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Introduction
Jurgen G. Backhaus

Thisbook, | am told, needs an introduction. | therefore hasten to supply a guide to
the reader who may find the volume difficult to read, and who has to be prepared
for ajourney through the most varied and partly inhospitable terrain, in which the
ultimate goal and purpose of every single step can hardly be clear to him at every
moment (Steindl, 1952, p. v).

The purpose of the Companion is to provide a reference work for the active
researcher in law and economics. In so doing, care has been taken to avoid a
possible overlap with other works in the field. In particular, the Companion
does not intend to duplicate the ambitious New Palgrave, which aims to
balance its pointedly formal focus by emphasizing institutional economics
(Newman, 1998). The comprehensive set of chapters in the Companion,
mainly in the Chicago tradition of law and economics (Posner and Parisi,
1997), alows us to focus on other mainly European aspects of law and
economics and the historical sources of law and economics research, which
explainsits structure (Bouckaert and de Geest, 1999).

The Companion has not only been updated and revised for its second
edition, but has also been substantially amended. Parts I-VI11 cover the main
areas of law and economics, including basic issues as well as different sources
of the law, while Part 1X offers 26 scholarly biographies of the key figures
involved. These biographies have been written with a view to encouraging
further research into neglected areas in the field which have been taken up at
some point but are not part of the current scholarly discussion in law and
economics.

Roots

Law and economics has its roots in those natural law philosophies, such as
Christian Wolff’s (1740), from which they developed as separate disciplines.
For Wolff, for instance, applying an economic analytical argument to a legal
question was till a standard approach. Only after the disciplines had gone their
separate ways would it seem natural for an economic problem to be met with
an economic analytical tool, and alegal problem with the proper legal analyti-
cal tools. The possibility that alegal problem might be tackled using an economic
approach is novel and obviously requires the separation of the two disciplines.
However, although genuinely innovative, the practice has been along-standing
one, for example, see authors such as Henri Storch, Wilhelm Roscher, Adolph

1



2 TheElgar companion to law and economics

Wagner and Gustav von Schmoller, or Rudolf von Jhering, who, with his
emphasis on the purpose of the law, clearly adopts an economically inspired
approach to organizing an entire dogmatic civil legal system.

Still on the European continent, the extensive codifications which took
place mainly during the nineteenth century were partly fuelled by economic
analytical arguments. Oddly enough, the Englishman Jeremy Bentham was
most influential outside his home country, as his explicit legal economic
analysis leading towards not only codifications but also specific problem
solutions to well-defined policy puzzles form early masterpieces of success-
ful legal economic analysis. One can generalize by saying that continental
economics had a strong law and economics undercurrent until the early
1930s (Backhaus, 1987). For instance, the name of the leading journal in
economics in the German language area was Annals of Legislation, Adminis-
tration and Political Economy. Hence, legislation and administration were
clearly seen as the economic policy areas most likely to be used.

This particular European tradition was transported to America, and here
the early institutionalist scholars continued a brand of economics which
merged seamlessly with what we now understand as the old law and econom-
ics, when attempts to regulate market forces required economic analysis as
inputs into administrative and judicial decisions.

Chicago, Yale, Virginia et al.
A totally different picture emerged after the Second World War, partly evolv-
ing from these continental roots, but facing a different challenge altogether.
Economics had now developed into a science focusing on human decisions
under constraints, and it was these constraints that required specific attention,
since many of them arguably could be defined as being part of the law. The
University of Chicago, with its many emigrant scholars, started to pioneer a
new law and economics approach leading to the seminal work of Aaron
Director, Ronald Coase, George Stigler, Richard Posner and Frank Easterbrook,
to name but a few, which can be characterized as the distinct insertion of an
economic analytical skeleton into legal dogmatics, just as the earlier writers
had done on the European continent, witness Jhering or Otto von Gierke.
However, these writers had to deal with a mass of amorphous case law, not
codified law, and this made the task of seeking an organizing theoretical
analytical framework a much more urgent one. In this these scholars excelled
and, most notably, Richard Posner rendered the entire body of private law,
and later all the other relevant bodies of law, including constitutional, admin-
istrative, and penal law, into one well-organized system, whose dogmatic
structureis clearly borrowed from price theory.

But other schools did not remain on the sidelines. At Yale, a different
approach was taken, with a more activist agenda being adopted. Here we
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think of Guido Calabresi’s classic, The Cost of Accidents (1970), which
analyses the problem of how a legal system has to formulate policies that
minimize the (necessary) cost of accidents in a modern society, when it is
well understood that modern technologies will be adopted and cannot be
rejected. In the same vein, Calabresi continued with his Tragic Choices
(Guido and Bobbitt, 1978), while Susan Rose Ackerman (1992) explicitly
started to reconsider the progressive agenda from alaw and economics point
of view.

Very different from this political bent is the Virginia School in Law and
Economics in modern America, with the important contributions by Gordon
Tullock on basic issues of the law from the law and economics point of view
(including public choice considerations) (see, for example, Tullock 1971 and
1980), James Buchanan’s constitutional approach to public choice, and the
numerous studies that the public choice camp has produced on the impact of
the regulatory state on economic activity, including the substantial costs of
this regulatory activity; witness the theory of rent seeking pioneered by
Tullock.

These different new approaches to the new economic analysis of law have
found their publishing outletsin five leading journalsin the field. The Univer-
sity of Chicago publishes the Journal of Law and Economics and the Journal
of Legal Sudies. Closer to the Yale approach is the Journal of Law, Econon+
ics and Organization. A more formal approach is taken by the International
Review of Law and Economics and applied issues, particularly in a European
context, are the focus of the European Journal of Law and Economics.
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1 Coasetheorem and transaction cost
economicsin the law

Francesco Parisi!

This chapter discusses the pervasive methodological implications of Ronald
H. Coase’s contribution to economics and the law. Coase's reconceptualization
of the firm as an institutional device to minimize transaction costs has trig-
gered an entire field of research. The traditional view of production, where
labour and capital are the primary inputs, is refocused and replaced by the
important role of governance structures in firms. Similarly, Coase's assertion
that an initial assignment of property rights is often irrelevant to overall
welfare has occasioned one of the most intense and fascinating debatesin the
history of legal and economic thought. In the following pages, | shall exam-
ine the state of legal and economic scholarship in the wake of Coase’'s
well-known methodological breakthroughs.

Transaction costs and Coase's theory of institutions

In his classic 1937 paper, ‘The nature of the firm', Coase developed an
economic theory of the firm which laid the foundation for understanding a
wide range of institutional and organizational structures.? Coase's pathbreaking
insight was that the comparative costs of organizing transactions within firms,
rather than through markets, are the main factors that explain the existence
and evolution of firms.® Likewise, the size and scope of firms is determined
by the relative costs of accessing the market versus governing an organization
at the various levels of production.*

A wide range of empirical and theoretical issues have arisen as a result of
Coase's contribution. The most significant extension of his 1937 work has
been the application of the transaction cost hypothesis to other forms of
ingtitutional structures. These extensions have become a central part of the
transaction cost economic tradition. Indeed, several scholars have exploited
the explanatory power of the transaction cost hypothesis in order to enhance
the understanding of economic organization generally.

The puzzle of the firm: prices versus organizations

Coase developed his theory of the firm contrary to the prevailing economic
theory. Economists had demonstrated the informational and functional superi-
ority of the price mechanism over alternative alocative systems based on
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centralized planning. Coase observed that such a hypothesis did not fit at all
within the firm. His view was that the allocation of scarce resources among
competing uses within a firm rests not on a price mechanism, but rather on
the planning of the entrepreneur who makes allocative decisions without the
aid of prices.> Market transactions are replaced with the controlled choices of
the firm’s manager. Coase generalized from this point that the distinguishing
feature of firmsis, indeed, the suppression of the price mechanism.

Coase's theory of the firm thus unveils an important puzzle, that is, why a
firm emerges in a specialized exchange economy. Coase considered several
possible explanations for the emergence of firms: first, the preference of
workers to be subject to a command structure; second, the desire of entrepre-
neurs to have exclusive control over the planning of production; third, and
finally, the cost of using a price mechanism.®

Coase's analysis established the importance of the third explanation: the
price mechanism is costly to use.” Coase provided examples of the implicit
costs, such as the difficulty of determining the relevant values of joint inputs
and outputs, and the preferability of long-term contracts over spot-market
prices for risk-averse individuals.® Additionally, market transactions are often
treated differently from the internal decisions of the firm for both tax and
legal purposes. The legal system may, in fact, create additional costs for the
use of the price mechanism in the marketplace. Thus, in the internal setting,
the firm becomes an island of exemption from those external costs.®

The subsequent transaction cost literature has explored the relative advan-
tages of alternative institutional solutions under various real-world settings.

Transaction costs and the economics of institutions
Transaction cost economics views the firm and the market as aternative
means of contracting. Building upon Coase's analysis, Williamson (1985)
identified the limitations of the neoclassical analysis of models of perfect
competition.’® He reached beyond the assumptions of the neoclassical analy-
sis to consider the roles played by other crucial variables. Williamson and
other exponents of the new institutional economics explained the emergence
and functioning of economic and legal institutions, not only as a production
function, but as an intricate mode of contracting, and as a governance frame-
work alternative to the market.

The dlocation of economic activity as between firms and markets is taken as
a datum under the neoclassical approach; firms are characterized as production
functions;** markets serve as signalling devices; contracting is accomplished
through an auctioneer; and disputes are disregarded because of the presumed
efficacy of court adjudication.’® Williamson criticized the neoclassical eco-
nomic approach to the market and the firm for relying on such simplistic
assumptions that too often limit the explanatory power of their models.
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In the classical model of economics, the market is a frictionless institution
characterized by perfect competition, ease of entry and exit, product homo-
geneity, unbounded rationality and perfect information. Self-interest and
opportunism are not ignored in the classical model, but are only accounted
for in the bargaining stage of contract, not in the execution stage.

The new institutional economics makes three additional assumptions re-
garding contracts. First, contracting is characterized by actors with bounded
rationality, second, that those contracting also act opportunistically in the
execution stage, and third, that the dimension of asset specificity must be
added to the model assumptions. When all three of these elements are present,
the contracting outcome calls for a governance solution. Thus, the new insti-
tutional economics attempts to explain how institutions with a governance
structure emerge as transaction cost-minimizing devicesin aworld character-
ized by ex post opportunism and ex ante cognitive imperfections. More
specifically, the new institutionalists criticize the alternative perspectives for
their unconditional reliance on unrealistic assumptions: planning assumes
perfect cognitive competence;!® contract as promise assumes absence of ex
post opportunism in the execution stage of the contract;** the perfect compe-
tition model ignoresthe crucial role played by asset specificity in the execution
stage of the contract.’®> Williamson points out that when all three of these
conditions — bounded rationality, opportunism and asset specificity — are
present, the three classical contracting processes fail. In response to these
shortcomings, the new institutional economics governance approach is inter-
ested in the governance structure and non-standard forms of contracting that
emerge in the presence of bounded rationality,’® opportunism'’ and asset
specificity.'®

Coase's legacy in the new institutional economics

As indicated above, the literature of the new institutional economics looks at
the firm not only as a production function, but also as a governance function.
This school of thought recognizes the intellectual legacy of Ronald Coase,
tracing the roots of transaction cost or institutional economics to the writings
of John Commons and Coase's 1937 article, ‘ The nature of the firm’. Coase's
idea of the firm as an institutional device to minimize transaction costs is
applied to other institutional settings where exchange market transactions are
eliminated. The primary role of economic institutions is to decrease transac-
tion costs associated with coordinating market activity. Scholars of the new
institutional school generally credit Commons with recognizing that the trans-
action should be regarded as the basic unit of analysis. Commons recognized
that economic organization is not merely a response to technological fea-
tures, economies of scale or economies of scope, but often has the purpose of
harmonizing relationships. The new institutionalists take this analysis one
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step further, and posit that the imperative of profit maximization should be
replaced with the organizational imperative to organize transaction costs so
as to economize on bounded rationality while simultaneously limiting the
hazards of opportunism. Transaction cost economies are realized by assign-
ing transactions to governance structures and comparing institutional
aternatives. With its extensions into the efficiency of institutional alterna-
tives, this trend of research can thus be characterized as pursuing two general
themes: the study of incentives generated by alternative legal and economic
institutions, and the transaction cost optimization as a main determinant of
the institutional choices. The incentive approach is predominantly ex ante,
hence its utility in property rights and agency theories. The basic idea is that
if rules are formulated so as to properly align incentives, fewer market distor-
tions will result. Without these distortions, outcomes will more closely
approximate the ideal outcome of global optimization. The approach fol-
lowed by the transaction cost economists and by several new institutionalists
places great emphasis on the ex post perspective, as contrasted with the
traditional perspective of neoclassical economics. The basic unit of analysis
is the transaction and the basic idea is to determine which governance struc-
tureis best suited to which type of transaction.

This approach is key to understanding the intellectual emphasis of the new
institutionalists and their distinctive view of the firm and other governing
structures. In this respect, Coase's legacy is well served by the widespread
recognition that the neoclassical view of labour and capital as being the
primary components of production had to give way to the central role of
governance structures within the firm.

The genesis of the problem of social cost
The study of property rights and institutions has vividly engaged the attention
of economists, philosophers and lawyers alike. Private property is often ex-
plained as the unavoidable byproduct of scarcity in aworld where common-pool
losses outweigh the sum of contracting costs and enforcement of exclusive
property rights. At the turn of the twentieth century, the underlying assumption
in the economic literature was that private property emerged out of a sponta-
neous evolutionary process because of the desirable features of private property
regimesin the creation of incentives for constrained optimization.

This understanding of the relationship between scarcity and the emergence
of lega entitlements characterized mainstream property rights theory when
Coase entered the academic world as an undergraduate student in economics.*®

Property rights theory at the London School of Economics
In the early 1930s, while Coase was conducting his undergraduate studies in
commerce at the London School of Economics (LSE), one of Coase’s teach-
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ers, Sir Arnold Plant, was re-examining the theme of property rights from a
novel perspective® In Plant’s view, the traditional justification for private
property, scarcity, was incapable of serving as the sole intellectual foundation
for this ingtitution. In those years, Plant completed two papers on issues of
intellectual property and copyright laws, showing that issues of incentives,
rather than scarcity, were at the core of the property rights problem.?

There is, indeed, a striking correspondence of methodology and thematic
between the later works of Coase and those of his undergraduate teacher.
Both the focus on the incentive structure of legal rules, and the analysis of the
effect of alternative laws on the fina alocation of human and physical
resources, reveal a remarkable affinity of technique, and the explicit use of
legal rules as an object of economic research makes the comparison even
more telling.?

It is indeed this fortunate combination of methodology and subject matter
that would prove so valuable in Coase's research. Coase acknowledges the
importance of his encounter with Plant at LSE, and pinpoints that ‘great
stroke of luck’ as the origin of his interest in property rights theory.>® For
Coase, the encounter with Plant was a true revelation. Plant’s repeated teach-
ing that ‘[t]he normal economic system works itself’,>* and his belief that
prices in a competitive market lead resources to their highest valuing uses,
provided Coase with a powerful insight on the dynamic of the economic
system:

| was then 21 years of age, and the sun never ceased to shine. | could never have
imagined that these ideas would become some 60 years later a major justification
for the award of a Nobel Prize. And it is a strange experience to be praised in my
eighties for work | did in my twenties.?®

The experience of the following years in conjunction with the London
School of Economics laid the methodological foundations of what would
later become Coase's theorem on the problem of social costs.

The University of Virginia years: the birth of an ingenious idea

All the ingredients of Coase’s revolutionary analysis on the debated theme of
social cost had been profiled during his L SE years.? But it is not until the late
1950s that Coase verbalizes such a simple — and yet ingenious — idea. He had
first expounded the core of his later theorem in an article published in 1959 —
afact not always remembered in the bibliographic citations.?” In those pages,
one grasps what would later become the underlying theme of Coase’s cel-
ebrated argument:

Whether a newly discovered cave belongs to the man who discovered it, the man
on whose land the entrance to the cave is located, or the man who owns the
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surface under which the cave is situated is no doubt dependent on the law of
property. But the law merely determines the person with whom it is necessary to
make a contract to obtain the use of the cave. Whether the cave is used for storing
bank records, as a natural gas reservoir, or for growing mushrooms depends, not
on the law of property, but on whether the bank, the natural gas corporation, or the
mushroom concern will pay the most in order to be able to use the cave.?®

The discussion of the rationale of property rights under Coase's highest-
bidder framework obviously contained an attack on the Pigouvian approach
to the problem.? The point was rather self-evident to Coase, but not so for
some of the Chicago economists. George Stigler was among Coase’s early
critics:

Ronald Coase criticized Pigou's theory rather casually, in the course of a masterly
analysis of the regulatory philosophy underlying the Federa Communication
Commission’s work. Chicago economists could not understand how so fine an
economist as Coase would make so obvious a mistake. Since he persisted, we
invited Coase (he was then at the University of Virginia) to come and give a talk
on it. Some twenty economists from Chicago and Ronald Coase assembled one
evening at the home of Aaron Director. ... In the course of two hours of argument
the vote went from twenty against and one for Coase to twenty-one for Coase.
What an exhilarating event!°

According to Coase, the objections that were raised to his Federal Commu-
nication Commission (FCC) paper were the basis of his later 1960 article on
the problem of socia costs.3* In the course of his meeting with the Chicago
economists, Coase had occasion to refine some of the arguments that he had
outlined in his earlier work, arguments that he was later asked to put together
in the form of an article for the Journal of Law and Economics.®? He entitled
this paper ‘ The problem of social cost’.

The Coase theorem

Coase's 1960 article was soon to be recognized as a milestone in legal and
economic literature —amilestone later characterized as the Coase theorem. In
the course of his austere discussion, Coase does not reveal any sign of
anticipated realization of the revolutionary power of his insight. Indeed, he
insists that he never intended to convey his thoughts in the precise and
analytical form of atheorem.

A few years after the publication of ‘The problem of social cost’, a size-
able number of commentaries and theoretical elaborations were developed on
Coase's newly presented theme.® The unpretentious style of Coase's article
had thus been crowned by a notoriety rarely attained by legal writings of any
sort.® Part of the uproar is explained by the fact that the article challenged an
established principle of public finance.® Before ‘ The problem of socia cost’,
very little attention had been given to the possibility that the problem of
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externalities could be resolved through free market exchanges.®” In this way,
the thesis advanced by Coase resulted in arather revolutionary statement, one
at the core of acentral theme of economic science.®

Coase boldly attacks the conclusions reached by the Pigouvian tradition:

It is strange that a doctrine as faulty as that developed by Pigou should have been
so influential, although part of its success has probably been due to the lack of
clarity in the exposition. Not being clear, it was never clearly wrong. ... | propose
to show the inadequacy of this Pigouvian tradition by demonstrating that both the
analysis and the policy conclusions which it supports are incorrect.®

Coase contrasts the Pigouvian approach by demonstrating that, in the absence
of transaction costs, generators of externalities and victims will negotiate to
an efficient allocation of resources, independent of the initial assignment of
rights among them.“° In confuting the conclusions of the Pigouvian tradition,
Coase gives life to amodel with much broader potential, a revolutionary new
perspective for the evaluation of an unlimited number of legal and social
issues.

Stigler, in 1966, was the first scholar to restate Coase's model in the form
of a theorem: ‘under perfect competition private and socia costs will be
equal’.** In 1967, Alchian Demsetz defined the theorem in the following
terms:

There are two striking implications of this process that are true in aworld of zero
transaction costs. The output mix that results when the exchange of property
rights is allowed is efficient and the mix is independent of who is assigned
ownership (except that different wealth distributions may result in different
demands).*?

Soon thereafter, Guido Calabresi stated the same principle more descrip-
tively: ‘Thus, if one assumes rationality, no transaction costs, and no legal
impediments to bargaining, all misallocations of resources would be fully
cured in the market by bargains .43

The implicit premise of Coase's analysis draws upon a fundamental postu-
late of microeconomic theory: the free exchange of goods in the market
moves goods towards their optimal alocation, such that, when every possi-
bility of beneficial exchange is satisfied, resources will reach their optimal
allocation according to the criterion of Pareto efficiency.*

The law creates many subjective juridical positions that are also suscep-
tible to exchange and transfer. Coase, applying by analogy*® the proposition of
the free exchange of goods in the market, maintains that the transferability of
rightsin afree economy |leads towards their best use and to a Pareto-efficient
final allocation.*® The voluntary transfer of individual rights in the market-
place, thus, will cure a non-optimal allocation of legal entitlements.*’
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The Coasean methodological revolution
Coase's article, discussing widely cherished themes in the legal and eco-
nomic traditions, constitutes, according to many commentators, the first
example of an economic analysis of law in North American literature. The
novelty of his approach inspired an entire generation of scholars— pioneersin
this new branch of applied economics. In 1991, 30 years after the publication
of ‘The problem of social cost’, Coase received the Alfred Nobel Memorial
Prize in Economic Science. Through the prestige of this award, recognition
came at last to honour the tradition of economic analysis of law that Coase so
authoritatively represents. Only a few months prior to the award, Coase was
recognized, together with Calabresi, Henry G. Manne and Richard A. Posner,
as a founding father of law and economics.®® This late recognition follows
many years of chalenging debate. Many of the writings that developed
around ‘The problem of social cost’ tested the premises of Coase’s model,
seeking to undermine its operative conditions. The corollary literature, which
was almost unanimous in acknowledging the theoretical soundness of Coase's
approach, often stressed the lack of practical reach of hisanalysis.
Acknowledging the risk of an inaccurate first impression, it is possible to
observe that the various criticisms pertained to three fundamental points,
relating to the operative possibilities and practical effects of Coase’s model.
One group of critics observed that the Coase theorem disregarded the inter-
industrial long-term effects of the system.*® These critics argued that Coase
utilized tools of static analysis, disregarding the possible disequilibria which
may occur subsequent to the negotiation, and that the conclusions reached by
Coase needed to be tested in light of the dynamic changes in the initial
equilibrium. A second group of critics concentrated, instead, on the distribu-
tional effects of the model .>° According to their criticism, to affirm that, in the
absence of transaction costs, the final allocation of resources will be efficient
in no way implied — much less guaranteed — the absence of transfers of
wealth induced by the changed legal rule. Further, these critics observe that,
even disregarding the distributional effects of the rule, a different assignment
of the right could in some cases create the conditions for strategic behaviour
in negotiation capable of disturbing the efficiency of the final allocation.5* A
third group of authors focused on the scarce realism of the no-transaction
cost assumption.5? According to this criticism, the true Achilles heel of
Coase's analysis was in the unrealistic assumption of absence of costsin the
process of negotiation and transfer of the right. Many commentators ob-
served that in order to obtain the efficient operation of Coase's model, it was
not enough to eliminate legal impediments to the free transferability of indi-
vidual rights; it was necessary as well to operate in an imaginary world with
no costs involved in the negotiation or transfer of the right. These authors
observed that the idea of a transaction without cost is a logical fiction rather
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than a real possibility, and that by unveiling such a fiction, the theorem
remains a mere tautology.

The following sections will discuss in greater detail the significance of
these criticisms, and the impact that the emerging debate has had on the
traditional approach to legal interpretation.

The self-curing failures of the Coasean bargaining

In asituation in which there is anon-optimal allocation of rights between two
individuals, the Coase theorem predicts that the interested parties will con-
tract with each other and that they will reallocate their respective rights so as
to maximize their combined welfare. Coase postulates that the efficiency of
the result is independent of the initial allocation of rights. According to some
critics of Coase's model, however, a change in the allocation of rights is the
potential origin of disequilibria in the system. The thrust of this criticism
follows.

The dynamic effects of alternative liability rules

Calabresi®® and Stanislaw Wellisz>* are notable among the scholars who
criticized Coase’s model for disregarding the inter-industrial long-term ef-
fects of the Coasean bargaining. According to these authors, Coase’s scheme
does not take into account the dynamic effects of alternative liability rules
among the various parties, and consequently, it ignores the long-term ef-
fects of the rules on different industries. In Coase’s scenario, if the right has
been assigned to the ranchers, the farmer will have to pay local ranchers
until they all relinquish their right of pasture. The entire cost will, thus,
burden the farming industry. Farmers will either have to bear the burden of
theinjury caused by the livestock or agree to pay the price demanded by the
ranchers, whichever is less, assuming costless negotiation. Under this
liability rule, the cost of ranching will not reflect the cost imposed on the
farmers. The transfer of rights and liability from one group to another will,
therefore, result in a shift in the relative wealth and costs associated with
the two industries.

The criticism claims that, in the long run, every shift of wealth will lead to
an inter-industrial disequilibrium. Even in the absence of transaction costs, a
different assignment of rights can alter the equilibrium between different
industries, with consequential effects on the cost and quantity of their relative
products. In our example, if the farmers must suffer the losses caused by the
herd during grazing — or pay the ranchers to avoid the damage — the unit cost
of the farming product will inevitably be higher than would have resulted
from a different allocation of liability. The entire farming industry will have
higher costs of production and will, therefore, suffer a decrease in income.
Consequently, some of the resources invested in that industry are likely to be
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channelled towards more lucrative investments, with potential for resulting
disequilibria.

Formulated in this way, the criticism appears to be on the mark. The
efficiency of the Coase theorem is demonstrated only through a static analy-
sis. If dynamic adjustments are taken into consideration, the structure of the
model reveals its incapacity to consider the long-run inter-industrial effects
of different initial allocations. However, in 1968, Calabresi, one of the initial
proponents of this criticism, reconsidered his analysis regarding the long-
term effects of the Coase theorem.5 While elaborating on the conclusions
reached in two previous works,* he noted that, in the presence of determined
conditions, the conclusions of Coase remain as true in the long run asin the
short term:

Various writers — including me — accepted that conclusion for the short run, but
had doubts about its validity in the long run situation. The argument was that even
if transactions brought about the same short run allocation, liability rules would
affect the relative wealth of the two joint cost causing activities, and in the long
run this would affect the relative number of firms and hence the relative output of
the activities. Further thought has convinced me that if one assumes no transaction
costs ... and if one assumes, as one must, rationality and no legal impediments to
bargaining, Coase's analysis must hold for the long run as well as the short run.>”

In this way, Calabresi carried on the logic of his earlier argument to reach
opposite conclusions. The dynamic adjustments of the equilibrium that he
had identified as the cause of the inter-industrial misallocations of resources,
were, in reality, self-curing. The same dynamic strength of the market was
capable of resolving the inter-industrial disequilibria denounced by Calabresi
in his 1965 article.

Calabresi’s later analysis re-established the authority of the Coase the-
orem, at least on this point. It became clear that Coase had not ignored the
long-term effects of his model. Perhaps not explicitly, but he had considered
them to their logical extreme. Calabresi proceeds: ‘ The reason is simply that
(on the given assumptions) the same type of transactions which cured the
short run misallocation would aso occur to cure the long run ones. ... This
process would continue until no bargain could improve the alocation of
resources .%®

Harold Demsetz on the long-term effects

In 1972, Harold Demsetz entered into this debate, demonstrating with a more
systematic analysis that the conclusions reached by Coase are not corroded
by the long-term effects of a change in the assignment of property rights.>®
Demsetz’s reasoning finds its basis in the principle according to which the
process of allocation of scarce resources among alternative uses is analogous
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to the process of constrained optimization of the single owner of two conflict-
ing activities.

In order to better understand Demsetz’s reasoning, imagine a situation in
which the two activities, farming and ranching, ‘belong’ to the same indi-
vidual. This person has every interest in making the optimal allocational
choice in the use of higher limited resources between the two activities, and
will tend to maximize the sum of hig/her benefits at the net of the costs. Such
a choice would lead to the optimal use of his/her resources in both the short
and long terms, regardless of the equilibrium reached in the two industries or
activities.

Approached in this manner, the true problem seems to remain that of perva-
sive scarcity of resources, not of assignment of rights.%° In our example, the
single owner of the two activities will not be interested in establishing whether
the herd is creating a nuisance to the crops or whether the crops are becoming
an obstacle to the ranching activity. The identification of the internal bound-
aries between different rights is entirely irrelevant for the integrated owner of
multiple activities, whose only interest is that of attaining an optimal choicein
the employment of limited resources. The problem for the single agent, as for
society as awhole, is one of constrained optimization in aworld characterized
by pervasive scarcity. The theoretical concern for possible disequilibria be-
tween various activities, foreign to the preoccupations of the single owner,
must also remain foreign to the debate on the Coase theorem.®* The competi-
tive alocation of limited resources between different activities is in no way
different from the internal dilemma of a single individual who must make an
optimal choice between aternative uses of his/her assets.

These conclusions, however, do not appear to be fully shared by Donald
Regan, who observes that the self-curing dynamic of Coase’s theorem is
destined to remain a phenomenon foreign to the reality of the market.®?
Everything isin theory corrected through the internal mechanism of a market
with no transaction costs, even the inefficiency generated by the monopolist.53
Individual consumers will be willing to pay the monopolist to increase the
production of goods to the desired level. In the absence of transaction costs,
the negotiations will proceed until the optimal equilibrium of a perfectly
competitive market is achieved. But this solution is not without its shortcom-
ings. According to Regan’s view — a view not shared by Coase — the free
exchange of rights in the market produces irreversible transfers of wealth
between the parties. According to this perspective, the market solution out-
lined by Coase and Stigler — and to some extent endorsed by Calabresi —
while resolving a problem on one side, immediately creates a problem on the
other. Regan and other commentators direct their attention to this point of
collateral effect.®* An account of their reasoning and a tentative assessment of
their findings follow in the next section.
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From property rightsto individual incentives

A number of issues related to the distributional effects induced by a Coasean
negotiation have been raised in the economic and legal literature. Economists
tend to appraise the issue in terms of final distribution of resources derived
from initialy different alocations. The question is whether the optimality of
the final allocation predicted by Coase guarantees, or implies as such, ident-
ical final allocations.

The debate on the uniformity of the final allocations of resources serves as
alogical premise to the issue of distributional effects. Microeconomic theory
teaches us that different points along a contract (or conflict) curve correspond
to different distributions of goods among the various players. In other words,
notwithstanding the Pareto optimality of every agreement that falls along a
contract curve, any change in the initial endowments necessarily generates a
different final distribution of resources. Following this logic, Regan and
Nutter elucidate the strict tie between uniformity of allocations and distribu-
tiona effects.®® To affirm that the efficiency of the final allocation does not
imply identical allocative outcomes at the equilibrium point, means to admit
that the change of legal rules, although corrected by the Coasean negotiation
on the level of efficiency, will aways cause shifts of wealth between the
various parties.

The observations that follow endeavour to account for the debate on the
alocational uniformity and the distributional effects of the Coase theorem.

Property rights and social costs
The debate on this point was also initiated by Calabresi® and Wellisz,%” who
considered the issue of allocational uniformity asintrinsically related to that
of distributional effects.®® In order to evaluate the significance of their analy-
ses, let us consider again Coase’s scenario with afarm and a ranch coexisting
in the same environment. In such a setting, a change in the allocation of
rights and liabilities affects the relative values of the two activities. If we
assign the right to the ranchers (that is, exclude their liability for the loss
suffered by the farmers), we force the various farmers to bribe the ranchers
into reducing the number of animalsin their herds. Conversely, by assigning
the right to the farmers, we force the ranchers to compensate the farmers for
the damage to their crops. Because of these side payments, the different
assignment of rights makes its mark on the profitability of the two activities,
and on the value of the resources irreversibly invested in those enterprises.
According to this argument, the transfer of primary and residual liability
from one subject to another occasions atransfer of wealth.®®

In his 1988 notes on the problem of social cost, Coase argues against the
soundness of thislogic: ‘| consider this argument to be wrong, since a change
in the liability rule will not lead to any ateration in the distribution of
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wealth’ .70 Coase’s argument is that, if the right is assigned to the farmer, then
the cost of the rancher’s liability will be discounted from the price necessary
to acquire or rent the ranching business. The land destined for the activity of
the rancher, subsequent to the shift of liability will be less valuable. Anal-
ogously, the farming land, protected by the liability rule, will yield a greater
revenue and will consequently demand a higher price on the market. The
change in the relative costs of the two businesses will, thus, offset the
patrimonial effects of the modified legal rule.

With these observations, Coase responds to the various criticisms on the
distributional effects of his model by affirming that, as soon as the assign-
ment of rights between the two industries is known, it will be reflected in the
relative prices of their products. The wealth of prospective farmers, ranchers
and land-owners will remain unaltered since the changesin the prices of their
entitlements promptly will balance the momentary disequilibrium caused by
the changed system of rights.”

Coase's analysis, however, seems to presuppose a static system of legal
rules in which, regardless of what may be the initial allocation of rights, a
final equilibrium will be reached on a system of prices that fully offsets the
distributional effects of the legal rule. In his view, once the legal rule is
known, the adjustmentsin the prices of the affected factors of production will
prevent any ateration in the respective supply and demand curves. But the
previous analysis is questionable if, eliminating the assumption of staticity,
one takes into consideration the possibility of sudden and recurrent changes
in the assignment of property rights.”? The system of prices will not be
capable of offsetting the losses suffered by property rights owners as a
consequence of an unexpected change in the legal rule. The preserved
optimality in the set of legal incentivesis obtained in total disregard of vested
rights and property interests.

Coase does not overlook the possibility of a similar objection, and tries to
reconcile the conflict through contractual devices. He believes that the distri-
butional effects can be avoided even in the case of dynamic changes in the
legal system through a different mechanism, which remains faithful to the
nature of his model. According to Coase, in fact, the parties can agree to tie
the price paid for the acquisition of any given property right to possible
changes in the law.” By means of such contractual provisions, the parties
would be able to obtain an effective shield against involuntary transfers of
wealth due to exogenous changes in the assignment of rights and liability.”

Allocational effects and the problem of extortion

According to the Coase theorem, in the absence of transaction costs, the
voluntary exchange of property rights would lead to an efficient allocation of
resources between alternative uses. According to Calabresi”® and Wellisz,™
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however, the use of strategic behaviour in the process of contract formation
risks altering such a result.”” Elaborating on this variation on the general
theme of distributional effects, Callabresi and Wellisz observe that the change
in the rule of law creates the conditions for possible extortion on the part of
the rights holders against the other individuals who are bound by the rule.
The argument is that individuals are likely to threaten the use of their own
rights in a measure which exceeds the optimal level, in order to maximize the
gain from the release of their own legal entitlements.” In our example, if the
right is assigned to the ranchers, they will be induced to threaten to increase
the size of the cattle herds in order to strengthen their bargaining position
towards the farmers.™

In order to clarify the point, consider a situation in which the optimal size
for the rancher’s herd is 1000 head. In such a scenario, imagine that, in order
to reduce the damage to histher own crops, the farmer would be willing to
compensate the rancher for a reduction of his’her herd to 800 head. Accord-
ing to Coase, this agreement generates an optimal allocation of resources
between the two activities. The criticism claims that, by introducing the
possibility of strategic behaviour in the negotiation, the result may differ
from such an idea equilibrium. If the rancher threatens — for strategic rea-
sons — to increase the size of his’her herd to 1500 head, the final agreement is
likely to diverge substantially from the efficient allocation of resources boasted
by Coase. The rancher will, in fact, seek to maximize the profit from the
conceded reduction on the first 500 head (which, however, would have con-
stituted an inefficient oversize for hig’her firm), and the agreement will likely
be reached on different terms from those predicted by the theorem. As a
consequence of such strategic bargaining, there would still be too many cattle
and too much damage to the crops.

In his 1988 notes on the problem of social cost, Coase did not elaborate on
the theme of extortion. His silence on this point perhaps implies a tacit
reference to the work of Demsetz, which in 1972 had supplied a convincing
answer to this criticism.® According to Demsetz, the possibility of strategic
behaviour in the negotiations does not alter the efficiency in the final aloca-
tion of resources between the two activities.®* Despite possible uses of strategic
bargaining, the number of cattle in our example will always be reduced to the
point at which the sum of the values of the two activities is maximized. The
optimal allocation will obtain regardless of the internal distribution of the
contractual surplus between the parties. If the extortion is not capable of
atering the efficiency of the final allocation of the rights reached through
Coasean bargaining, the problem is, thus, confined within terms of relative
advantage in the apportioning of surplus between the two activities.?
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Strategic stallsin Coasean bargaining
The residua problem of the allocative effects, often used to cast doubt on
Coase's model, merits one further word of clarification.®® The credibility of
the threat made in the course of strategic bargaining finds its limits in the
market structure in which the Coasean negotiation takes place. A rancher
who threatens to raise the number of higher cattle beyond the maximum
capacity of his’/her industrial structure, or to a size that exceeds the absorp-
tion of the beef market, for example, would make use of a non-credible
threat, one incapable of playing any role in the negotiations.®* In general, the
competitive structure of the market eliminates much of the advantage that can
be obtained through strategic behaviour in the negotiation process. Inasmuch
as the market of resources is competitive (in our example, aslong asthere are
alternative locations for the farming or ranching activity), strategic bargain-
ing is not capable of bringing about any abnormal return.®® If the farmer
demands a level of compensation that exceeds the market price for that right
(in addition to the cost necessary to move the herd to another locality), the
rancher will opt for more economical alternatives, relocating elsewhere.
Thus the non-competitive structure of the market and the credibility of the
threat become the only situations which seem to justify the concerns for the
use of contractual strategies in Coase’s model. Beyond these margina hy-
potheses, the existence of a competitive market will exclude the possibility of
any contractual mark-up that goes beyond the normal returns of a profit-
maximizing firm. The criticism, however, appears to be justified when it
argues that, in some marginal situations, the curing role of the free exchange
may still be impeded. For example, consider reversing the assignment of
property rights between the rancher and the farmer. In such a situation, the
farmer is likely not to have an equally large number of alternatives. The
transfer of a farm from one place to another is costly, and farming unavoid-
ably requires the undertaking of location-specific investments. Since some
capital investment isirreversibly locked into that specific location, the farmer
has |ess opportunity to relocate than the rancher.8 The rancher, consequently,
finds him-/herself in a position of local monopoly in the sale of his/her
property right. Demsetz considers the monopoly that affects this feature of
the Coasean exchange asidentical to the standard monopoly of microeconomic
anaysis:

The appropriate economic label for this problem is nothing more nor less than
monopoly. It takes on the cast of such legal classifications as extortion only
because the context seems to be one where the monopoly return is received by
threatening to produce something that is not wanted — excessively large herds. The
conventional monopoly problem involves a reduction or a threat to reduce the
output of adesired good. In the unconventional monopoly problem presented here
thereisathreat to increase herd size beyond desirable levels. But this differenceis
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superficial. The conventional monopoly problem can be viewed as one in which
the monopolist produces more scarcity than is desired, and the unconventional
monopoly problem discussed here can be considered one in which the monopolist
threatens to produce too small a reduction in crop damage. Any additional sum
that the rancher succeeds in transferring to himself from the farmer is correctly
identified as a monopoly return.8”

According to Demsetz, the concerns for possible monopolistic structures
in the market of rights considered by Coase must not, however, be used, to
raise again the already resolved problem of the initial allocation of rights:

The temptation to resolve this monopoly problem merely by reversing the rule of
liability must be resisted. Should the liability rule be reversed and the owner of
ranchland now be held liable for damage done by his cattle to surrounding crops, the
specific monopoly problem that we have been discussing would be resolved. But if
the farmer enjoys alocal monopoly such that the rancher has nowhere else to locate,
the shoe will now be on the other foot. The farmer can threaten to increase the
number of bushels of corn planted, and hence the damage for which the rancher will
be liable, unless the rancher pays the farmer a sum greater than would be required
under competitive conditions. The potential for monopoly and the wealth redistribu-
tion implied by monopoly is present in principle whether or not the owner of
ranchland is held liable for damages. Both the symmetry of the problem and its
disappearance under competitive conditions refute the allegation that Coase’s analy-
sisimplicitly endorses the use of resources in undesirable activities.®

Having freed the discussion from concerns on the potential use of contrac-
tual strategies in a Coasean bargaining situation, we can now move to the
examination of the controversial assumption of no transaction cost contract-
ing, by many identified as the true weakness of Coase's model.

Transaction costs and market failures
The very basis of Coase's 1937 article on the theory of the firm — that is,
transaction costs in the functioning of the price mechanism — becomes central
to Coase's 1960 semina contribution on the problem of social cost. Ironi-
cally, what was necessary to support Coase’'s 1937 hypothesisislater assumed
away in his 1960 paper. In aworld without transaction costs, firms would not
exist. In a world with transaction costs, the Coase theorem would not hold.
Much of the debate surrounding Coase’s work dealt with the all-inclusiveness
of the category of transaction costs, which risked transforming Coase’s 1960
assertion into an empty tautology.&°

The notion of transaction costs has had a peculiar development in the
history of economic thought. Almost every term adopted by economic sci-
ence has in time assumed a precise, mathematically definable, content. The
notion of transaction costs has never been defined in an equally rigorous
fashion.®°
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Much of the secondary literature on the Coase theorem has directly or
indirectly dealt with the content of this concept. In its narrow sense, the term
‘transaction costs contemplates material expenses and the opportunity cost
of the time and energies necessary to reach an agreement on the transfer of a
right.®! To these factors, one should add the various costs necessary for the
preparation, strategic implementation and execution of the agreement, in-
cluding information costs, and all the costs necessary for an effective
monitoring of the other party’s performance.®

The normative Coase theorem

If the sum of the various transaction costs exceeds the net benefit of the
contract, no exchange will take place in the market. For a right to be ex-
changed it is necessary that transaction costs be less than the difference
between the demand and supply prices. If this condition is not met, then
Coasean bargaining will not be carried out, and rights will remain in a non-
optimal alocation.

