplete vesting of pension benefits, §12.11

Error, legal, §§7.2, 8.9, 22.2, 22.9, 22.15, 22.18, 24.10; Type I vs. Type II, §23.4. See also Evidence; Procedure

Escheat, §§3.2, 14.11

ESOP (employee stock ownership plan), §15.2; problem of underdiversification in, §16.8

Evans v. Newton, §19.3

Event studies, §10.1

Evidence, as search process, §23.1; attorney-client privilege, §§23.8, 22.20; character, §23.7; cross-examination, §§23.2, 23.7, 23.9; economic evidence in antitrust cases, §§10.1-10.3; economic models of, §23.1; expert witnesses, §6.14, ch. 6, prob. 13, §23.9; marital privileges, §23.8; opinion, §23.9; prior crimes, §23.7; privilege against self-incrimination, §30.3; probabilistic, §23.4. See also Burden of proof; Harmless error
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Ex ante vs. ex post, analysis, §§1.1, 6.12; regulation, §§7.3, 7.7, 14.1, 24.4, 29.3

Excess capacity, §§6.7, 10.1, 10.9, ch. 13, prob. 2; versus peak-load capacity, §6.7
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Exclusive dealing, §§4.1, 4.16, 10.11

Externalities, caused by population, §5.6; congestion, §§3.1, 3.8, 5.6, 11.1, 11.4, 11.5, 13.5, 14.7; cost externalization as common law regulatory technique, §§6.9, 8.3, 29.2; created by attorney’s-fee shifting, §22.12; defined, §3.9; in tort cases, §§6.7, 6.17; interstate, §§27.2-27.10; limited liability as potential source of, §15.3; litigation as source of, §4.12; merger (single-ownership) solution to, §3.8; network, §10.11; of speech, §29.2; of voting, §29.1; pecuniary vs. technological, §1.1; positive, of education, §18.1; sexually transmitted diseases as source of, §5.7. See also Free riding

Extortion, §3.8, ch. 3, prob. 6, §7.10

 

Fair use (copyright doctrine), §11.5

Fairness, §2.2, ch. 4, prob. 1, §14.9; fairness doctrine, §29.5

Family law and economics, §§5.1-5.8; and homosexuality, §§5.7, 5.8; family compact, §5.4; mandated maternity benefits, §12.9. See also Abortion; Children; Divorce; Household production; Marriage; Population policy

Federal Communications Commission, §§14.11, 24.6, 24.7, 29.5

Federal Energy Regulatory Commission, ch. 13, prob. 9, §27.4

Federal Power Commission, ch. 13, prob. 9

Federal Radio Commission, §§3.3, 24.6

Federal Tort Claims Act, §27.3

Federal Trade Commission, §§14.1-14.3, 24.5-24.7, 29.6

Federalism, and judicial tenure, §20.5; and response to emergencies, §27.2; and welfare benefits, §27.9; congressional power to regulate commerce, §27.11; economic theory of, §27.1; federal vs. state criminal law enforcement, §27.3; implications for of risk aversion, §27.1; interbasin water transfers, §27.8

Fellow servant rule, ch. 8, prob. 2

Fence, duty to, §§3.5, 3.12

Fiduciaries, §§4.8, 15.14. See also Agency costs; Agency, law of; Trusts

Fifth Amendment. See Due process; Self-incrimination

Finance, and monopoly behavior, §16.7; and social investing, §16.10; bank fraud vs. bank robbery, §27.3; behavioral, §16.5; beta, §§16.1, 16.4, 16.7; contingent fee contract as financing device, §22.12; corporate, §15.3; debt vs. equity and debt-equity ratio, §§15.3-15.5, 16.1, 16.2, 16.7; disintermediation, §15.13; effect of capital gains tax, §§18.4, 18.10; efficient-markets theory, §§16.4-16.6, 16.11; index funds, §16.9, ch. 16, prob. 1; leverage, §§15.4, 16.2, 16.11, 16.14; leveraged buyout, §15.5; Modigliani-Miller thesis, §16.2; portfolio design, §16.1; risk arbitrage, §16.5; risk-return tradeoff, §16.1; secured vs. unsecured debt, §15.4. See also Banking; Diversification; Interest rates; Secured transactions; Trusts