In the face of a similar clarification, one must question the relevance of
Coase's analysis when the assumption of no transaction costs is relaxed.”
According to Coase’s prediction, without transaction costs, the final alloca-
tion of scarce resources would coincide with the use that an individual who is
the single owner of different activities would make of his’her endowments.
Moving into a more realistic environment with positive transaction costs,
however, an exchange will be pursued only to the point at which its marginal
benefit equals the marginal cost of the transaction.

In this phase of the analysis, the positive transaction costs of Coase's
model play a role analogous to transportation costs in international trade or
more generally, to the contracting costs in the economics of exchange.® This
conclusion is rather obvious and consonant with criteria of economic ration-
ality, but, as Demsetz notes, the question cannot be reduced merely to this
observation.®® It is necessary, in fact, to keep in mind that the positive Coase
theorem indicates the market as a general cure for inefficient allocations of
property rights. To recognize that the reallocation may not take place in the
presence of positive transaction costs means to concede that the market
solution postulated by Coase may fall short of rectifying the inefficiency in
the case at hand. This would yield to other remedies of a public nature,
addressing the problem through legislative, judicial or governmental inter-
vention, models of taxation, or other structural corrections of the system.

The effect of positive transaction costs on the Coase theorem has been
extensively examined by the secondary literature. The following is a classic
illustration.®® The smoke of a factory soils laundry which is line drying on
five neighbouring properties. The losses amount to $150 for each neighbour,
for atotal of $750. The damage could be eliminated through the installation
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of a purifying filter on the industrial smoke stack or through the acquisition
of electric dryers on the part of each one of the neighbouring owners. The
cost of the filter would amount to $300, while the dryers would impose a cost
of $100 per household, for a total of $500. The first solution is obviously
more efficient, since the acquisition of five dryers would require an expendi-
ture superior to that of the singlefilter. The Coase theorem predictsthat in the
absence of transaction costs, the efficient solution will be chosen indepen-
dently of the initial assignment of property rights. Even assuming an initial
alocation of polluting right to the industry (that is, fully legalizing industrial
emissions), the landowners would jointly offer to buy the industrial filter at
their expense. Sharing the cost of the filter in equal parts, each owner would
face a cost of only $60, with a relative saving of $40 compared to the
otherwise necessary acquisition of a personal dryer.

Relaxing the initial assumption of no transaction costs, the initial alloca-
tion of property rightsis no longer immaterial .%” Imagine that each owner has
to face a cost of $120 in order to negotiate the contract with hisher neigh-
bours and with the owner of the industrial plant. If the right is assigned to the
industry, each landowner will have to choose whether to bear the loss of hig/
her soiled laundry for $150, to acquire the electric dryer for $100, or, finally,
to undertake the negotiation process for a total pro-quota cost of $180.
Considering these alternatives, each rational landowner will choose to ac-
quire his’her own dryer, generating a socially non-optimal outcome. By
relaxing the no transaction cost assumption, thus, the choice of legal regimes
appears capable of affecting the final equilibrium. In this particular case, the
assignment of property rights to the neighbouring residents, rather than to the
polluting industry, would minimize the effect of positive transaction costs,
since the industry will have incentives to install the filter, without any need
for Coasean bargaining with the neighbours.® The original formulation of
Coase's proposition, thus, can be restated as a normative theorem, by main-
taining that, in the presence of positive transaction costs, the efficiency of the
final alocation is not independent from the choice of the legal rule, and that
the preferable initial assignment of rights is that which minimizes the effects
of such transaction costs.®®

Coase on the issue of transaction costs

Coase's positive theorem shows that, in aworld with no transaction costs, the
parties will reallocate rights among themselves, to maximize their aggregate
welfare. Whatever might be the more efficient device to maximize the com-
bined welfare of farmers and ranchers — the use of a cow hand to watch over
the herd, the construction of afenceto protect all the crops, or even the use of
a tiger to keep the cows far from the farmland'® — it will eventually be
chosen by the parties through their negotiations. The critics have often argued
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that Coase’s proposition risks becoming a mere tautology when applied to
real-life situations with positive transaction costs. Coase firmly refutes such
allegations.

In his retrospective analysis, Coase explains that ‘ The problem of social
cost’ was developed as an economic essay aimed at economists.’®t Coase
intended to carry the standard economic assumption of no transaction cost to
itslogical extreme, demonstrating the inconsistency of the generally accepted
idea that government intervention was necessary to improve the working of
the economic system.'%? But, according to Coase, this argument was only ‘a
preliminary to the development of an analytical system capable of tackling
the problems posed by the real world of positive transaction costs’ .1 With a
rather telling consistency, Coase has attempted to correct what he perceives
to be agenera error in the understanding of his theorem, refuting the gener-
alized identification of his own model with an imaginary universe of
transactions without costs:

The world of zero transaction costs has often been described as a Coasian world.
Nothing could be further from the truth. It is the world of modern economic
theory, one which | was hoping to persuade economiststo leave. What | did in The
Problem of Social Cost was simply to bring to light some of its properties.*

Already in his early writings, Coase revealed a mature understanding of
the crucial role played by positive transaction costs in the economic system.
As early as 1937, Coase had shown that, in the absence of transaction costs,
there would be no economic basis for the existence of afirm.'% Following the
same logic, his work on the problem of social cost showed that, in the
absence of transaction costs, it does not matter what the law is, since indi-
viduals will contract with each other to an optimal allocation of legal
entitlements,1%6

None of hisworks, however, merely stop at the investigation of the proper-
ties of an abstract world without transaction costs, and Coase clearly restates
that it is necessary to introduce positive transaction costs explicitly into the
analysis, in order to understand the functioning of the real world: ‘Without
the concept of transaction costs, which is largely absent from current eco-
nomic theory, it is my contention that it is impossible to understand the
working of the economic system, to analyze many of its problemsin a useful
way, or to have a basis for determining policy’.%” According to Coase, this
important part of his argument has systematically been overlooked by the
numerous commentaries to his theorem. Coase laments that his emphasis on
positive transaction has practically been ignored in the secondary literature:
‘This has not been the effect of my article. The extensive discussion in the
journals has concentrated almost entirely on the “ Coase Theorem”, a proposi-

tion about the world of zero transaction costs’ .18
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According to Coase, the insistence upon the no transaction cost assump-
tion risks undermining the normative significance of the theorem for real-world
problems. The normative Coase theorem addresses the problem of positive
transaction costs as the origin of a failure in the spontaneous contracting of
the parties. Coase remembers. ‘Law came into the article because, in a
regime of positive transaction costs, the character of the law becomes one of
the main factors determining the performance of the economy’ .1® It is, in-
deed, by relaxing the assumption of zero transaction costs, that Coase's
analysis offers the most valuable insight on the effective potential of contrac-
tual arrangements in the correction of inefficient alocations of property
rights.'® The Coase theorem considers the effect of positive transaction
costs. In its normative version, the theorem indicates that legal rules that
minimize the effects of such costs are to be preferred for being relatively
more efficient.!* In its more complex formulation, the Coase theorem pro-
vides, indeed, a guide for such a choice.

Coase iswary, however, of simplistic generalizations, noting that no single
universal formula exists for the creation of an optimal system of incentives:

The result brought about by different legal rules is not intuitively obvious and
depends on the facts of each particular case. It may be for example, as was shown
earlier in this section, that the value of production will be greater if those generat-
ing harmful effects are not liable to compensate those who suffer the harm they
cause.llz

Coase theorem and other market failures
Two further situations, both related to the general notion of market failure,
have been indicated as potential obstacles to the working of Coase’s model.
The first situation of alleged insufficiency of Coasean bargaining is occa-
sioned by the non-excludability of the rights that are the object of Coasean
negotiation. In order to shed light on the significance of this problem, one
should observe that in Coase's scenario, the property right which was ex-
changed between the farmers and the ranchers was characterized by its
excludability (that is, by the fact that individuals other than the right-holder
could be excluded from its enjoyment).1*3

Economists describe this category of commodities as private goods. Diffi-
culties arise, however, when the object of the Coasean bargaining is an
entitlement which has the nature of a public good (that is, a situation in which
third parties cannot be excluded from the enjoyment of that right, with no
feasible way to require them to share in the costs of that resource).!* The
market may fail to cure a non-optimal allocation of rights that falls within
this category.!'® In order to understand this point, consider a scenario in
which the object of the Coasean negotiation consists of a non-excludable
right, such as the right to enjoy pollution-free air in a residential environ-
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ment. Imagine the legal limit of air emissionsin that area to be fixed at twice
the optimal level. In this situation, it will be the legal rule, and not the
outcome of an ideal negotiation between the interested parties, that will
determine the actual amount of emissions. Clean air is, in fact, a public good
in the sense described above. The benefit derived from the reduction of
industrial emissionsis, on the one hand, non-consumable — or, more properly,
not subject to rivalry in use — and, on the other hand, non-excludable.’® It is
non-consumabl e because the normal enjoyment of a unit of clean air by one
resident does not reduce the possibility of enjoyment from others; it is non-
excludable because the reduction of pollution provides a benefit to all the
residents, with no feasible way to exclude those who did not agree to pay for
the reduction of the industrial emissions.

When non-excludability and absence of rivalry in use prevail in the charac-
terization of the right, the possibility of costless exchange of individual
entitlements on the market is unlikely to cure a non-optimal initial assign-
ment of property rights. Individuals will not reveal their own preferences
through the price system, placing public goods among those cases that are
most recidivistic to the Coasean antidote.

A second obstacle results from the absence of any barrier to the entry of
new operators in the market (in economic jargon, ‘ease of entry’). It is
necessary to keep in mind that ease of entry is one of the characterizing
features of a competitive market. The discussion that follows, therefore, far
from being a mere theoretical speculation, directly regards the market struc-
ture that serves as the ideal scenario for the Coasean negotiation.

In order to more fully understand the effect of ease of entry on the Coasean
model, consider the hypothesis in which the exchange of rights takes place,
according to Coase’s prediction, so that the ranchers agree, upon compensa-
tion, to reduce the dimension of the herd until a point of Pareto efficiency is
reached. If such an agreement is reproduced on a large scale, the total quan-
tity of meat produced in the market will fall and, given the usua negative
slope of the demand curve, the price of the meat will rise. If this occurs, the
agreement between the ranchers and the farmers will be short-lived. The high
price of meat will attract new enterprises interested in exploiting the new
potential for profit in the industry. These entrepreneurs will immediately
jeopardize the stability of the initial agreement by disturbing the momentary
equilibrium reached through Coasean negotiation. The farmers, in order to
reduce the damage to their crops, will be forced to pay the newly entered
ranchers to limit the size of their cattle herds as well. This phenomenon
would recur in cycles, rendering any further agreement useless. A static
analysis of the equilibrium appears incapable of weighing the applicative
significance of Coase's theorem, in which the dynamic adjustments of the
initial equilibrium risk corroding the holding structure of his model.
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Described in these terms, however, the problem risks overstatement. One
needs, in fact, to observe that the absence of barriers to the entry of new
enterprises into the market does not represent, by itself, an obstacle to the
functioning of Coase's model. The problem arises only when the same trans-
fer of rights occurs on alarge scale, thusinfluencing the prices of the market.**”
The individual rancher who reduces the dimension of hisher own herd is
unlikely to influence the price of meat on the market. No dynamic adjust-
ments will, therefore, take place in the equilibrium reached through the initial
agreement, nor will there be new entries in the market. In spite of the absence
of barriers, Coase’s analysis would thus remain a sound prediction of indi-
vidual behaviour.

Coase'slegacy in law and economics

In writing ‘ The problem of social cost’, Coase intended to correct a consoli-
dated error of the Pigouvian interpretative tradition. From the vantage point
of over 30 years, Coase does not appear to show any sign of repentance. In
the conclusion of his 1988 annotations on the problem of social costs, Coase
reiterates his belief that there are few reasons to give credibility to the
Pigouvian approach: ‘My point was simply that such tax proposals are the
stuff that dreams are made of. In my youth it was said that what was too silly
to be said may be sung. In modern economics it may be put into mathemat-
ics' .18 According to Coase, the usua shortage of the data necessary to
establish the level of Pigouvian taxes or subsidies renders the Pigouvian
solution replete with imprecise estimations.**® To admit that in the presence
of perfect information, the system of Pigouvian taxes is impeccable,'® does
not imply that it may be the same in aworld full of unknowns.

Coase formulates arigorous argument in support of his severe conclusions.
His point is that, in addition to the relative difficulty of gathering the neces-
sary information for an effective use of the Pigouvian taxes,'*! this type of
approach lacks symmetry in addressing the problem of externalities. Accord-
ing to Coase, economists in the Pigouvian tradition fail to consider the
possible reciprocity of the effects of individual choices.*?? By labelling one
agent as injurer and the other as victim, the Pigouvian tradition presumes an
initial alocation of rights.'>® In such a manner, this approach falls into a
serious methodological error.*?* By taxing the generator of the externality in
a measure corresponding to the difference between the private cost and the
social cost of his own activity, Pigou’'sfollowers fail to consider the effects of
potential victims' behaviour. If the social cost of the industrial emissions is
calculated by aggregating the economic disadvantages of the residents that
are negatively affected by the smoke, the figure will vary with the number of
individuals who fix their residence in that area. If the Pigouvian tax is im-
posed on the industrial activity only, there will be less incentive for each
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resident to consider moving into a different neighbourhood. Coase illustrates
his argument with the following scenario:

The example | used to illustrate my argument was that of a factory whose smoke
would cause damage of $100 per annum but in which a smoke-prevention device
could be installed for $90. Since emitting smoke would involve the owner of the
factory in paying taxes of $100, he would install the smoke-prevention device,
thereby saving $10 per annum. Nevertheless the situation may not be optimal.
Assume that those who would suffer the damage could avoid it by taking steps
which would cost $40 per annum. In this case, if there were no tax and the factory
emitted the smoke, the value of production would be greater by $50 per annum
($90 minus $40).1%

Coase renders his reasoning even more convincing by taking into considera-
tion the choices of new individuals who locate their residence in that area,
without considering the potential increase in the costs imposed on the indus-
trial activity. Through these arguments, Coase’s analysis demonstrates the
incapacity of the Pigouvian approach to consider the interdependence of the
harmful effects generated by individual choices.

These are, in truth, complex questions which have engaged a whole gen-
eration of economists and policy makers. The two approaches — sound in
their respective analyses — must be evaluated in light of the specific circum-
stances. Lawyers and policy makers will have to be particularly attentive to
the respective assumptions of each tradition, weighing the relative strengths
of each remedy in the treatment of the complex situations they encounter. In
considering the Pigouvian and Coasean traditions, one can no longer think of
two directly opposed theories, in which the first identifies the solution with
the choice of the optimal parameters for the fiscal imposition, while the other
maintains that, in the long run, all externalities will be cured in the market.

The issue for the jurist is of a broader scope. It deals with the unstable
relationship between private and public remedies in the pursuance of social
goals. The jurist may have limited opportunity to enter actively into this
debate, but he/she should always treasure Coase's intuition in reappraising
familiar legal issues.

Conclusions

Coase'sanalysis occasioned a paradigmatic shift in legal and economic analy-
sis. His theorem, short of providing a simplistic formula for the social cost
problem, suggests an alternative approach, one based on the evaluation of the
relative costs of aternative assignments of rights. In 1960, Coase entrusted
legal and economic scholars with the challenging task of deriving the impli-
cations of histheorem in their areas of research:
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Satisfactory views on policy can only come from a patient study of how, in
practice, the market, firms and governments handle the problem of harmful ef-
fects. ... It ismy belief that economists, and policy makers generally, have tended
to overestimate the advantages which come from government regulation. But this
belief, even if justified, does not do more than suggest that government regulation
should be curtailed. It does not tell us where the boundary line should be drawn.
This ... hasto come from a detailed investigation of the actual results of handling
the problem in different ways.12®

Coase's invitation was, indeed, taken up by a number of economists and
lawyers who experimented with the unparalleled analytical potential of Coase's
theorem in their research. The new methodological approach suggested by
Coase provided a key for the solution of difficult normative choices. The
scientific and academic credibility of legal analysis no longer relies on the
self-contained methodology of the Langdellian tradition, a system of instruc-
tion and analysis which had relied almost exclusively on the self-contained
framework of case analysis and classification, viewing law as little more than
a filing system. Coase has disclosed new grounds for a more coherent ap-
praisal of legal and policy issues. In retrospect, Coase is aware of the
far-reaching achievement of his analysis:

Legal scholarship ... moves forward in a new spirit. Ernest Rutherford said that
science is either physics or stamp collecting, by which he meant, | takeiit, that it is
either engaged in analysis or in operating a filing system. Much, and perhaps
most, legal scholarship has been stamp collecting. Law and economics, however,
islikely to change al that and, in fact, has begun to do so.

The revolutionary perspective of Coase's intuition unavoidably will con-
tinue to encounter the ideological and academic resistance that Thomas Kuhn
predicts whenever radical shifts of analytical paradigms are involved.*?” But,
in spite of any resistance, the present generation of legal scholars has wit-
nessed an irreversible process of transformation in contemporary legal science,
and as Henry Manne concluded, ‘it is hard to imagine law ever again being
free of the influence of the techniques and findings of objective economic
analysis' .18

Notes
1. The author would like to express his appreciation for the helpful comments received
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R.H. Coase, ‘ The nature of the firm’, 4 Economica 386 (1937).
Ibid., p. 392.
Ibid., pp. 3934
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Oliver E. Williamson, The Economic Institutions of Capitalism (New York: Free Press,
1985).

In the neoclassical conception of the firm as a production function, labour and capital are
symmetrically juxtaposed. Non-standard or complex forms of organization are viewed
through the monopoly approach.

Williamson, supra not 10, at 7.

In an ideal world characterized by unlimited rationality (in the sense of ex ante solution
of all possible contingencies) ex ante solution of possible problems in the execution
stage can be afforded. In coordinating individual behaviour, if one assumes perfect
cognitive competence, as the neoclassical economists do, there is no need to worry about
ex post opportunism on the part of the contracting parties. The ideais that the parties can
plan for every contingency or possible problem. Williamson refers to this implied con-
tracting process as ‘planning’.
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both omnipresent (the classic incentive of capitalist economies) and negligible (thus the
lack of any adequate analysis of strategic behaviour and opportunism), new institutional
economics places a great emphasis on human behaviour. Indeed, the new institutional
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opportunism in the execution of an already formed contract. If one assumes opportunism
does not exist, there will only be self-interest at the negotiations stage (ex ante). The
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awin-win basis. Williamson refers to thisimplied contracting process as ‘ promise’.
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especialy in the short term, is low. Potential entrants will seek more secure investments
in non-transaction-specific assets. This is the problem identified by Williamson in the
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SO’.

Williamson describes opportunism as ‘ self-interest seeking with guile’.
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of production is redeployable to its next best aternative. In a perfectly competitive
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ever, in a world that includes assets specific to a particular production scheme,
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as the Presidential Address to the London Economic Club, 13 March 1934). Both papers
are now collected in A. Plant, Selected Economic Essays and Addresses, (London:
Routledge and Kegan Paul, 1974).
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the time located at Emory University and now a George Mason University) and the
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of scholars that directly contributed to the birth of the law and economics movement.
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students at the London School of Economics: ‘| might add something about Britain. The
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economists have never been hostile to the study of law, in fact, they have aways encour-
aged people. They thought that economists ought to study law, or at least they used to.
Edwin Cannan, who was the professor that Plant studied with, and also Lionel Robbins ...
was very anxious that economists should study law and supported the development of the
law faculty at the London School of Economics. ... There was a dispute between him
[Alfred Marshall] and Maitland about how it should be taught. Essentialy, the older
generation of British economists were not hostile but welcomed the introduction of law
into their studies. However, that influence has really disappeared’ (at 215-16).

R.H. Coase, ‘The institutional structure of production’, 82 American Economic Review
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his theory of the firm. A full account of these events can be found in O.W. Williamson
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34-5 (Oxford: Oxford University Press, 1991).

R.H. Coase, ‘The Federal Communications Commission’, 2 Journal of Law and Eco-
nomics 1 (1959).

Ibid., p. 25.

The reference is obviously to A.C. Pigou, The Economics of Welfare (Brooklyn, NY:
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Meade, ‘ External economies and diseconomies in a comparative situation’, 62 Economic
Journal 54 (1952); O.A. Davisand A. Whinston, ‘ Externalities, welfare and the theory of
games’, 70 Journal of Political Economy 241 (1962); J.M. Buchanan and W.C. Stubblebine,
‘Externality’, 29 Economica 371 (1962); R. Turvey, ‘ On divergences between social cost
and private cost’, 30 Economica, 309 (1963). More recently, see also W.J. Baumol and
A.S. Blinder, Economics: Principles and Policy (3rd edn, New York: Harcourt, Brace
Jovanovich, 1985), particularly, chs 27 and 31. For a historical retrospective of the
Marshall-Pigouvian tradition, see, among others, M. Blaug, Economic Theory in Retro-
spect 370424 (4th edn, Homewood, IL: Richard D. Irwin, 1980).

For an influential study of the theme of externalities, almost contemporaneous with the
contribution of Coase, and exemplifying the diverse approach utilized at the time, see
Buchanan and Stubblebine, supra note 37.

Coase, supra note 2, at 39. The reference is, again, to Pigou, supra note 29.

Both Knight and Fellner had critically examined the theme of externalities, and their
analyses were certainly conducive to a free market solution to external economies.
Fellner, supra note 37, at 510, acutely observed: ‘Where there are genuine diseconomies
ignored by the competitive producer — smoke nuisance, wasteful exploitation of re-
sources, etc. — these results follow not from the atomistic character of production, but
from technical or institutional circumstances as a sequence of which scarce goods are
treated as though they were free; and the divorce of scarcity from effective ownership
may be equally complete for atomistic, oligopolistic, and monopolistic private enter-
prise’. Coase acknowledges the role played by Knight's paper ‘Some fallacies in the
interpretation of social cost’ (supra note 37), in the formulation of his 1960 article: ‘I
would say that the title of my paper came from Frank Knight. ... If there are traces of
what Knight saysin my work, it wouldn't surprise me' (see Kitch supra note 22, at 215).
Stigler, Theory of Price, supra note 33, at 113. Such a formulation, in its brevity,
contains every element of the Coasean analysis. On one side, the presence of perfect
competition provides the existential condition of Coase’s model; on the other side, the
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coincidence of private costs and social costs indicates the complete internalization of
externalities. | hope to develop both these themes in the discussion that follows.
Demsetz, ‘ Theory of property rights', supra note 34, at 349.

Calabresi, supra note 34, at 68.

In his ‘Notes on the problem of social cost’, supra note 33, at 160, Coase once again uses
the citation of an influential economist of the last century whose writings provided — in
his formative years — the principle source of inspiration for the successful formulation of
his theorem. This source is Francis Y. Edgeworth, Mathematical Psychics (London: C.
Kegan Paul, 1881), in which the author argues that the exchange of goods between two
individuals will always take place along the so-called ‘contract curve' (that is, the
aggregate of the best possible combinations of exchange). If it were not like this — the
argument continues — the possibility of different wealth-improving agreements would
remain open, with the reciprocal advantage for each of the contracting parties.

For yet another analysis on the validity and the limits of this analogy, see generally,
Demsetz, ‘ Enforcement of property rights', supra note 34.

In line with Edgeworth’s reasoning, an important proposition of the Coase theorem has
been to affirm that while the legal system establishes the initial allocation of rights and
liabilities, in the end it is the dynamic of the market to determine their final allocation.
Whenever the initial alocation is not optimal, the owners of the rights will have an
incentive to transfer them to other individuals who value them more. Such an exchange
will continue until there is no further room for reciprocal profit. As we learn from
microeconomic theory, the potential for reciprocal benefit in the exchange will not be
exhausted until each right is in the hands of the highest valuing individual. The Coase
theorem, thus, predicts that in a competitive market environment without transactional
impediments, the final allocation of transferable rights cannot be improved upon.
According to this understanding of the Coase theorem, in order to guarantee the efficiency
of the system, it is enough to remove every legal and material impediment to the free
transfer of individual rights. As R. Cooter observes in ‘Coase theorem’, in 1 The New
Palgrave. A Dictionary of Economics 457 (J. Eatwell, M. Milgate, P Newman eds,
London: Macmillan, 1987), one of these impediments — perhaps that of the greatest
interest to the jurist — can be identified in the existence of uncertainties regarding the
content of the rights. An imprecise definition of such content renders its valuation and
exchange problematic. Similarly, situations of legal instability (inducing uncertainty
with respect of future laws) may occasion informational asymmetries delaying the pro-
cess of reallocation of legal entitlements. The transferability of some subjective legal
positions finds different constraintsin different legal systems. On the issue of freedom of
object in contractual agreements, see M.J. Trebilcock, The Limits of Freedom of Contract
(Cambridge, MA: Harvard University Press, 1993). Generally, in order for the conditions
for the free exchange to be verified in Coase’s model, it is necessary to define the content
of the rights without ambiguity, and to provide legal means to enforce their transfer. For
further analysis, see also Demsetz, ‘ Enforcement of property rights’, supra note 34; and
Demsetz, ‘ Theory of property rights', supra note 34.

The occasion was the First Annual Meeting of the American Law and Economics Asso-
ciation, held in Champain-Urbana (lllinois) on 24-25 May 1991. Those who had the
good fortune to be at that meeting will never forget the affable presence of Professor
Coase, who agreed to be the first of the four authoritative speakers only after ascertaining
that the chosen criterion, age, called upon him to open that historical event.

Among the principle sources of this criticism see S. Wellisz, ‘On external diseconomies
and the government assisted invisible hand’, 31 Economica 345 (1964); and G. Calabresi,
‘The decision for accidents: an approach to non-fault allocation of costs’, 78 Harvard
Law Review 713 (1965).

Among these, see D.H. Regan, ‘ The problem of social cost revisited’, 15 Journal of Law
and Economics 427, 431-3 (1972); and G.W. Nuitter, ‘ The Coase theorem on social cost:
afootnote’, 16 Journal of Law and Economics 503 (1968).

For this variation on the general theme of distributional effects, see again, Wellisz, supra
note 49; and Calabresi, supra note 49.
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The citations on this point would be overwhelming. In holding most references for the
discussion that follows, at this point it is sufficient to cite Cooter, supra note 47, at 457,
who anal ogizes a transaction without costs to an unattainable theoretical model, such as
a plane with no air resistance in physics. The assumption of no transaction costs,
according to Cooter, callsfor the adoption of alegal rule capable of minimizing the costs
necessary for the transfer of the right. According to this reading of the Coase theorem,
legislators will be freed from allocative concerns, but they would remain burdened with
the important task of promoting the elimination of legal and fiscal impediments to the
free exchange of rights in the market. In a word, voluntary transfers of entitlements
should be encouraged, and every effort should be made to reduce the risk and costs
associated with subsequent litigation.

Calabresi, supra note 49. For a substantial change in his views on this point, see
Calabresi, supra note 34.

Wellisz, supra note 49, at 345.

Calabresi, supra note 34.

Calabresi, supra note 49, at 730-31; and G. Calabresi, ‘ Fault, accidents and the wonder-
ful world of Blum and Kalven’, 75 Yale Law Journal 216, 231-2 (1965).

Calabresi, supra note 34, at 67.

Ibid., pp. 67-8. The reasoning used here by Calabresi is very similar to that which will
later be elaborated by Stigler, ‘Law and economics of public policy’, supra note 33, at
12. Stigler argues that, in the absence of transaction costs, even a monopoly situation
will be cured through the voluntary bargaining of producers and consumers, so that total
output of natural monopolists will be identical to that of a competitive producer. This
chapter will briefly examine the significance of his analysis.

H.M. Demsetz, ‘When does the rule of liability matter?, 1 Journal of Legal Studies 13
(1972).

Ibid.

Ibid., p. 19.

Regan, supra note 50, at 432-3.

Stigler, ‘Law and economics of public policy’, supra note 33, at 12.

Regan, supra note 50, at 431-2; and Nutter, supra note 50.

Ibid.

Calabresi, supra note 49.

Wellisz, supra note 49.

For additional arguments on the existence of distributional effects, see P. Burrows, ‘On
external costs and the visible arm of the law’, 22 Oxford Economic Papers 39 (1970);
and E.J. Mishan, ‘ The economics of disamenity’, 14 Natural Resources Journal 55, 62—4
(1974). With partially different conclusions, see Regan, supra note 50, at 433, according
to whom there are wealth transfers only in the presence of individual gains not reflected
in the price of the legal entitlement.

For adiscussion of the problem of social cost that preceded Coase's analysis, see Knight,
supra note 37.

Coase, supra note 33, at 171.

Ibid.

The key here might be that the assumption of zero transaction costs ideally implies that
the affected parties have perfect knowledge of expected fluctuations in the system of
property rights. This means that the affected parties are never surprised by a legal
change, and can fully protect themselves from any wealth redistribution. See Coase,
supra note 33, at 171-2.

Thisanalysis by Coase seemsto rely on the earlier study of S.N.S. Cheung, ‘ Transaction
costs, risk aversion, and choice of contractual arrangements’, 12 Journal of Law and
Economics 23 (1969).

Coase, supra note 33, at 172-3. On this point, the logic of Coase's analysis has been
criticized for lack of practicality. The inevitable increase of transaction costs tied to a
similar contractual mechanism, has been pointed out by O.E. Williamson, ‘Contract
analysis: the transaction cost approach’, in The Economic Approach to Law 39 (P.
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Burrows and C.G. Veljanovski eds, Burlington, MA: Butterworth-Heinemann, 1981).
Coase appears to be aware of the practical difficulties of such a contractual dynamic.
Even though stressing the limited significance of the criticism, Coase, supra note 33, at
174, concedes: ‘It cannot be denied that it is conceivable that a change in the criteria for
assigning ownership to previously unrecognized rights may lead to changes in demand
which in turn lead to a difference in the alocation of resources, but, apart from such
cataclysmic events as the abolition of slavery, these effects will normally be so insignificant
that they can safely be neglected. Thisis also true of those changes in the distribution of
wealth which accompany a change in the law when there are positive transaction costs
and it is too costly for the contracts to cover all contingencies'. Alternative schemes of
compensation for losses occasioned by changes in the legal rule have been examined by
G. Tullock, ‘Achieving deregulation — a public choice perspective’, Regulation 50 (No-
vember/December 1978); J. Quinn and M.J. Trebilcock, ‘ Compensation, transition costs
and regulatory change’, 32 University of Toronto Law Journal 117 (1982); and, more
extensively, by J.L. Knetsch, Property Rights and Compensation: Compulsory Acquisi-
tion and Other Losses (Dublin: Butterworths, 1983).

Calabresi, supra note 49.

Wellisz, supra note 49.

The transaction cost literature seldom differentiates between no transaction cost, which
is a theoretical construct, and low transaction cost, which may often be a real-world
phenomenon. Many commentators seem to discuss Coase’'s assumptions without ever
defining which situation they are addressing. In the absence of transaction cost, there are
no strategic or factual impediments to bargaining, property rights are perfectly defined,
and information is costless. The debate on the point will greatly benefit from a more
clear distinction between information and negotiation costs, on the one hand, and the
costs created by strategic bargaining on the other.

For an interesting perspective on the role of contractual strategies in the area of exter-
nalities, see also Davis and Whinston, supra note 37, at 241-62.

For a subjectivist approach to this problem in a low transaction cost setting, see JM.
Buchanan, ‘Rights, efficiency, and exchange: the irrelevance of transactions cost’, in
Economics: Between Predictive Science and Moral Philosophy 153 (College Station,
TX: TexasA&M University Press, 1987).

Demsetz, supra note 59, at 21.

As observed by Demsetz, the negative implications usually carried by the idea of stra-
tegic behaviour should not affect the understanding of this point. Whether the strategy is
part of the faculties of the owner of the right, or whether instead it should be considered
as a form of extortionistic behaviour in abuse of the right itself, is an ethical question
which falls outside the interest of the economist (ibid.).

The entire analysis presupposes that the so-called ‘income effect’ can be ignored. In
general, adifferent allocation of property rights implies a different distribution of wealth
between the individuals involved. Different initial endowments generate different final
allocations, notwithstanding an equal level of efficiency. In order for the final alocations
to be identical, it is necessary that the utility functions of the individuals involved are
almost linear. The absence of the income effects implies, in this sense, that the demand
functions for the good are independent of the income level.

On this point, see as well the discussion of Calabresi, supra note 34, at 68.

In game theory, such athreat in the strategy would be classified as a non-credible threat.
The availability of information as to the costs and the benefits of the other contracting
party is necessary in order to ascertain the credibility of the threat of others. Neverthe-
less, in situations of incomplete information, it is possible to have some indicia to
evaluate the credibility of the adverse strategy. The game-theoretic literature on the
subject is plentiful.

On the limits of contractual strategies found in the competitive structure of the market,
see M. Shubik, Strategy and Market Sructure (New York: Wiley, 1959).

Economists classify these situations of economic advantage as situations of rent. See
Wellisz, supra note 49, at 345-62, who conducts a first investigation on the theme of
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rents and their connection with the model of Coase. See also Coase, supra note 33, at
163-70. The content of Coase’s analysis on the point will emerge in the course of this
chapter.

Demsetz, supra note 59, at 24.

Ibid., pp. 24-5.

Most recently, Mancur Olson, ‘ The Coase theorem is false?, presented at the May 1997
American Law and Economics Association Annual Meeting held in Toronto, Canada.
For a retrospective assessment of the role played by his transaction cost paradigm, see
the introductory chapter of R.H. Coase, The Firm, the Market and the Law 6 (Chicago:
University of Chicago Press, 1988). On this point, see R. Cooter and S. Marks, ‘ Bargain-
ing in the shadow of law: a testable model of strategic behavior’, 11 Journal of Legal
Studies 225, 242 (1982).

Here it is enough to think of the transaction costs that are in all likelihood necessary in
order to reach an agreement between an elevated number of distant parties.

Cooter, supra note 47, at 457-58. According to the author, the problem of information
costs should be addressed within the broader framework of perfectly competitive mar-
kets. See also R. Cooter, ‘The cost of Coase’, 11 Journal of Legal Studies 1 (1982). As
evidenced by O. Schultze, The Public Use of Private Interest (Washington, DC: The
Brookings Institution Press, 1977), market structures different from that of perfect com-
petition can be an obstacle to the market dynamic contemplated by Coase. According to
Schultze, therefore, the legal system will have to foster the conditions for a healthy
competitive market for the transfer of rights. On the point, see more generally C.J.
Dahlman, ‘ The problem of externality’, 22 Journal of Law and Economics 148 (1979).
For an influential and, yet, controversial examination of the problem, see Williamson,
supra note 74.

Demsetz, supra note 59, at 20.

Ibid.

This example is borrowed from A.M. Polinsky, An Introduction to Law and Economics,
11-14 (2nd edn, Boston, MA: Little, Brown, 1989), who examined the significance of
Coase's analysis in the presence of positive transaction costs.

We shall observe later that clean air —in economic terms — is a public good, lacking the
features of excludability and rivalry in their use, which instead characterizes private
goods. In situations of thiskind, thereislittle viability for amarket solution to externali-
ties. For a systematic investigation on the theme, see R. Cornes and T. Sandler, The
Theory of Externalities, Public Goods, and Club Goods (Cambridge: Cambridge Univer-
sity Press, 1986).

The industry, having to choose between paying damages to his’her neighbours ($750),
the acquisition of five dryers ($500) or the installation of a filter ($300), will rationally
opt for the last possibility, being the most economical. Thus, the efficiency of the result
will not be altered in the presence of positive transaction costs. Further proof can be
found in Polinsky, supra note 96.

Among the various attempts to reformul ate the Coase theorem in the presence of positive
transaction costs, see again Polinsky, supra note 96. Calabresi, supra note 34, at 72-3,
observes that many authors read the Coase theorem as if it suggests that the absence of
public intervention isin reality the major cure for externalities. Calabresi does not share
this common interpretation, observing that Coase’s analysis offers invaluable instru-
ments for the choice of liability rules and for the identification of the areas in which
public intervention becomes desirable.

The unusual example is not the license of this author but is in fact provided by Coase
himself, supra note 33, at 175.

Coase, supra note 31, at 251-3.

Coase, supra note 2, at 18. Coase criticizes some economists and policy makers for
overestimating the advantages of government regulation.

Ibid., pp. 24, 15.

Coase, supra note 33, at 174.

Coase, supra note 2.
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Ibid., p. 14.

Ibid., p. 6.

Ibid., p. 15.

Coase, supra note 31, at 251.

In this direction, see again, Calabresi, supra note 34, at 72-3.

See Polinsky, supra note 96, at 14.

Coase, supra note 33, at 178-9. For a discussion on the point, see R.O. Zerbe, ‘The
problem of social cost: fifteen years later’, in Theory and Measurement of Economic
Externalities 29, 33 (S.A.Y. Lin (ed.) Academic Press: 1976).

For an excellent study on this point, see S. Cheung, ‘ The structure of a contract and the
theory of anon-exclusive resource’, 13 Journal of Law and Economics 49, 4970 (1970).
Here reference is made to al those goods which lack excludability in their enjoyment.
For further analysis, see again Davis and Whinston, supra note 37; Turvey, supra note
37; Demsetz, ‘Enforcement of property rights’, supra note 34. The nature of public
goods creates problems for the functioning of the price system. In the typical example of
a public good, the lighthouse that each sailor utilizes, but for which no one is willing to
pay, the market is incapable of inducing consumers to reveal their preferences through
prices. Consequently, the supply of public goods will not be induced by the consumers’
demand, but will be determined by public choices. Each person will consequently bein a
position to derive a benefit from these goods, even though they are not contributing to its
cost. More attentively on the subject, O. Davis and A. Whinston, ‘On the distinction
between public and private goods', 57 American Economic Review 360 (1967); and PA.
Samuelson, ‘The pure theory of public expenditure’, 36 Review of Economics and
Statistics 387 (1954). Coase himself discusses the problem in ‘The lighthouse in eco-
nomics’, 17 Journal of Law and Economics 357 (1974).

For arecent argument against this common belief, see the excellent study by F. Foldvary,
Public Goods and Private Communities, the Market Provision of Social Services (Chel-
tenham: Edward Elgar, 1994).

Economic literature prefers to speak of nonrivalry, describing this characteristic as the
absence of an increase in the marginal costs of production as an effect of a marginal
increase in the number of users. The example often used is that of a tract of interstate
road with low traffic, which isfit to satisfy the need of an additional user at no additional
cost. For afurther analysis, see R.S. Pindyck and D.L. Rubinfeld, Microeconomics, 638—
41 (Prentice Hall: 1989). For further ideas on the problem, see S.H. Gordon, ‘The
economic theory of common property resources: the fishery’, 62 Journal of Political
Economy 124 (1954).

In economic terms, the assumption is that the single economic agent is a price taker,
incapable of influencing the prices in the market with his’/her own decisions. In an ideal
market of atomistic competition, each producer offers a small fraction of the total supply
of the market, so that the choice of the quantity produced or demanded by the individual
agent will not have any effect on the price of the product. The price will be, instead,
determined by the aggregate supply and demand curves.

Coase, supra note 33, at 185.

Coase is certainly not the only author to denounce this shortcoming of the Pigouvian
approach. Many authoritative economists have contributed to the understanding of the
limits of this solution. The citations would be lengthy and hardly relevant for the analysis
conducted here. For arepresentative sample, see J.M. Buchanan, ‘ Palitics, policy and the
Pigouvian margins’, 29 Economica 17 (1962); C. Plott, ‘Externalities and corrective
taxes’, 33 Economica 84 (1966); and E.J. Mishan, ‘ Reflections on recent developments
in the concept of externa effects'’, 31 Canadian Journal of Economics and Political
Science 3, 334 (1965). For the applicative difficulties of the system of Pigouvian taxes
in the hypothesis of goods with joint supply, see also, J.M. Buchanan, ‘Joint supply,
externality, and optimality’, 33 Economica 404 (1966).

Coase here refers to a statement made by W.J. Baumol, ‘On taxation and the control of
externalities’, 62 American Economic Review 307 (1972), in which the influential econo-
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mist affirms that ‘taken on its own grounds, the conclusions of the Pigouvian tradition,
are, in fact, impeccable’ (ibid., p. 307).

Coase does not examine the difficulties of a political nature connected with the adoption
of asystem of Pigouvian taxes.

Of this shortcoming Coase is critical of Baumol. For Baumol’s criticism of Coase's
approach, see Baumol, supra note 120.

Cornes and Sandler, supra note 97, at 59.