Financial institutions, regulation of, §§16.11-16.16

Finders, rights of, §§3.12, 4.3

Fines, §§5.4, 7.1-7.3, ch. 7, prob. 1, §§8.6, 14.8, 23.4, 24.1

Firms, business trust, §15.2; economic rationale of the, §12.2; illegal, §7.10; nonprofit, §15.2; worker-owned, §15.2. See also Corporations; ESOP; Organizations; Partnership

Foreclosure (anticompetitive), §10.10. See also Mergers, vertical; Tying arrangements

Foreseeability, §§4.11, 6.7

Forum selection clauses, §31.6

Fourteenth Amendment. See Due process of law; Equal protection of the laws; Racial discrimination

Fourth Amendment. See Search and seizure
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Publicity, right of, §11.4

Punishment. See Crimes

 

Queuing, §§1.1, 12.10, 22.10; literal vs. figurative queues, §22.15. See also Courts, delay in

 

Racial discrimination, §§28.1-28.5; blockbusting, ch. 29, prob. 1; by labor unions, §§12.10, 28.1; economic theory of, §§28.1, 28.4; effect of deregulation on, §13.9; in charitable bequest, §19.3; in education, §28.2; in employment, §12.10; in housing, §28.4; in public accommodations, §28.4; in public schools, §28.2; international-trade analogy, §28.1; public vs. private, §28.3; white flight, §28.2

Raffles v. Wichelhaus, §4.4

Ramsey pricing, §13.5

Rape, §§7.1, 23.7, 29.2; marital, §7.1; statutory, §7.5, ch. 7, prob. 5

Rardin v. T & D Machine Handling, Inc., §8.1

Rate regulation, §13.3; cream skimming, §13.7; cross-subsidization, §13.7; fuel-cost pass-throughs, §13.4; implications of finance theory for, §16.7; incentive regulation, §13.4; just-compensation issue, §13.2; pricing of regulated services, §13.2; rate of return, §§13.2-13.3; regulation-induced rate structures, §13.5; value-of-service ratemaking, §13.5. See also Ramsey pricing

Rationality, bounded, §23.6; criminals as rational maximizers, §7.2; formal, §§2.3, 8.7; in economics, §§1.1, 1.3; in game theory, §1.4; of confessing to crime, ch. 30, prob. 1; of law enforcement agencies, §24.3; of predatory pricing, §10.9; of vengeance, §10.9; rationality review, §25.5

Recidivism, §§7.3, 23.7

Recklessness, §6.15; criminal, §7.7

Red Lion Broadcasting Co. v. FCC, §29.5

Regina v. Dudley and Stephens, §7.8, ch. 7, prob. 4

Regret, §§1.1, 1.4

Regulation, demand for, §13.8; effect of on managerial behavior, §13.9; fixed costs of, §14.1; occupational licensure, §14.1; of airport landing fees, ch. 13, prob. 4; of banking, §§14.3, 16.13; of entry into ice business, §26.1; of fishing, §3.2; of hospitals, §13.4; of natural-gas prices, §3.6; of new drugs, §14.5; of seatbelt use, §14.5; of speech, §§29.2-29.3; optimal, §14.1; politics of, §14.6; safety and health, §§8.9, 12.1, 12.8, 14.5; vs. common law, §14.1; vs. subsidization, §14.10. See also Deregulation; Public utility regulation

Religion, economics of, §29.8; establishments of, §29.8; public subsidies of, §29.8

Remedies, ch. 3, prob. 15, §§15.5, 22.12; administrative, §24.7; common law, §§3.7, 14.1-14.2; corrective advertising, §14.2; equitable, §§4.13, 10.14; in discrimination cases, §§28.3-28.4; in search and seizure cases, §30.2; prejudgment interest, §22.6; preliminary injunctions, §§22.3, 22.18, ch. 22, prob. 10, §29.3. See also Contract remedies; Damages; Injunctions; Restitution

Rent, economic, §§1.1, 11.5, 12.10; taxation of, §§18.4, 27.4. See also Rent-seeking

Rent-seeking, §§3.2, 15.10-15.11, 19.2; and democracy, §§8.7, 20.7; as consequence of monopoly, §9.3; as consequence of regulation, §9.3; in litigation, §23.1; in relation to constitutions, §20.7; political, §§18.8, 20.7

Replevin, §26.3

Repossession, §§4.9. 4.14, 26.3

Reputation, §§8.7, 12.5, 23.9; as guaranty of credibility, §§1.4, 10.9; of nations, §31.2. See also Contracts, self-enforcing; Defamation