Coase's argument on the point seems to be refuted by various empirical psychological
studies. While rules must always be balanced, the human psyche seems to value current
entitlements more than their market price (that is, the actual consumers’ surplus is not
captured by the objective market price). On the point, see D. Kahneman, J.L. Knetsch
and R.H. Thaler, ‘Experimental tests of the endowment effect and the Coase theorem’,
98 Journal of Political Economy 132548 (1990), where the authors explain how meas-
ures of willingness to accept greatly exceed measures of willingness to pay. They call
this phenomenon the ‘endowment effect’. They use this notion to explain the observed
undertrading of entitlements in a Coasean setting. For an introduction to this literature,
see E. Hoffman and M.L. Spitzer, * Symposium on law and economics: experimental law
and economics. An introduction’, 85 Columbia Law Review 1037 (1985); R.E. Scott,
‘Error and rationality in individual decision-making: an essay on the relationship be-
tween cognitive illusions and management of choices’, 59 Southern California Law
Review 329 (1986); R.C. Ellickson, ‘Bringing culture and human frailty to actors: a
critique of classical law and economics’, 65 Chicago-Kent Law Review 23 (1989); R.L.
Hausen, ‘Comment: efficiency under informational asymmetry. The effects of framing
on legal rules’, 38 University of California-Los Angeles Law Review 391 (1990).

Coase, supra note 33, at 180.

Coase, supra note 2, at 18-19.

T.S. Kuhn, The Structure of Scientific Revolutions (2nd edn, Chicago: University of
Chicago Press, 1970).

H.G. Manne, The Intellectual History of George Mason University School of Law 4
(Arlington, VA: Law and Economics Center Publication, 1993).



2 Property rights and their partitioning
Christian Muller and Manfred Tietzel

Property rights can be defined as socially recognized entitlements of individ-
uals to use a good. Here, the term ‘property’ is used in a broad sense and is
meant to encompass the relations of actors to all scarce goods yielding utility,
including rights not only to material resources but also to immaterial, human
rights such as the right to vote and that of free speech (Furubotn and Pejovich,
1974, p. 3). One commonly distinguishes between the right to use a resource
(usus), the right to appropriate returns (usus fructus), the right to change the
form and substance of assets (abusus) and the right to sell or lease some or all
of these rights to another user (alienation). Neoclassical microeconomics im-
plicitly assumes all these rights to be fully laid in the hands of one single user
and focused only on ‘the forces determining the price and the number of units
of a good to which these rights attach’ (Demsetz, 1967, p. 347). In sharp
contrast to this, the theory of property rights (see the surveys in Furubotn and
Pejovich, 1972; DeAlessi, 1980; Tietzel, 1981; Eggertsson, 1990; Richter and
Furubotn, 1996) emphasizes the possibility of differences between entitlement
structures. For reasons discussed below it is held that any given property rights
structure functions as a system of incentives consisting of rewards and punish-
ments; this extended approach sheds light on the institutional aspects of choice
that are taken to be given exogenously in orthodox theory. The traditional focus
is regarded as being too narrow, as it neglects the fact that, owing to different
property rights structures, physically homogeneous goods can differ consider-
ably from the users points of view. The property rights approach therefore
holdsthat it is not ‘ specific commodities’, defined by their technical properties,
that are exchanged in markets but ‘effective commodities’, that is, rights
bundles shaped by a particular set of legal restrictions determining the socially
recognized use of goods (Furubotn and Pejovich, 1974, pp. 4f.).

Theideal of private property

The more completely and privately the property rights to an asset are defined,
the more will its holder be inclined to maximize the full value of the resource.
This insight, which can be taken as the central starting point of property
rights economics, is not novel (it is foreshadowed, for example, in the bibli-
cal ‘parable of the good shepherd’; see John 10: 11-13). What is new in the
theory of property rights is the systematic analysis of the behavioural conse-
guences that are to be expected when the salutary role of private rights is
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violated. This question has been neglected and |eft unanswered within ortho-
dox economics, for the only type of property that neoclassical theory takes
into account is fully defined private property. Each owner of a commaodity is
the unrestricted residual claimant of the asset who bears all benefits and costs
(the usus fructus) of resource use. In such a highly specific property rights
regime, any person benefiting another will be fully rewarded by the benefici-
ary and any person harming another has to fully compensate the victim. To
put it into common economic terminology, Pareto-relevant externalities, posi-
tive or negative, are implicitly assumed to be nil.

As the celebrated Coase theorem (Coase, 1960) states, the existence of
such afirst-best world requires al transactions costs to be zero —including all
monetary and time costs that accrue as aresult of the specification, exchange,
supervision and enforcement of property rights. If, and to the extent that,
people can costlessly bargain for rights, the particular assignment of legal
liabilities has no effect on the achievement of allocative efficiency. The
Coasean approach contradicts the orthodox Pigouvian perspective of an ex-
ternality relation according to which the person who harms another has either
to fully compensate the harmed person or to give up his/her activity. In sharp
contrast to this, Coase takes into account that externalities always consist in
two-sided relationships. Consequently, the Coase theorem holds that, in a
world of costless bargaining, also the externally affected party may compen-
sate the acting party in order to achieve efficiency. Regardless of who initially
owned the (de facto) right to affect another person’s welfare, the emerging
property rights allocation is efficient since that person ultimately turns out to
be the owner of the right who values it most highly. Of course, there will be
different distributional implications of both solutions.

Transactions costs and the partitioning of rights

Transactions costs will seldom be zero under real-world conditions. It may be
costly to provide information on product qualities in order to identify profit-
able production opportunities or exchange partners. Furthermore, any
bargaining requires time and other resources to be spent, as well as, at a later
time, costs to monitor and enforce the keeping of the contract. With transac-
tions costs being positive, property rights will never be fully defined since
individuals will have to bear costsin order to establish exclusive rights and to
exploit the full potential of aformally owned resource. As long as the defini-
tion of property rights is costly, the degree of rights delineation will depend
on an individual cost—benefit calculus of the affected parties. As a well-
known theorem of Demsetz (1967) states, exclusive property rights will be
established when net gains from exclusivity are positive. Since perfect de-
lineation of rights will be prohibitively costly, there will always be domains
with property rights being absent and, hence, public.
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Moreover, even when rights are formally assigned to private owners, enti-
tlements, owing to a similar calculus of gains and costs of enforcement, may
be attenuated: asset proprietors will find it worthwhile to claim their owner-
ship rights as long as marginal benefits exceed marginal costs (Demsetz,
1964; Barzel, 1989, pp. 64ff.). As owners, therefore, deliberately abstain
from exploiting the entire potential of ‘their’ resource, there will always be an
optimal degree of externality leaving some valued attributes placed in the
public domain. Shopping centres, for example, often allow for free parking
and tolerate non-customers’ use of their parking space (Demsetz, 1964).
Shoppers, by making their purchases, produce positive externalities for all
non-shopping parkers. The shopping centre may well fence in the parking
space and pay a guardian to exclude non-payers by employing a price mecha-
nism. This solution, however, may be disadvantageous even to the shoppers,
in that the parking price would have to cover the exclusion costs and might
well exceed their marginal valuation of using the parking lot. Thus even
purchasers producing external economies to other users may prefer free
parking access for all rather than costly exclusion of free-riders. Another
illuminating example is that of restaurant owners who supply their patrons
with free salt while overpricing other attributes to cover its costs. Equally, in
their pricing schemes they fail to distinguish between fast and slow eaters,
although the latter use the provided space and china for alonger period than
the former (Barzel, 1989, pp. 66, 72). An unusual pricing device to econ-
omize on transactions costs was observed by Cheung (1980) in Hong Kong,
where the owners of movie theatres underpriced the better seats in order to
get them fully occupied. This allowed them to economize on the costs of
price discrimination.

There are two main forms of attenuation of property rights (Alchian and
Demsetz, 1973, p. 18), the first being decision sharing, with rights held by a
group of people who are only able to exercise their entitlements collectively,
asis often the case with public ownership. A second important form of rights
attenuation consists in the domain partitioning of rights uses by several
people. Consider, for instance, a unique piece of land:

A may possess the right to grow wheat on it. B may possess the right to walk
across it. C may possess the right to dump ashes and smoke on it. D may possess
the right to fly an airplane over it. E may have the right to subject it to vibrations
consequent to the use of some neighboring equipment. And each of these rights
may be transferable. In sum, private property rights to various partitioned uses of
the land are ‘owned’ by different persons. (Alchian, 1977, pp. 132f.)

The problem of common property
Inasmuch as, because of transactions costs, property rights are not exclusive,
privately perceived benefits and costs will differ from total gains and costs
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(Furubotn and Pejovich, 1972, p. 1144). As long as nominal owners and
actual holders of rights to rival goods are not the same persons, the latter are
able to use the nominal entitlements of the former as common property while
imposing their use costs on the nominal rights holders. To the extent of the
positive externality, demand for the resource exceeds the optimal level be-
cause others pay its price. The resulting problem of overexploitation of
commonly owned resources may be viewed as the central problem of prop-
erty rights economics. Using the terminology of standard public goods theory,
overexploitation is to be expected to occur whenever the consumption of an
asset is rival (subtractible) and non-paying users are not excluded from ex-
tracting benefits from it. The problem of overuse is not confined to resources
with property being formally delineated as communal. Owing to positive
transactions costs, common-property problems may also emerge in cases
where there is no forma ownership, as well as in the cases of communal
property or even private property, of aresource.

Consider first the anarchical case of no property where people de facto hold
a ‘right to al’ (Hobbes, 1949, p. 27) that ‘entitles’ each and every person to
appropriate whatever he/she wants and as much as he/she is able to get, includ-
ing the ‘right’ to take by force goods produced by other individuals (for a
formal model of anarchical behaviour, see Bush and Mayer, 1974; Grossman
and Kim, 1995). As even in anarchy any ‘right’ has a ‘duty’ as a correlative, a
‘right to al’ cannot accrue to anyone in a multi-person society. Rather, indi-
viduals will engage in an appropriation race against each other that Hobbes
(1914, p. 64) vividly described as a ‘warre of every man against every man’.
Commonplace examples of overuse problems of resources to which no prop-
erty rights are devised are those of natural resources where formal rights are
non-existent. Air, fishing grounds, oil poals, forests or groundwater basins are
cases in point. All these examples of resources with exclusive rights being
absent are usually connotated with the notion of a ‘tragedy of the commons
since Garret Hardin (1968) in his celebrated article paradigmatically explored
his example of a ‘pasture open to al’ with many villagers driving on their
cattle. Each herdsman, as arational non-altruist, will try to keep as many cattle
on the commons as will meet his individual profit maximum. While the gains
of hiseffort are strictly private, the associated costs are shared by all herdsmen,
with himself bearing only a small fraction. Since a similar calculus holds for
each individual, the villagers are locked into a prisoner’s dilemma where col-
lective welfare — which is maximized at a lower than the individually optimal
level of effort — is unattainable owing to individually rational behaviour (a
more formal analysis of common-property problems was presented earlier by
Gordon, 1954; for an important exception, see Tietzel 2001).

Similar problems may arise when property, by its formal definition, is
communal. Consider the example of highways that, at least in principle,
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could be supplied as club goods where free-riders are excluded and market
provision is possible (this exampleis taken from Alchian and Demsetz, 1973,
p. 21). However, governments often choose to supply roads as freeways, with
each driver being entitled to free access. During rush hours the actual use of
the allegedly purely public good day by day exceeds its capacity. In order to
avoid congestion, each driver may be willing to pay other persons to use
alternative routes during these hours. However, even were such bargainings
not prohibitively costly, the communal right system encourages the driversto
have the others pay, for any payer would individually bear the cost of provid-
ing a public good the benefits of which are dissipated among all users. Hence
the government’s decision to leave open the access to highways creates a
free-rider problem. Furthermore, in the long run, the communal right to roads
may induce additional traffic, since persons, other things being equal, have an
incentive to substitute the apparently free use of carways for the costly use of
public transport.

There are many other examples of common-property problems that are
government induced and regularly the unintended (and often also unexpected)
byproducts of an inefficient distributional intervention. In the case of the so-
called ‘merit goods (Musgrave, 1987; see Tietzel and Miiller, 2002 for a
critique from a constitutional-economics perspective), paternalistic govern-
ments try to change the market allocation of private or club goods, the
demand for which is regarded as being ‘insufficiently low’. Here the state
intervenes, for example, by (wholly or partly) subsidizing the market supply
of opera performances, building of houses or school lunches or by directly
regulating prices to a lower than equilibrium level. In the extent of the price
reduction of these commodities, the state intervention amounts to a govern-
mental definition of communal property rights to these goods, voluntarily
leaving some or al of the goods’ valued attributesin the public domain. From
a government’s egalitarian point of view it may be desirable equally to treat
private and public goods as free goods. However, the distinguishing feature
between communal property rights to free as opposed to scarce resources is
that, because of their non-subtractibility, the former remain communal in the
consumption process. Thus, in view of agood’s abundance, the establishment
of exclusive rightsis neither possible nor necessary. In sharp contrast to this,
the consumption of scarce resources, owing to their shortage, requires any
one rationing procedure defining exclusive rights to them. In alimited world
where goods are obtainable at a zero price, rationing will regularly occur in
terms of time and other resources spent to appropriate these goods. Even
when no private rights to these resources are formally defined, subtractibility
establishes a de facto system of rights on a first come, first served basis.
Consequently, the right to use the asset is communal only aslong as it is not
appropriated by someone; it turns into a private right to use the resource once
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it is captured (Alchian and Demsetz, 1973, p. 22). In this situation, no one
will have an incentive to form an orderly queue in which each waiting person
grants the individuals in front of him (or her) the de facto right to obtain the
good at alower time price than he himself pays (Barzel, 1974, p. 86). Rather,
all individuals will engage in an appropriation race, competing with each
other in order to be the first to get the private right to the resource use.
Overexploitation and rent dissipation are the natural consequences to be
expected.

The common-property problem is even aggravated if one assumes a dynamic
perspective. If a government decides to allocate non-public goods under a
communal property regime along with taxation according to the ability-to-pay
principle, the correlation between demand and supply of public services is
interrupted. From an individual’s point of view, under such a rights arrange-
ment, it is worthwhile not only to demand the goods supplied at a higher level
than the optimal, but also to press for an expansion of governmental supply of
private goods in order to externalize the costs of satisfying private needs. This
individually rational cost—benefit calculus, however, leads directly to a collec-
tive self-damage. Permanent increase of claims to the budget and, if satisfied,
an explosion of government expenditure, will be the consequence (Bonus,
1978, pp. 75ff.). Since this, ceteris paribus, curbs economic efficiency and
increases unemployment, benevolent (and vote-maximizing) politicians will
hasten to increase the government supply of scarce resources, thistime in order
to mitigate the socia damages induced by their own policy. Again, this will
give rise to government growth, and so on. Thus it seems that, to some extent,
the problems currently faced by welfare states can be explained in terms of an
inefficient government definition of property rights.

It contributes to the explanatory power of the property rights paradigm that
it even allows for an analysis of common-property problems when private
entitlements are established. Suppose, for instance, an employment relation-
ship between an owner—manager of an enterprise and a labour supplier. A
twofold exchange of property rights is involved here: first, the entrepreneur
acquires a private right to exploit temporarily the agent’s effort; second, the
principal delegates some of his (or her) exclusive rights to the use of firm
equipment to the agent. Since information and measurement costs of |abour
efforts often prevent the employee’s compensation being tied either to his (or
her) effort or to his marginal product (which, for example, is impossible in
the case of ‘team production’ in the sense of Alchian and Demsetz, 1972),
fixed-wage contracts are usual substitutes for input- and output-dependent
compensation. To the extent that the principal, as a result of prohibitive
monitoring costs, is unable to exclude the agent from a misuse of his property
rights, the employee has an incentive to appropriate what is offered to him
free. Thus, as in the communal rights cases discussed above, the employee
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may take advantage from pursuing his private interests and externalize the
costs on the principal .

Consider for simplicity the case of the principal’s complete inability to
monitor the agent’s effort. The ‘tragedy of the commons’ then has two facets:
first, by ‘shirking’ (Alchian and Demsetz, 1972) an opportunistic employee
may reappropriate the private right to his effort that he has sold to the
principal. Since with a fixed-wage contract payment does not depend on his
labour supply, he will only provide that level of effort which directly yields
intrinsic utility to himself. Any supply of labour exceeding this level would
produce external benefits to the principal and would, from the agent’s point
of view, amount to paying a 100 per cent tax on the increase in output
induced by greater effort (Barzel, 1989, pp. 37f.). A second kind of common-
property problem is posed by an agent’s ‘consumption on the job’ (Jensen
and Meckling, 1976, pp. 312ff.) by which he appropriates fringe benefits
from the firm equipment the principal delegated to him. A manageria agent,
for example, may, at the cost of the firm’'s owner, derive utility from alarger
than optimal computer, from aluxurious company car satisfying his needs for
status or from judging secretaries by their appearance rather than their pro-
ductivity.

Solutionsto the problem of common property

In principle at least, there are two conceivable solutions to the problem of
common property that one might label ‘regulation’ and * privatization’ respec-
tively or, according to the two mainstreams of welfare economics, refer to as
the Pigouvian and the Coasean solutions to the commons problem. By means
of regulation, a bundle of given rights to a commonly used resource remains
unaltered but the harmed persons try to enforce their rights more fully by
narrowing access to the resource to a clearly defined group of users and by
legislating rules for internal governance of the commons. As many empirical
studies indicate, such organizations of joint users of natural resources have
turned out to be successful which succeeded in specifying time, place, tech-
nology and/or quantity of resource units to be appropriated (see Ostrom,
1990; Anderson and Simmons, 1993; Ostrom et al., 1994). Similarly, access
to highways and other roads is frequently regulated by user tolls and traffic
regulations that serve as rules for internal governance which, for instance,
determine in which lane and how fast to drive. By the same token, employers
may choose to mitigate the commons problem in agency relations by engag-
ing in policing the employee's effort and output and in sanctioning violations
of rules of governance. According to Alchian and Demsetz's hypothesis
(Alchian and Demsetz, 1972), firms are founded mainly in order to allow for
easier monitoring in order to cope with common-property problems involved
in team production. All these solutions to overuse problems are ‘ Pigouvian’
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in the sense that the imposition of tolls and sanctionsis equivalent to Pigouvian
taxes that are imposed on the harming persons. As in Pigouvian welfare
theory, the externality relation is taken to be one-sided, in that it is always the
harmed persons (or a benevolent government acting in their place) to whom
the residual claim to the common property is assigned and who take the
active part in mitigating the problem. Correspondingly, the role of the harm-
ing personsis entirely reactive.

The contrary is true when privatization of the resource’s free attributes is
the strategy used to reduce common-property problems. Privatization means
that, in order to achieve alocative efficiency, the residual claim to common
property should be assigned to that part of the externality relation that mainly
affects the outcome. The strategy of privatization may be interpreted as
‘Coasean’ in that it is not only the harmed person to whom the right to the
commonly used attributes may be granted. The harming person may also
become the residual claimant of the unpriced attributes of a resource. Con-
sider once again the case where legal property to a commonly used resource
is absent, as, for instance, in the Hobbesian jungle or in Hardin’s herdsmen
example. These anarchical or anarchy-like situations most vividly demon-
strate the welfare gains that all can achieve by accepting general behavioural
constraints such as a system of socially endorsed and enforced property
rights that presupposes everybody’s abandonment of the ‘right’ to steal from
others’ endowments or of the ‘right’ to graze cattle at the expense of others. If
the anarchical ‘right to all’ is divided into generally recognized parts and
individually assigned to the users, all will gain, for two reasons. First, each
owner is now granted a private right to use his/her part of the resource which
accrues to him independently of its actual exercise. Thus no more productive
resources have to be spent on participation in an appropriation race with
others. Second, since each person is enabled to alienate parts of his property,
voluntary exchange becomes possible, which will give each owner an addi-
tional incentive to maintain the market value of his asset. Both of these
aspects illustrate the salutary role a state can play in order to reduce the
commons problem in anarchy (see, for example, Buchanan, 1975).

In firms, privatization of free attributes in agency relationships means
making the agent residual claimant of the employment contract to the extent
of his (or her) information advantage. Barzel (1989, p. 61) states as an em-
pirical hypothesis: ‘The central principle underlying an organization is
that the greater is the inclination of a transactor to affect the mean outcome,
the greater is the claim on the residual the transactor will assume’. Accord-
ingly, an efficient solution to the incentive problems described above would
be to conclude a fixed-rent contract where the agent pays a predetermined
amount of money to the principal while himself appropriating the residual
claim to his effort. In this case, the agent, even in absence of monitoring, can
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be expected to use the employer’srightsto his effort and to firm equipment as
if he himself were the principal. Alchian and Demsetz's monitor (Alchian and
Demsetz, 1972) simply becomes superfluous. The validity of this result,
however, presupposes equal inclinations to risk of both the principal and the
agent. Otherwise, a conflict would arise between efficiency and Pareto-opti-
mal risk alocation. This conflict is maximal if, as it seems reasonable to
suppose, employees are more risk-averse than their employers. Optimal risk
alocation, then, indicates a fixed-wage labour contract, with the agent’s
disincentive to work being maximal. Hence a simultaneous solution to the
motivation and the risk allocation problem — which is the main object of
normative principal—agent theory — is impossible (see, for instance, Shavell,
1979, pp. 59f.).

Evolution of property rights

The distinction between ‘regulation’ and ‘privatization’ is made mainly for
analytical reasons. In many cases, owing to the physical nature of the com-
mon-pool resource, only one of the two policies will be available. In other
cases, the choice between the aternatives will be gradual rather than binary,
with an infinite set of intermediate solutions combining elements of each
strategy. Which of the solutions, ‘regulation’ or ‘ privatization’, will be chosen
and to what degree?

The cost—benefit models mentioned above, according to which individuals
engage in defining and enforcing exclusive rights if their net gains are posi-
tive, imply, other things being equal, that changes in the current definition of
rights must be due to a change of exogenous factors such as the development
of new technologies, the opening of new markets or a change in the costs of
property rights definition. Demsetz (1967) employed this approach to explain
the sudden emergence of private property rights to land among Indian hunters
on the Labrador peninsula, triggered by an exogenous increase in the value of
beaver furs that significantly raised the hunting intensity and consequently
led to an overexploitation of the commonly used land. As Demsetz argues,
exclusive rights allowed the hunters to avoid this common-property problem.
Using a similar model, North and Thomas (1973) explained the devel opment
of private property in medieval western Europe as a consequence of popula-
tion growth which substantially increased the demand for goods and, hence,
for exclusive rights. Anderson and Hill (1975) argued in the same vein that,
in the nineteenth century, ranchers in the American West began to devote
more resources to defining and enforcing private entitlements to land as soon
as settlement became denser and land values increased and when the intro-
duction of barbed wire significantly decreased the costs of fencing farm land.
Field (1989) has shown that historical development is not a one-way street
from common to private property but may take the other direction as well.
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According to his study, the ultimate direction will depend on a calculus of
exclusion costs and costs of internal governance (‘transactions costs’) which
in turn are determined by the number and size of equal plots (commons).
When marginal governance costs exceed marginal exclusion costs it will pay
the users of a common-pool resource to reduce the size of plots and to adopt
the ‘privatization' strategy; otherwise ‘regulation’ of the commonly used
asset will be optimal.

The conclusions drawn from Field’s model seem to be supported by many
empirical studies on the common-pool problem. In many cases the costs of
excluding potential free-riders from using a commonly used resource may be
prohibitive owing to physical attributes of the asset. Using avariant of Field's
model, Eggertsson (1993) explained the long-standing use of common-prop-
erty arrangements for Icelandic mountain pastures (affrettir) as a result of
relatively high exclusion costs for individual plots in comparison to the costs
of internal governance. Similarly, dividing up inshore fishing grounds or even
an entire ocean may be prohibitively costly. The fishing grounds can princi-
pally be divided into different areas of private property. This, however, does
not resolve the problem, for no fish remains in one place for long and the
productivity of fishing areas varies frequently. In these cases management
costs may fall short of exclusion costs, and regulated common-property ar-
rangements may prevail. The founding of exclusive ‘ harbour gangs' (Acheson,
1993) that control access to fishing territories and regulate internaly the
harvesting efforts of their members may be a much more effective answer to
the common-pool problem than devising private property rights. A clever
method of regulation approximating the advantages of private entitlements
was introduced by a cooperative of fishermen at Alanya, Turkey, which
assigns by lot the fishing locations available on ayearly basis (Berkes, 1986).
The random allocation of fishing grounds not only temporarily assigns to
each individual the residual claim to a certain territory, but also reduces total
management costs by creating a ‘veil of uncertainty’ that induces rights
recognition even by holders of poor spots, who in later periods may find
themselves in the position of legal users of more productive fishing areas.

Cost—benefit models of property rights evolution can be expected to work
well when individually defined property rights are tolerated by the govern-
ment. Otherwise, a fuller explanation of rights evolution would be necessary
which, according to Eggertsson (1990, ch. 8), would require considering the
political process as the ‘supply-side’ determinant of rights emergence, in-
cluding rent-seeking activities of private interest groups. This, however, is not
necessarily an extension of the property rights approach if one takes into
account that government behaviour and rent seeking of interest groups canin
turn be explained in terms of common-property arrangements. On the one
hand, governmental officials, by their power to tax, are able to use the
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incomes and fortunes of the governed as if they were common property. By
presenting themselves as benevolent donators of public means, politicians
may maximize their electoral votes. This may, on the other hand, induce
private interest organizations to enter into rent-seeking competition for parts
of the public budget whichis ‘public’ only aslong asit is not appropriated by
someone. Thus, in principle, the above ‘demand-side’ models of rights emer-
gence should be applicable to the ‘supply side’ as well. In accordance with
the economic theory of palitics, these models predict that vote-maximizing
governments will tend to close more fully budget access to rent seekers and
hence stop budget growth if the net gains are positive from the median voter’'s
point of view.

Cost—benefit explanations of rights evolution may nevertheless fail to be
adequate because of their lack of institutional embeddedness. Prisoner’s di-
lemma considerations or Olson’s theory of group behaviour indicate that the
existence of gains from cooperation is merely a necessary condition for the
evolution of property rights, whereas the viability of institutional settings
under which they can be appropriated is the sufficient condition. As recent
research on common-pool allocation suggests (Libecap, 1989; Ostrom, 1990;
Anderson and Simmons, 1993; Ostrom et al., 1994), the key variable to self-
organized solutions to the commons problem seems to be a relatively small
number of repeatedly interacting appropriators. In such a closed setting,
individuals are often able to resolve problems that, from atheoretical point of
view, seem to be insurmountable at first sight. Overcoming the common-
property problem, then, does not necessarily require an external ‘Leviathan’
to monitor rule compliance and to sanction free-ridership. Common owners
may economize on governance costs by peer monitoring which in small
groups is only a byproduct of the appropriators’ strong motivation to use the
resource efficiently (Ostrom, 1990, p. 95). In sharp contrast to conventional
wisdom, under certain conditions ‘covenants, without the sword’ (Hobbes,
1914, p. 87), are more than mere words. As shown by Ostrom et al. (1993,
1994), even in ‘one-shot games', communication alone may lead to substan-
tial improvementsin joint outcomes of resources held in common property.
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3 Legal changein economic analysis
John N. Drobak and Douglass C. North

One school of law and economics analyses legal problems by using economic
principles. Scholars working in the new institutional economics reverse that
process and incorporate legal analysisin their explanation of economic events.
The new institutionalists believe that economic growth cannot be understood
with neoclassical theory alone. Neoclassical theory can be a powerful ex-
planatory and predictive tool, but it is also a static theory that often
oversimplifies, sometimes erroneously, the dynamic world. In an attempt to
bring order to this uncertain and constantly changing world, human beings
have used institutions — the rules of the game of a society — to structure
human interaction. Institutions provide the framework of incentives that shape
economic, political and social organization. They provide a foundation for
the formation of property rights. Institutions affect economic performance by
determining, together with the technology employed, the transaction and
transformation costs that make up the total costs of production. Informal
institutions include such things as norms of behaviour, codes of conduct and
business conventions. Many formal institutions, such as constitutions, stat-
utes, regulations and decisions of courts, are legal. Some formal institutions
are created by non-governmental organizations — religious laws, corporate
rules of self-governance and use restrictions imposed by residential groups,
for example (see North, 1990).

An ingtitution is defined by how it is enforced, as well as by the written or
understood terms of the rule. Enforcement can be carried out by third parties
(government enforcement, social ostracism), second parties (retaliation) or
thefirst party (self-imposed conduct). Judicial or bureaucratic enforcement of
written rules can give a clearer (and sometimes different) meaning to a
written rule. The history of the enforcement of the competition laws in the
United States and in the European Union illustrates the importance of under-
standing the law as applied, not just the law as written. The operative language
of the Sherman Act, the principal competition law in the United States, is
brief: it proscribes ‘ contracts, combinations or conspiracies ... in restraint of
trade’ and makes ‘ monopolization’ illegal. Over 100 years of judicia applica-
tion of those two brief phrases has created a voluminous, intricate set of
competitive rules. The European Union has enacted comparable provisions
dealing with anti-competitive practices. Articles 85 and 86 of the Treaty of
Rome deal respectively with anti-competitive agreements and with dominant
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firms having market power. This structureislike that in the Sherman Act. The
wording of the two articles, containing lists of prohibited practices, is much
more detailed than the Sherman Act, although it is similar to the anti-com-
petitive rules fashioned by the courts in the United States out of the Sherman
Act. Notwithstanding these striking similarities, the competition laws in the
United States and in the European Union are very different, primarily be-
cause the European laws are applied to strengthen the common market in the
tradition of the European social market economies.

The law facilitates economic growth in many different ways. As Ronald
Coase (1960) demonstrated, the law can provide a baseline for commercial
transactions by establishing adefault rule, applicable unless the parties specify
otherwise. This enables the parties to know ex ante their relative rights and
obligations; if these are less desirable, they can contract around them. This
ahility to rearrange the terms of the default rule makes, in one important
sense, the terms of the rule unimportant. All that isimportant is that a default
rule exist. There are two instances, however, when the terms of the default
rule do matter. The clarity and transparency of any law is relevant to the
transaction costs associated with using the law. The clearer and more trans-
parent the law, the less costly it will be to use. Furthermore, there are times
when a default rule will be used, whether from afailure to reach the bargain
or from a breakdown in the bargain itself. Then the meaning of the rule may
sometimes have a strong effect on economic growth. Bass v. Gregory, one of
the series of nuisance cases discussed by Coase, provides an excellent exam-
ple of the importance of this.

That case involved a suit by the owner of the Jolly Angler pub to establish
the legal right to use a ventilating shaft on a neighbour’s land. For over 40
years, the pub had operated a brewery in its cellar, venting the production
process through a shaft that connected into an old well located in the neigh-
bour’s yard. When the neighbour blocked the ventilation through the well, the
pub owner sued. The outcome of the lawsuit established alegal rule with both
short- and long-term consequences. As Coase (1960, p. 15) saw it, ‘The
economic problem was to decide which to choose: a lower cost of beer and
worsened amenities in adjoining houses or a higher cost of beer and im-
proved amenities’. His rule for making the choice was to maximize the value
of production from both parcels. In Bass v. Gregory the court ruled that the
pub had the right to vent its brewing operations through the well. Assuming
that the brewery, with its established ventilating system, added more to pro-
ductive output than the neighbour lost, the value of production would have
been maximized. This short-term consequence of the decision was a good
economic result in terms of Coase's criteria. Of course, if the court had
reached the poorer economic outcome by ruling for the neighbour, the parties
could still have reached the desirable result through the neighbour’s sale of
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the right to the pub owner, assuming no impediments to bargaining. Thus the
short-term goal of maximizing productivity can be reached either way.

The long-term consequences of the court’s decision — the downstream
economic effect — can have an even bigger impact on economic growth.
Consider the incentives for future conduct resulting from the decision in Bass
v. Gregory. If the defendant had been the pub’s neighbour for years, the court
was enforcing a relationship the parties had created over time, in effect
enforcing settled expectations. That is an important, albeit not surprising,
principle worthy of reinforcement. Suppose the neighbour, instead, was a
recent purchaser of the land who was surprised and bothered by the pub’s
exhaust gases. The court’s decision has important lessons for this type of real
estate purchaser. First, the buyer must seek a remedy from the seller of the
property, not from the pub or a similarly situated neighbour. Second, the
buyer is obligated to inspect the property, inquiring about the use of visible
aspects of the property, like the well. This prophylactic rule, designed to
encourage buyers to prevent problems as in Bass v. Gregory from ever aris-
ing, has positive downstream economic effects. One could argue that the
court was wrong, because a ruling for the neighbour would have created an
incentive for all easements (including the right to use someone else’s prop-
erty for ventilation or exhaust purposes) to be reduced to writing and then
recorded on the public records. This could be said to reduce transaction costs
in the aggregate since a buyer need only rely on the land records and not
make a physical investigation of the property. A ruling for the neighbour,
however, would have actually raised aggregate transaction costs because it
would compel the unnecessary recording of untold minor transactions. Since
economic growth is furthered by the correct incentives, a court should con-
sider the downstream economic effect as one of the primary factors driving
its decision. There will naturally be cases where this goal will not be helpful,
as where the downstream effect is too uncertain or where the costs of the
competing outcomes are indeterminate. These were not problems in Bass v.
Gregory. Judging the result by both the short-term productivity goal and the
downstream economic effects, the court’s ruling for the pub owner was the
one that did the most to further economic growth.

The nuisance cases discussed by Coase are but one small part of a large
body of commercial law that provides the framework for a market system.
Some types of rules for exchange are important even in primitive economies.
As economies became more complex, with increased specialization and div-
ision of labour, bringing more and complex transactions, commercial law had
to become more specialized. A modern market-based economy depends on
bodies of law dealing with property, contracts, debtor—creditor and bank-
ruptcy. The recent experiences of the formerly communist countriesin Central
Europein their attempts to move to a market system reinforce the importance
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of some type of securities law governing emerging capital markets. Eco-
nomic growth also depends upon a criminal law that provides for security of
both people and property. It is extremely difficult, perhaps impossible, for a
sustained economic growth to occur in countries where extortion, theft and
other violent crimes undermine market transactions. The warlord economies
of some African countries and the disruption of market activitiesin Russia by
the mafia are examples of this.

Both commercia and criminal law regulate relations between individuals.
Sustained economic growth also depends upon legal institutions that constrain
government. These need to take two forms. Firgt, it is important that the law
somehow prevent governments from acting as amafia and extracting wealth for
the rulers, without any consideration of the economic well-being of citizens.
Democracy is one solution to this problem, since citizens can vote out rulers
who disregard their economic well-being. The constitutional structure of gov-
ernment also advances this interest, with checks and balances between various
parts of government and allocation of various powers to different branches of
government serving to limit any attempts by rulersto govern only for their self-
interest. Second, the history of economic growth in the Western economies has
shown that market participants need to be able to trust the promises of govern-
ments (North and Weingast, 1989). There are many incentives for agovernment
to renege on its commitments. Thisis especialy true for financial obligations,
where the short-term financial gain to the state (or to certain groups of voters)
will be seen as outweighing uncertain long-term consegquences. In the United
States, for example, the contracts clause in the Constitution prohibits state and
loca governments from repudiating debt obligation (Drobak, 1997). Most
nations prohibit outright expropriation of property. Governments can also ‘ take’
property through various kinds of regulations that fall short of expropriation.
The United States and Germany, to cite two examples, have constitutional
provisions limiting the taking of private property through excessive regulation
(Epstein, 1985; Kommers, 1997, pp. 241-97). These kinds of provisions deter
government actions that would otherwise undermine the credibility of the
government and harm the workings of the market.

The effectiveness of all these laws hinges on an unbiased, honest judiciary
and bureaucracy and on a dispute resolution system that is relatively efficient.
Confidence of the market participants in the judiciary and the bureaucracy is
crucia to the smooth running of a market system and to economic growth.
All of these legal institutions, and the means of enforcement, make up the
‘rule of law’, an essential component of sustained economic growth. Real
economies cannot operate without these legal underpinnings. Likewise, re-
alistic economic analysis has to incorporate legal institutions. The merging of
law and neoclassical theory has been an important contribution of the new
institutional economics.
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4 Positive, normative and functional schoolsin
law and economics

Francesco Parisi

Various important methodological questions have accompanied the growth
and evolution of law and economics. Economists and jurists alike have de-
bated the appropriate role of economic analysisin the institutional design of
lawmaking and the limits of methods of evaluation of social preferences and
aggregate welfare in policy analysis. In many respects, these methodological
debates have contributed to the growing intellectual interest and to the diver-
sification of methodologiesin the economic analysis of law.

Theoriginsand the evolved domain of law and economics

Law and economics is probably the most successful example of the recent
surge of applied economics into areas that were once regarded as beyond the
realm of economic analysis and its study of explicit market transactions.
Methodologically, law and economics applies the conceptua apparatus and
empirical methods of economics to the study of law.

The origins of modern law and economics

Extensive research has been carried out to identify the historical and antece-
dents to modern law and economics. Indeed, this volume contains severa
biographical entries devoted to precursors and early European exponents of
the law and economics movement. It is interesting to see that, although the
recognition of law and economics as an independent field of research is the
result of studies carried out in the United States after the 1970s, most of the
precursors can be found in Europe. Notable antecedents to law and econom-
ics include the work of Adam Smith on the economic effects of legislation
(1776), and Jeremy Bentham's theory of legislation and utilitarianism (1782
and 1789).

In the United States, it was not until the mid-twentieth century — through
the work of Henry Simon, Aaron Director, Henry Manne, George Stigler,
Armen Alchian, Gordon Tullock and others — that the links between law and
economics became an object of serious academic pursuit. The regulation of
business and economic law fell within the natural interest of the first Ameri-
can scholars of law and economics. Early research concentrated on areas
related to corporate law, tax law and competition law. In so doing, the first
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generation of law and economics scholars paralleled the efforts of other
economists, trying to explain the functioning of explicit economic markets
and the impact of alternative legal constraints, such as taxes and regulation,
on the market.

In the 1960s the pioneering work of Ronald Coase and Guido Calabresi
brought to light the pervasive bearing of economics in all areas of the law.
The methodological breakthrough occasioned by Coase and Calabres al-
lowed immediate extensions to the areas of tort, property and contract. The
analytical power of their work was not confined to these fields, however, and
subsequent law and economics contributions demonstrate the explanatory
and analytical reach of its methodology in a number of other areas of the law.

A difference in approach is detectable between the law and economics
contributions of the early 1960s and those that followed in the 1970s. While
the earlier studies appraise the effects of legal rules on the normal function-
ing of the economic system (that is, they consider the impact of legal rules on
the market equilibrium), the subsequent generation of studies utilizes eco-
nomic analysis to achieve a better understanding of the legal system. Indeed,
in the 1970s a number of important applications of economics to law gradu-
ally exposed the economic structure of basically every aspect of a legal
system: from its origin and evolution, to its substantive, procedural and
constitutional rules.

Despite some resistance to the application of economics to non-market
behaviour, the important bonds between legal and economic analysis, as well
as the social significance of the object of study, were in themselves a guaran-
tee of success and fruitfulness for law and economics.

An important ingredient in the success of law and economics research has
come from the establishment of specialized journals. The first such journal,
the Journal of Law and Economics, appeared in 1958 at the University of
Chicago. Itsfirst editor, Aaron Director, should be credited for this important
initiative, successfully continued by Ronald Coase. Other journals emerged
in the following years: in 1972, the Journal of Legal Studies, also housed at
the University of Chicago, was founded under the editorship of Richard
Posner; in 1979, Research in Law and Economics, under the editorship of
Richard Zerbe, Jr; in 1981, the International Review of Law and Economics
was established in the United Kingdom under the editorship of Charles
Rowley and Anthony Ogus (later joined by Robert Cooter and Daniel
Rubinfeld); in 1982, the Supreme Court Economic Review, under the editorship
of Peter Aranson (later joined by Harold Demsetz and Ernest Gellhorn); in
1985, the Journal of Law, Economics and Organization, under the editorship
of Jerry Mashaw and Oliver Williamson (later joined by Roberta Romano); in
1994, the European Journal of Law and Economics was launched under the
editorial direction of Jirgen Backhaus and Frank Stephen; in 1999, the Ameri-
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can Law and Economics Review, under the editorship of Orley Ashenfelter
and Richard Posner; and, most recently, in 2004 the Journal of Empirical
Legal Sudies under the editorship of Theodore Eisenberg, Jeffrey J. Rachlinski,
Steward J. Schwab, and Martin T. Wells; and in 2005 the Review of Law and
Economics under the editorship of Robert Cooter, Ben Depoorter, Lewis
Kornhauser, Gerrit De Geest, Nuno Garoupa, and Francesco Parisi. These
specialized journals provided — and continue to provide — an extremely valu-
able forum for the study of the economic structure of law.

In many respects, the impact of law and economics has exceeded its
planned ambitions. One effect of the incorporation of economics into the
study of law was to irreversibly transform traditional legal methodology.
Legal rules began to be studied as aworking system —aclear change from the
Langdellian tradition, which had relied almost exclusively on the self-con-
tained framework of case analysis and classification, viewing law as little
more than a filing system. Economics provided the analytical rigour neces-
sary for the study of the vast body of legal rules present in a modern legal
system. This intellectual revolution came at an appropriate time, when legal
academia was actively searching for atool that permitted critical appraisal of
the law, rather than merely strengthening the dogmatic consistencies of the
system.

The marriage of law and economics has also affected the economic profes-
sion, contributing to the expansion of the original domain of microeconomic
analysis — the study of individual and organizational choicesin the market —to
the study and understanding of other institutions and non-market phenomena.

The evolved domain of law and economics

Despite the powerful analytical reach of economics, it was clear from the
outset that the economist’s competence in the evaluation of legal issues was
limited. While the economist’s perspective could prove crucial for the posi-
tive analysis of the efficiency of alternative legal rules and the study of the
effects of aternative rules on the distribution of wealth and income, econ-
omists generally recognized the limits of their role in providing normative
prescriptions for social change or legal reform.