Res judicata, §22.14, ch. 22, prob. 14; and claim splitting, §22.14

Resale price maintenance, §§10.1, 10.4; dealer-services theory of, §10.4; industry-wide, §10.1; welfare effects of, §10.4

Rescue, §§4.2, 6.4, 6.18, 8.1; liability for failure to, §6.9. See also Finders; Restitution; Salvage

Respondeat superior, §§4.8, 6.8, 15.15, 30.2

Restitution, §§6.9, 6.15; in contract cases, §§4.10, 4.16; in copyright cases, §4.16; in criminal cases, §7.3; mistake as ground for, §4.15; ordered by Federal Trade Commission, §14.2. See also under Contract remedies

Restrictive covenants, §3.8; negative vs. positive, §3.8; racial, §28.3; touch and concern rule, §3.8

Retaliation, §§8.5, 31.2; retaliatory tariffs, §31.3. See also Vengeance

Retirement, early, §12.10. See also ERISA

Rhetoric, economics of, §23.2

Rickards v. Sun Oil Co., §6.7

Rights, constitutional, §§25.3-25.5; negative vs. positive, §25.3; of majority vs. of minority, §25.3; personal vs. economic, §§26.1, 26.3, 29.6; protected by due process, §26.3; social benefits of legally enforceable, §4.1

Risk, §§1.1-1.2, 3.6, 4.4-4.6, 4.10, 6.1, 6.4, 6.11-6.12, 15.4, 16.1, 17.1; attitude toward, §§4.5, 6.11; distinguished from uncertainty, §1.1; effect of progressive income tax on risk-taking, §18.11; systematic vs. diversifiable, §§15.3, 16.1, 16.3, 16.9. See also Risk aversion; Risk neutrality; Risk preference

Risk aversion, §§1.2, 12.6; and contingent-fee arrangements, §22.12; and criminal punishment, §§7.2, 21.3; and income tax, §18.10; and settlement of lawsuits, §§20.1, 22.5, 22.8; and tort law, §6.1; as rationale of limited liability, §6.7; as spur to diversification, §16.1; effect of on attorney’s fee-shifting, §22.12; effect of on price-earnings ratio of stock, §16.2; implications for federalism, §27.1; in Rawls’s theory of justice, §17.4; of corporate managers, §16.3; of shareholders, §15.3; of trial lawyers, §22.8; role of in portfolio design, §§16.1, 16.9

Risk neutrality, §§6.1, 22.5

Risk preference, §§1.2, 16.16, 17.1; of criminals, §7.2

Risk premia for hazardous employment, §§17.1, 18.9

Roe v. Wade, §5.7

Royalties, ch. 3, prob. 12, §§11.2, 11.5, 11.8, 14.11, ch. 18, prob. 11

Rule 10b-5 of the Securities and Exchange Commission, §16.11

Rule Against Perpetuities, §§3.11, 19.1, 19.6

Rule of law, §8.7

Rules, §§4.1, 8.1, 8.3, 8.6, 14.1, 17.8, 20.2, 20.6, 22.7, 22.9; notice and comment rulemaking, §24.10; vs. standards, §§8.6, 14.1, 18.5, 20.1, 21.3, 25.4

 

Safety and health, in workplace, §§8.3, 12.8. See also Employment

Sales law, §4.12; acceptance of defective or otherwise nonconforming goods, §4.14; bona fide purchaser doctrine, §3.11; holder in due course doctrine, §4.9; installment sales contracts, §26.3

Salvage, §§3.2, 4.9, 8.1, 15.5

Sarbanes-Oxley Act of 2002, §15.13

Savings and loan crisis, §16.13

Schelling, Thomas C., ch. 7 and ch. 14 Suggested Readings

Schumpeter, Joseph A., §§9.4, 10.11, 20.7, 20.9

Search and seizure, §§30.1-30.3; exclusionary rule, §30.2; official immunity, §30.2; random searches, §30.1; roadblocks as form of, §30.1; Terry stop, §30.1; tort remedies for illegal, §30.2

Search, economics of, §23.1

Second best, problem of, §9.3

Secured transactions, §§4.12, 15.4, 26.3; absolute-priority rule, §§15.4, 15.5, ch. 16, prob. 4; debt reaffirmation, ch. 15, prob. 14