Recognition of the positive nature of the economic analysis of law was not
sufficient to dispel the many misunderstandings and controversies in legal
academia engendered by the law and economics movement’s methodol ogical
revolution. As Coase (1978) indicated, the cohesiveness of economic tech-
niques makes it possible for economics to move successfully into another
field, such as law, and dominate it intellectually. But methodological differ-
ences played an important part in the uneasy marriage between law and
economics. The Popperian methodology of positive science was in many
respects at odds with the existing paradigms of legal analysis. Rowley (1981)
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characterizes such differences, observing that positive economics follow the
Popperian approach, whereby testable hypotheses (or models) are derived by
means of logical deduction and are then tested empirically. Anglo-American
legal analysis, on the other hand, is generally inductive: lawyers use indi-
vidual judgments to construct a general premise of law. Much work has been
done in law and economics despite these methodological differences, with a
reciprocal enrichment of the analytical tools of both disciplines.

Law and economics relies on the standard economic assumption that indi-
viduals are rational maximizers, and studies the role of law as a means for
changing the relative prices attached to alternative individual actions. Under
this approach, a change in the rule of law will affect human behaviour by
altering the relative price structure — and thus the constraint — of the optimi-
zation problem. Wealth maximization, serving as a paradigm for the analysis
of law, can thus be promoted or constrained by legal rules.

The early years of law and economics were characterized by the uneasi-
ness of some traditional legal scholars in the acceptance of the notion of
wealth maximization as an ancillary paradigm of justice. Although most of
the differences gradually proved to be largely verbal — and many others were
dispelled by the gradual acceptance of a distinction between paradigms of
utility maximization and wealth maximization — two objections continue to
affect the lines of the debate. The first relates to the need for specifying an
initial set of individual entitlements or rights, as a necessary prerequisite for
operationalizing wealth maximization. The second springs from the theoreti-
cal difficulty of defining the proper role of efficiency as an ingredient of
justice, vis-a-vis other social goals.

In his well-known defence of wealth maximization as a guide for judicial
action, Posner (1985) distinguishes wealth or expected utility from market
prices. While market prices may not always fully reflect idiosyncratic
valuations, they avoid an undertaking of interpersonal utility comparisons,
with the opportunity for ex post rationalization of positions taken on emo-
tional grounds. Posner’s view is sympathetic to the premises of a property
rights approach to legal relationships, and he stresses the importance of an
initial distribution of property rights prior to any calculation of wealth
maximization. His paradigm of wealth maximization serves as a common
denominator for both utilitarian and individualist perspectives. By combining
elements of both, Posner provides a theory of wealth maximization that
comes closer to a consensus political philosophy than does any other
overarching political principle.

In contrast, Calabresi (1980) claims that an increase in wealth cannot
constitute social improvement unless it furthers some other goal, such as
utility or equality. Denying that one can trade off efficiency against justice, he
arguesinstead that efficiency and distribution are ingredients of justice, which



62 The Elgar companion to law and economics

isagoa of adifferent order than either of these ingredients. Calabresi thus
defends law and economics as a worthy examination of certain ingredients of
justice, rather than a direct examination of justice itself.

The intellectual resistance that has characterized the birth of law and
economics can only be temporary. Both legal practitioners and policy makers
are becoming aware of the important role of economic analysis in their
discipline, and we have already mentioned notable contributions to main-
stream economic theory from lawyers in the law and economics movement.
Likewise, as Coase (1978) noted, economists have come to realize that the
other social sciences are so intertwined with the economic system as to be
part of the system itself. For this reason, law and economics can no longer be
appraised as a branch of applied microeconomics; rather, it must be seen as
contributing to a better understanding of the economic system itself. The
study of the effects of other social sciences on the economic system will,
Coase predicts, become a permanent part of the field of economics.

Coase a'so examines the reasons for the movement of economists into the
other social sciences, and attempts to predict the future of this phenomenon.
Groups of scholars are bound together by common techniques of analysis, a
common theory or approach to the subject, and/or a common subject matter.
In the short run, Coase maintains, one group’s techniques of analysis may
give it such advantages that it is able to move successfully into another field
and maybe even dominate it. In the long run, however, the subject matter
tends to be the dominant cohesive force. While the analytical techniques
employed by economists — such as linear programming, quantitative methods
and cost—benefit analysis — may recently have aided the entry of economists
into the other social sciences, Coase predicts that such a movement can only
be temporary. After all, the wisdom possessed by economists, once its value
is recognized, will be acquired by some of the practitioners in these other
fields (as is happening in the field of law).

As the domain of law and economics continues to expand, its perspective
on methodological issues has not been stagnant. While this chapter empha-
sizes the wide range of substantive applications, some degree of controversy
still surrounds several of the methodological, normative and philosophical
underpinnings of the economic approach to law. Most of the ideological
differences tend to lose significance because their operational paradigms
often lead to analogous results when applied to real cases. Some scholars,
however, perceive that the current state of law and economics as comparable
to the state of economics prior to the advent of public choice theory, in so far
as an understanding of ‘political failures was missing from the study of
market failures (Buchanan, 1974; Rowley, 1989) Public choice may indeed
inject a sceptical — and at times disruptive — perspective into the more elegant
and simple framework of neoclassical economics, but this added element
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may well be necessary to better understand a complex reality. In a way, the
systematic incorporation of public choice theory into the economic approach
to law has contributed to bridging the conflicting normative perspectives in
law and economics, at least by bringing the debate onto the more solid
ground of collective choice theory.

Economicsisapowerful tool for the analysis of law. If humans are rational
maximizers of their utility, wealth or well-being then they respond rationally
to changes in exogenous constraints, such as laws. This rationality assump-
tion provides the basic foundation for much law and economics literature.
Building upon the standard economic assumption that individual s are rational
maximizers, the sophisticated tools of price theory become auseful aid in the
study and choice of legal rules (Cooter, 1984). While there is much consensus
on the value of economic theory in the study of legal rules, important method-
ological differences arise with respect to the choice of the appropriate
instruments of legal analysis and the choice of method for evaluation of
social preferences. | shall briefly discuss these methodological issuesin turn.

Schools and intellectual perspectivesin law and economics

Most practitioners of law and economics believe that there is an important
common ground that unifies all scholars in the discipline, regardiess of their
ideological creed: a search for new insightsin the law by applying economic
concepts and theories (MacKaay, 2000). Despite this common statement of
purpose, various schools of law and economics can be identified, each with
an elaborate research programme and a distinct methodological approach.

The Chicago and Yale schools: positive versus normative approaches to law
and economics

During the early period of the discipline, law and economics scholarship was
labelled ‘Chicago’ or ‘Yale' style. These labels made reference to the respec-
tive positive or normative approach utilized by each school. The origins of
the Chicago and Yale schools of law and economics are attributable to the
early work of a handful of scholars, including the pioneering work of Coase
and Calabresi in the early 1960s.

At this point, methodological differences came to the surface with substan-
tive practical differences. The Chicago school laid most of its foundations on
the work carried out by Posner in the 1970s. An important premise of the
Chicago approach to law and economics is the idea that the common law is
the result of an effort — conscious or not — to induce efficient outcomes. This
premise is known as the efficiency of the common law hypothesis. According
to this hypothesis, first intimated by Coase (1960), and later systematized and
greatly extended by Ehrlich and Posner (1974), Rubin (1977) and Priest
(1977), common law rules attempt to allocate resources in either a Pareto or
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Kaldor-Hicks efficient manner. Further, according to the positive schoal,
common law rules are said to enjoy a comparative advantage over legislation
in fulfilling this task because of the evolutionary selection of common law
rules through adjudication. Several important contributions provide the foun-
dations for this claim; the scholars who have advanced theories in support of
the hypothesis are, however, often in disagreement as to its conceptual basis.

The primary hypothesis advanced by positive economic analysis of law is
thus the notion that efficiency is the predominant factor shaping the rules,
procedures and institutions of the common law. Posner contends that effi-
ciency is a defensible criterion in the context of judicial decision making
because ‘justice’ considerations — on the content of which there is no aca-
demic or political consensus — introduce unacceptable ambiguity into the
judicial process.

In arguing for positive use of economics, Ehrich and Posner (1974) is not
denying the existence of valuable normative law and economics applications.
In fact, law and economics often has many objective things to say that will
affect one's normative analysis of apolicy.t

Despite the powerful analytical reach of economic analysis, Chicago schol-
ars acknowledged from the outset that the economist’s competence in the
evaluation of legal issues was limited. While the economist’s perspective could
prove crucia for the positive analysis of the efficiency of alternative legal rules
and the study of the effects of aternative rules on the distribution of wealth and
income, Chicago-style economists generally recognized the limits of their role
in providing normative prescriptions for social change or legal reform.

On the contrary, the Yale school of law and economics, often described as
the ‘normative’ school, believes that there is a greater need for legal interven-
tion in order to correct for pervasive forms of market failure.? Distributional
concerns are central to theYale-style literature. The overall philosophy of this
group is often presented as more value tainted and more prone to policy
intervention than the Chicago law and economics school.

Unlike its Chicago counterpart, the Yale school has attracted liberal prac-
titioners who employ the methodology of the Chicago school but push it to
formulate normative propositions on what the law ought to be like (MacK aay,
2000). Given the overriding need to pursue justice and fairnessin distribution
through the legal system, most Yale-style scholars would suggest that effi-
ciency, as defined by the Chicago school, could never be the ultimate end of a
legal system.

The Virginia school: the functional approach and the return to normative
individualism

In recent years, a new generation of literature — developed at the interface of
law, economics and public choice theory — pushes the methodol ogical bound-
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aries of economic analysis of law. The resulting approach isin many respects
functional in its ultimate mission, cutting across the positive and normative
distinction and unveiling the promises and pitfalls of both the normative and
the positive alternatives. This approach to legal analysis has the potential of
shedding light on the traditional conception of lawmaking, suggesting that
the comparative evaluation of alternative sources of law requires an appropri-
ate analysis of the incentive structure in the originating environment. This
line of research is attentive to the identification of political failures in the
formation of law, stressing the importance of market-like mechanisms in the
creation and selection of legal rules.

The functional approach to law and economicsis still initsinitial phase of
development and far from a point of theoretical maturity, but this approach is
unquestionably successful in raising some crucial questions regarding the
difficult link between individual preferences and social outcomes, with an
emphasis on institutional mechanism design and individual choice. The re-
sulting approach is quite sceptical of both the normative and the positive
alternatives.® Public choice theory provides strong methodological founda-
tions for the functional school of law and economics. the systematic
incorporation of the findings of public choice theory into the economic analy-
sis of law may serve to bridge the conflicting normative perspectives in law
and economics, at least by bringing the debate onto the more solid ground of
collective choice theory.

The functional approach is wary of the generalized efficiency hypotheses
espoused by the positive school. In this respect, the functionalists share some
of this scepticism of the normative school. Nothing supports a generalized
trust in the efficiency of thelaw in all areas of the law. Even more vocally, the
functional school of law and economics is sceptical of a general efficiency
hypothesis when applied to sources of the law other than common law (for
example, legislation or administrative regulations).

The functional approach is also critical of the normative extensions and ad
hoc corrective policies, which are often advocated by the normative schools.
Economic models are a simplified depiction of reality. Thus, functionalists
think it is often dangerous to utilize such tools to design corrective or inter-
ventionist policies. In this respect, the functionalists are aligned with the
positive school in their criticism of the normative approach. According to
both the positivists and the functionalists, normative economic analysis often
risks overlooking the many unintended consequences of legal intervention.

An important premise of the functional approach to law and economics is
its reliance on methodological individualism. According to this paradigm of
analysis, only individuals choose and act (see, for example, Buchanan, 1990
and the various contributions of the Virginia school of political economy).
The functional approach to law and economics is informed by an explicit
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recognition that whatever social reality we seek to explain at the aggregate
level, ought to be understood as the result of the choices and actions of
individual human beings who pursue their goals with an independently formed
understanding of the reality that surrounds them (Vanberg, 1994: 1). Norma-
tiveindividualism further postulates that only the judgment of singleindividuals
can provide a relevant benchmark against which the merits of alternative
rules can be evaluated.

The findings of public choice theory, while supporting much of the tradi-
tional wisdom, pose several challenges to neoclassical law and economics. In
spite of the sophisticated mathematical techniques of economic analysis,
judges and policy makers in many situations still lack the expertise and
methods for evaluating the efficiency of alternative legal rules. Courts and
policy makers should thus undertake a functional analysis. Such an analysis
requires them to first inquire into the incentives underlying the legal or social
structure that generated the legal rule, rather than directly attempting to
weigh the costs and benefits of individual rules.* In this way, the functionalist
approach to law and economics can extend the domain of traditional law and
economics inquiry to include both the study of the influence of market and
non-market institutions (other than politics) on legal regimes, and the study
of the comparative advantages of alternative sources of centralized or decen-
tralized lawmaking in supplying efficient rules.

Pareto, Bentham and Rawls: the dilemma of preference aggregation
The need to make comparative evaluations between different rules motivates
much of law and economics. Consequently, the second methodol ogical prob-
lem in law and economics concerns the choice of criteria for carrying out
such comparative analysis. In practical terms, this problem concerns the
method of aggregation of individual preferencesinto social preferences. This
problem is not unique to law and economics. It is part of a much larger
methodological debate in economic philosophy and welfare economics.

Already in the late nineteenth century, F.Y. Edgeworth (1881: 7-8) stated
the moral dilemma of social welfare analysis, observing that a moral calcu-
lus should proceed with a comparative evaluation of ‘the happiness of one
person with the happiness of another. ... Such comparison can no longer be
shirked, if there is to be any systematic morality at all’. The problem
obviously arises from the fact that economists do not have any reliable
method for measuring individuals’ utility, let alone make interpersonal com-
parisons of utility.

Economic analysis generally utilizes one of the three fundamental criteria
of preference aggregation.
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Ordinal preferences and the Pareto criterion

Thefirst criterion of social welfareislargely attributable to Italian economist
and sociologist Vilfredo Pareto. The Pareto criterion limits the inquiry to
ordinal preferences of the relevant individuals. According to Pareto, an opti-
mal allocation is one that maximizes the well-being of one individual relative
to the well-being of other individuas being constant.® In normal situations,
there are several possible solutions that would qualify for such a criterion of
social optimality. For example, if the social problem is that of distributing a
benefit between two parties, any hypothetical distribution would be Pareto
optimal, since there is no possible alternative redistribution that would make
one party better off without harming another one.

The Pareto criterion has been criticized for two main reasons. (a) it is
status quo dependent, in that different results are achieved depending on the
choice of the initial alocation; and (b) it only allows ordinal evaluation of
preferences, since it does not contain any mechanism to induce parties or
decision makers to reveal or evaluate cardinal preferences (that is, the inten-
sity of preferences). As aresult of these shortcomings scholars (for example,
Calabresi, 1991), have questioned the usefulness of the Pareto criterion in its
applications to law and economics.

Utilitarian tests: Bentham and Kaldor—Hicks

In the nineteenth and early twentieth centuries, economists and philosophers
developed welfare paradigms according to which the degree of all affected
individuals had to be taken into account in any comparative evaluation of
different states of the world. This methodological trend, related to utilitarian
philosophy, is best represented by philosophers and jurists such as Bentham
(1839) and later economists such as Kaldor (1939) and Hicks (1939), who in
different ways formulated criteria of social welfare that accounted for the
cardinal preferences of individuals.

In Principles of Morals and Legislation, Bentham (1789) presents his
theory of value and motivation. He suggests that mankind is governed by
two masters: ‘pain’ and ‘ pleasure’. The two provide the fundamental motiv-
ation for human action. Bentham notes that not all individuals derive
pleasure from the same objects or activities, and not all human sensibilities
are the same.® Bentham’s moral imperative, which has greatly influenced
the methodological debatein law and economics, is that policy makers have
an obligation to select rules that give ‘the greatest happiness to the greatest
number’. As pointed out by Kelly (1998: 158) this formulation is quite
problematic, since it identifies two maximands (that is, degree of pleasure
and number of individuals) without specifying the tradeoff between one
and the other. Bentham'’s utilitarian approach is thus, at best, merely inspi-
rational for policy purposes.
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Later economists, including Kaldor (1939), Hicks (1939) and Scitovsky
(1941), formulated more rigorous welfare paradigms which avoided the theor-
etical ambiguities of Bentham's proposition. However, these formulations
presented a different set of difficultiesin their implementation. The core idea
of their approach is that state A isto be preferred to state B if those who gain
from the move to A gain enough to compensate those who lose. This is
generally known as the Kaldor—Hicks test of potential compensation. It isone
of ‘potential’ compensation because the compensation of the losers is only
hypothetical and does not actually need to take place.” In practical terms, the
Kaldor—Hicks criterion requires a comparison of the gains of one group and
the losses of the other group. Aslong as the gainers gain more than the losers
lose, the move is deemed efficient. Mathematically, both the Bentham and the
Kaldor—Hicks versions of efficiency are carried out by comparing the aggre-
gate payoffs of the various alternatives and sel ecting the option that maximizes
such summation.

Non-linear social preferences: Nash and Rawls

Other paradigms of social welfare depart from the straight utilitarian ap-
proach, suggesting that social welfare maximization requires something more
than the maximization of total payoffs for the various members of society.
Societies are formed by a network of individual relations and there are some
important interpersonal effects that are part of individual utility functions.
Additionally, human nature is characterized by diminishing marginal utility,
which gives relevance to the distribution of benefits across members of the
group.

Imagine two hypothetical regimes: (a) in which all members of society eat
ameal aday; and (b) in which only arandom one-half of the population eat a
double meal while the other unlucky half remains starving. From a Kaldor—
Hicks perspective, the two alternatives are not distinguishable from the point
of view of efficiency because the total amount of food available remains
unchanged. In a Kaldor—Hicks test, those who get a double meal have just
enough to compensate the others and thus society should remain indifferent
between the two allocational systems. Obviously, this indifference proposi-
tion would leave most observers unsatisfied. In the absence of actual
compensation, the criterion fails to consider the diminishing marginal benefit
of a second meal and the increasing marginal pain of starvation. Likewise,
the randomized distribution of meals fails to consider the interpersonal ef-
fects of unfair allocations. Fortunate individuals suffer autility loss by knowing
that other individuals are starving while they enjoy a double meal. Because of
the diminishing marginal utility of wealth and interpersonal utility effects,
from an ex ante point of view, no individual would choose allocation system
(b), even though the expected return from (b) is equal to the return from (a).
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Scholars who try to evaluate the welfare implications of distributional
inequalities generally do so by invoking Rawls's (1971)8 theories of justice or
by utilizing Nash's (1950)° framework of welfare.

The intuition underlying these criteria of welfare is relatively straightfor-
ward: the well-being of a society is judged according to the well-being of its
weakest members. The use of an algebraic product to aggregate individual
preferences captures that intuition. Like the strength of a chain is determined
by the strength of its weakest link, so the chain of productsin an algebraic
multiplication is heavily affected by the smallest multipliers. Indeed, at the
limit, if there is a zero in the chain of products, the entire grand total will
collapse to zero. This means that the entire social welfare of a group ap-
proaches zero as the utility of one of its members goes to zero.

In the law and economics tradition, these models of socia welfare have not
enjoyed great popularity. This is not so much for an ideological preconcep-
tion but rather for a combination of several practical reasons. These include
the general tendency to undertake a two-step optimization in the design of
policies, and the difficulties of identifying an objective criterion for assessing
interpersonal utility and diminishing marginal utility effects. From a meth-
odological point of view, distributional concerns are generally kept separate
from the pursuit of efficiency in policy making. Such separation has been
rationalized on the basis that the legal system istoo costly an instrument for
distribution, given the advantage of the tax system for wholesale reallocation
of wealth (for example, Kaplow and Shavell, 1994).

Wealth, utility and revealed preferences. the choice of maximand

There is an important methodological question that has openly engaged the
attention of prominent law and economics scholars; what should the legal
system try to maximize? In this debate, even strict adherents to the instru-
mentalist view of the law may question whether the objective of the law
should be the maximization of aggregate wealth, aggregate utility, or merely
provide the conditions for free individual choice.

If the scholars involved in these debates could look at the issue as neutra
spectators, consensus could be reached on the idea that the ultimate policy goal
is the maximization of human happiness and well-being. But regardless of such
an observation, economic analysis of law rarely uses utility-based methods of
evaluation. The reason for thisis, once again, mostly pragmatic. Unlike wealth
(or quantities of physical resources), utility cannot be objectively measured.
Furthermore, interpersonal comparisons of utility are impossible, rendering
any balancing across groups or individuals largely arbitrary. These limitations
make utility maximization unviable for practical policy purposes.

Given the above limitations, following Posner, several practitioners of
economic analysis of law have departed from the nineteenth-century utilitarian
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ideal of utility maximization.’® Rather, they have increasingly used a para-
digm of wealth maximization. Several scholarsin law and economics remain
uneasy in accepting the notion of wealth maximization as an ancillary para-
digm of justice. Although several of the differences prove to be largely
verbal, two objections continue to affect the lines of the debate.

The first objection relates to the need for specifying an initial set of
individual entitlements or rights as anecessary prerequisite for operationalizing
wealth maximization. In this context, one can think of the various criticisms
of wealth maximization by property rights advocates who perceive the social
cost of adopting such criterion of adjudication as very high, given wealth
maximization's instrumentalist view of individual rights and entitlements.
These critics argue that rights have value that must be accounted for outside
of how useful they might be to the accumulation of wealth (Buchanan, 1974;
Rowley, 1989).

The second objection springs from the theoretical difficulty of defining the
proper role of efficiency as an ingredient of justice, vis-a-vis other social
goals. Legal scholars within the law and economics tradition (see, for exam-
ple, Calabresi, 1980) have claimed that an increase in wealth cannot constitute
social improvement unless it furthers some other social goal, such as utility
or equality. Denying that one can trade off efficiency against justice, these
scholars argue instead that efficiency and distribution are equally essential
elements of justice, which is seen as agoal of a different order than either of
its constitutive elements.

The functional school of law and economics provides a third alternative by
identifying individual choice and revealed preferences as the fundamental
criterion for evaluation. The design of metarules that are aimed at fostering
free individual choice by eliminating strategic and transactional impediments
to the revelation of true preferences becomes an explicit objective of the
functional school. As discussed above, the evaluation of alternative sources
of law requires an appropriate analysis of the incentive structure in the
originating environment and is aimed at introducing market-like mechanisms
in the creation and selection of legal rules, with an emphasis on institutional
mechanism design and individual choice. The recent literature on reciprocity
(Smith et al., 1998; Fon and Parisi, 2003), social norms and customary law
(Parisi, 1998; Cooter, 2000), choice of law (Parisi and Ribstein, 1998; Romano,
1999; Ribstein and O’ Hara, 2000), federalism (Ribstein and Kobayashi, 2001)
and freedom of contract (Trebilcock, 1994; Buckley, 1999) are examples of
the growth and value of functional approachesin law and economics.

Future generations of law and economics scholars should be cognizant of
the important methodological debates that have engaged their precursors,
taking full advantage of the insights developed by the different methodol ogi-
cal traditions when appraising legal rules and institutions.
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Notes

1. Ehrich and Posner (1974) offers crime as an example. Positive law and economics can
help explain and predict how various punishments will affect the behaviour of criminals.
It might determine that a certain sanction is more likely to deter a certain crime. While
this analysis does not by itself mean that the law should be adopted, it can be used to
influence normative analysis on whether the law would be beneficial to society.

2. MacKaay (2000) observes that the Yale school considers market failures to be more
pervasive than Chicago scholars are willing to admit. Legal intervention is believed to be
the appropriate way of correcting such failures, although it may not succeed in al circum-
stances.

3. For abrief intellectual history of the three approaches to law and economics, see Posner
and Parisi (1998).

4. On this point, see Cooter (1994) introducing the similar idea of structural adjudication of
norms.

5. Asacorollary, a change to a Pareto superior alternative makes someone better off without
making anyone worse off.

6. See Posner (1998) for an interesting discussion on Bentham and his influence on the law
and economics movement.

7. One should note that, if actual compensation was carried out, any test satisfying the
Kaldor—Hicks criterion of efficiency would also satisfy the Pareto criterion.

8. Notable scholars have considered the conditions under which principles of justice can
emerge spontaneously through the voluntary interaction and exchange of individual mem-
bers of a group. Asin a contractarian setting, the redlity of customary law formation relies
on avoluntary process through which members of a community develop rules that govern
their socia interaction by voluntarily adhering to emerging behavioural standards. In this
setting, Harsanyi (1955) suggests that optimal social norms are those that would emerge
through the interaction of individual actors in a socia setting with impersonal preferences.
The impersonality requirement for individual preferencesis satisfied if the decision makers
have an equal chance of finding themselvesin any one of the initial social positions and they
rationally choose a set of rules to maximize their expected welfare. Rawls (1971) employs
Harsanyi’s model of stochastic ignorance in his theory of justice. However, the Rawlsian
‘veil of ignorance’ introduces an element of risk aversion in the choice between aternative
states of the world, thus altering the outcome achievable under Harsanyi’s original model,
with a bias toward equal distribution (that is, with results that approximate the Nash crite-
rion of socia welfare). Further analysis of the spontaneous formation of norms and principles
of morality can be found in Ullmann-Margalit (1977); Sen (1979); and Gauthier (1986).

9. According to the Nash criterion, social welfare is given by the product of the utility of the
members of society (Nash, 1950). See Mueller (1989: 379-82), attributing the multiplica-
tive form of the socia welfare function to Nash.

10. Posner isthe most notable exponent of the weal th-maximization paradigm. Under wealth-
maximization principles, atransaction is desirableif it increases the sum of wealth for the
relevant parties (where wealth is meant to include all tangible and intangible goods and
services). Bentham (1839) had aready challenged the use of objective factors, such as
wealth or physical resources, as a proxy for human happiness. Despite the difficulties in
quantification of values such as utility or happiness, the pursuit of pleasure and happiness
and the avoidance of and pain are the motivating forces of human behaviour. Wealth, food
and shelter are mere instruments to achieve such human goals.
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5 Commons and anticommons
Francesco Parisi and Ben Depoorter

Commons and anticommons problems are the consequence of symmetric
structural departures from a unified conception of property, and are the con-
sequence of alack of conformity between use and exclusion rights (Parisi et
al. 2004).

Commons and anticommons: two tragedies on common grounds
Recently, a new term has gained acceptance among law and economics
scholars of property law: the ‘anticommons'. The concept, first introduced by
Michelman (1982) and then made popular by Heller (1998, 1999), mirror
images in name and in fact of Hardin's (1968) well-known ‘tragedy of the
commons'.

In situations where multiple individuals are endowed with the privilege to
use a given resource, without a cost-effective way to monitor and constrain
each other’s use, the resource is vulnerable to overuse, leading to a problem
known as the tragedy of the commons. Symmetrically, when multiple owners
hold effective rights to exclude others from a scarce resource, and no one has
an effective privilege of use, the resource might be prone to underuse, leading
to a problem known as the ‘tragedy of the anticommons'. As pointed out by
Buchanan and Yoon (2000), the effects of the two problems are in many
respects symmetrical.

The commons problem

If a depletable resource is open to access by more than one individual,
incentives for overutilization will emerge. As the number of individuals en-
joying free access grows larger relative to the capacity of the common resource,
overutilization will approach unsustainable levels and the utilizers will risk
the compl ete destruction of the common good. Although Hardin (1968) calls
this destruction the ‘tragedy of the commons', he credits a mathematical
amateur, William Forster Lloyd (1794-1852), for formalizing it in a little-
known pamphlet published in 1833 on popul ation growth.

Since Lloyd, other economists have identified the problems associated
with the common ownership of resources exploited under conditions of indi-
vidualistic competition. Most notably, Gordon (1954) pointed out that without
controls on entry, common resources will be exploited even at levels of
negative marginal productivity. This is because external effects are not fully
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internalized within the choice of each individual decision maker. The sources
of externalities in a commons problem are twofold. First, there are static (or
current) externalities, in that the use of the resource reduces the benefit from
usage to others. Second, there are possible dynamic (or future) externalities
because the use of arenewable resource today bears its consequences into the
future. Due to the lack of conformity between use and exclusion rights,
individuals do not have to consider the full social costs of their activities.
Private and socia returns diverge and total use by all parties exceeds the
social wealth-maximizing point.

The anticommons problem

The term ‘anticommons’ was coined by Michelman in his article ‘ethics,
economics and the law of property’ (1982). Michelman defined the
anticommons as ‘a type of property in which everyone always has rights
respecting the objects in regime, and no one, consequently, is ever privileged
to use any of them except as particularly authorized by others' (Michelman,
1967), which had almost no counterpart in real-world property relations. The
hypothetical example would be that of a wilderness preserve where any
person has the authority to enforce the wilderness conservation laws and
regulations.

Heller (1998) revitalized the concept in an article on the transition to
market institutionsin contemporary Russia, where he discusses the intriguing
prevalence of empty storefronts in Moscow. Storefronts in Moscow are sub-
ject to underuse because there are too many owners (local, regional and
federal government agencies, mafia and so on) holding the right to exclude.
The definition of the anticommons as employed by Heller is ‘a property
regime in which multiple owners hold effective rights of exclusion in ascarce
resource’ (ibid.: 668).

In the tragedy of the anticommons, the coexistence of multiple exclusion
rights creates conditions for suboptimal use of the common resource. If the
common resource is subject to multiple exclusion rights held by two or more
individuals, each co-owner will have incentives to withhold resources from
other users to an inefficient level. In the presence of concurrent controls on
entry exercised by individual co-owners acting under conditions of individu-
alistic competition, exclusion rights will be exercised even when the use of
the common resource by one party could yield net social benefits. In other
words, some common resources will remain idle even in the economic region
of positive marginal productivity. Again, this is because the multiple holders
of exclusion rights do not fully internalize the cost created by the enforce-
ment of their right to exclude others.

As with the commons problem, the sources of externalities in an
anticommons problem are also twofold. First, there are static (or current)
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externalities, in that the exercise of a right of exclusion by one member
reduces or eliminates the value of similar rights held by other individuals. In
price theory terms, one can think of this externality as the cross-price effect
of the various exclusion rights. Second, the withholding of productive re-
sources may create dynamic (or future) externalities, because the underuse of
productive inputs today bears its consequences into the future, as standard
growth theory suggests.

In search of acommon ground: a unified conception of property

The symmetrical features of commons and anticommons cases are the result
of the same underlying problem. In both situations there is a misalignment of
the private and social incentives of multiple owners in the use of a common
resource. This misalignment is due to the presence of externalities that are
not captured in the calculus of interests of the users (commons situations) and
excluders (anticommons situations).

The unitary basis of the problem can be understood in terms of the
traditional structure of a property right. According to the traditional con-
ception of property, owners enjoy a bundle of rights over their property,
which include, among other things, the right to use their property and the
right to exclude others from it. In such a framework, the owner’s rights of
use and exclusion are exercised over a similar domain. Right to use and
right to exclude are, in this sense, complementary attributes of a unified
bundle of property rights.

The commons and anticommons problems can be seen as deviations in
symmetric directions. In commons situations, the right to use is stretched
beyond the effective right (or power) to exclude others. Conversely, in
anticommons situations, the co-owners' rights of use are compressed, and
potentially eliminated, by overshadowing rights of exclusion held by other
co-owners. In both commons and anticommons cases, rights of use and rights
of exclusion have non-conforming boundaries. Such lack of conformity causes
a welfare loss due to the forgone synergies between those complementary
features of a unified property right.

This conceptualization of the commons and anticommons suggests a link
between the welfare |osses of the two cases and a dual model of property. As
noted above, welfare losses are produced by a discrepancy between the rights
of use and the rights of exclusion held by the various owners. The problem is
in this way detached from the usual understanding of the tragedy of the
commons as a consequence of poorly defined or absent property rights
(Cheung, 1987). Common and anticommons problems are not confined to
situations of insufficient or excessive fragmentation of ownership, but result
from the dismemberment and resulting non-conformity between the internal
entitlements of the property right.
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It follows that the qualitative results of the commons and anticommons
models represent limit points along a continuum, each characterized by dif-
ferent levels of discrepancy between use and exclusion rights, with varying
welfare losses from commons or anticommons problems.

Anticommons, property fragmentation and the laws of entropy

Building upon the recent literature on anticommons and property fragmenta-
tion, Parisi (2002a) considers the proposition that property is subject to a
fundamental law of entropy. With this metaphor Parisi refers to the second
law of thermodynamics, according to which every process that can occur
spontaneously will go in one direction only and will result in a release of
energy that cannot be recaptured, so that the amount of entropy in the uni-
verse will continually increase. In the property context, entropy induces a
one-directional bias which |leads towards increasing property fragmentation.
The law of entropy further indicates that only in the purely abstract case of
(both internally and externally) reversible transformations will the overall net
change in entropy be zero. In the property context, this indicates that only in
a world of zero transaction costs would there be no such tendency towards
fragmentation.

The economic forces that induce entropy in property are quite straightfor-
ward. Property division creates one-directional inertia: unlike ordinary transfers
of rights from one individual to another, reunifying fragmented property
rights usually involves transaction and strategic costs higher than those in-
curred in the original deal. Consider the case of unified property as the
starting point: a single owner faces no strategic costs when deciding how to
partition his’her property. Conversely, the reunification of fragmented rights
requires the participation of multiple parties, with an unavoidable increase in
transaction and strategic costs. For example, even reversing a simple property
transaction can result in monopoly pricing by the buyer-turned-seller;
reunifying property that has been split among multiple parties engenders
even higher costs, given the increased difficulty of coordination among the
parties.

Thus the move from unified property to fragmented property and vice
versa poses an interesting situation of asymmetric transaction costs. The
presence of such asymmetry is due to the fact that fragmented owners are
faced with a strategic problem, given the interdependence of their decisions.
The equilibrium pricing (or quantity supply) of fragmented owners impedes
the optimal reunification of non-conforming fragments into a unified bundle.

A model of duopolistic anticommons
In the context of property, Posner (1998: 76) first recognized the costs of
excessive property fragmentation. Heller argued that it is often harder to
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regenerate separated bundles than to fragment them (1998, 1999); Buchanan
and Yoon (2000); Schulz et al. (2002) and Parisi et al. (2004) restated this
thesis with formal economic models.

For the purpose of illustrating the problem of the anticommons and the
resulting entropy in property, we can thus briefly restate the results of such
literature, considering a simple model of property rights fragmentation. Sup-
pose that agent 1 owns alarge estate of land which he/she uses as acommercial
farm. Agent 2 acquires from agent 1 the right to use the estate for recreational
hunting. As a result, the unitary property right is fragmented, giving the two
agents partial property rights and reciprocal exclusion privileges. The prop-
erty right of agent 1 is constrained by the real interests acquired by agent 2.
Agent 1 holds a right to exclude any use of agent 2 other than recreational
hunting. Agent 2 conversely holds a right to exclude any use of the land by
agent 1, which is in conflict with his’her acquired rights. In this sense, the
previously unitary proprietary interest over the land is now fragmented. Such
fragmentation will remain beneficial for all parties as long as the mixed use
of the land for the respective activities of the fragmented owners remains the
most valuable allocation of the land for the parties.

Suppose now that a third party sees an opportunity which would generate
more value than the current use. Take, for example, the construction of a
hotel resort on the estate. The construction would obviously compress the
property rights held by the two agents. Each agent could thus withhold his/
her consent to the transformation of the land and exercise his/her veto right
impeding the value-enhancing transformation. However, as the opportunity is
supposed to be more valuabl e than the current use, it would be rational for the
various agents to agree to the proposed transformation. Yet, each fragmented
owner would rationally attempt to maximize his/her profit from the sale of
his/her fragmented property right. We should thus consider the likely price
mechanism that would lead to the development of the land and compare it to
the alternative scenario of a property transformation controlled by a single
unified property owner.

An application of the Buchanan and Yoon (2000) model could illustrate
our problem. In the presence of development opportunities, a third party
who wishes to utilize property fragments for the reunified development of
the land needs to obtain the consent of all fragmented property holders.
Because in the face of aredevelopment opportunity, each property fragment
constitutes a strictly complementary input for the achievement of reunified
property, the demand for each property fragment depends not only on the
price set by the individual fragmented owner, but also on the price charged
by the other property right holders. This implies that any change in the
price or quantity supply of the complementary good by one duopolistic
property seller will have external effects for the other property seller. Each
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party maximizes his/her profits, without regard to the effect of his’her own
pricing strategy on the profits of other property owners. When one seller
decreases output and raises the fragment price, the demand curve faced by
the other property owners will be negatively affected, and vice versa. A
concentrated monopolistic seller of the land would instead fully internalize
these price or output externalities.

A simpleillustration is useful. Suppose our two fragmented owners, A and
B, each own two fragments of property the reunification of which is essential
for the development of the land. Assume that each fragmented property
owner must make a decision about price without knowing what the other
seller will do. To simplify, suppose there are only three pricing options; the
price a single monopolistic seller would demand, P,,, a price greater than P,
or a price smaller than Py,. The game matrix in Figure 5.1 illustrates the
incentives facing each seller. Each cell would contain the payoff (profit) to
seller A and seller B from the corresponding combination of their pricing
decisions. Seller A isarow player, and its Nash strategy given each of seller
B’s choices is indicated with the dotted, vertical arrows. Seller B isa column
player, and its Nash strategies given each of A’'s potential choices are indi-
cated with the solid, horizontal arrows.

Here, given the cross-price effects present in this complementary
anticommons, both sellers would have a dominant strategy, with a single

R,<R, R=R, R>R,

R<P, R,=P, R>P,

]

R,<P, R=Py B=>Ry

v

PA> PM F:>°\> PM F}-\> PM

Figure5.1 Game matrix
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Nash equilibrium, indicated by the shaded areas in Figure 5.1. The sellers
will choose to price above Py, to the detriment of both the developer’s profits
and the overall (that is, developer’s plus sellers’) welfare. The cells corre-
sponding to the profit-maximizing prices and the welfare-maximizing prices
are respectively marked with a single asterisk (*) and a double asterisk (**),
in the figure.

It should be noted that in our anticommons problem strategies P, = Pg >
P, obtain in equilibrium. The sellers’ strategic pricing renders the optimal
property reunification unobtainable in equilibrium. The uncoordinated pri-
cing of the two fragmented property owners results in a higher total cost of
land development, and therefore to a potential underutilization of the land,
beyond what either of them would expect as a unified monopolistic owner of
the estate, in order to maximize their own profit. Interestingly, the ‘ competi-
tive' (that is, fragmented) supply of land development rights leads to higher
prices than those that would be charged by a single ‘monopolistic’ (that is,
unified) owner.

As pointed out by Schulz et a. (2002), the differences between the two
equilibria are due to the presence of negative externalities in the independent
choices of the fragmented property rights. This result should not come as a
surprise. The position of multiple property owners in the face of a new
opportunity, which requires areunification of their fragmented property rights,
creates a strategic problem similar to the well-known hold-up problem. Sub-
optimal final use of resources may result from such fragmentation.

A model of oligopolistic anticommons

The above model of property fragmentation can be extended to show that an
increase in the extent of fragmentation exacerbates the result of final
underutilization of the resource. Recalling our example, imagine that the
estate was partitioned among a larger number of agents, n. Let us further
assume that the property fragments are controlled by independent agents and
that the development of the land necessitates the agreement of all n individ-
uals. What would be the equilibrium price of the land lease if the fragmented
property owners are pricing their fragments independently from one another?

The model of duopolistic anticommons illustrated above can be extended
toillustrate the more general problem of oligopolistic anticommons. We shall
thus develop a simple model of oligopolistic anticommons with n fragmented
property owners, showing that the extent of the deadweight loss also depends
on the extent of property fragmentation.

Suppose that n individuals hold property rights over n fragments, which
can be used asinputs of production for acomposite good, Q. Because of their
strict complementarity as inputs for the reunification of land, the demand for
each depends on the price of all others. Py is the sum of the prices of the n
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separate fragmented property rights ZF}. Each owner of a specific input of

i=1
production thus has a profit function that can be written as:

I, :HD(PQ):HD[iR]. (5.1)

i=1

Differentiating the profit functions with respect to the corresponding price
variable yields these first-order conditions:

o _ P.D’(Ry)+ D(Ry) =O. (5.2)
o”

Summing the first-order conditions yields the equilibrium price for the uni-
fied land when the fragmented property rights are held by independent
individuals, operating in an oligopolistic anticommons:

P,D’(Py) +nD(P,) = 0. (5.3)

We can now compare these conditions with those that characterize the
supply of a single owner of unified property with monopolistic control over
his'her property (or by separate owners, who can effectively coordinate prices).
In the case where a single individual owns all property fragments, the profit
function will take the following form:

= R,D(R,). (5.4)

By differentiating this profit function with respect to the price, we determine
the first-order conditions for the single owner:

I _ b D(Ry) + D(Ry) =0, (5.5)
R

The interesting comparison is between the optimal prices in equations
(5.3) and (5.5). One finds that the optimal price under unified property sold
by a single monopolist (equation (5.5)) is actually lower than the total price
that would be necessary in order to reunify the land under an oligopolistic
anticommons (equation (5.3)). It is also interesting to look at the compara-
tive statics of equation (5.3) with respect to the number of property fragments.
By inspection, it is possible to see that both overall price, and overall
deadweight loss, increases in n. In the case of oligopolistic anticommons,
the strategic pricing of the fragmented property owners leads to higher
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prices: both the fragmented property sellers and the third-party developer
see their respective surplus diminished compared to the alternative mon-
opoly outcome.

Conclusions

The results of the anticommons in the context of property do not strictly
depend on the legal or physical nature of property fragmentation. Property
fragmentation merely indicates the existence of multiple rights held by differ-
ent individuals to control or veto a change in the use of their land. As shown
in our example, suboptimal final allocations of resources may be the conse-
guence of fragmented decision rights, even when such fragmentation concerns
a unitary physical asset. Even in the face of value-enhancing opportunities,
multiple right holders may face incentives to employ their veto power to
maximize the private return from the joint enterprise. The combined effect of
the various agents’ strategies leads to an inefficient outcome.

The outcome of this model of fragmented property is perhaps most easily
understood if it is further recognized that each agent exerts a positive exter-
nality on the other agent. Hence, the above result is consistent with
conventional wisdom, according to which in situations of positive externali-
ties the use of some resource is less than optimal. These results were more
extensively formalized by Schulz et al. (2002) and show that the severity of
the deadweight losses from dysfunctional property fragmentation increases
monotonically with the number of independent fragmented owners. The larger
the number of individuals who can independently price an essential input for
the land development project, the higher the equilibrium price that each of
these individuals will demand for his’/her own fragment. At the limit, as the
number of fragmented owners approaches very large numbers (or infinity),
complete abandonment of the land will result.
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6 Theeconomicsof tort law
Giuseppe Dari Mattiacci and Francesco Paris

The relatively simple structure of a tort problem provides one of the most
fertile areas for the application of economic analysis to law. The positive
economic theory of tort law maintains that the common law of torts is best
explained as though judges were trying to promote efficient resource alloca
tion, that is, maximize efficiency. The Coase (1960) theorem shows that if
parties are allowed to negotiate and transaction costs are sufficiently low, legal
entitlements will be reallocated efficiently. In the case of tort accidents, trans-
action costs are high. Thisis easily understood because the parties potentially
involved in an accident are not easily identifiable ex ante, and the cost of
acquiring the relevant information for bargaining can be high. This renders
contractual arrangements a la Coase impracticable. In most tort situations the
legal system thus needs to provide rules to give potential injurers and potential
victims appropriate incentives to act as if they had to bear the total social cost
of their activities. This is an important goal of tort law. Tort law is therefore
justified when bargaining is not possible because high transaction costs are
present, and banning an activity is undesirable given the social value of the
risk-cresting activity (Calabresi and Melamed, 1972).

In order to create optimal incentives, liability rules need to induce parties
to minimize the total social cost of accidents. The relevant variables for this
tort problem are the cost of accidents, the cost of accident avoidance (precau-
tion), and the administrative costs of the justice system. Every legal system
chooses from various liability rules (for example, negligence, strict liability
and so on) and safety standards to minimize the overall cost of accidents.

The goalsof tort law

A first intuitive end of tort law is to compensate the victims for losses due to
accidents. This is indeed an important task of tort adjudication but it is not
the central issue concerning the design of tort rules. It has been shown that
tort law is a very expensive means of compensating harms, because it in-
volves high administrative cost due to the functioning of the judicial system.
Insurance, to the contrary, is a much cheaper and quicker system (Shavell,
1987: 263): if the only goal were to compensate victims, first-party insurance
would be preferable over tort liability. Moreover, the cost of insurance can be
paid by the potential injurers, shared among potential victims or financed by
taxpayers, in order to redistribute the costs (McEwin, 2000).

87
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On the contrary, economic analysis suggests that the primary reason for
utilizing the tort system is to allow risk-creating activities to be carried out
only if the social value of the activity justifies the risk created. This balancing
of costs and benefits is currently endorsed by North American tort doctrine
and is clearly summarized by the Restatement (Second) of Torts § 291

Where an act is one which a reasonable man would recognize as involving a risk
of harm to ancther, the risk is unreasonable and the act negligent if the risk is of
such magnitude as to outweigh what the law regards as the utility of the act or of
the particular manner in which it was done.

(The Restatement (Second) of Torts 88 292 and 293, indicate the criteria for
verifying utility of conduct and magnitude of risk.)

More specifically, economic analysis suggests that tort law should be de-
signed in such a way as to provide potential injurers and victims with
appropriate incentives to avoid the accident by internalizing the externalities
created by their activities. In the absence of tort liability, potential tortfeasors
would bear the private cost of their precaution without internalizing any of
the benefits thereof. The benefits (of precaution) are external with respect to
the decision (on how much precaution). Thiswould lead to suboptimal levels
of care and excessive accident rates. Through tort liability, a potential tortfeasor
internalizes the benefits of his/her precaution, that is, the reduction in ex-
pected liability. Tort rules should thus be designed to induce parties to
internalize the external costs of their activities and to adopt optimal levels of
precaution.

In addition, tort law gives parties incentives to acquire information about
the accident. With respect to risk, the tort law system should enhance an
optimal allocation of the risk between victim and injurer, but this goal can be
reached via insurance. With respect to transaction costs, the goal of the tort
law system is to minimize the administrative cost associated with the func-
tioning of the system itself (mainly the costs of courts and lawyers and the
indirect costs borne by litigants). Calabresi (1970) presented the first formu-
lation of the ends of liability in those terms, while Brown (1973) formalized
an economic model of accidents. We shall focus on incentives towards opti-
mal precaution and discuss the other aspectsin passing.

A taxonomy of liability rules

There are several ways in which legal systems can apportion liability be-
tween parties. Historically, abroad variety of liability rules has been developed
by legal systems. Most early legal systems adopted liability rulesthat did not
depend on the fault of the tortfeasor. This feature of early legal systems has
been explained as instrumental to promoting appeasement between the par-
ties and to avoiding cumbersome and controversial ascertainment of the
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subjective elements of a tort (Parisi, 1992, 2001). Gradually, legal systems
began to recognize fault as a viable basis for liability and in modern legal
regimes strict liability is seen as an exception to the norm. Liability for
accidents should arise only in the case of tortfeasor fault (including both
negligent and intentional wrongdoing).

We shall proceed with the presentation of some of the most common
liability rules, starting from strict liability to simple negligence and more
complex legal regimes. In our analysis we shall utilize the conventional
terminology by which the injurer is defined as the individual who does not
suffer harm in an accident and the victim as the individual who suffers such
harm. In this survey, we shall focus on two-party accidents.

There are two fundamental possibilities in a two-party accident. The first
occurs when both parties have to take precaution in order to avoid the acci-
dent (bilateral precaution). The second is given by situations in which either
party can take precaution and successfully avoid an accident (alternative
precaution). In the second case, there is a waste of precaution cost if both
parties take precaution, since one party’s precaution would already have been
enough. A particular and common case of alternative precaution is unilateral
precaution. As in alternative precaution, one party’s precaution is enough to
prevent the accident, but only one party has the actual possibility of avoiding
the accident. We shall consider all such possibilities when referring to the
effect of alternative legal rules on the parties’ behaviour.

Strict rules: no liability and strict liability

Strict liability can be thought of as the mirror image of no liability. A party
who occasions harm to another will compensate the victim regardless of who
is at fault. Thisrule is the converse of no liability. No liability can in fact be
thought of as strict liability on the part of the victim, in that the victim always
bears the loss regardless of the parties’ fault. No liability and strict liability
can thus be considered the limit points in the range of possible liability rules.
The choice between strict liability and no liability has obvious distributive
effects, in that strict liability results in the victim always being compensated,
while no liability makes the victim bear all accident costs.

The different allocation of accident costs has clear incentive effects. In a
strict liability system, the injurer has to bear both the cost of precaution and
the expected accident cost and, hence, he/she will minimize the sum of those
costs. Thiswill lead to the efficient level of precaution. On the contrary, ano-
liability rule does not achieve an efficient result because the injurer would
bear the cost of precaution without internalizing the benefit of such precau-
tion. In the absence of liability, the injurer would adopt no precaution at all,
which is an inefficient result. On the other hand, if we look at the victim’s
incentives to take precaution, we see that the opposite is true. Strict liability
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creates no incentives for victim precaution, while no liability would shift the
entire residual liability on the victim, inducing optimal victim care. It follows
that strict liability and no liability can give incentivesto take efficient precau-
tion only to one party, respectively either the injurer or the victim. Strict
liability will fail to produce an efficient outcome when the avoider is the
victim, and no liability will fail when the avoider isthe injurer.

With respect to alternative precaution, the result is slightly different. In the
case of unilateral precaution, if the tort law system fails to target the avoider,
he/she will take no precaution at all, while in the case of alternative precau-
tion, either party can take precaution; therefore, imposing liability on the
party who is not the least-cost avoider will result in suboptimal precaution
levels and excessive precaution costs. Strict liability and no liability can thus
yield efficient results only in the case of unilateral or alternative precaution,
provided that liability is alocated on the least-cost avoider. In the case of
bilateral precaution, both strict liability and no liability fail to generate opti-
mal incentives, because neither rule can simultaneously threaten both parties
with liability in aNash equilibrium. In bilateral-precaution situations a differ-
ent rule is therefore needed to induce both parties to adopt the necessary
precautions.

Negligence rulesin general

Fault can be seen as away of creating optimal incentives on both tortfeasors
and victims and also of achieving efficiency in the case of hilateral precau-
tion. Negligence rules draw a line between liability and no liability by
identifying a level of due care and verifying whether the relevant party
adopted that level of due care. American case law in a sense anticipated the
economic definition of negligence, adopting the simple and formal logic of
cost—benefit analysis to adjudicate tort cases. Already in 1947, Judge L earned
Hand, in the celebrated decision of United Satesv. Carroll Towing Co. (159
F.2d 169 (2d Cir. 1947)), clarified the tradeoffs between the costs and benefits
of risk and prevention activities using a mathematical formula. This rule
became a milestone in the law of torts, and it is now known as the Hand
formula of negligence. The formula defines negligence as a function of three
variables: (@) the probability of a harmful event occurring (magnitude of
risk); (b) the seriousness of the damage that may result from this event
(gravity of harm); and (c) the cost of preventing the occurrence of the harm-
ful event (burden of prevention). In the original formula, (P) indicates the
magnitude of risk; (L) indicates the gravity of the loss; and (B) indicates the
burden of prevention (that is, the cost of adequate precautions). According to
the Hand formula, conduct is negligent if the cost of adequate precautions is
less than the cost of the injury multiplied by the probability of its occurrence,
that is, if (B) < (PL).
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Although the Hand formula does not directly consider the socia value of
risk-creating behaviour, it produces the proper incentives for the evaluation
of such behaviour. By imposing a balance between risk and prevention, the
result in Carroll Towing encourages individuals to weigh the cost of preven-
tion against the utility of the behaviour. When deciding whether to engage in
an activity, the reasonable person will consider whether the utility derived
from the activity justifies the risk of liability and/or the cost of prevention
(this is, indeed, the question of the Restatement (Second) of Torts § 291,
comment (@), which asks whether ‘the game is worth the candle’). According
to this logic, individuals will respond to liability rules by undertaking the
socialy optimal level of precaution. A vast region of law and economics
literature has explored the wisdom of this tort doctrine, often with the use of
formal economic models, bringing to light the importance of using marginal
(rather than total) values in the assessment of liability. Along similar lines,
after establishing a positive economic model of tort law, Landes and Posner
(1982) conclude that the Hand formula of negligence, as applied, coincides
with the economic model of due care.

Introducing fault means setting a due level of precaution, defined by the
legislator or by the judge. The due level of precaution should be set to be
equal to the efficient level of precaution. Under any negligence rule the judge
has to perform such a test by confronting the level of precaution actually
taken by the parties with the due level of precaution. This increases the
administrative cost of adjudication compared to strict liability rules and gen-
erates some complexities.

Among such complexities is the fact that while some forms of precaution
are easily observable ex post, others are very difficult, or even impossible to
assess and to compare with the legal standard of precaution. In the presence
of non-observable precautions, it is clear that individuals would rationally
limit their investment to observable precaution to avoid negligence and re-
frain from investing in non-observabl e precautions, since they could not draw
much benefit from such investment.

In the law and economics literature the case of non-observable precautions
is generally treated under the discussion of care versus activity levels. The
most common example of activity level is the repetition of a dangerous
action, such as driving. Although courts may occasionally take into account
the frequency of an activity in their assessment of negligence, often no
threshold of ‘optimal frequency’ can easily be utilized by legal rules as a
liability allocation mechanism, given the difficulty of pinpointing a critical
value to separate efficient from excessive activity. Since courts cannot be
asked to balance unascertainable costs and benefits and cannot be asked to
evaluate non-observable precaution levels, it is clear that the types of precau-
tionsthat are evaluated for the finding of negligence are generally confined to
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care levels, not activity levels. Therefore, the introduction of the criterion of
negligence introduces a dichotomy between care-type and activity-type pre-
caution investments (Shavell, 1980a). No such distinction between care and
activity level isrelevant in regimes of strict liability and no liability.

Negligence rules under which the victimis the residual bearer

Hereafter we shall analyse those rules that are generally referred to as negli-
gencerules. It will soon be clear that we can think of them as being constructed
by adding a negligence defence to arule of no liability.

Smplenegligence  Within negligence regimes, the most straightforward rule
is simple negligence. Under simple negligence an injurer is liable for dam-
agesonly if he/sheisfound negligent. The victim bears the so-called ‘residual
liability’, in the sense that he/she has to bear the consequences of the accident
if the injurer cannot be blamed for negligence. In this sense, simple negli-
gence is analogousto a no-liability rule, because it leaves residual liability on
the victim.

With unilateral-precaution accidents, when the victim is the avoider, the
injurer cannot be declared negligent since it is not possible for him/her to
take effective precautions. Therefore, the victim bears the cost of the accident
and he/she will have incentives to take the optimal level of precautions (care
and activity level) as under no liability. If the avoider is the injurer, he/she
will have to pay only when he/she does not take at least the due level of care.
If theinjurer is negligent, he/she has to bear the cost of care and the expected
accident cost (pay damages to the victim). On the contrary, if the injurer takes
due care, he/she avoids liability and bears only the cost of care. If due careis
set at the efficient level, the injurer will have incentives to take due care. We
can conclude that in unilateral-precaution cases simple negligence produces
the right incentive to take optimal care when either the injurer or thevictimis
the avoider.

However, with respect to activity level, only the victim, as a residual
bearer, has incentives to take the optimal level of precaution. In equilib-
rium, in fact, the injurer will adopt due care and avoid liability, so that any
investment in non-observable precautions would yield him/her no private
benefit. Simple negligence thus gives efficient incentives with respect to
activity level only to the victim, since he/she bears the full cost of the
accident in equilibrium. The same logic allows us to show that also in the
case of alternative precaution both parties face incentives to adopt optimal
care levels. However, we know that in such situations efficiency requires
that only the least-cost avoider to take care. If the other party or both parties
adopt precautions there is an inefficient result. One way to avoid obtaining
such an inefficient outcome is to formulate the negligence criterion in light
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of such requirement, so that negligence could be found only when the
injurer is the least-cost avoider.

The introduction of the requirement of negligence improves the perform-
ance of the rule in bilateral-precaution situations. The negligence criterion
makes both parties take the optimal level of care in al situations (unilateral,
alternative and bilateral precaution), but gives incentives to choose an opti-
mal activity level only to the residual bearer, the victim.

Contributory and comparative negligence Under contributory negligence,
the injurer is liable to compensate his’her victim only if he/she was negligent
and the victim was careful. In all remaining cases the victim remains the
residual bearer and receives no compensation for his/her loss. Therefore, the
victim does not have the right to compensation when both were negligent,
when both were careful, and obviously when the injurer was careful and the
victim negligent. Similar results are reached with a rule of comparative
negligence. In a regime of comparative negligence, however, victim negli-
gence does not constitute a complete bar to recovery but leads to a reduction
of liability in proportion to the parties' respective levels of negligence.

In both regimes, the injurer can escape liability by taking the due level of
care. This creates the appropriate incentive for the injurer to comply with the
legal standard of care. Given that the injurer can reasonably expect to bear the
entire residual loss, he/she would also face incentives to behave carefully,
since he/she would internalize the full benefit of his/her precaution invest-
ment. Contributory and comparative negligence thus create efficient care
incentives for both parties, but only the victim, as a residual bearer, would
have incentives to undertake an optimal activity level. The injurer is able to
avoid liability with the adoption of due care and therefore would have no
incentive to invest in non-observable precautions. Contributory and compara-
tive negligence thus produce the same set of incentives generated by arule of
simple negligence, but they have possible distributive effects, because they
would either foreclose or reduce compensation when the victim is found
negligent.

Strict liability with negligence defences: the injurer as the residual bearer

A negligence rule can also be applied in conjunction with strict liability. In
these cases, the residual bearer is the injurer. Under strict liability with the
defence of contributory negligence, there is atest on the victim’s fault. If the
victim is at fault, he/she is barred from obtaining compensation. When there
is no fault on the part of the victim, the injurer is strictly liable, regardless of
his/her fault. A regime of strict liability with a defence of dual contributory
negligence encompasses a double test on fault; the negligence criterion is
applied to both the victim and the injurer. In this case the victim bears the
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accident loss only if he/she was negligent and the injurer careful: in al the
remaining cases he/she is entitled to compensation. The injurer has to pay
damages if both were negligent, if only the victim was careful and if both
were careful. This rule generates the same incentive effects as strict liability
with a defence of contributory negligence.

Under both variants of thisrule of strict liability with negligence defences,
the victim has incentives to take the due level of care to avoid losing his/her
right to compensation in the case of an accident. If the victim is careful, the
injurer bears the expected accident cost and will take the level of precaution
(care and activity level) that minimizes the total cost of accidents, alevel that
would correspond to the socially optimal level of precaution.

Under these regimes, it is sufficient for the victim to take due care in order
to be compensated for the accident loss, so that he/she does not have any
incentive to take (additional) unobservable precaution. On the contrary, since
the injurer isthe residual bearer, he/she will have incentives to invest in both
observable and unobservable precautions.

Comparative causation and loss-sharing rules

Under the liability regimes examined above, if neither party is at fault the loss
is either entirely borne by the victim (negligence rules under which the victim
istheresidual bearer) or is shifted entirely on the tortfeasor (strict liability with
negligence defences). These rules lack explicit ways for apportioning the loss
between a faultless victim and a faultless tortfeasor. Historically, comparative
causation emerges in the midst of legal systems based on negligence, in re-
sponse to the conviction that, in the absence of fault, there is no obvious reason
to let the loss fall on the innocent victim, just like there is no reason to shift it
on the tortfeasor. The criterion of comparative causation allows the spreading
of an accident loss among a faultless tortfeasor and an innocent victim on the
basis of the relative causal contribution of the parties to the loss. The principle
of comparative causation only operates as a residual basis for liability in the
presence of faultless parties, avoiding the al-or-nothing alocation of liability
generated by traditional rules.

Interms of levels of care, arule of comparative causation under negligence
may induce both victims and tortfeasors to adopt socially optimal levels.
Comparative causation differs from traditional regimes in this respect, since
both parties face positive shares of the accident loss in equilibrium. This
results in the spreading of expected accident loss and activity level incentives
between the parties, rather than the concentration of such losses and incen-
tives on one or the other party. As a result, under comparative causation the
activity level chosen by one party improves at the expense of the other. Thus,
neither version of comparative causation dominates traditional negligence
and strict liability rules on both activity-level margins.
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The loss-sharing and resulting dilution of activity level incentives may or
may not increase total net benefits. Loss spreading in equilibrium may pro-
mote optimal risk allocation among risk-averse agents when insurance is not
readily available. Loss spreading may similarly minimize distortion of incen-
tives deriving from truncated liability when tortfeasors face large potential
losses. However, comparative causation is also likely to exacerbate adminis-
trative costs, given the need to ascertain relative causation and the need to
adjudicate cases even in situations where neither party is at fault. This may
explain the limited spread of this rule in contemporary legal systems.

Conclusion: thedifficult design of tort law

All liability rules based on negligence struggle with a common dilemma. An
increase in care level or areduction in activity level for one party makes an
accident less likely to occur. However, each party’s precautions also make the
accident less likely for the other party. There is no feasible and cost-effective
mechanism in tort law to induce victims and tortfeasors to internalize the
benefits and costs of their behaviour in al dimensions.

Tort rules can only direct efficient incentives with respect to activity level
towards the residual bearer, thus failing to enhance the other party’s efficient
behaviour. This is Shavell’s theorem on activity level (Shavell, 1980a) ac-
cording to which no negligence rule exists which can give both parties
efficient incentives with respect to activity level. This follows from the fact
that the distinction between care (precaution the judge can observe ex post)
and activity level (precaution the judge cannot observe ex post) is due to the
introduction of the negligence criterion. The party who can escape liability
by simply taking the due level of care will not invest in other unobservable
precautions, while the other, the residual bearer, will.

This point can be generalized by observing that a point of discontinuity in
the liability curves faced by the parties must be created to entice both parties
to choose optimal care and activity levels. With respect to care, thisis gener-
ally done by identifying a socialy optimal care level and by utilizing that
level to mark the boundaries between diligence and negligence. Landes and
Posner (1987: 70-71) and Gilles (1992) suggest that courts take into account
activity levelsin their assessment of negligence whenever it is feasible to do
s0. However, no threshold of ‘optimal activity level’ is generally invoked by
legal rulesas aliability allocation mechanism. The reason for thisomissionis
due to the difficulty of pinpointing a critical value to separate efficient from
inefficient activity levels. Without this critical threshold, no discontinuity in
the parties’ expected liability can be created.

Optimal activity levels are difficult to specifiy because the value of such
activities can only be ascertained from private information of the parties.
Unlike optimal levels of care, which largely depend on the objective cost of
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precaution and the expected gravity of harm, optimal activity levels rely on
values that are harder to ascertain by a third-party decision maker since they
include the subjective value of the individual that carries out the risk-creating
(or risk-bearing) activity. In the absence of such a threshold it is difficult to
induce both parties to internalize the full social cost of their activity levelsin
equilibrium.

This leads us to point out a general characteristic of tort law. Sinceit is not
possible for both parties to bear the accident loss in equilibrium, traditional
legal rules concentrate activity-level incentives on one or the other party.
Negligence rules under which the victim is the residual bearer (simple negli-
gence, contributory and comparative negligence) give efficient incentives
with respect to activity level only to the victim, the residual bearer in those
cases, while the strict-liability-based negligence rules (under which the injurer
is the residual bearer: strict liability and strict liability with negligence de-
fences) give efficient incentives with respect to activity level only to the
injurer, the residual bearer in those remaining cases.

In theory, a rule of decoupled liability could give both parties efficient
incentives with respect to care and activity levels. Decoupling liability
(Polinsky and Che, 1991) means making both the injurer and the victim the
residual bearers by denying the victim any compensation (as under no liab-
ility) and having the injurer pay a fine equal to compensatory damages (as
under strict liability), regardless of their level of precaution. However, other
functions of tort law (for example, compensatory and so on) would be com-
promised by such a decoupling mechanism.

A guided tour through theliterature

In this section we shall provide a pathfinder through the existing law and
economics literature on torts. The listings are by necessity limited to some of
the more representative contributions.

Textbooks on tort law and economics

Shavell (1987) and Landes and Posner (1987) were the first systematic treat-
ments of the topic. Although outdated, they remain the fundamental reference
for tort law and economics. Miceli (2004, chs 2 and 3) provides a more
recent, simple and rigorous formal treatment of the theory. Cooter and Ulen
(2004, chs 8 and 9) add a discussion of contemporary issues.

The origin of the economic approach to tort law

Coase (1960) yielded an intellectual revolution in the way scholars consid-
ered the problem of externalities (accidents) in two ways. First, it put forward
the reciprocal nature of accidents as both victims and injurers are to be
considered asjoint inputs to the externality. Hence, simply making the injurer
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pay may not be the optimal solution. Second, it raised the question of why we
need tort law if market exchange can do the job. Calabresi (1961, 1970),
whose work may be considered as the intellectual response to the first prob-
lem, analysed different liability rules against the goals of providing incentives
to reduce the total accident costs (precaution costs plus expected harm), the
risk-bearing cost and the administrative costs of the system. Calabresi and
Melamed (1972) provided an answer to the second problem, by arguing that
tort law is needed in situations in which transaction costs prevent parties from
bargaining (but the discussion on this point is open to date). Brown (1973)
formalized this framework in the now standard economic model of torts.

Incentives to take precaution: the fundamental results

Under the simple assumptions of the Brown model, two main results have
been derived with respect to incentives: first, Landes and Posner (1980)
showed that any liability rule that features a negligence defence leads to both
the injurer(s) and the victim taking optimal care; second, Shavell (1980a)
proved that no such rule can induce both parties to take the optimal level of
activity (defined as including all precautionary measures not explicitly in-
cluded in the negligence inquiry). Gilles (1992) analysed the actual ability of
American courts to include issues concerning the frequency or repetition of
certain dangerous actions in the determination of negligence.

Incentives to acquire information about risk

Liability rules also serve another important goal besides those indicated by
Calabresi (1970): they induce the residual bearer to acquire information in
order to reduce the loss he/she bears. These incentives are distinct from the
incentives to take optimal precaution. Posner (1973) raised the issue, Shavell
(1992) analysed it in aformal model.

Risk allocation and insurance

Concerning the allocation of risk, the liability system is said to be compara-
tively more expensive than insurance, which isin general desirable even if it
partially dilutes the incentives towards optimal precaution, as proven in Shavell
(2000).

Administrative costs

To date, the economic analysis offers no satisfactory theory concerning the
administrative cost of different liability rules. However, a particularly com-
mon rule, comparative negligence, seems to be more expensive than other
likewise efficient (in the standard model) rules. This puzzling waste of ad-
ministrative costs cals for scholarly attention.
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Comparative negligence

The literature has moved in the direction of relaxing some of the standard
assumptions. Comparative negligence seemsto improve incentives when judges
make random errors in comparing the due level of care to the level of care
actually taken by the parties (evidentiary uncertainty, Cooter and Ulen, 1986)
when the standard of careisuniform for all parties but the individual costs of
care differ (Rubinfeld, 1987), and when judges err regarding the level of care
cost actually borne by parties (Haddock and Curran, 1985). Bar-Gill and
Ben-Shahar (2003) criticize part of this approach. The literature is vast and
the academic discourse remains open.

Comparative causation

While the apportionment of |osses among negligent actors (comparative neg-
ligence) is aredlity that is difficult to explain, apportioning damages among
non-negligent is a profitable solution that is rarely found in actual legal
systems, as argued in Parisi and Fon (2004).

Errors, uncertainty and accuracy

Theincentive effects of liability rules crucially depend on their correct imple-
mentation. Errors or uncertainty in the determination of the damage award,
the causal link, or the issue of negligence might distort incentives. See Dia-
mond (1974), Calfee and Craswell (1984) and Craswell and Calfee (1986).
However, when this does not happen, a certain degree of inaccuracy might
help save administrative costs. See Kaplow and Shavell (1994, 1996).

Insolvent and disappearing injurers

If the injurer’s assets are not sufficient to cover the victim’'s compensation or
if thereis achance that the injurer will not be identified or sued, incentives to
take precaution might be diluted. Summers (1983) identified this problem;
Shavell (1986) analysed it in connection with insurance; Dari Mattiacci and
De Geest (2005) show that the level of precaution that the injurer takes
depends on the precaution technology available.

Vicarious liability and mandatory insurance

In response to the two problems mentioned above, liability may be shifted
from the insolvent or disappearing injurer to his/her principal in order to give
the latter incentive to exercise a delegated control function on the former.
Sykes (1981) and Kornhauser (1982) provided the first analysis. Mandatory
insurance may serve the same purpose. Dari Mattiacci and Parisi (2003)
analyse different such systems of delegated control in a unitary framework.
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Punitive damages

If injurers can escape liahility, their incentives may be diluted. Their incentives
may be corrected by increasing the damages they pay when they are actually
apprehended. Punitive damages are hence seen as a corrective mechanism for
disappearing injurers. See Cooter (1982) and Polinsky and Shavell (1998).

Pure economic loss

Some losses consist of the victim’s forgone profits. In this case, the market
mechanism might cause a third party (for example, a competitor of the
victim) to increase his/her profits as a consequence of the accident. It has
been said that such losses do not correspond to a socially relevant loss, hence
the victim does not deserve compensation. The issue is approached differ-
ently in different legal systems and is often discussed. The issue originated
from Bishop (1982) and Rizzo (1982). Bussani et al. (2003) provide a com-
parative analysis.

Non-pecuniary loss and compensation for pain and suffering

The economic model of tortsis based on the assumption that the victim’s loss
(aswell asthe parties’ precaution costs) may easily be expressed in monetary
terms and that monetary compensation can restore the victim to the pre-
accident situation. Both assumptions are often not satisfied, raising the two
related problems of whether and how much compensation to award, also in
connection with the injurer’s incentives. See Arlen (2000, section B), for a
survey of both the empirical literature and the economic arguments in favour
of and against compensation of such loss.

Product liability

Accidents that occur in connection with products are of a different type from
ordinary torts. In fact, the victim (the consumer) and the injurer (the pro-
ducer) are parties to a contractual relationship. The Coase theorem applies
and, if its conditions are satisfied, the liability rule is irrelevant to the out-
come, as parties will bargain around it. However, producers will in general
enjoy an informational advantage compared to consumers and, hence, the
liability rule might make a substantial difference. Strict liability isin general
preferred as it puts the informational burden on the producer (see also sub-
section on incentives to acquire information). See Spence (1977).

Joint and several liability

When more than one injurer is responsible for the loss suffered by the victim,
a problem arises of how to apportion damages among them. In the standard
model, the apportionment rule does not affect the outcome (Landes and
Posner, 1980). However, in connection with insolvency and the possibility of
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settling out of court, the problem becomes relevant and the rules that govern
the apportionment of the loss affect the injurers’ incentives. See Kornhauser
and Revesz (1990).

Causation

The issue of causation is controversia in economics, as both the victim and
the injurer may be seen as joint inputs in the production of the accident loss
in a Coasean perspective. The analysis has mainly focused on ascertaining
the effects of causation on the functioning of the negligence rule (Grady,
1983; Kahan, 1990), on the allocation of damages when there is uncertainty
over the causal contribution of several injurers (Shavell, 1985), and on the
optimal restriction of the scope of liability (Shavell, 1980b).

Tort liability and regulation

Tort liability as a way of producing incentives to optimal precaution may be
compared to the regulatory system, which serves the same purpose. Regula-
tion may substitute or complement tort liability when the latter isimpaired by
problems related to an insolvent or disappearing defendant. Wittman (1977),
Shavell (1984a, 1984b), Kolstad et al. (1990), Burrows (1999) and Schmitz
(2000).

Litigation

Liability as a system of providing parties with incentives to take precaution
relies on the enforcement of the duty to pay damages. The way in which the
judicial system functions may affect the incentives produced by tort liability
asit affectsthe victims' ability to collect from injurers and hence the injurers’
internalization of the victims' loss. A survey of the ongoing research on the
topic may be found in Cooter and Rubinfeld (1989) and Kobayashi and
Parker (2000).

History and evolution of tort liability

Economic analysis may also be applied to the study of the genesis and
evolution of tort liability in response to changes in society and technology,
which in turn affected the nature and the probability of accidents. Posner
(1980 and 1981) and Parisi (1992, 2001).
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7 Family
Margaret Brinig

Introduction

The idea of thinking of familiesin economic termsis not new, but dates back
at least to the time of Aristotle, whose Econacameia meant ‘ management of the
household’ (Spiegel, 1983, p. 25), and whose views on affection between the
generations are cited even today by law and economics scholars such as
Richard Posner (Posner, 1996). The patriarchal family was used as a meta-
phor for the monarchy by William Filmer in the seventeenth century (Filmer,
1653), atheory debunked by John Locke, who, in writing his Second Treatise
on Government (Locke, 1689, pp. 179-87), laid out much of the foundation
for the later work of William Blackstone, a lawyer, whose contractarian
notion of the implicit contract between parent and child appears in much of
the law and economics literature on family relationships (Blackstone, 1765).
Similarly, David Hume's (1761) writing about the need for marital exclus-
ivity, particularly on the part of the wife, sounds an economic chord, for he
bases his suggestion on the requirement of the husband to support the wife's
offspring. Another contractual writing about the family comes from Sir Mat-
thew Hale, a British jurist whose statement about the impossibility of spousal
rape stemmed from the wife's having, by her marriage, given an irrevocable
consent to intercourse with her husband. The nineteenth-century economic
writings of British and American authors Harriet Martineau (1889) and
Catharine Beecher (1841) relate women'’s participation in the home economy
to their political and social roles. Beecher’'s A Treatise on Domestic Economy
(1841) became the primer for the adoption of the married woman's ‘ separate
sphere’, in which she was to specialize in the education and upbringing of
children while her husband toiled in the labour market.

In the twentieth century, family law suffered from an intellectua stigma
that probably came from the tawdriness of the staged suits for fault divorce
and the equally unsavoury ‘heartbalm actions' of breach of promise, seduc-
tion and alienation of affections. Except for the forays of some members of
the Chicago school in the late 1970s, writing about a market in babies
(Landes and Posner, 1978) and the economic basis for alimony (Landes,
1978), family law lagged behind other legal fields in developing economic
scholarship. Recently, however, quite a few pieces and several books have
featured the law and economics of the family, particularly involving marriage
and divorce.

103
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Family law is perhaps different from other areas because of its tremendous
social importance and the ever-presence of externalities, in the form of chil-
dren. Although there has been very little work published that systematically
looks at all of family law (Brinig, 2000), one might begin with a theoretical
construction such as that shown in Table 7.1.

Table 7.1 A systematic representation of family law

Children not Children
Forms present present
Social unit  Legal Economic
analysis
Individuals Contract ~ Consumer Courtship and Fertility and

paradigm economics  marriage creation  adoption
Economics  Husband and wife  Parent and

of the firm child
Families Covenant Law and Divorcing couples  Emancipation
paradigm economics Divorcing
of franchise couples with
children
Adoptive and
birth families

A complete study of the law and economics of the family could thus be
organized along three well-known economic models. Some family relation-
ships, which might be called ‘ pre-families’, can be described using a consumer
economics model. When this model sets the appropriate theoretical frame-
work, law and economics scholars suggest that unregulated, or private,
contracts ought to be encouraged, unless one or both of the contracting
parties is incompetent, conditions suggest information asymmetries, the situ-
ation involves substantial negative externalities or rent extraction (or hold-up)
islikely to take place (Epstein, 1995). In these exceptional circumstances, the
most efficient contracting cannot take place. Therefore circumstances require
some type of governmental intervention in the marketplace.

This analysis indicates a free marriage market except where there are
substantial information problems (annulment) or substantial negative exter-
nalities (void marriages or unenforceable agreements, both of which occur
because the social benefits of families are threatened (Brinig and Alexeev,
1995). A contract will be closely scrutinized when it frequently leads to rent
extraction (as with antenuptial agreements, where courts are particularly
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concerned with inequality of bargaining power: Schultz, 1980). Before chil-
dren become part of a family, externalities are always present because any
contracts are made between adults, while at the same time they affect the
children. Moreover, the state has interests because of the importance of
parenting. Much of the litigation involves problems of information (about
what a birth parent is giving up, or what an adoptive parent is receiving) and
market power (wealth extraction by third parties: Brinig, 1995a). Some in-
volvesthe costs of transacting adoptions. Other externalities (commodification)
are particularly feminist concerns, as are problems with the ‘pricing’ or sale
of children (Radin, 1987), because of incommensurability (inability to value
or measure; Sunstein, 1994).

Once the family has been formed, the relationships may be analogized to
the economic problem faced by the firm. The closest legal relationship will
not be contract, but covenant (Brinig, 1994a, 2000). The goal of a firm's
profit parallels the individual’s utility. The factors of production critically
involve transaction costs as well as the costs of externalities. The principal—
agent problem poses the greatest transaction cost difficulties for the firm
(Ross, 1973). The modern firm particularly requiresinvestmentsin capital. In
the family, profit is seen by mainstream economists as a maximization of
household production (Becker, 1991). More recently, feminist economists
challenge the appropriateness (and accuracy) of that goal and suggest alterna-
tives of happiness, intimacy and security (Singer, 1995). Becker’s household
production model fails to take account of all things involving the family, and
particularly ignores what makes up peopl€e’s tastes or preferences. The house-
hold production function may be re-examined, with particular attention paid
to transaction costs and also to the specialization and the division of [abour.

The family firm can also be examined in the context of children. A promi-
nent subject for economic analysis and, recently, law and economic analysis,
involves investment in human capital, the knowledge and skills that will build
future citizens, workers and social beings (Becker, 1975). How these invest-
ments are made — whether by father, mother or state —is of tremendous social
importance as well as interest here.

When families change through ageing, adoption, separation or divorce,
two models appear (Brinig, 1996). Choice between them will dominate law
reform choices. One model springs naturally from an emphasis on contract:
this is the sovereign nation model (Kronman, 1985). The other is an out-
growth of the principal—agent discussions found in the covenant or firm: the
franchise model (Hadfield, 1990). Dissolution of marriage, adoption and
emancipation might constitute a return to contractualization of the family.
But can alegal decree, or a statute, really terminate a permanent relationship?
What are the consegquences of doing so? Transaction costs, bargaining power
and equality come to the forefront again, as do the question of externalities
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(in terms of the effect on children and the stability of relationships them-
selves) and the extraction of quasi-rents.

A final concern might surround the role of law and lawyers. Legal academ-
ics have long puzzled over which comes first, social change or law reform.
What is not generally discussed is the question of what happens if the law
does not accurately reflect what is empirically true. An example of this
problem in the family law context is the duties and obligations of fathers: the
legal consequences flow from the biological relationship, while recent socio-
logical evidence shows that emotional allegiance follows the man’s attachment
to his current mate. Thus, if law were to follow inclination, support and
custodia responsihilities would be owed by the stepfather, not the birth
father, following divorce. A final set of questions revolves around the goals
society sets for families. Should we return to an older (more covenantal) rule
of law, with the hope that society will follow? For example, we may question
whether laws should be drawn (or reformed) to make divorce more difficult,
to make care for the elderly a family, rather than a societal or individual,
responsibility, or to discourage out-of-wedlock child bearing.

There are thus three main parts of a law and economics of the family,
roughly dividing family law into studies of market behaviour (family forma-
tion), the family firm (functioning families or husband and wife and parent
and child), and the family as franchise (post-divorce and post-emancipation
relationships). At the beginning of relationships, market principles dominate,
while after families are formed the better paradigm is covenant, for franchise
relationships may be described as the vestiges of covenant. The law and
economics of the family should be constant through various countries and
economies. The transition economies of Europe, while perhaps having a
different property tradition from that of the English-speaking countries, have
the same family structures. As the transitional European countries choose or
reform their family laws, it may be helpful to look at the experience of other
Western nations, particularly in terms of divorce and custody laws.

The marriage market

When we examine what we might call the marriage market, we find that
economists have already written, as with Stigler's (1961) economics of infor-
mation, about the search for an ideal mate. Although Telser (1927) coined the
term ‘assortative mating’, England and Farkas (1986) describe a‘D’ or desir-
ahility factor that the individual uses to assess his or her own chances in the
marriage market. The young adult holds each potential spouse up to this
standard, deciding whether to settle down with a particular person or con-
tinue to search. Allen (1992b) notes that people will marry realizing that they
will share during their marriage relationship, and therefore will be attracted
to people much like themselves. Bishop (1984) writes about the signalling
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effect of marriage on others who remain in the market. Becker et al. (1978)
discuss courtship in terms of its impact upon divorce: when a person cannot
continue to search because, for example, she already has a child, sheislikely
to make aless successful match. Similarly, mismatchesin terms of religion or
education also lead to a greater probability of divorce. Brinig and Alexeev
(1993) further develop the search concept, writing about the ‘lemons’ prob-
lem that may occur because some traits of a prospective spouse cannot be
discovered until after marriage. They note that annulments on the ground of
fraud, which are granted when the deception goes to the essence of the
marriage relationship, increase when the divorce law eliminates considera-
tion of fault. Brown (1995) discusses the impact of the legalization of same-sex
marriages upon the economy of Hawaii, an American state that seemed a
good candidate to be the first in performing them. Baker and Emery (1993)
doubt that couples accurately assess the probabilities of their own divorce
when they contemplate marriage. They are therefore unable to plan accu-
rately in terms of marital contracts. Brinig (1990) discusses the use of diamond
engagement rings as bonding devices when states abolished the breach of
promise action, which had equalized the losses between men and women
from a broken engagement. Schultz (1982) discusses the pros and cons of a
complete marital contingent claims contract. Contracting, while desirable for
many reasons, itself may inhibit the trust and intimacy that should develop in
amarriage (Singer, 1992).

There has been some recent work on precommitment strategies, in terms of
choosing, at the time of marriage, whether to accept the prevalent no-fault
divorce regime or specify a more stringent, fault-based private rule, in the
couple’'s own case. For example, Scott (1990) argues that, if the couple plan
to invest heavily in their relationship, for example by having children, they
ought to be able to opt for amore difficult exit option. Likewise, Stake (1992)
would require the choice of a more or less onerous set of marital obligations.
Marriage involves a set of state-required default terms, which cannot be
varied even at the parties' behest, seemingly contrary to a liberal view of
contract. These may exist because they are the sort of terms couples would
not think of at the time of the marriage ceremony, while they are nevertheless
important (Baker and Emery, 1993). They may also be seen as state provision
for children, who are incapable of contracting (particularly before the fact)
on their own behalf (Becker and Murphy, 1988).