Securities and Exchange Commission, §§16.11, 20.7, 24.6

Securities regulation, §16.11; common law vs. Continental model, §16.11; damages vs. injunctive remedies, §16.11; efficient vs. inefficient, §16.11; fraud on the market, §§16.5, 16.11, 16.14; implications of behavioral finance for, §16.5; mandatory disclosure, §16.11; margin requirements, §16.11; materiality, §16.11; of short selling, §§16.5, 16.11, 16.14; regulation of new issues, §16.11; sale of entire business, §16.11

Securities, debentures, ch. 15, prob. 11, §18.10; risk differences among, §16.1; securities analysts, §§15.13, 16.11. See also Corporations, stock options; Finance; Securities regulation; Shareholders

Self-incrimination, §§30.1, 30.3

Sentencing. See Crimes

Separation of powers, §§25.1, 25.2, 27.1

Settlement (of litigation), §22.5; bearing of number of defendants on, ch. 22, prob. 15; bilateral-monopoly problem, §§3.7, 3.9, 27.1; determinants of, §22.11; economic model of, §22.5; effect of on court delay, §§22.6, 22.15; effect of on production of precedents, §21.2; how affected by discovery of defendant’s liability insurance, ch. 22, prob. 3; mediation as aid to, §22.8; most-favored-nations clauses in settlement agreements, §22.5; on appeal, §22.18; plea bargaining as form of, §22.10; secret, §22.5; timing of, §22.6. See also Litigation

Severance pay, §§5.3, 15.9

Sex discrimination, §§5.1, 12.10; comparable-worth laws, §12.10; efficient, §12.10; male-female wage differences, §§5.1, 12.10; maximum hours and minimum wages for women, §26.1; sexual harassment, §6.8

Sex, regulation of, §5.7; sex offenders, §23.7. See also Abortion; Family law; Homosexuality; Obscenity; Pornography; Rape

Sexual harassment. See under Sex discrimination

Shaming penalties. See under Crimes

Shapiro v. Thompson, §27.9

Sharecropping, §3.10

Shareholders, majority vs. minority, §15.10. See also Corporations

Shelley’s Case, rule in, §3.11

Sherman Act. See Antitrust

Sherwood v. Walker, §4.4

Short hauling, §13.3

Shrink-wrap license, §4.3

Signaling, §4.12; flag-burning as, §29.2

Simons, Henry C., §2.1, ch. 17 Suggested Readings

Smith, Adam, §§1.1, 3.2, 8.1, 29.8

Social norms. See Norms

Social security, §§5.1, 5.8, 12.8, 17.4, 17.10, 19.1, 24.4; disability benefits, §17.6; removal of cap on earned income, §18.8

Social welfare. See Welfare

Software. See Computer software

Specialization. See Division of labor

Specific performance, §§4.9, 4.13, 4.16, 31.1

Speculation, §§3.4, 4.10, 16.14; in stock markets, §16.11. See also Finance, behavioral

Speedy Trial Act, §22.10

Spendthrift trusts, §19.6, ch. 19, prob. 9

Staggers Act, §13.5, ch. 13, prob. 5, prob. 6

Standard Fashion Co. v. Magrane-Houston Co., §10.11

Standards, vs. rules, §17.8

Standing to sue, §20.2

Stare decisis, §§20.1, 21.4, 22.7; in English law, §22.12

State Farm Mutual Automobile Ins. Co. v. Campbell, §6.15

Statute of Frauds, ch. 4, prob. 10, §§8.9, 19.2

Statutes of limitations, §§3.11, 22.19, 23.4

Statutes. See Interpretation; Legislation

Stigler, George J., §§16.11, 24.6

Stock markets. See Corporations; Finance; Securities; Securities regulation

Strict liability, analogy of to pollution tax, §14.6; and causation, §6.5; economics of vs. negligence, §6.5; effect on activity level, §6.5; for damage caused by wild animals, §6.5; for injuries caused by vaccines, §6.6; in primitive law, §8.5; insurance effect, §6.5; litigation costs of, §6.5; products liability, §6.6; respondeat superior as form of, §6.8; ultrahazardous activities, §§6.5, 14.1; vs. negligence, §§8.3, 20.1, 22.9. See also under Contracts

Subsidy, §§13.7, 17.3, 17.8, 18.12; as rationale for antidumping laws, §31.3; by means of regulatory rate structures, §14.10, ch. 14, prob. 1; economic meaning of, §8.3; economics of compared to regulation, §29.7, ch. 17, prob. 7; of religion, §29.8; of speech, §29.7. See also Welfare