In the last severa years, some feminist writers (not from a law and eco-
nomics tradition) have advocated a re-evaluation of marriage, with the idea
that movement towards the centrality of the mother—child dyad might better
provide for the societal needs of child rearing while compensating for the
dependency that is inevitable when people take care of children or elderly
parents (Dowd, 1994; Fineman, 1995). Brinig and Buckley (1999b) criticize
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such ideas because they do not account for the complementary functions that
two parents perform in families.

Becoming parents: the market for children

Scholars with interdisciplinary interests are increasingly turning to the new
field of sociobiology, which explains human behaviour, in important part, in
terms of people’s desire to maximize the success of their own genetic heri-
tage. Popular accounts which are important for students of the family include
Ridley (1992) and Wright (1994). The biologists were not the first to discuss
thisimportant ingredient of tastes. For example, Anderson and Tollison (1991)
write about children’s behaviour, which they describe as rational because
each child attempts to get as much parental attention and care as possible.
Even earlier, Gary Becker and others (Becker and Lewis, 1973; Becker and
Tomes, 1976) have described the interaction between the number of children
and the time or goods that may be devoted to each child, hypothesizing that
the available resources parents can allocate are fixed.

But even before parents can invest in their children, they occasionally must
bring children from other families into their own through adoption or, more
recently, surrogacy. Landes and Posner (1975) wrote a controversial essay
suggesting that adoption laws, which forbid any explicit payment for chil-
dren, be relaxed so that the large and inelastic demand for children can be
met by alarger supply of adoptable children. Many unexpected pregnancies
are terminated through elective abortions in countries where the latter are
legal. Other law and economics scholars have supported this and later Posner
work on adoption (Posner, 1987, 1992), urging that alegal ‘ market in babies
be extended to surrogacy arrangements, in which amarried father’s sperm are
implanted in awoman other than his wife who bears the child for the married
couple (Cass, 1987; Epstein, 1995). Cass, while realizing possible objections
to surrogacy arrangements, noted that surrogacy allows some relief for cou-
pleswho increasingly find it difficult to adopt, and make parties on both sides
of the transaction happy. Epstein suggested specific enforcement of surro-
gacy contracts since damage remedies would probably not be effective and
since certainty would benefit all the parties to the contract. Prichard (1984),
however, disapproved of a ‘market in babies' for largely philosophical rea-
sons, while Trebilcock and Keshvani (1991) approved of surrogacy in general,
but only if the contracts involved a waiting period after the child’s birth
before consent would be final. Brinig (1995a) suggests that surrogacy con-
tracts should not be specifically enforced because of information asymmetries,
third-party externalities (the effect on the surrogate’'s other children) and
market asymmetries allowing middiemen to exploit parties on both sides of
the contract. In other papers, Brinig (1993, 1994d) discusses the negative
effect on the adoption rate of increasing transaction costs by allowing birth
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mothers to revoke consent. Like Cass (1987), Prichard (1984) and J. Cohen
(1987), she is concerned about the effect of surrogacy on hard-to-place chil-
dren who currently can expect lengthy placement in foster homes.

Foster families are technically hybrids between biological families and
paid child carers. They therefore involve particularly complex principal—
agent problems (Schneider and Brinig, 1996b). Because foster parents are not
guaranteed permanent relationships with the children for whom they care,
they do not have the incentives to treat them as well as they would their own,
as Grubb describes with the historical practice of indentured servitude (Grubb,
1985). However, because many foster parents are, in effect, repeat players,
meaning that they have several sets of foster children, they have reputation
effects to consider. This may cause their behaviour to remain within the
acceptable level, but at the same time may keep them from forming strong
psychological bonds with the foster children. Further, particularly in the
minority community, they are often blood relatives of their foster children.

Thefamily firm: marriage

Once people marry, in many ways their individualistic, or market-like, behav-
iour changes so that it more resembles behaviour within the firm. They are
concerned with what Becker (1991) calls ‘maximization of household pro-
duction’, which broadly includes not only children, consumption goods and
leisure time to enjoy them, but also values like intimacy and love. As with
commercial firms, there will be no day-to-day accounting: as Ben-Porath
(1980) noted, large outstanding balances will be tolerated. Aswithin the firm,
specialization will become important (Becker, 1991). The balance between
household and labour force participation will change with changes in the
spouses’ opportunity costs (England and Farkas, 1986) though, as Becker
(1991) suggests, women for biological reasons aways have the comparative
advantage in child rearing and, because child care and other household jobs
may be done at the same time, may be the only spouse to work in both the
labour force and household production. Legally, the paradigm is the cov-
enant, far more difficult to dissolve than the ordinary contract and requiring
state action (divorce) to do so (Brinig, 1993, 19944, 1996).

During marriage, couples remain free to invest in their own human or other
capital, but more often will choose to invest specifically in the marriage or in
each other’s careers. Specific investment in marriages includes retailoring
cooking, cleaning or entertainment tastes to suit the other spouse (Lloyd
Cohen, 1987). More importantly, it includes the creation and raising of chil-
dren and the mingling of assets (Zelder, 1993; Brinig and Crafton, 1994).
Fuchs (1992) suggests that women may assume more of these roles even in
an otherwise egalitarian marriage because they, more than their husbands,
prefer children. Investment in the other spouse’s human capital is increas-
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ingly important, and has become the focus for much litigation on divorce
(Parkman, 1992; Brinig, 1997). In most marriages couples also specialize,
and frequently the specialization is along gendered lines (Becker, 1991;
Brinig, 1994c). Although most married women in the United States currently
remain in the labour force, they continue to assume a disproportionate share
of the household production functions (Manser and Brown, 1980) and are
particularly involved with the rearing of children (Zick and Geurer, 1991).
Men, on the other hand, tend to specialize in jobs outside the home, including
not only labour force participation, but also work on the home exterior, the
lawn and the family car. This specialization has the effect of making divorces
more costly to women, who typically cannot carry enhanced earning capacity
outside the marriage and into other relationships (Landes, 1978; Lloyd Cohen,
1987). Children, who possess some of the attributes of public goods, make
some divorces ‘inefficient’ because their relationships with non-custodial
parents will necessarily be different following separation (Zelder, 1993).

Marriage also functions as insurance (Becker, 1993; Scott and Scott, 1998).
It protects the spouses against the vagaries of the marriage market and also
from possible setbacks in the labour force. How important this function is
may depend upon the spouses’ relative risk aversion. Evidence that suggests
that women are more risk-averse than their husbands points to reasons why
they may tend to remain in aless than happy marriage, as well as the amount
they are likely to invest in the relationship, rather than just in themselves
(Brinig, 1995b; Parkman, 1996).

A good deal of recent work involves bargaining within the marriage set-
ting. For example, Manser and Brown (1980) note that the threat of divorce,
if credible, may encourage a shirking spouse to perform marital duties. More
recently, Lundberg and Pollack (1993) write that, instead of divorce, many
quarrelling couples are likely to reach a stalemate in which each spouse will
perform the minimum expected, with a resulting distribution of labour along
very traditional gender lines. Bergstrom (1995) does the same type of analy-
sisfrom agame-theoretic approach. Allen and Brinig (1998) extend bargaining
to consensual sexual intercourse, with a ‘property right’ belonging to the
spouse who isleast interested in coitus at any given time during the marriage.
Asthe property right shifts from wife to husband, more adultery and divorces
are likely to result.

The family firm: parent and child

Phillipe Aries (1962), the noted historian of childhood, linked parental invest-
ment in children to the infant mortality rate. Thus parents could not afford,
emotionally or otherwise, to become attached to children, or to allow child-
hood to develop as a separate stage of life, until most children would live to
adulthood, becoming economic advantages for their parents. The British
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jurist Blackstone (1765), writing in the eighteenth century, writes of an
implicit contract between parents and children, one in which parents supply
the child’s material wants and educate the child (morally as well asintellectu-
ally) in return for current obedience and wages and, later in life, support in
the parents’ old age. This implicit contract becomes the basis for the legal
system which protects the child during minority, gives the parent control over
education, discipline and training, promotes the ‘best interests of the child’,
allows the parent to consent to the child’'s marriage before majority, and
places the duty of the aged parents’ support on the adult child. Rubin et al.
(1979) tie this set of reciprocal duties to holdings in land, supposing that
there will be more parental investmentsin a child’s human capital as eventual
inheritance of the family farm stops being an important inducement to adhere
to the implicit contract. Because their children cannot adequately fend for
themselves, parents act as fiduciaries for them (Scott and Scott, 1995), with
many of the principal—agent problems that relationship typically produces
(Cooter and Freedman, 1991).

Once the children are born, as rational beings they manoeuvre to increase
their share of the scarce resources of parental attention (Anderson and Tollison,
1991). The state assumes some of the functions that are difficult for parentsto
perform if they expect, as part of an implicit contract, to be provided for in
their own old age by the children they now raise (Becker and Murphy, 1988).
Not only the state, but parents as well, invest in the children’s specific capital,
attempting to forge bonds that will reward the parent in dotage (Becker,
1993; Brinig, 1994b). On the other hand, if they do not expect to have adult
relationships with their children, parents may dissipate this most valuable
human resource through abuse and neglect (Brinig and Buckley, 1999b). Cox
and Stark (1993) say that parents may use their own behaviour towards
ageing parents to model the way they would like to be treated by their
children.

Alternatively, some of what parents do may be seen as a biological re-
sponse to the drive towards prolonging the species. Epstein (1989) uses
biology to account for differencesin child rearing by men and women as well
as the investments parents make, while Bergstrom (1995) uses it to explain
the difference in felt duty towards children versus other relatives, and Jones
(1997) explains step-parent abuse through the absence of abiological tie with
the child in question. Becker, in a series of famous papers, writes of the
tradeoff between time or other resources parents spend on children and the
number of children afamily has (Becker and Lewis, 1973; Becker and Tomes,
1976). Two recent papers cast some doubt that biology can drive all of the
parental relationship. Seltzer (1998) describes fathers’ relationships with chil-
dren as being dependent on the man’s relationship with the children’s mother:
once the father begins a new relationship, it is that woman'’s children that are



112 The Elgar companion to law and economics

most important to him, sometimes to the exclusion of the man's own off-
spring. Likewise, a number of family law scholars, including Woodhouse
(1992, 1996) and Bartlett (1984), write of parent substitutes who assume the
reciprocally fulfilling roles of parents in children’s lives. Lupu (1994) and
Brinig (1995a) describe parents as complementary factors in the children’s
upbringing: Lupu from a political science (balance of powers) perspective;
Brinig from an economic one.

Changing families

The firm model for families is necessarily incomplete. It does not, for exam-
ple, explain thelegal and other tiesthat exist after families are legally dissolved
through adoption, emancipation or divorce (Brinig, 1996). Because the love
that flows between family members is unconditional and permanent, divorce
becomes difficult and frequently painful. What may be left after the law
pronounces family relationships ended is akin to the economic concept of a
franchise, while what people involved in such transitions may experience is
an attempt to return to the market unfettered, again thinking of their relation-
ships contractually. Couples divorce, according to Becker et al. (1978), when
the gains from remaining married are outweighed by the anticipated benefits
of returning to the single life. Frequently, this occurs when couples have
married in relative haste and are therefore surprised by negative traits in each
other. Sometimes it occurs even after a more lengthy marriage when one
spouse can extract the quasi-rents of the other (Lloyd Cohen, 1987) or the
other does not have enough to offer to keep the marriage viable (Zelder,
1993; Allen and Brinig, 1998).

The divorce rate, after rising steadily throughout the twentieth century,
exploded during 1960-80 in the United States, and has increased in parallel,
though usually not at such ahigh level, throughout most of the world (Goode,
1993). Allen (1990) notes that no-fault divorce statutes seem to increase
across cultures as more married women participate in the paid labour force,
and South (1985) indicates the relationship between divorce and lack of
strong social cohesion in the party’s home state. Scholars debate whether no-
fault divorce itself causes more divorces, though there is little doubt that the
rates increase around the time no-fault isintroduced (Nakoneszy et al., 1995).
Peters (1986) used a panel data study to suggest that, under the Coase the-
orem, unhappy spouses would reach an efficient level of divorce. Therelaxation
of divorce grounds would negatively affect women, who would be forced to
trade tangible property rights to keep a marriage together. Peters's results
were disputed for avariety of reasons by Duncan and Hoffman (1981), Allen
(1992a) and Brinig and Buckley (1998a), all of whom suggest that, because
divorce transactions costs decreased when no-fault was introduced, there
ought to be a permanent effect on the divorce rate. In no-fault states, divorces
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cost far less and there is generally much less litigation (Brinig and Alexeev,
1994), as the Priest—Klein (Priest and Klein, 1984) model would predict.
Mediation has become increasingly prevalent as an alternative to litigated
awards, and has the advantage, not only of being less costly, but also of
allowing the parties to reach freely their own settlements (Brinig, 1995h).

Peters (1986) predicted substantial differences in divorce settlements be-
fore and after no-fault, and her fears were echoed in the sociological literature
(Weitzman, 1981) and the legal literature (Mnookin and Kornhauser, 1979).
In fact, many divorced women with children do live in poverty, but perhaps
mostly because of the loss of economies of scale as the marital household
divides in two (Duncan and Hoffman, 1981). Despite the great variety in
American divorce laws, the settlements people receive in terms of child
custody and financial assets seem quite constant across states (Maccoby and
Mnookin, 1992; Brinig and Alexeev, 1993; Fox and Kelly, 1993; Garrison,
1993; Weiss and Willis, 1993; Brinig and Buckley, 1998a).

There seems to be little doubt about the adverse effects of divorce on
children, both psychologically (Hetherington et al. 1982; Wallerstein, 1991)
and financially (Weiss and Willis, 1985; Brinig and Buckley, 1998b). Whether
because they are forming new relationships, as Seltzer (1998) suggests, or
because they can no longer monitor how their former wives are spending
child support contributions (Weiss and Willis, 1993), or whether time with
children has some of the properties of an addictive good (Becker and Murphy,
1988), more than half the child support payments ordered in the United
States remain uncollected.

Although the parents may be more comfortable ending their relationship,
the contracting that they do has the negative external effect typical of a
Kaldor-Hicks rather than a Pareto-optimal solution. Perhaps for this reason,
divorce laws may be more stringent for couples with children (Scott, 1990) or
parents may be ordered to pay for children’s college education, as they are
not while married. The other troubling external aspect of divorceisits effect
on other marriages. As the divorce rate approaches 50 per cent, many couples
can rationally expect an end to their relationship. Husbands, who are typi-
cally in a better financial position, may use their advantage to extract
quasi-rents from their wives (Lloyd Cohen, 1987; Brinig and Crafton, 1994).
Some couples may choose not to marry at all, while in others women may
work ‘too hard’ (Parkman, 1996). To some extent, these problems were
relieved by the institution of alimony (Landes, 1978). As states make perma-
nent alimony the exception rather than the rule, spouses, at |east theoreticaly,
may engage in ‘trading’ of custodial time with financial assets (Mnookin and
Kornhauser, 1979). Brinig and Alexeev (1993) note that, in the states they
studied, people seemed to bargain towards a standard custody pattern, with
men giving up property until reaching about a 25 per cent custody share, and
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afterwards ‘paying’ not to have more time with the children. This result
seems to be true nationwide (Brinig and Buckley, 1998b) even when state
statutes presume an even division of custody (Maccoby and Mnookin, 1992).
Child custody adjudications are difficult and, like the termination of parental
rights that takes place if parents abuse their children, pose al the economic
problems of the rules and discretion debate (Kydland and Prescott, 1977) and
the confusion introduced when it is difficult to identify which error is of Type
| (Schneider and Brinig, 1996b) (the error the state most wants to avoid).

In relationships with joint custody, child support seems to be easier to
collect (Maccoby and Mnookin, 1992; Fox and Kelly, 1993), suggesting
that, if the relationship with the non-custodial parent continues to be strong,
not only will the hoped-for psychological stability remain, but also the
child will be better off financially. Similarly, although adoption legally
terminates relationships with birth parents, many family members seem
reluctant to declare the ties severed. Grandparents, for example, are litigat-
ing to keep visitation rights at an ever-increasing rate, as are foster parents,
natural siblings of the adopted child and even birth mothers (Brinig, 1996).
Some of this litigation is no doubt produced by the monitoring problems
Weiss and Willis (1985) discuss. Some may be simply an attempt to pre-
serve the family franchise: the reputation and other assets of the extended
relationship (Brinig, 1996).
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8 Inheritance
Richard E. Wagner

Private property, freedom of contract and personal liability provide the cen-
tral legal framework for a market economy, as Walter Eucken (1952) explains
in his well-known statement of Ordnungstheorie. While there is little dispute
about the principal features of this framework, there is much dispute about
the status of property when the owner dies. There are two polar regimes in
this regard, free inheritance and collective inheritance. Under free inherit-
ance, an owner of assets would have the same right to dispose of his assets
upon death as he had during life. Any state involvement would be minimal, as
illustrated by such things as the usual recordation fees charged when certain
asset titles are transferred. Under collective inheritance, an owner of assets
would have the full use of his assets only during hislifetime, and those assets
would become state property upon his death. Collective inheritance would
entail the imposition of a 100 per cent tax on all assets that were held by a
decedent at the time of death.

A pure regime of collective inheritance is almost certainly impossible in
modern societies. There are several related reasons why any effort to tax
estates at 100 per cent would collect little, if any, revenue. The effort to
impose such a tax would induce people who had accumulated wealth during
their lifetime to consume it before their death, by doing such things as
converting that wealth into annuities. It would also induce such people to
transfer more of their wealth while they were alive, though this possibility
would also lead the state to attempt to tax gifts, which in turn would further
induce prospective donors to seek methods of doing this none the less.
Furthermore, deaths typically are known to heirs before they are known to tax
officials, and collective inheritance would surely induce heirs to scavenge
among the decedent’s assets, particularly among those assets for which titles
are not recorded publicly, before officers of the state even arrive on the scene
to press their claims. For these reasons, among others, a regime of collective
inheritance would bring into the state’s possession, at most, only a small
portion of the assets that would have been transferred from decedents to heirs
under aregime of free inheritance.

To avoid such an impossible situation, states stop well short of 100 per
cent rates of taxation and generally confine tax liability to what are consid-
ered to be comparatively large accumulations of wealth. A state that sought to
maximize the revenues it could collect from a tax that it imposed on the
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wealth of decedents would be well advised to keep its rate of tax well below
100 per cent and to limit the base to relatively large estates. This is not to
claim that such a revenue-maximizing approach would be desirable, but is
only to say that there is a pragmatic limit to the extent to which inheritance
can be collectivized. Total collectivization is simply impossible and the
maximally attainable extent of collectivization will still involve some sem-
blance of freeinheritance.

Despite this pragmatic recognition of the limits to the collectivization of
inheritance, conceptual clarity concerning alternative approaches to inherit-
ance is promoted by considering the polar alternatives of free and collective
inheritance. What does it matter whether inheritance is free or collectivized,
since in any event the extent of collectivization will necessarily be incom-
plete? Isfree inheritance socially beneficial, in which case inheritance taxation
could be socially destructive, or might free inheritance be socially destruc-
tive, in which case inheritance taxation might be socially beneficial? For the
most part, the argumentsfor collective and free inheritance mirror one another,
with each claiming to be part of a programme for human flourishing.

Collectiveinheritance and equal opportunity

There seem to be two sources of support for some collectivization of inherit-
ance through taxation, one grounded in claims of self-interest and the other in
claims of socia benefit. With respect to self-interest, the best tax is surely
always one that someone €else pays. Whether the count is made in terms of
decedents or in terms of heirs, liability for inheritance taxes is confined to a
small minority of the population. If the alternative to the taxation of inherit-
ance is some broad-based tax on income or consumption, the taxation of
inheritance would seem to offer tax reductions for amajority of people. To be
sure, there is good reason and strong evidence in support of the proposition
that the burdens of inheritance taxes are distributed more widely throughout
the population, owing to such things as negative effects on capital accumula-
tion and wages (see Wagner, 1993). None the less, some measure of support
for inheritance taxation may derive from a belief held by most people that it
isatax that someone else pays.

Most of the support for inheritance taxation, however, has been based on
some claim of fairness joined with claims about the characteristics of a good
society. This support for some collectivization of inheritance is often stated
with reference to the deformities that are alleged to be generated by free
inheritance, and which are claimed to be amenable to mitigation through the
collectivization of inheritance. Through its ability to magnify and transmit
material inequality across generations, aregime of free inheritance is alleged
to inject elements of a caste system into society. People become wealthy, not
because of what they have accomplished, but because their parents were
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wealthy. Others become poor, not so much because of failings on their part,
but because the posts of accomplishment in society will have been foreclosed
to them by the transmission of material position through inheritance. The
claim in this respect is that free inheritance impedes the failure of children
from rich families while concomitantly impeding the success of children
from poor families. It isasif there are only so many corporate chief executive
positions in a society, and for every such position that is filled through
inheritance an opportunity to attain such a position is closed to those without
such inheritances.

By reducing the advantages that parents can transmit to their children,
some collectivization through taxation is argued to be a means of promoting
some measure of equality of opportunity within a society. To be sure, more
than material wealth is transmitted from parents to children, so the ability of
collective inheritance to promote equal opportunity will be similarly limited
(Meade, 1973). None the less, it would be easy for proponents of collective
inheritance to argue that some effort to promote equal opportunity along
those dimensions that are susceptible to such promotion is surely better than
failing to do so, simply because there happen to be other dimensions that are
not so susceptible to such promotion.

In a commonly used analogy, the receipt of an inheritance is treated as
being similar to the receipt of a head start in a footrace. The collectivization
of inheritance is construed as a means of helping to promote equality of
opportunity, which in turn is construed as a situation where everyone starts
the race from the same position. The popularity of this footrace analogy
surely lies in its transparent simplicity. If economic life is analogized to a
relay race, free inheritance gives head starts to those racersin any cohort who
receive the baton ahead of the pack. Free inheritance creates a relay race
where the time of departure from the starting line for any particular runner is
governed by the speed at which his forebears had run their legs. By contrast,
collective inheritance would convert this relay race into a series of independ-
ent stages, one for each generation. Or at least this would be the idealized
accomplishment of collective inheritance, keeping in mind the caveat that
there are many forms of inheritance besides material wealth transmitted at
death.

The very simplicity of the footrace analogy seems often to overshadow its
dubious relevance. A footrace is a zero-sum game. Whatever increases the
odds that one particular racer will win must necessarily decrease the odds
that other racers will win. Economic life, however, is positive sum and not
zero sum. The increased wealth that accrues to the inventor of a new indus-
trial process does not come at the expense of everyone else, but rather is a
genuinely new creation of something that did not previously exist and which,
moreover, generates increased wealth elsewhere in society as well. There are
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not a fixed number of chief executive officer (CEO) positions available in a
society, because the number of such positions will depend on a variety of
considerations that govern the creation and success of enterprises. If taxes
that impinge heavily upon the successful creation of enterprises diminish
such efforts within a society, there will be a shrinkage in the observed
number of CEO positions.

Claims about equal opportunity and collective inheritance are often rein-
forced by claimsthat earned wealth ismorally superior to unearned or inherited
wealth. The widely-cited Rignano approach to inheritance, for instance, would
apply only a 50 per cent tax to the first generation of inheritance but would
confiscate any transfer to a second generation. This represents one effort to
institutionalize a belief that inherited wealth is normatively inferior to earned
wealth, and with the degree of inferiority rising as time passes. To a large
extent, this claim of inferiority involves a presumption that wealth can per-
petuate itself without effort, as illustrated by simple analogies based on
annuities and compound interest. This formulation makes it seem as though
people can live on the unearned incomes that they have received through
bequest, instead of earning their own way in society. It is undeniable that a
large fortune can support a lot of slothfulness and indulgence for its heirs. It
is also undeniable that such a fortune will be a fortune that is on its way to
dissipation. While assets can be sold and annuities purchased, wealth will not
perpetuate itself without effort, regardless of how that wealth has been at-
tained. Someone might inherit a highly valuable software company. Regardless
of the company’s value at the time of inheritance, however, that value will
plummet should the company choose simply to rest on its past accomplish-
ments. In a competitive market economy, al asset positions are open to
continual challenge. The value of the software company at the time it was
inherited will have to be earned over and over again, or else it will be lost as
customers shift their patronage to the superior offerings of competitors. It
will take the same application of energy and creativity to maintain the value
of the software company as it took to establish that company.

Moreover, there can be no doubt that the inheritance of material wealth is
socialy beneficial. We are all vastly better off today than our forebears of
yesteryear because of the legacies that they have left us. To be sure, propo-
nents of collective inheritance do not seek to abolish inheritance, but only to
subject it to some partial collectivization. In so doing, some tradeoffs would
have to be faced. One element of that tradeoff concerns the value placed on
equal opportunity relative to that placed on personal liberty. Another element
concerns the degree to which the collectivization of inheritance will reduce
the value of the legacies that decedents bequeath. Both elements would be
part of anyone's evaluation of alternative inheritance regimes. It is possible
that someone could think that the aggregate volume of legacies would decline
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sharply as tax rates increased and yet support inheritance taxation, because
equal opportunity is valued highly relative to liberty. It is also possible that
someone could think that inheritance taxation would exert arelatively modest
depressant effect on the volume of legacies and yet oppose such taxation,
because of the relatively high weight placed on liberty. In any case, a good
deal of the controversy over the taxation of inheritance has concerned such
things as the rate at which increased taxation reduces capital accumulation
and the relative weights to be placed upon equal opportunity and personal
liberty. At base, the central concern of this controversy is whether free inher-
itance or collective inheritance is more consistent with human flourishing.

Freeinheritance and human flourishing

Two of the primary institutions of civil society are private property and the
family. Free inheritance supports both of these institutions, while collective
inheritance subverts both and with the degree of subversion varying directly
with the rate of tax. The attack on private property and the family that
collective inheritance represents, no matter how incompletely collective it
might be, resonates well with the famous controversy between Plato and
Aristotle regarding the rearing of children. In The Republic, Plato advocated
that children be taken away from their parents and raised in common. The
argument for doing this was grounded in equal opportunity. If children were
raised by their own parents, some children would be advantaged relative to
others because of differences in family settings. Plato presumed that, if all
children were raised in common, the advantages that particular children
derived from being raised in particular families would be abolished, because
under the Platonic system all parents would treat all children equally. The
problem with this alternative, Aristotle noted in his Politics, was that all
parents would treat all children with equal indifference. AsAristotle summar-
ized, ‘it is better to be own cousin to a man than to be his son after the
Platonic fashion’. For children to be raised with parental interest and not
indifference, it is necessary to call upon the natural partiality of parents for
their own children.

The Platonic scheme may well reduce the variability among the members
of a particular generation that arises from differences in family settings, but
only at the expense of weakening private property and the family and em-
bracing the consequences that would stem from that weakening. Families
differ widely in the legacies they transmit to their children. The taxation of
inheritance seeks to pare down the legacies that particularly successful fami-
lies are able to leave. If flourishing were a zero-sum condition, where more
flourishing for some meant less flourishing for others, this might create some
greater spread of flourishing throughout a society. But the extent of flourishing
within asociety isavariable and not afixed condition, and societies with free
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institutions flourish more fully than societies with highly collectivized insti-
tutions, as Aristotle recognized relative to Plato.

This raises afundamental disjunction concerning two ways of approaching
equal opportunity and inheritance. The common approach seeks to promote
equal opportunity by restricting the ability of the relatively successful to
|leave bequests. An alternative approach to human flourishing would look to
the elimination of negative legacies as an important element in a positive
programme for a flourishing society. Rather than seeking to penalize those
who were successful in creating positive legacies, it would seek to cultivate
conditions that were less conducive to the persistence of negative legacies.
Such a programme for a flourishing society would seek to reform those
institutions that restrict opportunity, rather than to curtail those institutions,
such as private property and freedom of inheritance, that foster it.

What such an approach would look like would go well beyond the bounds
of this entry, though a few points can be made briefly in passing. For one
thing, such an approach would point in part to territory that is now under
examination in the widespread rethinking of the welfare state that is well
under way (for an interesting collection of essays in this respect, see Ebeling,
1995). In this rethinking, it is coming to be recognized increasingly strongly
that it is impossible to offer guarantees of income in one form or another
without at the same time undermining the exercise of those human faculties
that are essential to human flourishing. Programmes that encourage what are
little more than children to have children do not cultivate conditions condu-
cive to flourishing. Nor do programmes that substitute welfare cheques for
the application of effort and the exercise of providence.

A related issue concerning the requisites for human flourishing concerns
the place of wealth and inheritance in the creation and support of various
publicly beneficial institutions and organizations that typically cannot be
supported through normal commercial channels and yet undertake activities
that are also undertaken by states. These include a variety of charitable
organizations, museums, hospitals, educational establishments, foundations
and the like. There is both good reason and credible evidence in support of
two related propositions: first, state provision crowds out private provision;
second, private provision is often more effective than state provision in pro-
moting the requisites for flourishing. By promoting the substitution of state
provision for private provision, the collectivization of inheritance would thus
seem to retard human flourishing.

Inheritance, democracy and institutional complementarity

The performance properties of any particular institutional arrangement will
depend on the larger institutional framework within which that arrangement
is embedded. Within a regime of liberal democracy, free inheritance pro-
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motes human flourishing while collective inheritance restrains it. Within the
framework of liberal democracy, the state is subject to the same principles of
property and contract as are other participants in society. Liberal democracy
generates a system of open competition, governed only by the general prin-
ciples of property and contract. All wealth positions are open continuously to
challenge, and a regression towards the mean characterizes relative wealth
positions through time, both within the members of any particular generation
and across generations.

The institutions of liberal democracy have been under strenuous challenge
from those of social democracy throughout the twentieth century. Under a
regime of social democracy, the state is not limited by the same principles of
property and contract that limit other participants in society. Rather, the state
becomes the arena where property rights are determined, revised and extin-
guished. It is also an arena where the substance of contract can be amended
through legislation and regulation. Competition is no longer open, as gov-
erned only by the principles of private property and freedom of contract. To a
large extent, competition becomes closed and moderated through the state.
Established wealth positions attain some shelter from open competition through
the political purchase of favourable legislation and regulation that act as a
form of insurance against the erosion of those wealth positions through
competition. With the state becoming a partisan of those who are established
and with the complementarity that results between wealth and power under
social democracy, the natural process of regression towards the mean may be
slowed. This illustrates how questions concerning the institutional arrange-
ments governing inheritance are ultimately connected with questions
concerning the entire system of institutional arrangements for governing our
relationships with one ancther.
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9 Intellectual property and the markets of ideas
Giovanni B. Ramello!

Introduction

The term ‘intellectual property rights denotes a set of legal doctrines —
namely patent, copyright, trademark and trade secret — that differ in their
structure, scope and spheres of application, but neverthel ess have in common
the feature of granting the owner rights over the economic exploitation of an
idea or its ‘reification’ (that is, its expression in any tangible medium, asin
the case of copyright—authors' rights). Such rights are generally exclusive,
meaning that the owner is given a legal monopoly over the protected idea.?
From this perspective, therefore, and despite the distinct peculiarities of each,
the roots of all intellectual property rights can be traced to the advent of a
knowledge economy and the private appropriation of certain types of infor-
mation. In fact, as the production of knowledge began generating increasing
value, in tangible economic terms as well as socially, the question arose as to
the appropriability of this new knowledge — or more to the point of the
benefits derived therefrom — which was resolved in Western commercial and
industrial societies through the attribution of specific property rights. In this
respect, intellectual property rights are only one possible solution to the
dilemma of the ownership of knowledge.®

Different societies have resolved this dilemma in different ways.* Of the
various possible solutions, those adopted by Western society are especially
propitious to the circulation of knowledge within economic contexts and its
exploitation in the marketplace.®> Moreover, it has the effect of specifically
stimulating the production of those ideas that the market most readily re-
wards. Hence, the traditional benefit associated with intellectual property
rights, at least from the law and economics perspective, isthat it provides an
incentive for the creation and/or dissemination of new ideas. But intellectual
property rights have yet another feature in common, one that is often neg-
lected in the literature, but central to the economic analysis: namely that, by
the very fact of being property rights, they contribute by definition to shaping
the market structure, regulating the competitive scenario and determining the
rational behaviours of economic agents.

In other words, property rights are not merely static instruments for fine-
tuning the market of ideas; they are much more pervasivein their effects, able
to shape the features of markets and bring about the emergence of particular
actors, with a sometimes significant impact on creative and inventive processes,
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aswell as on innovation. In the present discussion we shall give equal weight
to both perspectives, starting from the traditional analysis and its sources, and
then addressing the indirect economic effects on the configuration of the
markets. More specifically, the next section will describe the origins of the
economic interpretation of intellectual property, presenting the traditional
‘static’ paradigm. The following sections will discuss, in turn, the application
of this paradigm to the various specific rights, illustrating their peculiar
features, and the ‘dynamic’ role of intellectual property rights, showing how
these institutions play a decisive role in shaping the markets of ideas. The
next section proposes some directions for future development that are cur-
rently being explored, abeit fragmentarily, by the contemporary scientific
debate, and the final section concludes.

Origins of intellectual property

The economic interpretation of intellectual property rights is a direct de-
scendant of the theory of labour mixing and property formulated by John
Locke (1632—-1704). This theory is in fact the cornerstone of the reasoning
that establishes a causal link between creators and ideas, thereby legitimizing
the individual appropriation of the latter through the ad hoc institution of
property rights.

In his second book of the Two Treatises on Government (1690), Locke
maintains that every man has a ‘natural right’ to appropriate the fruits of the
labour of his own body. In other words, the English philosopher believed that
individuals acquire property rights over assets originally contained in the
state of nature, by virtue of the fact that in order to extract them they
contribute their own labour, and hence a part of themselves (Drahos, 1996).

Locke did not espouse this position absolutely, however, but considered
it subject to some clear-cut and essential derogation criteria. He defined
specific limits for appropriation, in the form of two provisos that appear to
foreshadow the Pareto optimality criterion: that is, that an individual can
extract from the state of nature only that which leaves ‘ enough and as good
|eft for others’, and in any case that ‘the same law of nature, that does by this
means give us property, does also bound that property too ... Nothing was
made by God for man to spoil or destroy’ (Locke, 1690, sect. 27).

Locke thus implicitly asserted for the first time that there exists a tradeoff
between private appropriation and the public sphere, an idea taken up by all
the subsequent literature on intellectual property, which has sought in various
ways to preserve and enrich the shared resource in question — the ‘ common’
and later the ‘ creative common’ as defined in some of the literature (Hardin,
1968; Lessig, 2001) — while at the same time guaranteeing a sufficient private
incentive through individual appropriation. In any case, the two Lockean
provisos provide a simple but effective rule of reason for regulating the
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extension of such rights, and for resolving any conflicts between private and
public interest that might arise. The various criteria for derogation from
intellectual property rights — temporal limit, right exhaustion in European
Union (EV) jurisprudence or first sale doctrinein US law, fair use doctrinein
the case of copyright, minimum threshold for attribution and so on — can thus
be viewed as descendants of the Lockean prescriptions, whose ultimate aim
is to minimize the negative effects of private appropriation and favour the
return of new knowledge to the public sphere.

Nevertheless, economic analysis proper, as an independent discipline, only
entered into the intellectual property rights debate later, with Adam Smith
(1723-90),5 who questioned the natural right of individuals over created
ideas, while upholding the importance of (limited) ex lege protection ‘as an
encouragement to the labours of learned men’.

Smith’s position is only mildly in favour of intellectual property, probably
reflecting a disinclination to uphold any type of monopoly — even alegal one
— that interferes with competitive process. He thus admits lukewarm support
for intellectual property rights ‘as they can do no harm and may do some
good, are not to be atogether condemned’ (Smith 1762, Lectures on Juris-
prudence, in Goldstein, 1994: 173), but ultimately, no clear theoretical or
policy indications emerge.

The challenge of developing a more robust paradigm was picked up by
Jeremy Bentham (1748-1832), who provided the theoretical groundwork for
centuries to come by first formulating the utilitarian theory of an ‘incentive to
create’, widely adopted by the ensuing literature up until the present day. In
particular, the English economist notes that ‘ he who has no hope that he shall
reap, will not take trouble to sow’ (Bentham, 1839: 31). In fact Bentham
(p. 71) observes:

[T]hat which one man has invented, all the world can imitate. Without the assist-
ance of the laws, the inventor would almost always be driven out of the market by
his rival, who finding himself, without any expense, in possession of a discovery
which has cost the inventor much time and expense, would be able to deprive him
of all his deserved advantages, by selling at alower price

Intellectual property can therefore offer a practicable solution to this prob-
lem.

Note that Bentham's assertion in a sense prefigures the dilemma of the
appropriability of public goods, and poses an implicit challenge to the Smith
model of perfect competition: the invisible hand aone is not able to govern
markets of ideas which, without specific intervention by the legislator, will
therefore be doomed to failure.” A strong awareness of the problem of free-
riding and its negative effects on the remuneration of creators prompted
Bentham to openly side with an institution that provides an incentive for
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creative activities. The creator, he asserts, must be protected against oppor-
tunistic individuals who would otherwise ‘ without any expense, in possession
of adiscovery which has cost the inventor much time and expense, be able to
deprive him of all his deserved advantages, by selling at alower price’ (ibid.).

Now, the above-cited theory has played a ‘totemic’ role in the law and
economics literature on intellectual property, providing a universal reference
framework for nearly all subsequent contributions, which have incrementally
fine-tuned the analysis, systematized and updated it, occasionally levelled
some criticisms, but always held the central paradigm intact.? In other words,
we can draw a direct line of continuity between the model proposed by
Bentham and the literature of law and economics. In like manner we can
argue that the contribution of twentieth-century economic theory has essen-
tially been to extend and reinforce the Benthamian paradigm, by providing
further argumentsin support of the general incentive-creating role of intellec-
tual property rights.

In effect, we have on one side an entire branch of literature grown out of
Schumpeter’s (1943) contribution, which posits the centrality of innovative
activities to economic systems and their growth, and implicitly attributes to
intellectual property rights a determining role in this dynamic.® And on the
opposing side we have the theory of intellectual property rights as an efficient
solution to the problem of public goods and externalities, which has provided
the standard argument for the specific case of intellectual property, upholding
the pro-efficiency role of intellectual property rights (Coase, 1960).°

Intellectual property rights and incentives
Although there are only four types of intellectual property right, in practice
there are as many variants as there are nations that recognize them.'* Some of
the distinctions are minor, while others reflect differences in the underlying
regulatory frameworks. Thisis true, for example, in the case of copyright in
common law systems and authors' rights in civil law systems, where the
different designations indicate, at least in theory, a different conception of the
role of the author. In practice, however, recent convergence of international
regulations has eroded these distinctions, to the point that some observers
claim that, notwithstanding the differences, the two institutions have evolved
through a dialectical process and thus exhibit common traits (Strowel, 1993).
Further diminishing the diversity are the effects of regulatory dynamics
impressed at an international level by the TRIPS agreement (the Agreement
on Trade-Related Aspects of Intellectual Property Rights), defined and rati-
fied by the World Trade Organization (1994), and which essentially seeks to
bring about a gradual international unification of the doctrine for enforce-
ment of intellectual property rights.’? The various types of intellectual property
rights are instead differentiated according to the type of information that is
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protected (the so-called *‘ subject matter’), the attribution criteria, the type of
exclusive right granted to the owner (in terms of its structure and duration)
and the incentive conferred.*

Patents generally protect ideas relating to the technological and scientific
spheres (that is, new products or novel production processes) and grant the
inventor/discoverer — or his’her employer — an exclusive right of limited
duration (which varies from country to country) as a reward for shouldering
the risk and investments connected with the research and development of the
new idea.'4

Transferring origina ownership of the patent from the inventor to the
employer — who becomes for all intents and purposes the inventor — should
not, at least in theory, undermine the incentive mechanism, because it fulfils
the criterion of risk transfer: the company agrees to take on the risk, and is
thus entitled to benefit from the success of the venture, while the inventor
receives a guaranteed remuneration in return. Now, in a market characterized
by perfect information, in which there are no financial or other types of
imperfections, such a mechanism will effectively be able to efficiently allo-
cate the risk and stimulate inventive activities at the same time. Otherwise, if
the conditions listed above are not met, the outcome will not be as expected
and the goal of efficiency will not be achieved (see Scotchmer, 1991, 1998).

Because a patent application procedure requires revealing the invention,
the institution of patents also creates an incentive to disclose new informa-
tion. This twofold character of the resultant incentive — to create and to
disclose — does not, however, have strong implications for the economic
analysis, because in this case undisclosed information will not permit exploi-
tation of a legal monopoly, and hence provides no incentive to create. In
consequence, any profits deriving from exploitation of the exclusive right
necessarily entail disclosure of the patented idea, and hence an equivalence
between the two incentives.

The granting of a patent is not automatic, but subject to fulfilment of three
criteria: the criterion of novelty, which calls for a substantial advance with
respect to preceding inventions, the criterion of non-obviousness, which re-
quires that the advance should not be trivial and, finally, the criterion of
utility, which requires the invention to have some application and therefore
not to be an end in itself. Complying with these criteria should ensure that
strong exclusive rights are granted only to those ideas that effectively consti-
tute areal technical or scientific advance.