Substitutes, §§1.1, 27.4, 29.5, 31.3. See also Complementarity

Suicide, §§4.6, 5.2, 8.9

Superior good, §§1.1, 8.3, 8.8, 17.2, 18.9, 18.11

Superstar phenomenon, §1.2

Supreme Court, liberty of contract jurisprudence, §26.1

Surrogate motherhood, §5.5

 

Taft-Hartley Act, §12.1, ch. 12, prob. 1

Takings. See Eminent domain

Tariffs, §§27.1, 31.3; interstate, §27.4, ch. 27, prob. 4; retaliatory, §31.3; vs. quotas, §31.3

Taxation, ad valorem vs. flat excise taxes, §18.3, ch. 18, prob. 10; administrative costs, §18.1; alcohol tax, ch. 14, prob. 14, §18.3; and corporate charity, §15.14; apportionment among states, §27.5, ch. 27, prob. 1, ch. 27, prob. 3; as method of wealth redistribution, §§20.2, 20.3, 20.7; as substitute for copyright protection against home video recording, ch. 14, prob. 3; audit of taxpayers, §24.3; bearing on of cross-elasticity of demand, §18.1; by eminent domain, §3.6; by regulation, §§13.7, 14.11; capital gains, §§18.4, 18.10, 19.1; child-care tax credits, §18.8; cigarette, §18.3; commuting fees, §14.7; compensating use tax, §27.4; conscription as form of, §18.2; cost of preparing tax returns, §18.1; criterion of an efficient tax, §18.1; discriminatory, §27.4; disparate treatment of debt and equity, §§15.4, 16.2; economic objectives of, §18.1; eminent domain as form of, §§3.6, 18.2; energy tax, §14.10; enforcement, §§24.2, 24.3, ch. 24, prob. 1; estate, inheritance, and gift, §19.1; excise taxes, §§7.11, 18.3, ch. 18, prob. 6, ch. 18, prob. 10, §§20.2, 27.4; exemption for religious institutions, §29.8; head tax, §§18.1, 18.2, 19.1, 14.6; highway tolls, §14.12; imputed rental income, §18.1; incidence analysis, §§18.3, 27.4; innovation-forcing, §14.10; legal advice concerning tax avoidance, §22.20; limitations of as method of wealth redistribution, §20.2; loopholes, §18.11; mandatory container deposits as form of, §14.8; monopolistic, §27.4; of carbon-dioxide emissions, §14.10; of contributions to pension plans, §12.11; of corporate sale or reorganization, §18.5; of economic rents, §§18.3, 18.4, 27.4; of household nonpecuniary income, §6.11; of income earned playing Massively Multiplayer Online Role-Playing Games (MMORPGs), ch. 18, prob. 12; of monopolist, §18.3; of pollution, §14.6; of real estate, §27.5; of short against the box, §18.1; of tort damages, ch. 6, prob. 12; of wealth, §19.1; progressive, §§17.2, 18.11; proportional, §18.11; regulatory (Pigovian) vs. revenue, §14.6; self-assessment, §§3.6, 18.4; severance, §§27.4, 27.6, ch. 27, prob. 1; state taxation of interstate commerce, §27.4; stepped-up basis at death, §19.1; substance-over-form doctrine, §§15.13, 18.5; substitution effects, §27.4; tax compliance, §24.3; tax concessions to lure out-of-state businesses, ch. 27, prob. 8; tax simplification, §18.1; transition issues, §18.6; welfare effects of efficient taxation, §18.1. See also Income tax

Television, pay, §13.6; regulation of cable, §14.11. See also Broadcasting

Terrorism, §§7.3, 7.12, 25.4, 27.2; criminal punishment of, §7.12

The T.J. Hooper, §6.3

Theft, compared to monopoly, §9.3; of art, §3.11; social costs of, §6.15

Threats, §§4.9, 7.10; as form of free speech, §29.2; credibility of, §§10.9, 12.2; of predatory pricing, §10.9. See also Blackmail; Extortion