Copyright—authors’ rights, on the other hand, protect expressions of ideas,
that is, information fixed in any tangible medium such as books, CDs, films,
software and the like.*® They are granted based on a criterion of minimal
originality, meaning that the new expressions of ideas need only be margin-
aly different from pre-existing ones.’® In reality, there is no verification
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procedure involved in the granting of copyright, and it is plagiarized authors
who must contest the damage caused by some other, insufficiently original,
expression of idea.

Moreover, because fixing of a copyright-protected idea in a tangible me-
dium isin a sense instrumental to the consumption of individual units, while
the information contained therein remains fluid and easily duplicated, copy-
right includes provision for abundle of rights that also regulate its reproduction
and dissemination.'” We can therefore say that if technology somehow makes
it possible to package information (Thomas Edison eloquently dubbed the
phonograph, his invention for recording and playing back sound, ‘canned
sound’8), converting it into private unit goods that can be exchanged on the
market like traditional goods, copyright provides the legal glue for ‘sealing
the can’ created by technology, and preventing undue appropriation.

Copyright is thus an exclusive right, granted to the author as an incentive
to create, in agreement with the premises of the Benthamian paradigm. It
should in theory have limited duration, to permit the subsequent enrichment
of public knowledge. In practice, though, following various amendments
considerably strengthening the right (with the US Copyright Term Extension
Act 1998 it can last up to 70 years post mortem autoris, or 95 years in the
case of a company owning the right, while the European Duration Directive
93/98/EEC has extended protection to 70 years post mortem autoris) its
duration has become virtually infinite, at least for the purposes of economic
analysis.®® It is this last-mentioned aspect that raises some serious questions
concerning the global efficiency of the right (Antill and Coles, 1996; Lessig,
2001).

The incentive of copyright stimulates the creation of new expressions of
ideas, by guaranteeing to the owner, who is generally the author (in the US
case of work made for hire, asin the case of patents, the company that takes it
on can be considered to be the author), exclusive rights over the economic
exploitation of the intellectual property in al its forms, both direct and
indirect.

Trade secrets similarly seek to stimulate the creativity of individuals by
guaranteeing rights of secrecy to those who produce certain forms of infor-
mation, generally pertaining to production processes (for example, the formula
for a particular soft drink, a customer list and so on).?° In fact such informa-
tion, once disclosed, can easily be appropriated and imitated by competitors,
thereby reducing the incentive for the creator to invest resources in its devel-
opment, if he/she will be unable to profit from it later.

Some authors do not concur in assigning to trade secrets the attributes of
property, for the reason that a trade secret is not necessarily exclusive, with
nothing preventing several individuals from unwittingly owning the same
secret.?! For the purposes of this discussion, though, this observation can be
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set aside because atrade secret is still based on the same rationale as all other
intellectual property rights: granting a private benefit to the owner of a given
information good, in order to create an incentive for its production. The fact
that such aright may (unwittingly) be shared by two or more individuals does
not compromise the logic of the system, and constitutes at worst an imperfec-
tion.?2 In any case, the economic behaviours of the owners are decided
independently, irrespective of the possible existence of co-owners, and hence
asif they effectively had exclusive rights over that particular information.

A trade secret has the function of conferring a competitive advantage to the
owner in exchange for the creation of new information. Hence, the prospec-
tive existence of two or more co-owners will in the worst case cancel out the
advantage, with some interesting pro-competitive side-effects, for example
by fostering price competition. The only downside to this eventuality is that
two separate individuals are given an incentive to invent the same informa-
tion, with the attendant duplication of expense. However, this actually happens
much more often in the realm of patents, where the problem is solved by a
guestionable ex post attribution that does not avoid the ex ante allocation
inefficiency.?® It should nevertheless be emphasized that such situations are
the exception, and not the rule.

The overall balance of welfare resulting from trade secrets is somewhat
more uncertain than for other intellectual property rights, because the right
can endure up to the time when, for whatever reason, the information is
disclosed and enters the public domain. This means that, at least in principle,
it can last for an unlimited period. If the protection is effectively prolonged
indefinitely, the social benefits will be very slight, because the protected
information remains forever private. To a degree, a trade secret does provide
a certain incentive to develop new and improved products; however, the fact
of non-disclosure prevents appropriability of the knowledge for incremental
creation — a fundamental point because the owners of the right may not
necessarily be the most efficient creators for subsequent developments. On
the opposing side, it does give a competitive advantage to the owner of the
right, who could exploit the position thus obtained to pursue rent-seeking
behaviours detrimental to general efficiency and welfare.

Finally, on top of the social costs arising from exercise of the right, we
must also factor into the welfare balance the costs incurred in keeping the
information secret. But these costs are also the key to solving the dilemma of
duration: precisely because secrets are difficult and expensive to keep, it can
generally be expected that the information will sooner or later be publicly
disclosed (Friedman et al., 1991).

Finally, trademark is an exclusive right that likewise seeks to foster the
creation of new information. However the information in question is, at least
in the first instance, only an accessory to goods of other markets. Trademark
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generally serves to convey information about the quality of products and the
reputation of manufacturers, for the benefit of consumers (Landes and Posner,
1987).

However, some authors have recently put forward the thesis that trademark
creation might be an economic end in its own right, serving to confer on the
owner reputation inertia— and therefore market power —that is extensible and
transferable to other markets, as in the case of ‘brand extension and brand
stretching’ (Choi, 1998; Pepall and Richards, 2002), and that a trademark
might even constitute an independent asset (Tadelis, 1999) or a well-defined
symbolic good for which consumers exhibit a specific willingness to pay.

By carrying a certain amount of information about a product, a trademark
effectively enables a product to be differentiated from its competitors, and
ultimately gives the owner some degree of market power, which increases in
direct proportion with the impact that the brand itself has on consumers.?* So
trademark has the additional, secondary effect of atering the quality per-
ceived by consumers, who may consider equivalent products to be different
solely because they are marketed under different brand names. This naturally
has the effect of altering their willingness to pay and hence the balance of
welfare.

From the attribution standpoint, because the public goal of trademarksisto
facilitate exchanges by giving consumers more information about the goods
that they are purchasing, trademark law does not generally admit appropria-
tion of words or symbols denoting specific categories of objects (for example,
acar maker will not be allowed to use the term ‘car’ as a trademark, whereas
a manufacturer of garments and fashion accessories can use the word ‘die-
sel’). Accordingly, continued protection is denied to trademarks which, for a
variety of reasons, have entered into the common language and come to
denote generic product categories (as in the celebrated cases of frigidaire,
typewriter, elevator, aspirin, nylon, kerosene, yo-yo and so on, al originally
brand names).

Intellectual property rights and markets

Generally speaking, law and economics theory treats all the above-mentioned
rights as being neutral in their effects on the markets of ideas. given the
economic context, the rights have the sole function of favouring an efficient
equilibrium, without significantly altering the nature of the markets. How-
ever, thisassumption is by definition incorrect: given that intellectual property
rights embody specific economic policy measures — namely, an effort to
encourage an efficient level of ideas — they are instruments of market regula-
tion and therefore influence the competitive configuration, altering it not just
marginally, but drastically (Ramello, 2003). This is a dynamic that has been
by and large neglected by the scientific literature. In fact the model implicitly
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adopted by much of the economic theory on intellectual property rights is
more of a Schumpeterian innovation race, adapted to fit the various creative
contexts, which takes the form of atype of perfect intertemporal competition
(Evans and Schmalensee, 2001). In other words, according to a large part of
the literature, the prospect of enjoying temporary supraprofits — brought by
the exclusive rights — gives creators an incentive to put new ideas on the
market, which does, however, remain competitive over the long term (see, for
example, Besen and Raskind, 1991).

This representation has long been associated with a related view, namely
that market success coincides with optimality of ideas, that is, that the market
always causes the best ideas to emerge, so that the mechanism described
above is efficient from every perspective. But thisidea, too, has been discred-
ited by the literature of the past decade, which points out how the short-run
profit-maximization goals of firms and the uncertainty of creative activities
are fundamentally at odds with the long-run welfare-maximization goal,
thereby penalizing and crowding out certain types of creative activities such
as, for example, basic research (Dasgupta and David, 1994; Arora and
Gambardella, 1997; Scotchmer, 1998).

None the less, the mainstream approach continues to rely on the assump-
tion that the legal framework does not stifle — but on the contrary enhances —
the competitiveness of the market,? neglecting to note that the specific incen-
tive mechanisms have the effect of significantly altering the payoffs and the
maximizing behaviours of economic agents. Such effect emerges clearly
from surveys on specific industries, which indicate that the market structure
of the investigated sectors is significantly altered with respect to both the
competitive and the Schumpeterian structures.?®

Having said that, the primary aim of intellectual property rights is, by
definition, to give the owner a certain amount of market power, and this has
clear-cut effects on the competitive structure. This is a key point for the
economic analysis, and must be properly understood. In effect, there is a
widely held belief that the legal monopoly conferred by exclusive rights does
not necessarily confer market power on the owner, or translate into an eco-
nomic monopoly (see Anderson, 1998). Now, this is an acceptable assertion
in general terms, but subject to misinterpretation.?’ It is effectively true that
intellectual property right-protected information, if not successful, will not
allow the legal monopoly to translate into an economic monopoly: a trade-
mark that means nothing to consumers will not differentiate a product from
its competitors. A drug that is ineffective, even though it is patented, will not
confer any kind of market power. A CD that nobody is interested in buying
can by no means be considered an economic monopoly, even though its
copyright protection does make it a legal monopoly. Ultimately, the legal
monopoly will translate into an economic monopoly only when consumers
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perceive the information good protected by intellectual property right as
being poorly substitutable for other information goods.® Only then does
exclusive control over the non-substitutable resource confer market power to
the owner, in inverse proportion to the substitutability of the good.

In some cases, when this market power is at a maximum, the legal mon-
opoly becomes an economic monopoly; in other cases thisis only partially
achieved, but still allows the owner of the right to enjoy a certain profit
margin. In any case, it is the prospect of securing supraprofits (and therefore
market power) that constitutes the incentive to create, since a perfectly com-
petitive market would deliver no extra profits and therefore zero incentive.
The logic behind intellectual property rights is thus to reward successful
ideas with market power: providing a monopoly, to a greater or lesser extent,
as a private benefit in exchange for the creative effort/investment.

We have discussed how trademark increases the amount of information
associated with a given product, thereby benefiting consumers, but that in so
doing it also serves to differentiate the product from competing ones, that is,
attributes market power, thereby benefiting the company that owns the right.
A similar dynamic can be observed in other markets where the reward mecha-
nism likewise hinges on the erection of de jure entry barriers that effectively
confer market power.

Summarizing these arguments, therefore: a systematically competitive sce-
nario impliesahigh level of substitutability between products; in this scenario,
though, a complex apparatus such as intellectual property rights is not eco-
nomically efficient, because it would be enough to directly finance the
production of just afew ideas (as they are perfectly interchangeable) thereby
sidestepping the social costs of intellectual property and the duplication of
expense incurred in the production of equivalent ideas.?® Now, according to
the economic rationality hypothesis it can reasonably be expected that those
in possession of market power will not stop at its temporary enjoyment but,
asrational actors, will strive to maintain it over time. Thisis borne out by the
comparison of intellectual property industries affected by pockets of mon-
opoly (Shapiro, 2000).

Then the result is an intractable economic dilemma, which has thus far
received very little attention: on the one hand, intellectual property rights can
have the beneficial effect of stimulating the production of new ideas and
competition, through the promise of temporary supraprofits; but on the other
hand, because they introduce a monopolistic slant to the markets — to a
greater or lesser extent depending on the conditions — they also foster the
emergence of rent-seeking behaviours which gradually skew the competitive
scenario, degrading its overall efficiency. To date, this drift has only been
acknowledged in a few sporadic cases, where it was found that intellectual
property rights can sometimes be manipulated for anticompetitive purposes.
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The first precedent-setting case was probably US v United Shoe Machin-
ery® in the United States, where both the antitrust authority and academics
determined that an accumulation of intellectual property rights, abeit in
respect of the law, could be used to restrict competition (Anderson, 1998).3
Since then, similar cases have been described in the scientific and legal
literature without, however, leading to a definitive and comprehensive theor-
etical paradigm. Some examples are the ‘brand proliferation’ strategy described
by Schmalensee (1978), in which the ownership — and exploitation — of
multiple trademarks within a given product category in reality conceals a
strategy of foreclosing the market to potential competitors. In like manner, it
has been shown that ownership of a large number of unexploited patents
(commonly termed ‘sleeping patents’) has the real purpose of restricting the
scope of competition open to newcomers (Gilbert and Newbery, 1982). By
the same token, an incumbent might work around a principal patent — a
practice known as ‘inventing around’ — with the sole purpose of producing
sleeping patents and thereby locking out the competition.

Many sectors that produce intellectual property-protected goods are char-
acterized, even today, by strategies such as these, which are open to conflicting
interpretations. Now, the accumulation and the joint ownership of rights can
be viewed not just as the signs of a market-foreclosure strategy, but also as
practices aimed at minimizing risk — and which are therefore genuinely
competitive — in markets characterized by great uncertainty (Ramello, 2003).

This ambiguity of interpretation crops up frequently in the literature and in
practical cases, as a consequence of the fact that intellectual property is ab
origine amonopoly space (albeit only potentially, and not always in practice)
granted to creators as a reward for their activity. Hence, the anticompetitive
behaviours of owners are to some degree consistent with the legal incentives
provided to them, that is, rational and competitive within the altered eco-
nomic framework.

Recent European and US legislation has repeatedly brought to light the
tensions that exist on this matter. The European NDC Health/IMS Health®
(National Data Corporation Health Information Services and I ntercontinental
Marketing Services Health Inc.) case, for example, clearly showed how ex-
ploitation of the legal monopoly granted by the right treads a fine line between
legitimacy (under the intellectual property right laws) and illegitimacy (under
the antitrust regulations). But even in the controversial US Microsoft case,
where an abundance of disparate elements revealed a well-developed
anticompetitive strategy, intellectual property rights were invoked to support
the legitimacy of these behaviours.®

In general, therefore, the existence of market imperfections (Williamson,
1977), of complex economic strategies relating, for example, to intercon-
nected markets and/or multiproduct firms (see De Vany and Walls, 1999 for
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the extended video sector), of rent-seeking inertia arising from pockets of
monopoly power, all have the combined effect of gradually atering the
structure of the competitive scenario, causing it to drift away from the
Schumpeterian model, progressively eroding the competitiveness and effic-
iency of the markets.

This dynamic effect therefore alters the overall balance of welfare, and so
must be taken into account in the economic analysis of intellectual property.

Recent developments

The contributions discussed thus far al, in any case, refer to a scenario that
could be described as obsolete from the technological, scientific and eco-
nomic standpoints. Recent innovations have in fact already extensively called
into question a regulatory system that is anchored to an out-of-date techno-
logical substrate, ignoring the effective rapid evolution and mutations of the
technology landscape.

The lively contemporary debate, covered extensively in the media, reveals
widely diverging views as to the function and effectiveness of intellectual
property rights in the various current and future socioeconomic contexts. At
the root of this disagreement are two specific, and in a sense opposing,
phenomena. On the one hand, technological change has de facto weakened
the right, by providing new tools for the duplication and dissemination of
information, thereby endangering the consolidated interests of intellectual
property stakeholders. Thisiswhat happened, for example, in the celebrated
Napster®* case, where it was not just the violation of copyright that was put
on tria, but the new peer-to-peer file-sharing systems themselves.®® So the
advent of new behaviours made possible by novel technologies, coupled with
reliance on traditional legal paradigms that no longer fully fit the altered
context, poses a thorny dilemma that can be solved only by looking beyond
vested interests. Without a doubt, blindly coming down on the side of intel-
lectual property is not an optimal solution, because there is just as strong a
need to preserve the innovative dynamic which, even if it compromises pre-
existing interests as a side-effect, does not for this reason lose importance
(Lessig, 2001).%6

This idea finds solid support in the very same literature on innovation,
pioneered by Schumpeter (1943), which in its time upheld the importance of
intellectual property. Some recent authors have in fact gone back to this work
as a starting point to rediscover Arrow’s solution (1962) of an upstream
remuneration system that does not disturb the competitive nature of the
downstream market (Boldrin and Levine, 2002). On the other hand, the
scientific and technological dynamic itself creates new opportunitiesfor profit
under the existing regulatory framework, thereby stimulating behaviours that
have little to do with innovative investment, but are aimed instead at securing
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new sources of income, if necessary by diverting resources away from other
creative and productive activities (David, 2000). This state of affairs has been
judged to exist, for example, in the case of the patenting of genetic material,
where the current system is often manipulated for purely rent-seeking aims,
with the not-inconsiderable side-effect of damaging scientific activity which
is of necessity incremental, and relies upon appropriation of preceding knowl-
edge (Barton, 2000; Bobrow and Thomas, 2001).%” This threat is propagating
across the entire sphere of open science and technology, which are increas-
ingly encroached upon by the indiscriminate extension of proprietary systems
and the resultant progressive erosion of the public domain, that is so neces-
sary and essential for creative activities (David, 2000).

Generally speaking, today we are witnessing an unprecedented extension
of traditional rights into new spheres, in a manner not always clearly justifi-
able by thelogic of incentive. Some cases worth citing, among those currently
being debated, are the patentability of business concepts (Merges, 1999) and
software.

This relentless expansion of the current legal apparatus is generating a
highly fragmented and complex system of rights, whose management incurs
high transaction costs, with the effect of discouraging those types of creative
activities that cannot afford these new costs. In other words, the markets of
ideas — though rescued from the risk of failure due to free-riding —are now in
danger of another type of failure arising from the proliferation of rights and
the attendant heavy operating costs. This eventuality has been described in
the literature as the ‘ tragedy of the anticommons’ (Heller, 1998).

Finally, a number of quite recent contributions, driven also by the unpre-
cedented creative dynamics of the Open Source software movement, which
has even generated its own body of literature (see Lerner and Tirole, 2001,
vol. 32, issue 7 of Research Policy, 2003), consider the possibility of formu-
lating incentive paradigms for creative activities that are either alternative or
complementary to intellectual property, and able to contain the costs of an
overly burdensome legal system. In particular, these authors strive to better
understand the processes involved in creativity and knowledge production by
referring to specific studies from the other human sciences, invoking the * gift’
paradigm used in anthropology to at least partially explain the creative dy-
namic (Gordon, 2002, 2003; Zeitlyn, 2003), or the shared character of social
processes that constitute the environment in which knowledge is produced
(Benkler, 2003; Ramello, 2005).

Concluding remarks

This contribution attempts to systematize the law and economics theory as it
relates to intellectual property rights, while at the same time suggesting new
perspectives for analysis. In fact, as is discussed in the second and third
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sections, the standard literature relies essentially on the thesis of an incentive
to create and/or disclose new ideas. However, although this argument doubt-
less remains valid in the general case, it fails to satisfactorily take into
account various consequences arising from the new legal institutions and the
specific technological context. One important such consequence is the dy-
namic effect of intellectual property rights on the market structure of the
sectors involved, which can at times interfere with the original competitive
processes, or even drastically alter them.

An economic analysis based on these premises — though as yet fragmented
and non-systematic — might reveal a different overall balance of welfare for
the individual rights and therefore lead to different regulatory and policy
indications. In particular, it would appear necessary to consider the peculiar
social and productive attributes of the various markets of ideas, which require
an ad hoc analysis, whereas reliance on a universal theory seemsincreasingly
inadeguate and conducive to inefficient economic results.
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For a concise but excellent introduction to the economic role of patents, see Oz (1995,
pp. 244-6). A more extensive discussion is instead provided by Kitch (1977).

For amore in-depth analysis, see Gordon and Bone (1999) and Watt (2000).

For example, in the case of databases, protected in Europe subsequent to Directive 96/9/
EC, the originality lies exclusively in the organizational format of the data.

In general such rights are of an economic character (so-called ‘pecuniary rights'), that is,
right of reproduction, right of distribution, right of public performance, right of public
display, right of preparing derivative works; and of a moral character (moral rights), that
is, right of paternity, right of publication and right of integrity (see, for instance, Bently
and Sherman, 2001). On the (highly uncertain) role of such rights from a law and
economics perspective, see Rushton (1998) and Hansmann and Santilli (1997).

See Ramello (2001).

As arule, economic analysis deals with significantly shorter time horizons, which in no
case extend beyond the lifetime of the individuals. One could of course argue that a
perfectly informed copyright owner would be able to anticipate the expected profits, and
recover them within his/her lifetime by selling the right in exchange for a remuneration.
However, perfect information is by no means a feature of these markets where, on the
contrary, the utmost uncertainty and asymmetry of information appear to reign (see, for
example, Silva and Ramello, 2000; Lessig, 2001; Ramello, 2003).

For amore in-depth analysis, see Friedman et al. (1991) and Friedman (1998).

See Samuelson (2000) in particular n. 146 for a detailed discussion of the various posi-
tions taken in the debate on this point.

The different owners of the same trade secret must by definition be few in number and
unaware of the fact; otherwise the protected information would effectively be disclosed,
and hence not a valid subject matter for a trade secret.

In fact, in the case of multiple paternity the patent is attributed in the United States to
the first who invents and in the EU to the first who registers. See Bently and Sherman
(2001).

The differentiation strategies are in fact pursued by economic actors in order to secure a
certain amount of market power. For an introduction to the topic, see, for example, Oz
(1995, ch. 7). For an application to the case of trademarks, see Sappington and Wernerfelt
(1985).

With a few exceptions that cast doubt only on the efficiency of the market, but not on its
underlying structure, as in the case of excess innovation (see the historic contribution by
Hirshleifer, 1971).

For the copyright industries, see, for example, Marvasti (2000) for the film industry, Silva
and Ramello (2000) for the recording industry, and Armstrong (1999) for pay-TV. In
general, see OECD (1998).

The equating of intellectual property with market power is certainly not automatic, as has
been affirmed by the European Court of Justice (Deutsche Gramophon GmbH v. Metro-
SB-Grossmrkte GmbH, 78/80, 8 June 1971, ECR 487) and by the US US FTC and DOJ
(1995), Antitrust Guidelines for the Licensing of Intellectual Property.

The causal relation with interchangeability is still accepted in the US Guidelines (sect.
2.2) and in the European legislation, see supra n. 27.

See again Ramello (2003, p. 123).

110 F. Supp. 295, D. Mass, 1953, aff’d per curiam, 347 US 251, 1954.

Although the first case in which a conflict between exclusive intellectual property rights
arose was United States v. Paramount Pictures Inc., 334 US 131 (1948).

COMP D3/38.044. This debate was launched by the ‘Magil’ case (Radio Telefis Eireann
(RTE) v. Commission of the European Communities (C-241/91 P e C-242/91P, 6 April
1995).

‘Microsoft argues that the licence restrictions are legally justified because, in imposing
them, Microsoft is simply “exercising its rights as the holder of valid copyrights” Appel-
lant’s Opening Br. at 102 ... The company claims an absolute and unfettered right to use
its intellectual property as it wishes: “[I]f intellectual property rights have been lawfully
acquired,”, it says, then “their subsequent exercise cannot give rise to antitrust liability.”
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Appellant’s Opening Br. at 105’, USA v. Microsoft Corp, US DC Court of Appeals, N. 00-
5212 consolidated with 00-5213.

34. A&M Records, Inc. v. Napster, Inc., 114 F. Supp. 2d 896 (N.D. Cal. 2000); A& M Records,
Inc. v. Napster, Inc., US Court of Appeals (9th Circ., 2001).

35.  See, for example, Ramello (2001).

36. Lessig (2001, p.xvi) explicitly upholds the thesis of ‘limiting the control that legal
structures such as copyright give to the industries of yesterday to ensure that they can’t
use the law to constrain the creation of tomorrow’.

37. An OECD report (1998, p. 1997) states that ‘IPR protection in some sectors (notably
biotechnology) and countries may be so broad that it actually inhibits innovation’.
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10 Incomplete contracts and institutions
Antonio Nicita and Ugo Pagano

Introduction

The notion of incomplete contract has received increasing attention in law
and economics literature as it permeates all economic problems that entail a
legal solution. The incomplete contract framework is now applied to a wide
range of research fields in law and economics, which cover, among other
issues, the theory of the firm and economic organizations, the study of corpor-
ate governance and finance, the design of liberalization and privatization
policies, the governance of intellectual property and international trade.

In perfect competitive markets the relevant action to be made by economic
agents is that of a Pareto-relevant economic exchange (Bowles, 2003): given
initial endowments, the mere existence of potential gains from trade gener-
ates that trade automatically. Under that framework, there is no need for legal
rules or institutions to facilitate economic exchange. As the Coase theorem
reveals, this is the tautological' outcome of perfect competitive markets:
when transaction costs are negligible and property rights are well-defined,
economic resources will automatically end up in the hands of those agents
who value them the most, independently of any initial assignment of property
rights on those resources. However, as long as transaction costs grow, poten-
tial Pareto-relevant exchanges could be inhibited, leading to an inefficient
outcome. Since incompleteness raises relevant transaction costs, incomplete
contracts are a potential source of market failure. In order to minimize trans-
action costs, an appropriate institutional environment has to be designed so as
to enforce parties’ obligations against opportunism and renegotiation. The
law and economics of incomplete contracts thus refers to the compared
analysis of transaction costs associated with the legal rules and private solu-
tions designed to guarantee parties’ performance in an incomplete contract
framework.

Definition

According to the standard literature (Hart and Holmstrém, 1987; Milgrom
and Roberts, 1990; Hart, 1995; Tirole, 1999), an incomplete contract is
defined as an agreement whose contractual obligations are observable to
contractual parties but not verifiable ex post by third parties, typically ajudge
or an arbitrator? to whom parties might eventually refer when controversies
arise. The emergence of (a degree of) unverifiability on contractual terms
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might be generated by several circumstances, such as: parties bounded
rationality and uncertainty concerning future events; high transaction costs
incurred in writing and accurately describing any contractual feature (also
called ‘ink costs'), or going to court; and so on.

Starting from this standard definition of incomplete contracts, at |east two
approaches have been developed (Brousseau and Glachant, 2002): first, con-
cerning the compared analysis of institutional arrangements designed to
mitigate the effects of incompleteness on parties’ incentives to perform; and
second, a more recent approach focused on the analysis of the foundations of
contractual incompleteness.®

Whatever is believed to be the origin of unverifiability, the economic
reason why contractual incompleteness matters is that it may constitute a
source of inefficiency when it inhibits Pareto-relevant exchanges. According
to Williamson (1985), this inefficient outcome might emerge only when two
other conditions are jointly satisfied: (i) the incomplete contract has to per-
form investments in specific assets; and (ii) at least one agent in the contract
is opportunistic.*

The degree of asset specificity has been defined as ‘the degree to which an
asset cannot be redeployed to alternative uses and by alternative users without
sacrifice of productive value' (Williamson, 1996: 59). Asset specificity thus
creates a sort of lock-in effect which exposes the owners of specific assets to
counterparts’ economic dependency. Thus the sacrifice of economic value due
to redeployment in alternative uses represents a measure of the parties exit
costs and the opportunity cost to dissipate contractual quasi-rents.

When specific assets are involved in incomplete contracts, the owner of the
assets is locked in by the fact that the degree of asset specificity acts as a
‘fundamental transformation’ which reduces ex post the value of employing
the assets in aternative uses (Williamson, 1985). This lock-in effect in turn
generates the risk of opportunistic behaviour by contractual counterparts who
may want to renegotiate termsin order to extract additional rents with respect
to those contracted ex ante (the so-called ‘hold-up problem’). The main
consequence of linking together incomplete contracts, opportunism and asset
specificity is that, under this framework, contractual parties maintain strong
incentives to underinvest in asset specificity. As a consequence, the risk of a
counterpart’s opportunistic behaviour implies an unwillingness to generate
potential quasi-rents.

The relevance of the analysis of incomplete contracts in law and econom-
ics stems from the selection of the legal and economic rules and institutions
which might reduce the risk of post-contractual opportunism by optimally
aligning parties’ incentives to generate the highest level of specific invest-
ment (second-best outcome). In this respect, ‘transaction cost economics
(Williamson, 1985), in particular, outlines atheory of private orderings (such



Incomplete contracts and institutions 147

as contracts and economic organizations) as institutions performing alterna-
tive transaction costs to ensure the enforcement of incomplete contracts.

Thetradeoff between opportunism and adaptation

One way of clarifying some essential features of incomplete contracts is to
distinguish between exogenous and endogenous incompleteness. Roughly
speaking, exogenous incomplete contracts refer to a dimension of contractual
unverifiability which is independent of parties’ actions. On the contrary,
endogenous incomplete contracts refer to the idea that the degree of
(un)verifiability in a contract could also be determined explicitly by contrac-
tual parties who may deliberately decide to leave unspecified some essential
contractual term in the presence of uncertainty. This distinction is important
since it outlines two opposite, and somehow contradictory effects of contrac-
tual incompleteness regarding parties' attitude to perform contractual
obligations:

1. when the degree of unverifiability is exogenous, it weakens the probabil-
ity that parties will achieve a contractual agreement in the first instance,
given that at least one party could be exposed to a counterpart’s post-
contractual opportunism at the renegotiation stage (opportunism); and

2. when the degree of unverifiability is explicitly agreed upon by parties it
may support contract formation and encourage parties’ performance (ad-
aptation).

As Coase (1937) outlines, there are economic contexts in which a contract,
far from being detailed in every part, ‘should only state the limits to the
power’ of one party on the other. This might be due to the fact that:

[If] one contract is made for alonger period instead of several shorter ones, then
certain costs of making each contract will be avoided ... [especially when] owing
to the difficulty of forecasting, the longer the period of the contract ... the less
desirableit isfor the person purchasing to specify what the other contracting party
is expected to do ... All that is stated in the contract is the limits to what the
person supplying the commodity or service is expected to do. The details of what
the supplier is expected to do are not stated in the contract but are decided later by
purchaser. (Coase, 1988, pp. 39-40)

The apparent contradiction between the relative efficiency of having a very
detailed contract rather than a broader one relies upon the tradeoff between
opportunism and adaptation in incomplete contracts. A very detailed con-
tract, when feasible, might reduce the uncertainty on the degree of ex post
verifiability, also inhibiting, however, any future efficiency-enhancing re-
negotiation of contractual terms. On the other hand, a broader and general
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contract might favour ex post efficient adaptation of contractual terms after
an uncertain contingency is realized, while at the same time increasing the
risk of opportunistic behaviour.

The literature on incomplete contracts has mainly been concerned with the
problem of opportunism, while only recently have the virtues of adaptation
been pointed out, with particular reference to the compared efficiency of
economic organization, such as firms, to deal with incomplete contract rela-
tionships (Williamson, 1996: pp. 228-9).

The following discussion outlines the economic context that characterizes,
respectively, opportunism and adaptation, and it also illustrates some possible
institutional solutions for mitigating the inefficiency of contractual incom-
pleteness.

The hold-up problem
To illustrate the hold-up problem, consider the case of a company A produc-
ing automobile bodies and a company B producing automobiles. Imagine that
A actually produces a standard automobile body which might equally be sold
to B and to B’s competitors C and D. The market value of the automobile
crafted with the standard body is€40 000, while the price at which abody is
sold by A to automobile companies is €20 000 per unit. Assume now that A
and B meet to sign a contract for a new sophisticated automobile body to be
produced by A specifically for B. The contract is typically incomplete, given
that for the parties involved it would be very costly to specify detailed
contractual terms according to all possible contingencies which may arise
from a contract signed (at t = 0) according to A’s performance (at t = 1). On
the other hand, automobile bodies are specific investments given that, once
produced with a specific design tailored for B, they preserve their economic
value only if acquired by B. Assume that this specific investment amounts to
avalue s, such that 0 < s < €30 000 for each body unit and that the market
price for the new model produced by B is equal to €100 000. Att =0, A and
B agree upon a surplus sharing rule which gives to A and B, respectively, half
of the new model market price (€50 000 each). However, since the contract
is not verifiable by third parties, A’'s production decisions, after t = 0, are
exclusively determined by A’s expectations of B’s attitude either to cooperate
or to renegotiate on contractual terms. Figure 10.1 illustrates how A will
make his/her decisions.

Assume first that A decides to make a specific investment. What about B?
B may choose to fulfil contractual obligations (commitment) and pay, say,
€50000to A; or B may hold up A and threaten to exit the contract unless a
price equal to A’s best outside option (€20 000) is obtained at the renegotia-
tion stage. In this last case (hold-up), B will extract a rent equal to €30 000
from A. Let us assume that at t = 1 B is likely to adopt an opportunistic
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Agent B
Commitment Hold-up
AgentA  Standard
investment 20 000, 20 000 20 000, 20 000
Specific
investment 50 000 — s, 50 000 20 000 —s, 80 000

Figure 10.1 The unilateral hold-up problem

behaviour, refusing to transfer the contractually agreed-upon price at t = 0.
Will A select the specific investment? Of course not, given that by producing
a standard body, he/she can always obtain €20 000, without incurring, in the
case of the counterpart’s hold-up, the monetary loss s associated with specific
investments. This is the underinvestment outcome generated by the risk of
hold-up by counterparts. Underinvestment leads to an inefficient outcome
(standard investment) given that a potential Pareto-relevant exchange is trun-
cated and a potential socia surplus (equal to€60 000 —s) isentirely dissipated.
One could ask whether the case of hilateral specific investments differs
somehow from the above case. Assume then that the automobile producer B
has also made an investment b which is specific to the body produced by A
(for instance, the engine's dimension). The intuition is that with bilateral
specific investments, parties may have a strong incentive both to reciprocally
commit to contractual obligations and to share the maximum social surplus.
However, as Figure 10.2 clearly shows, unless parties are able to implement
some reciprocal commitment device, both may maintain strong incentives to
delay investment choice until the counterpart has been committed to the
contract. However, as long as one party commits to fulfilling the contract, the
counterpart maintains strong incentives to hold up. As a consequence nobody
will be induced to invest and investment decisions might be delayed
indefinitely. The resulting equilibrium will be the inefficient one, character-
ized by bilateral underinvestments with acomplete dissipation of the potential
social surplus, equal to [60 000 — (s + b)], which would have been generated
by specific investments.

Agent B
Delayed investment Specific investment
Agent A Delayed
investment 20 000, 20 000 80 000 —s, (20 000 — b)

Specific
investment  (20000-s),80000—b 50000 —s, 50 000 — b

Figure 10.2 The bilateral hold-up problem
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The problem of adaptation

The example above illustrates how the risk of post-contractual opportunistic
behaviour affects ex ante incentives to invest in welfare-enhancing specific
assets. It is easy to show how, in aworld of complete contracts, a penalty like
p° = €30 000 incurred by the renegotiating party, may align parties’ incen-
tivesto invest efficiently after the contract has been signed. This may suggest
to rational parties that they should determine ex ante, even in an incomplete
contracts framework in which investments are not contractible, a very de-
tailed contract at least in terms of pricing, exclusive clauses and breach
penalties. However, writing a contract with verifiable fixed prices and/or
breach penalties may generate a ‘ double hazard problem’ since the potential
victim of hold-up might be induced to underinvest after he/she has received a
powerful safeguard. A fixed contract price may thus prevent renegotiation
even in those cases in which it might be efficient for parties to renegotiate in
order to adapt to new unforeseen circumstances. Two well-known examples
of the inefficiency associated with fix-price contracts are given by Fisher
Body v. General Motors (Klein et a., 1978; Klein, 1996) and Alcoa v. Essex
(Speidel, 1981; Goldberg, 1985; Klein, 1996):

1. Fisher Body v. General Motors Fisher Body was an automobile body
supplier. In order to produce the automobile bodies, Fisher Body had to
make specific investments in stamping machines and dies. Due to the
high degree of unverifiability on the nature of specific investments, any
contract signed by Fisher Body was potentially vulnerable to a counter-
part’s hold-up. In 1919, Fisher Body signed a long-term contract with
General Motors (GM) for the supply of closed-metal autobodies, con-
taining severa provisions aimed at protecting Fisher Body against a
possible GM hold-up. A first safeguard was given by an exclusivity
clause which obliged GM to buy all of its closed-metal autobodies from
Fisher. Moreover, the contract defined a pricing formula for autobodies
based on a cost-plus rule for which the final price was determined by
labour and transportation costs plus a mark-up to cover capital costs.
Two other contractual clauses (‘ most-favoured nation’ and ‘ meeting com-
petition’®) were aimed at preventing Fisher Body from exploiting its
contractual power against GM. Between 1919 and 1924, however, the
market registered a huge and unforeseen change in demand: wooden
bodies were rapidly replaced by metal autobodies. This exogenous change
in automobile bodies contrasted with the original pricing provisions
agreed upon by the parties, which revealed that prices for metal bodies
were too high. According to the traditional interpretation of this case,
Fisher Body refused to renegotiate the pricing formulaor to satisfy GM’s
request to locate Fisher plants next to GM ones, so as to at least reduce
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transportation costs. The refusal to renegotiate by the ex ante most vul-
nerable party corresponds to a hold-up behaviour induced by rigid
contractual clauses rather than by contractual incompleteness. In this
case, contractual rigidity impeded the efficient ex post renegotiation of
contractual terms which would have led to adaptation to new unforeseen
contingencies.

2. Alcoa v. Essex® Essex was an aluminium cable manufacturer while
Alcoa was an aluminium facility producer. In order to alow shipments
of processed aluminium from Alcoato Essex in molten form and thereby
reduce production costs, Essex located its plant next to Alcoa's plants.
This site specificity increased Essex’s dependency on Alcoa's ex post
hold-up. In order to protect Essex from Alcoa’s post-contractual oppor-
tunism, Essex entered into a long-term contract with Alcoa, specifying
predetermined price formula and output rates for Alcoa's processing of
alumina into aluminium for Essex. The pricing formula linked the price
for Essex to a wholesale price index for industrial commodities. How-
ever, after the 1973 crude oil supply crisis, electricity costs (which
represented the most important non-labour cost in aluminium produc-
tion) began to rise much more rapidly than the wholesale price index. As
a consequence, the price at which Essex was receiving aluminium from
Alcoa was set at a net cost of less than one-half of the contemporary
market price of aluminium. This unforeseeable change in electricity
costs resulted in turn in an unexpected gain for Essex at the expense of
Alcoa. As Klein (1996) points out ‘the enforcement by Essex of the
literal terms of thisimperfect contract can be considered a hold-up since
it can be assumed to be contrary to the original intent of the contractual
understanding’.

In both cases, Fisher Body v. General Motors and Alcoa/Essex, the ex ante
potential victim of hold-up, after obtaining exclusivity clauses and fix-price
contracts as safeguards against renegotiation, became itself the opportunistic
party as some unforeseen exogenous change in market dynamics transferred
to that party all the ex post bargaining power at the renegotiation stage.

The two examples above illustrate the tradeoff between opportunism and
adaptation and outline how the pursuit of efficiency in an incomplete con-
tracts framework always requires a complex governance structure which
assigns to the most vulnerable party ex ante appropriate safeguards against
opportunism without incurring the opposite risk of shifting contractual
dependency on to the counterpart, when unanticipated changes in market
conditions affect parties’ ex post incentives to fulfil contractual obligations.
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Institutional and contractual solutionsfor incomplete contracts
Severa solutions have been investigated in order to minimize the risk of hold-
up in incomplete contracts. Some may be jointly and autonomously implemented
by economic agents; others rely on the emergence of an institutional setting
which induces parties to actively cooperate by means of sanctions and enforce-
ment devices based on reputation, social norms and private orderings.

I nvestments partitioning

A first solution for implementing specific investments in an incomplete con-
tract framework is to split the expected specific investments into small and
verifiable subinvestments (Pitchford and Snyder, 2004). In this case, the
original contract is replaced by a series of smaller contracts, each governing
the exchange of a portion of the origina investment. At each stage the
decision to continue to invest in the future depends on the previously ob-
served behaviour of the counterpart. If both parties fulfil their contractual
obligations at each stage then the contract is endogenously enforced. Aslong
as the relationship continues, each party becomes more and more specific to
the other, thus also raising the opportunity costs of breaching the contract.
However, investment partitioning might be implemented as a solution only
when the nature of investments makes it possible. Unfortunately, most spe-
cific investments often imply one-shot large-scale investments and thus some
aternative enforcement device is required to optimally align parties’ incen-
tivesto invest.

\ertical integration

Vertical integration is another solution for incomplete contracts. This refers
to the idea of generating appropriate incentives to invest in specific assets by
assigning to the investing party the right to be a residual claimant on the
surplus generated. This could be done by transferring to the investing party
the property rights on assets involved in the contract. With reference to the
above example of Fisher Body and General Motors, Klein et al. (1978) have
concluded that GM’s decision to acquire the total amount of Fisher Body’'s
shares in 1926 represented a way of overcoming — by vertical integration —
Fisher Body’s hold-up.” Vertical integration thus induces optimal incentives
to invest by assigning to the investing party the right to the residual income
generated, once other factors of production have been accounted for. This
explanation has also provided an incomplete contract-based theory of the
firm along the original intuition of Coase (1937): when the ex post transac-
tion costs involved in incomplete contracts make it convenient to internalize
market transactions into an integrated governance structure, a second-best
solution to incomplete contracts is provided by vertical integration within a
single firm (Williamson, 1985). Firms thus emerge as institutions of private
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orderings governing incomplete contracts characterized by specific invest-
ments.