Tie-ins. See Tying arrangements

Torts, alternative care vs. joint care, §6.8; assault, §6.15; assumption of risk, §6.4; auditors’ liability, §8.2; avoidable-consequences doctrine, §4.11; battery, §6.15; causation, §6.7; charitable immunity, §8.3; choice of law, §22.19; constitutional, §6.15; contribution among joint tortfeasors, §§6.8, 8.1; contributory and comparative negligence, §6.4; custom as defense, §6.3; damages, §6.11; deterrence vs. compensatory rationale and consequences, §6.14; duty limitation, §8.2; duty of care to trespassers, §§6.4, 6.7; economic-loss doctrine, §§6.7, 8.2; effect of liability insurance, §6.14; eggshell-skull doctrine, §6.7; Federal Tort Claims Act, §27.3; foreseeable misuse, §6.7; good Samaritan liability, §6.9; implied consent, §6.15; indemnity of one joint tortfeasor by another, §6.8; inducing a breach of contract, §8.2; industrial accidents, §8.3; insanity defense, §7.5; intentional, §6.15; joint tortfeasors, §6.8, ch. 22, prob. 15; last clear chance, §6.4, ch. 6, prob. 10; liability for torts of independent contractors, §6.8; limitations on liability, §§15.3, 15.7, ch. 15, prob. 8; litigation of tort cases, §22.9; medical battery, §6.15; medical malpractice, §§6.3, 6.14, 14.5, ch. 23, prob. 1; negligent infliction of emotional harm, ch. 8, prob. 8; nonassignability of tort claims, §22.12; nontaxability of damages for personal injury, §18.8; overlap with contracts, §§4.12, 6.3, 8.1, 8.2; professional malpractice, §§6.7, 8.2; public-necessity defense, §6.4; punitive damages, §6.15; reasonable-person rule, §6.2; spring guns (deadly force in defense of property), §6.15; successor liability, §6.17; uncertainty and foreseeability, §6.7; victim fault in intentional-tort cases, §6.15; victim fault in products cases, §6.6; wealth effects of, §§6.4, 6.7, 6.14, ch. 6, prob. 2. See also Hand Formula; Respondeat superior; Strict liability; particular torts (such as Defamation; Negligence; and Sexual harassment)

Trade associations, §§8.6, 15.14; economic function of, §4.7

Trade secrets, §§11.1, 11.3, 11.4

Trademarks, §§11.1, 11.7; banking of, §11.1; effect of on product quality, §14.2; of functional features, §11.7

Transaction costs, §3.5, ch. 3, prob. 1, prob. 4, §§15.1, 15.3, 19.1; as explanation for the existence of firms, §15.1; effect on choice of remedy, §3.9; in litigation and settlement, §22.5; low vs. high, §§3.6, 3.9, 20.6; of legislation, §21.3; of legislative process, §20.5; sources of high, §§3.6, 3.7, 11.5, 21.3, 31.2. See also Coase Theorem; Monopoly, bilateral

Transfer payments, §§1.1, 6.4, 6.15, 8.5, 9.3, 22.1

Treasure, hunts for, §3.2, ch. 3, prob. 16; treasure trove, §3.2

Treaties, §§31.2, 31.5; sanctions for breach of, §31.2

Trespass, §§3.6, 6.15, 8.1, 30.2, 31.2; as invasion of privacy, §30.1; by animals, §3.5; by children, §3.5; distinguished from nuisance, §3.7; trespassers as tort victims, §§6.4, 6.7, 6.15, 31.2; vs. nuisance, §3.9

Trusts, charitable, §§19.6, 19.5, 19.6; trustee’s duty of impartiality, ch. 16, prob. 3; trustee’s duty to diversify holdings, §§15.8, 16.9; dynasty trust, §18.1; investment of trust funds, §15.8; private, §§19.5, 19.6; prudent man rule, §16.9; social investing by, §16.10; spendthrift, §19.6. See also Fiduciaries

Truth in Lending Act, §14.3

Tying arrangements, §10.10

 

Ultramares Corp. v. Touche, §8.2

Undisclosed principal, §4.8

Uniform Commercial Code, §§4.1, 4.9, 4.12

Unions, §12.4; as labor cartels, §12.1; closed shop, ch. 12, prob. 1; economic effects of, §12.1; economics of strikes, §12.2; economics of union organizing, §12.2; effect on of minimum-wage laws, §12.8; effects of on productivity, §12.4; racial discrimination by, §§12.10, 28.1, 28.3; union shop, §12.2; See also Employment law; National Labor Relations Act

United States v. Carroll Towing Co., §6.1

United States v. Dennis, §29.2

United States v. General Electric Co., §11.8

United States v. Lopez, §27.11

United States v. United Shoe Machinery Corp., §10.10

United States v. United States Steel Corp., §10.2

Unjust enrichment. See Restitution

Usury, §15.6, ch. 5, prob. 4

Utilitarianism and Utility, §§1.1, 1.2; average versus total utility, §5.6; declining marginal, §9.3; defined, §1.2; diminishing marginal, §§1.2, 7.3, 9.4, 17.2, ch. 17, prob. 1, §§18.11, 19.1; effect on aggregate utility of income inequality, §17.2; expected, §§1.1, 17.4, 24.3; interdependent positive and negative utilities, §§6.15, 7.2, 17.2; of criminal, §7.2; of life, §6.12; of rape to rapist, §7.1

 

Vagueness, §§10.2, 21.3

Value, §§1.2, 7.3; subjective, §§3.6, 3.9, 4.14, 7.1, 18.2, 20.1. See also Life

Vengeance, §10.9; economics of, §8.5; relation of to corrective justice, §31.2; role of emotion in, §8.5

Vertical integration, §§10.10, 13.9; as contract substitute, §4.1; in administrative agencies, §24.7; relevance of to piercing the veil, §15.1. See also Mergers, vertical

Vincent v. Lake Erie Transp. Co., §§6.4, 6.7

Voting, §§15.9, 20.3, 29.1; extent of suffrage, §25.1; poll tax, §26.2; sale of votes, §15.17

Wages, §§4.2, 5.1, 6.11, 8.3, 12.1, 12.5, 12.8-12.10, 13.9, 20.6, 26.1, 26.3, 28.1, 28.4; determinants of, §§4.5, 4.10, 15.11; economic meaning of “paid vacation,” §18.8. See also Employment; Human capital

Wagner Act, §§12.1, 12.3. See also National Labor Relations Act

War, §§4.5, 7.12, 18.2; laws of, §§3.6, 31.2

Warranties, §4.14; implied warranty of fitness for intended use, §§4.5, 4.7, 4.9; of habitability, §17.8

Warrants. See Search and seizure

Waste, common law doctrine of, §3.10

Water law, §§3.2, 3.11, 27.8

Wealth effects, §§1.4, 14.6; of antidiscrimination laws, §28.1; of “baby selling,” §5.5; of contracts, §4.1; of housing policy, §3.13; of income tax, §13.7; of liability rules, §17.8; of minimum-wage and maximum-hour laws, §20.2; of monopoly, §9.3; of reverse discrimination, §§28.4, 28.5; of surrogate motherhood, §5.5. See also Taxation

Wealth maximization, §§2.2, 8.9, 14.9, ch. 17, prob. 10; and rape, §7.1. See also Efficiency; Kaldor-Hicks efficiency

Wealth, §§1.1, 17.1, 17.5-17.6, 18.8, 19.1-19.7; and size of fines, §§7.2, 7.3; distribution of, §§1.2, 3.13, ch. 8, prob. 3, §§13.9, 17.4, ch. 17, prob. 3; lack of as key to understanding criminal law, §§7.1-7.2; redistribution of, §§5.7, 7.2, 15.6, 17.2, 17.8, 18.7, 20.2, 25.3. See also Distributive justice; Poverty

Weber, Max, §§2.3, 8.7, 24.6

Welfare (social), federalism issues, §27.9; food stamps, §17.7, ch. 17, prob. 4; in-kind vs. cash benefits, §17.7; legal aid, §17.7; rent control, ch. 17, prob. 6; social welfare programs, §17.6. See also Housing policy; Social security

White v. Jones, §§8.2, 6.7

Williamson v. Lee Optical Co., §26.1

Willingness to pay, §1.1

Wills, §§6.7, 19.1-19.7; charitable bequests in, §§19.1, 19.3-19.4; conditions in, §§19.3, 19.6; cy pres doctrine, §§19.3, 19.6; dead-hand problem, §§19.3, 19.6; disclaimer of bequest, ch. 19, prob. 4; interpretation of, §19.2; racial conditions in, §28.3; religious conditions in, §19.6; restraints on alienation, §19.6

Wiretapping, §§7.10, 22.10, 27.3, 30.1

Witnesses, expert. See under Evidence

Wood v. Duff-Gordon, §4.1

Workers’ compensation, §§8.3, 15.3

World Trade Organization, §31.2

Worthier Title, doctrine of, §3.11

 

Ybarra v. Spangard, §8.5

 

Zoning, §3.6; separation of uses vs. exclusionary, §3.8
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