Authority and residual control rights

Vertical integration is based on the idea that assigning residual income to the
investing party is a viable way to induce efficient levels of investments.
However, as Hart (1995) pointed out, in many contexts ‘residual income is
not well defined’. For instance, in profit-sharing contracts each party is a
residual claimant, but this does not imply that parties maintain appropriate
incentives to invest. Moreover, the notion of residual income outlines only
one of the features characterizing a property right. As a consequence, in order
to understand the role played by vertical integration in enforcing incomplete
contracts, it is necessary to investigate the functions performed by a property
right. As Furubotn and Richter (1997) outlined, a property right embodies the
right to use the asset (usus), the right to appropriate return from the asset
(ususfructus) and the right to changeits form, substance and location (abusus).
The reason why property rights assignment matters in aworld of incomplete
contracts is thus provided by the fact the property right gives the assets
owner the residual control rights over that asset, that is, with ‘the right to
decide all usages of the assets in any way’ (Hart, 1995). Thisis why, in an
incomplete contract world, ‘ownership is a source of power’ (p. 23).

Having residual control rights confers on the owner the power to take care
of unspecified contingencies and to organize the production process involv-
ing own assets. This power is also defined as authority. The authority
relationship from one side reduces the degree of contractual incompleteness
by assigning to him/her the power to decide what to do when unforeseen
contingencies arise; from the other, it induces efficient levels of investment
from the owner’s side, by assigning to the owner all the bargaining power in
the ex post renegotiation stage. Residual control rights thus represent a power-
ful way of tackling the tradeoff between opportunism and adaptation in
incomplete contracts. As the Grossman-Hart—Moore (GHM) theories pro-
vided by Grossman and Hart (1986) and Hart and Moore (1990) pointed out,
the efficient assignment of residual control rights depends strictly on the
nature of investments and on the degree of substitutability or complementarity
among the agents involved in a given transaction. Given that property rights
induce owners' optimal incentives to invest, while minimizing non-owners
incentives to invest, the (second-best) efficient assignment of property rights
should be decided according to agents’ ability to maximize social surplus.®
Under this setting, when assets are independent, vertical integration will not
help to increase parties’ incentives to invest in specific assets, whereas when
assets are strictly complementary they should be owned jointly.
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Smple contracts on ex post bargaining

The assignment of property right is only one way — possibly the most conve-
nient in terms of transaction cost minimization — to attribute authority to one
party in a contract. Since authority is associated with the attribution of bar-
gaining power at the renegotiation stage, it is also possible to imagine that
parties may assign authority by contract. A recent field of research on incom-
plete contracts focuses on the emergence of first-best investment choices in
‘simple contracts' characterized by some exogenous bargaining rule at the
renegotiation stage (Aghion et al., 1994; Noldeke and Schmidt, 1995; Edlin
and Reichelstein, 1996). The basic intuition is that of defining a ‘ procedural
verifiability’ in arenegotiation game according to which the ex post bargain-
ing can be designed ex ante (for a survey, see Schmitz, 2001). In thiscaseitis
sufficient to give one party with all the ex post bargaining power (which
corresponds to the previous case of assigning residual rights to control).
When there are positive gains from trade, the party which has all the ex post
bargaining power will make a take-it-or-leave-it offer to the counterpart, and
the first best will be achieved (Schmitz, 2001). Aghion et a. (1994) imagine
the case in which parties may write a contract which specifies the nature of
the investments in the presence of uncertainty on future contingencies that
may affect the number of widgets exchanged within parties. They assume
that parties may write specific performance contracts which determine a new
ex post default point in the renegotiation stage. Parties defining the ex post
default point so as to induce one party to efficiently invest, thus giving the
other counterpart al the bargaining power at the renegotiation stage, will
induce efficient bilateral investments. The Aghion et al. model implements a
first-best contract, thanks to some restrictive assumptions (Hart, 1995) such
as that parties sustain no transaction costs in writing and enforcing simple
contracts.

Corporate culture, reputation and trust in implicit contracts

AsBowles and Gintis (1993) pointed out: ‘the Walrasian general equilibrium
model isbased on an artificially truncated concept of self-interested behavior,
depicting a charming but utopian world in which conflicts abound but a
promise is a promise’. The idea that moral commitment may act as an
enforcement device in incomplete contract has been studied, among others,
by Kreps (1990), Crémer (1993), Lazear (1995) and Hodgson (1996), who
emphasized the role played by reputation in favouring implicit and self-
enforcing cooperation in repeated interactions. In many situations, the
endogenous enforcement devices represented by trigger strategies and opti-
mal penal codes in infinitely repeated prisoner dilemmas might even be
cheaper than devising detailed and complicated contracts. Given that with
trigger strategies players deviations from cooperating are punished by other
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players refusing to cooperate in the future, a ‘good reputation’ represents a
powerful tool to minimize transaction costs in incomplete contracts (Hermalin,
1999) and to enhance trust of other counterparts. In this respect, firms should
be interpreted as repeated players who may develop an internal system of
contractual enforcement based on reputation and ‘ corporate culture’, that is,
on a dominant set of norms which guides the way in which work is accom-
plished within the organization.

Incomplete contracts and market dynamics

Fisher Body v. General Motors and Essex v. Alcoa have shown the relevance
of market dynamicsin affecting parties’ incentives to either fulfil or renegoti-
ate incomplete contracts. Notwithstanding the relevance of market dynamics
in incomplete contracts, most of the theories outlined above are generally
based on the assumption that agents' outside options are exogenous, focusing
mainly on bilateral relationships.’® The analysis of incomplete contracts char-
acterized by specific investments has thus been confined to the Williamsonian
‘fundamental transformation’ (Williamson, 1985), for which an ex ante com-
petitive transaction is ex post transformed into a bilateral monopoly. According
to this perspective, the level of ex ante parties’ outside options acts as a
default point in the ex ante contracting game and as a threat point in the ex
post bargaining over the joint surplus. The ‘market’ is implicitly assumed to
be an equilibrium market and hence for contractual parties it is not possible
to affect (and to be affected by) competitors' strategies.

One way of analysing how market dynamics affects incomplete contract
theoriesisto shift from abilateral contract to a complex transaction in which
contract and market dynamics are interdependent, according to the original
intuition outlined by Commons (1924, 1934, 1970; see also Nicita, 2001). As
Commons (1970) has emphasi zed:

[W]hen we reduce all prospective buyers and sellers upon a given market to those
who participate in one bargaining transaction as our smallest unit of investigation,
then they are the ‘best’ two buyers and the ‘best’ two sellers, meaning the two
buyers who offer the highest prices and the two sellers who offer to accept the
lowest prices, in consideration of transfers of ownership'! ... The best two sellers
are those able to sell at the lowest price. They compete for choice of alternatives
offered by the best two buyers, those able to buy at the highest prices, while, in
turn, the best two buyers are competing for choice of alternatives offered by the
best two sellers.

As aconsequence, under atransaction, ‘instead of the “exchange” of physical
things between two parties, as contemplated in the former physical econom-
ics, there are five parties, al of whom are “potential” and then they are
successively “actual” participants in the lawful aienation and acquisition of
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ownership’. These five parties are four competitors (two buyers and two
sellers) and the ‘enforcer’ or judge who is ‘ready to issue commands to any of
the buyers and sellersin the name of sovereignty, if any dispute arises'.

The above framework is very useful for analysing incomplete contracts
since it shows that when contracts are incomplete a ‘five parties transaction’
does not necessarily collapse into a hilateral relationship, as in Williamson
(1985), but it still involves four agents (contractual parties and their respec-
tive competitors). In other words, the notion of transaction outlined by
Commons aways maintains a market dimension within the framework of
incomplete contracts. In this setting, parties’ decisions are made considering
not only the impact of investment decisions on contractual counterparts but
also the impact exerted on the outside market. This has several important
consequences. For instance, with endogenous outside options, parties may
have strong incentives to overinvest in asset specificity when investments
increase own outside options and reduce the counterparts’ outside options
(Nicita, 2001). Moreover, endogenous outside options may reverse some of
the main conclusions of the GHM models. De Meza and Lockwood (1998)
show that in some cases an agent with an important investment decision
should not own the assets he/she works with; in other cases independent
assets should be owned jointly whereas strictly complementary assets should
be owned separately. The analysis of market-contract dynamics thus consti-
tutes an interesting field for future research on incompl ete contracts.

Incomplete contracts and institutional complementarity

Another interesting, and quite unexplored, field of research for incomplete
contracts is given by the analysis of institutional complementarities in an
incomplete contract framework characterized by multiple equilibriain which
initial conditions are destined to reinforce over time. Standard theories on
incomplete contracts seem to be very fruitful in explaining the efficiency of
given governance structures but they fail to provide an explanation for their
inefficiency, that is, for the selection of an inefficient equilibrium where
multiple alternative equilibria are potentially available for economic agents.
Under the framework already analysed, there is virtually no explanation for
the persistence of an inefficient allocation of property rights over time. As
Aoki (2001) pointed out, the notion of institutional complementarity may
provide a useful tool to analyse how equilibria are selected in an incomplete
contract framework characterized by multiple equilibria. The notion of insti-
tutional complementarity relies on the idea that, in a given institutional
framework characterized by incomplete contracts, economic agents face dif-
ferent domains and do not strategically coordinate their choices across domain
games. As a consequence, the institutional choices in one domain act as
exogenous parameters in other domains and constitute the ‘institutional envi-
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ronment’” under which choices are being made. In this setting ‘one type of
institution rather than another becomes viable in one domain, when a fitting
institution is present in another domain and vice-versa’ (Aoki 2001). Assume
two domains of choices X and Y and, respectively, two sets of choices {X,,
X,} and {Y;, Y5}, with agents i choosing in X and agents j choosing in Y,
according to their utilities (respectively, u for i and v for j). Standard condi-
tions of institutional complementarity are defined by the two following
circumstances (see Pagano, 2003):

1. for agent i, the additional benefit of having institution X, instead of
institution X, in domain X is greater when institution Y; (instead of insti-
tution Y,) is chosen in the domain Y: u(Xy; Y1) — u(X;; Yy) = u(Xy; Y,) —
u(Xy Yo);

2. for agent j, the additional benefit of having institution Y, instead of
institution Y; in some domain Y is greater when institution X, (instead of
institution X;) is chosen in the domain X: v(,; X;) —v(Y;; X5) = v(Yy; X;)
=V(Yy; X9).

The above conditions, considered by Aoki (2001), restate in terms of institu-
tional choices the super-modularity conditions among strategies considered
by Milgrom and Roberts (1990) and are concerned with the property of
incremental pay-offs with respect to a change in parameter value. They do
not exclude the possibility that the level of the pay-offs of one ruleis strictly
higher than that of the other for the agents of one domain or of both domains,
regardless of the choice of rule in the other domain. In other words, there is
the possibility of a unique equilibrium. However, under the super-modul arity
condition, there can be two pure Nash equilibria (institutional arrangements)
for the system that comprises X and Y, that is (X, ;) and (X5, Y,). When such
multiple equilibria are possible, we say that domains X and Y are institutional
complements of each other and that: X; and Y; are institutional complements;
and X, and Y, areinstitutional complements. Moreover, asAoki (2001) points
out, when multiple equilibria exist, it is possible that the overall institutional
arrangement could result in a Pareto-inferior outcome. For instance, suppose
that (X,, Y,) issuch that u(X,; Y,) —u(X;; Y1) > 0and v(Xy; Y,) —Vv(Xy; Yy) > 0.
However if initial conditions are such that X; or V; is selected in one of the
two domains so as to act as a parameter in the other one, this selection will
induce the choice of the institutional complement, respectively, Y; or X,. Asa
consequence, the equilibrium selected will be (X;, Y;) rather than (X,, Y,), that
is, the Pareto-inferior outcome.

The analysis of institutional complementarities in an incomplete contract
framework has the following implications: (i) the interdependence among
domains may generate multiple institutional arrangements; (ii) according to
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initial conditions affecting the available choicesin one domain, some Pareto-
inferior institutional arrangement may emerge; (iii) since institutional
arrangements are pure Nash equilibria, they are self-enforcing in nature and
destined to perpetuate over time (by path dependency and cumulative causa-
tion) unless some exogenous change affects one domain or the other so as to
shift the choice to another institutional arrangement.

This approach has been employed to analyse, in an incomplete contract
framework, the emergence of self-enforcing path-dependent equilibria in
corporate governance between technological and financial domains, the var-
iety of capitalistic systems, and the structuring of alternative capitalistic
systems in the United States, Germany and Japan (for instance, see Aoki,
2001 and Nicita and Pagano, 2003, 2005).

Conclusions

This chapter has briefly outlined the main features of incomplete contracts and
their relevance for law and economics research. While the standard literature
on incomplete contracts is mainly concerned with the hold-up problem, the
analysis of Fisher Body v. General Motors and Alcoa v. Essex has highlighted
the centrality of the problem of adaptation in incomplete contracts and the
tradeoff between adaptation and opportunism which pervades the law and
economics of incomplete contracts and the design of appropriate institutions
for their governance. Several solutions have been indicated in the literature to
address the above tradeoff: vertical integration, authority relationship, simple
contracts and reputation-based implicit contracts. All these solutions provide
a powerful theoretical framework to explain the emergence of economic and
legal institutions as transaction cost-minimizing devices in an incomplete
contract framework. According to Coase (1988), Williamson (2003) and Hart
(1995), proprietary integration of specific assets under a unified ownership
within the firm should be explained in terms of firms' compared ability to
reduce transaction costs in carrying out a market transaction, with respect to
spot market exchanges. Some recent extensions have shown, however, how
some of the main conclusions coming from standard literature on incomplete
contracts could be reversed when considering endogenous outside options as
well asthe emergence of institutional complementarity in amultiple equilibria
setting. These extensions may represent a powerful tool of analysis for future
research in the law and economics of incompl ete contracts.

Notes

1. On thetautology contained in the Coase theorem, see Usher (1998).

2. A complete contract is thus a contract whose terms are also observable to third parties.
According to Shavell (2003): ‘A contract will be said to be completely specified (or
simply complete) if the list of conditions on which the actions are based is explicitly
exhaustive, that is, if the contract provides literally for each and every possible condition
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in some relevant universe of conditions. In a contract for a photographer to take wedding
photographs, suppose that the universe of conditions is everything that could happen to
the photographer (becomingill, receiving an offer to take photographs at another wedding
the same day) and everything that could happen to the wedding couple (becoming ill
themselves, breaking off their engagement). A completely specified contract would then
have to include an explicit provision for each of these possible conditions pertaining to the
photographer and to the wedding couple’. Milgrom and Roberts (1992) follow a different
approach, defining a complete contract as any agreement which might always be com-
pleted ex post.

3. This entry will focus on the first approach. For a survey of the debate concerning the
foundation of incomplete contracts, see Hart and Moore (1999); Maskin and Moore
(1999); Maskin and Tirole (1999); MacL eod (2002).

4. Williamson (1979, 234, n. 3) defines opportunism as ‘ self-interest seeking with guile. This
includes but is scarcely limited to more blatant forms, such aslying, stealing and cheating.
Opportunism more often involves subtle forms of deceit. ... More generally, opportunism
refers to the incomplete or distorted disclosure of information, especially to calculated
efforts to mislead, distort, obfuscate, or otherwise confuse'. For acritique of this notion of
opportunism, see Bowles and Gintis (1993).

5. The most-favoured nation clause meant that Fisher would be prevented from charging
General Motors a higher price than that charged to other customers. The meeting-competi-
tion clause implied that Fisher was prevented from charging a price higher than the
average market price for the autobodies.

6. Aluminum Co. of America v. Essex Group, Inc., 499 F.Supp. 53 (W.D. Pa. 1980).

7. Theorigina explanation for the merger between Fisher Body and General Motors due to
Klein et a. (1978) has recently been debated by several scholars who pointed out that GM
controlled 60 per cent of Fisher Body’s shares several years before Fisher Body’s refusal
to comply with GM’s requests. See Langlois and Robertson (1989), Helper et al. (1997),
Bolton and Scharfstein (1998), Casadesus-Masanell and Spulber (2000), Coase (2000),
Freeland (2000) and Pagano (2000).

8. For asurvey on the economic notion of property rights, see also Libecap (2002).

9. This conclusion integrates the Coasean theory of the firm and the Coase theorem. Accord-
ing to Coase (1937), when transaction costs matter, market exchange is replaced by
internalized transactions within firms, and firms are characterized by long-term contracts
governed by authority relationships. According to Coase (1960), when transaction costs
arerelevant, theinitial assignment of property rights matters for the purpose of efficiency.

10. Only some recent papers are explicitly concerned with investment decisions in a market
environment, as Chatterjee and Chiu (1999) and de Meza and Lockwood (1998). The
analysis of contractual enforcement in a market context is also studied by MacLeod and
Malcomson (1993) and Bolton and Whinston (1993).

11. According to Commons, every economic exchange implies alienation and acquisition of
property rights in a commodity, whereas the word ‘commodity’ identifies not only the
merely possession of aphysical thing but also a‘lawful ownership’ (1970: 48-9).
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11 Centra Bank
Zeljko Sevie

Introduction

Central banks as social institutions have not attracted a great deal of attention
from researchersin law and economics. The central bank is referred to as the
bearer of banking supervision duties, so mainstream law and economics
literature has tended to be concerned only with the central bank’s regulatory
function. However, this old social institution has a far broader role than that
seen up to now, and it gives wide research opportunities in law and econom-
ics, and increasingly in law and finance (La Porta et al., 1996; 1997). The
central bank as an institution has a particularly interesting history.

Central bank: history and its (natural) development

When the first central banks or, more correctly, governmentally-sponsored
banks, were incorporated, such as the Swedish Riksbank and the Bank of
England in 1668 and 1694, respectively, they were entrusted with a mon-
opoly over money issuing in the metropolitan area or in a part of the
country. In the majority of cases the central bank was, for a while, the only
joint-stock bank in the country. Usually, this market advantage was ‘paid’ as
acredit directly extended to the government. In some cases the establishment
of a central bank had a nationalist impetus, as in the case of lately created
national states, like Germany and Italy in the 1870s (Sevic, 1996b), although
some authors note that they were established to unify what was a quite
chaotic system of note issue (Goodhart, 1988). In contrast to al the good
points in the English and Prussian cases, the emergence of the central bank’s
monopoly had significant negative influences on the development of (com-
mercial) banking in its early stage. Therefore, it is quite useful to compare the
English and Scottish experience with ‘central banking' and ‘free banking’,
respectively (White, 1995). When creating central banks, the legislator did
not think that central banking would go much beyond the simple issuing of
national currency. However, modern central banks perform a number of
duties besides issuing legal tender.

With the emergence of imperialism in the late nineteenth century, central
banks started to be concerned about the metal reserves of the country, allow-
ing them to facilitate the national payment system. History shows that the
growth of central banking is closely connected with nineteenth century, espec-
idly its last quarter. The central bank in France was incorporated in 1800

165



166 The Elgar companion to law and economics

(Boyer-Fraise, 1903), Norges Bank and Austrian National Bank in 1816, and
in Denmark a year later. At the end of the nineteenth century, central banks
were established in Portugal, Bulgaria, Romania, Serbia (Sevi¢, 1996a) Egypt,
Algeria, Turkey, Japan and Java (Kent, 1966). However, widely accepted
opinion is that central banking started to be much more important in the
twentieth century (Kent, 1966; Sevic, 1996b). Besides, prior to 1900, eco-
nomic theory was concerned with how note issue should be regul ated, whether
the metal reserves should be centralized and, consequently, how the central
bank should establish control over them.

Also central banks are interesting institutions since they are, generally, in
public hands and therefore entities regulated by public law. Even the banks
which began to operate under private ownership (the vast majority of banks
established before the First World War) were nationalized after the Second
World War. The years immediately after the Second World War were shown
to be aturning point of the central bank’s engagement in commercial banking
operations. From the 1950s, it was quite unusual to observe commercial
banking operations being undertaken by a central bank, in atwo-tier banking
(financial) system. In so-called ‘socialist countries’, the mono-bank usually
called a state bank resumed both commercial and central banking operations.
Strictly speaking, the latter function was not really performed since the
“socialist society’ was theoretically ‘ moneyless (Sevi¢, 1997a).

In our view central banking has had a quite natural development following
the requirements of the system whose centre it is. A number of authors
support this approach (Friedman, 1959; Goodhart, 1985, 1988, 1994, 1995;
Sevic, 1996b, 1999), in contrast to advocates of free banking theory who
oppose it (Klein, 1974; Karekan and Wallace, 1984; White, 1984, 1995;
Selgin and White, 1987; Selgin, 1988, 1994). It is generally agreed that free
banking had its ‘golden age’ in the nineteenth century, but in a diversified,
fast-growing economy with increased information flows, it is necessary to
supervise the system and provide more harmonic development and growth.
For instance, interest in the soundness of banking systems emerged in the
1880s-90s with capital concentration and the appearance of ‘financia capital’
(Hilferding, 1920). This is probably best recognized in German banking
theory where governmentally-sponsored (privileged) banks are classified into
three groups: (i) currency or central banks; (ii) note (issuing) banks and (iii)
bankers' banks or reserve banks (Veit, 1969). This can aso be followed
through the historical development of German banking literature (Walcher,
1876; Helander, 1916; Steiner, 1924; Deckert, 1926, among others).

The central bank as, currently, an entity in the publicly regulated regime
is quite strongly regulated by law (statute, act) and other legal acts derived
from law. It is noted that both de facto and de jure independence of a
central bank influences its performance as the centre of the financial sys-
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tem. This is a possible avenue for the extension of research on the central
bank in law and economics. Its path from a privately owned, but privileged
(governmentally-sponsored) bank to the entity owned and closely moni-
tored by the state is another reason to attract researchers’ attention. Also,
the widely accepted opinion is that a central bank’s macroeconomic per-
formance depends on its institutional features. So, what is a central bank
today? What are its status, functions and social significance?

Central bank: position

The formal position of a central bank within a society is, as a rule, estab-
lished by law enacted by the legidlative body (Parliament), whilst in some
developing countries the de jure position of a central bank may be regul ated
by the governmental. The former practice is regarded as normal, whilst the
latter is usually encountered in non-democratic countries or those which
practice some kind of command economy (Sevi¢, 1996b). Although there are
more than 160 central banks worldwide, it is almost impossible to find two
whose status is the same. A common theoretical definition says that the
central bank is the chief institution of a country’s monetary system and
executive body for the implementation of monetary policy. In most cases this
definition is sustainable, but not in al. Thisis the situation where the central
banks are de jure independent while, if they are dependent, they just execute
government decisions on monetary, credit and financial policy. In theoretical
models a central bank is a state-owned or quasi-state institution, regulated by
public law, which is established in order to maintain the macro-economic
liquidity of the financial system as a whole and prevent mass bankruptcy of
(commercial) banks and a high rate of unemployment. A central bank is not
incorporated to be profitable, although its note-issuing function can be a
source of significant revenue for the government — seigniorage (Sevi¢, 1996;
1997¢). Such a definition begs the question of whether the central bank is a
bank at all.

It seems so, at least on account of its two (contemporary) duties: govern-
ment banker and lender-of-last-resort (bankers' bank). Besides exercising
these two functions, the central bank can even be regarded as a specific entity
established by law and regulated within the public law regime (Sevic, 1996b).
The respected British economist, Richard Sayers, argues the same: ‘The
central bank is the organ of government which undertakes the major financial
operations of the Government and, which by its conduct of these operations
and by other means, influences the behaviour of financial institutions so asto
support the economic policy of the Government’ (Sayers, 1960, p. 64). He
also found that central banks are different from commercial banksin a number
of ways. Central banks are usually governed by persons closely related to the
government, and they do not seek to maximize profit, which is generally seen
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as the main aim of the commercial banks. The central bank must establish
and maintain the special, close relationship with the (commercial) banking
sector, so as to be able to influence this sector in its implementation of agreed
government economic policy (Sayers, 1960). However, we would not go as
far as Sayers in concluding that the central bank is an organ of government
which must be ‘in some sense a part of the government machine' (ibid.,
p. 64). The point made here is that there is a significant difference in the way
the ‘stat€’ is perceived in Continental European and Anglo-Saxon general
legal culture. The Europeans developed the sense of ‘state’ as an eternal and
continuous socia institution of utmost social importance, while the Anglo-
Americans devel oped the sense of ‘government’ as a current social power.
Central banks' raisons d’ étre liesin the fact that

i they provide the best solution with regard to the minimization of the
risks inherent in modern (commercial) banking by providing an efficient
|lender-of-last-resort (LLR) function;

ii  they provide an institutional mechanism to minimize or avoid the profli-
gacy of governmentsin their fiscal roles, and

iii in a contemporary economy they have the means of effecting control
over monetary variables so as to provide conditions appropriate for the
improvement in real economic activity (Sevi¢, 1996b).

A central bank can also have a development role, especially in a developing
economy. In contrast, the actual existence of central banks has its contradic-
tions. Central banks must be engaged in the resolution of conflicts which
emerge from (long-term) financial intermediation (money market failures, for
instance), in the government’s power over money creation and the conflicts
which might arise in the usua business cycle slowdowns. These must be
effectively managed at both micro and macro levels. So all these perplexities
determine, to some extent, the de facto position and prospective roles of the
central bank. The de jure position, usually depends primarily on the vision of
the legislator. Subsequent corrections of an initial view are not only normal
but also highly recommended. In the field of central banking regulation, to
stick to tradition cannot only be socially ineffective, but also very costly,
because the central bank is prevented from responding appropriately and in
timely fashion to innovations in the banking sector and money market.
Although the majority of countries have some kind of central monetary
authority, the organizational form may vary. Thus, the central monetary au-
thority can take form of: (i) a unique central bank; (ii) a complex system of
the central bank(s); (iii) a unique central bank for several countries (so-called
‘supranational’ central bank); (iv) a separate government agency which oper-
ates as a central bank; (v) anumber of commercial banks which are entrusted
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with a note-issuing function and some other duties characteristic of a central
bank; (vi) a special state body in charge of business finance, which assumes
some central bank duties; (vii) atransitional central banking institution; (viii)
a central bank in a forma monetary union, where the central bank of one
country performs central bank duties on the (economic) territory of another
country and (ix) a monetary board (Sevic, 1996b). At the time of writing
there are only two countries without a central bank or properly defined
separate central monetary authorities: Andorra and the Federated States of
Micronesia. The former is a small country, a former protectorate, tax and
duty ‘haven’, which circulates both the French franc and Spanish peseta,
whilethe latter is anewly liberated country. As has been noted (Sevi¢, 19964,
1996b), at the time of large social changes (revolutions, coups, upheavals,
and so on), it is usually expected that the ministry of finance will assume
some of the central bank duties and especially note issuing. The series of
notes thus issued are referred to, in theory, as notes of state (government)
issue, but, the duration for which the ministry is engaged in performing this
duty differs. Usually, after a few months the central bank resumes al its
functions, albeit closely monitored and supervised by the government.

The position and structure, as well as duties, of a central bank are fully
legally stipulated. There is no possibility of assuming that the central bank
has aduty if it is not clearly stipulated in the Central Bank Act. The structure
of a central bank is usually designed in such a manner as to sustain the
fulfilment of functions (roles) set out by law. So what are the functions of the
central bank?

Central bank: functions

Regardless of its position and organizational form, amodern central bank has
to carry out several specific tasks in order to achieve an optimum level of
economic stability. The reasons for the existence of a central bank are: (i)
protection of the internal value of the national currency; (ii) protection of the
external value of the national currency; (iii) maintenance of ‘health’ of the
national financial system; (iv) ensuring balanced economic growth and devel-
opment and (v) the development of financial (money and foreign exchange)
markets. Generally speaking, regulations do not impose a hierarchy of re-
quirements and tasks on the central bank. Even in countries with a similar
economic structure and level of development, the central bank has quite
different priorities. For instance, in Guyana and Jamaica, economic develop-
ment is given a priority, while the Bahamas accepts a more classical concept,
preferring price stability (monetary stability). So, in practice, the legal frame-
work can define either one target or a set of them for the central bank. (Sevi¢
and Sevi¢, 1998). In the past a range of targets was preferred, but it seems
now that one (principal) target is more common. It is argued that a precisely
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defined target can eliminate all possible perplexities and facilitate the central
bank’s efforts in its achievement. This is especially true for transitional and
developing economies with a poorly developed financial structure (Sevié,
1996b). However, countries require the central bank to perform well and to
influence the financial flows in the domestic economy, and to stress growth
and development, the sustainable growth of real output, high employment
and price stability. Even the Americans have not opted for a unique definition
of the task, defining the objectives of their economic policy thus: ‘... the
objectives of U.S. monetary policy are high employment, stable prices (no
inflation) and growth in output on a sustainable basis. The ultimate goals, as
they are often described, are not directly under control of the Federal Re-
serve’ (FRB of San Francisco, 1987). However, it has been observed that
‘when monetary policy aims at several objectives simultaneously, with the
need for choice and balance between them, policy will be subject to greater
political oversight and the CB [central bank] will be subservient’ (Goodhart,
1994, p. 1427). Consequently, greater autonomy can be achieved when the
central bank must meet one single objective. Also, in the situation where
there is a set of objectives, the principal—agent problem appears. The senior
management is in a position to define priorities, and in some cases may
overlook the primary (ultimate) goal. Moral hazard and adverse selection
situations are likely to appear.

However, even if the central bank has only one objective, this is usually
very broadly defined. ‘Price stability’ may be the ultimate goal, but how can
it be achieved? The legal position of the bank makes necessary presumptions,
but does not guarantee the effectiveness of the central bank’s actions. Central
bankers must find an immediate target to allow them to achieve an acceptable
final outcome. Thisiswhy central banks, especially in small, open economies
aim at something more feasible to control, such as the exchange rate. Central
banks in market-based economies applying monetary policy affect the yields
on financial markets. Consequently, the exchange rate is an important asset
price that can be targeted (Goodhart, 1995).

New Zealand's experience with the central bank contract has opened up
another debate. The problem there is how the central bank can fight inflation
(maintain price stability; that is no inflation at all), if it has been given an a
priori inflation target, usually up to 4 per cent. The concept of price stability
conflicts with previously agreed and usually politically sponsored inflation
levels. This approach has shown itself quite efficient in the New Zealand
case, although there are doubts over its long-run effects (Tietmeyer, 1994).
With a contractual obligation to keep inflation below an agreed level, the
central bank is forced, in practice, to abandon the immediate target strategy,
and to adopt ‘one-stage strategies with direct price target’ (ibid.). Anyway,
practice has shown that central bank officials, as arule, prefer to have a final
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price objective, rather than to define and follow an immediate target. This can
be an argument in favour of a central bank contract. The practice of New
Zedland, Canada and the United Kingdom has shown that the final objective
can be achieved even when immediate targeting is abandoned. In New Zea-
land, even wage bargaining between trade unions and the government is
always in ‘the shadow’ of the central bank contract. Trade unions desire to
have a pay rise of 8 per cent and more is, as a rule, defeated by the NZ
Reserve Bank, which limits the rise of all inputs of production up to the
desired rate of inflation, in order to fulfil the contract.

The conduct of monetary policy is currently the most important duty of the
central bank and it takes a great amount of a central bank’s time and efforts.
However, the functions of the central banks are much broader than to meet
the (primary) objective of monetary policy. Theoretically they are defined as
(i) issuing and cancelling banknotes and coins; (ii) foreign exchange reserve
management; (iii) banker of the state (government’s banker); (iv) bankers
bank, when acting as an LLR, (v) supervision of banks and other financial
institutions, and (vi) facilitating the payment system (Sevi¢, 1996b). Also the
central bank can be involved in foreign exchange control. Even in the defining
of the other functions, there are large differences among countries. For in-
stance, in Germany, Canada, Belgium and some Latin American countries,
supervision of banksis carried out by structures not belonging to the central
bank. In the United States, the responsibility for bank supervision is shared
by the Federal Reserve System (the Fed), the Comptroller of the Currency,
the Federal Deposit Insurance Corporation (FDIC), and the state bank super-
vision authorities (Spong, 1990). Functions within foreign exchange operations
and control are very often shared with the state administration authority in
charge of fiscal affairs (usually Ministry of Finance). A close connection
between the central bank, even when it is independent, and the government is
required when it is necessary to coordinate monetary and fiscal policies. In
this situation the legal and institutional framework cannot help greatly, since
it is always a question of mutual prestige.

The formal obligation of the central bank to deliver the target level of
inflation can be a way to assess the achievements of the central banks man-
agement. The central bank’s governor (president) may be reappointed if he or
she succeeds in achieving the target(s) stipulated in the contract. However,
there is also the case when the central bank exhibits the ‘public’ part of its
nature: the central bank officials do not want to have their rewards linked to
their results (Goodhart, 1994). They rather opt to have flat, stable civil ser-
vants' salaries. However, if the bank is to make price stability a primary and
ultimate objective, control must be tighter, and an incentive system properly
developed. This is another question where the law and economics literature
can provide answers. Central bank independence is always legally defined,
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but its application in practice attracts special attention, because it affects
overall central bank performance.

Central Bank: Independence

Central bank independence, in particular, has attracted the attention of re-
searchers in this field, who focus attention on de facto and de jure
independence. Policy makers who are in senior central bank management
sometimes question whether independence can really deliver anything. Paul
Volcker, former Chairman of FED, stressed in the late 1980s that although
the Bancad'Italiais a ‘dependent’ central bank, it performed well, evenin a
country with quite an unstable political situation, that is, government (Volcker,
1989). Thus the central bank, as a part of the public sector, obviously has
close contacts with other governmental bodies. Consequently, it is subject to
the influence of the government, and particularly its ministry of finance.
However, the degree of (in)direct influence can vary significantly (Sevic,
1996¢).

Initialy, the study of central bank independence was carried out through
reading central bank statues (laws) rather than through a proper in-depth
analysis of policy decision-making and enforcement of rules. North (1993)
bluntly admitted that enforcement is a major issue in the process of ensuring
one's credible commitment. Central bank independence, very narrowly
understood as independence from the government of the day, became the
‘must’ of the 1990s. Certainly, even countries that did not experience any
(significant) inflation, like Italy in 1992, Portugal in 1992, Belgium in 1993,
France in 1993, Greece in 1993 and Spain in 1994, decided to delegate their
monetary policy formulation to their central banks, making them independent
of the executive power (Sevi¢, 1996d). This trend was continued by Japan,
which in the mid-1990s experienced deflation, but decided to opt for central
bank independence. Consequently, it is very difficult to prove that high or
hyper-inflation is the main motive for promoting central bank independence,
as suggested by many neo-classical scholars (see, for instance, Blinder, 1999).
Others, like Maxfield (1997), could not corroborate this conclusion, as it
seems that making the central bank independent in developing countries,
which can be easily extended to transitional economies, has not yielded any
significant economic result. One of the intuitive explanations for this lack of
a direct link could be that, in developing countries, discretion rather than
rules dominates the political sphere. Informal links and networks are those
that influence the actions of the central bank, even if the latter is stricto lege
independent. Of course, there are questions of effective and efficient law
enforcement and legal systems (as a set of rules) and legal order (as a social
behaviour based on prescribed legal rules). In developed countries there is a
minor, if not negligible difference between the legal system and legal order,
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and this may be one of the reasons why many studies in central bank policy-
making assumed that the policy-making process is predominantly, if not
exclusively, directed by statute (statutory rules). Forder (1996; 2001) docu-
ments these trends in great depth. Still the research must begin somewhere,
and considering the formal documents may be the first step to initiate further
analysis and discussion.

Observing the relationship between the government (executive power) and
the central bank seems logical, but quite narrow. In the best tradition of law
and economics literature and legal research, the relationship between the
central bank and all the state powers — legislative, executive and judiciary —
must be considered. Legislative power can usually influence the central bank
in three ways: (i) through personnel appointments; (ii) through changesin the
legal framework (law, act, statute, and so on) and (iii) through a general
political monitoring function. The influence on personnel can be seen, alter-
natively, through three types of relationships. First, the parliament is entrusted
by law to appoint a governor, his deputy and/or vice-governor(s), and board
of directors. Second, the parliament approves the appointment of the gov-
ernor and senior management made by another government body; or third,
some members of the parliament are appointed as directors on the central
banks' board. In practice, the parliament usually appoints the governor and
board of directors. In countries with a strong presidential influence, the
president may be in charge of appointing the governor and directors. How-
ever, even in a pure presidential system, such as in the United States, the
upper house of the US Congress, the Senate, must approve the appointments.
In Cubathereis quite an interesting solution, since there is a shared authority
between the National Assembly (parliament) and the State Council (head of
state) to appoint the governor upon a mutual proposal made by the president
of State Council and the prime minister (Art. 47. Decree-law 84, 1984). A
more important influence that the parliament can impose is changing the law.
Even in the United States when the Fed failed to show understanding and
support for the general political course of the Congress, proposals emerged to
change the Federal Reserve Act. Generally, when the central bank enforces a
tight monetary policy for a long period of time, without some short-term
relaxation, there are incentives to change the law and abolish or reduce the
achieved level of (political) independence (Sevic, 1996b). It is stressed by
many authors (for example, Rogoff, 1985; Alesina and Tabelini, 1987
Cukierman, 1992; 1994) that the central bank is usualy much more con-
cerned with price stability (its ultimate task) than are the political authorities.

Finally, the legislative body, as by definition the highest democratic body
in the country, is in charge of political monitoring of all institutions within
the political system. In this way, the parliament can have particular ‘moral
suasion’ influence over the central bank. Public criticism addressed towards



174 The Elgar companion to law and economics

the central bank has no legal implications, but can urge the bank’s senior
management to reconsider some of their decisions. In a democratic country
the parliament is the most democratically elected body and has particular
social prestige and direct responsibility before the electorate. The central
bank, as with all the other social institutions with appointed senior personnel,
has only a derived, indirect responsibility. Again in the majority of demo-
cratic countries, tradition ensures that the central bank isasocially responsible
and highly publicly appreciated institution. The early experience of some
countries (Britain, Austria, Germany and Serbia; see Kent, 1966) showed that
the ‘personal charisma’ of the governor is a very important element, which
influences further development. Political supervision is performed through
the central bank’s obligation to submit yearly reports for approva to the
parliament. Even if the report is to be submitted to the president, it will
usually be finally assessed in the parliamentary session. Thisis the case even
in the parliamentary system with a strong president (so-called ‘quasi-
presidential system’) as in France. In our view the overall political, that is
‘democratic’, control over the central bank must stay in the hands of the
parliament as the most widely elected political body, with overall responsi-
bility for the well-being of the country.

The relationship between the central bank and the judiciary has not been
widely considered in the theory. Economists have usually seen the central
bank as an executive body for the implementation of monetary policy and, in
that capacity, subject to the influence of the government. But, given the
public nature of the central bank, it is to be expected that the courts may
examine decisions of the central bank as they have all the necessary charac-
teristics of an administrative act. There are countries such as Bahrain, where
it is clearly stipulated in the law that the legality of central bank acts will be
examined by the courts. Another possibility is not to define procedural sub-
jectivity, but to define its special legal position (asin Germany). The Austrian
law on central banks — NBG (Nationalbankgesetz, 1984) — has stipul ated the
establishment of an ad hoc arbitrage. In the Austrian case, this legal solution
granted de facto indirect independence to the National Bank, although it is
formally subordinated to the government. The NBG is very detailed in regard
to the arbitrage, and regulates all the procedure before it, saying that the rules
on civil procedure will be applied analogously. In countries with a continen-
tal legal tradition, it should be expected that every central bank legal act
resulting from administrative procedure may be subject to examination of
legality before the Administrative or High Court.

However, theory is usually most interested in the relationship between the
central bank and the executive power (government). Comparative analysis of
central bank laws has shown that the government can perform some person-
nel and general supervisory duties over the central bank in the United States.
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Usually by law, governmental influence can be: (i) personnel and (ii) moni-
toring (Sevi¢, 1996b). There is no country where the government has no
influence at all over the bank’s appointments at senior level. In some coun-
tries the executive power proposes the candidates, while in others it appoints
directors of the central bank. It is quite rare for a particular minister to
appoint leading officials at the bank, as is the case in Iceland. This is of
particular interest since the central bank performs duties as the government’s
banker. Researchers try to measure central bank independence in many dif-
ferent ways, but there is a consensus that it is a very complex task since
central bank independence is determined by a multitude of legal, institu-
tional, cultural and personal factors which cannot be easily quantified
(Cukierman, 1991, 1992, 1994). In the recent literature, attention has been
paid to legal independence, the actual turnover of governors and answers by
national policy makers to a questionnaire on the behaviour of the central bank
in practice. This complex approach has notably been employed by Cukierman
(Cukierman, 1992). Other more ‘classical’ authors paid attention to the insti-
tutional features and inflation volatility (Alesina and Summers, 1993; Wood,
et a., 1993). In both approaches the authors consider legal proxies, such as
the position of law towards issues such as the legally determined mandate in
office for the governor and senior management, who appoints them, who can
dismiss them and under what circumstances, who prevails in the case of
policy conflicts between the central bank and the government, whether the
government can issue orders to the central bank, how independent the central
bank is from a fiscal point of view, what restrictions are imposed on central
bank lending to the government and other entities in the public sector, and so
on. Also considered is whether the law requires the central bank to achieve
price stability (even at the cost of other real objectives). The empirically
based studies have shown that the more independent central banks are better
at achieving price stability and vice versa. At the sametime, high and long-term
inflation erodes central bank independence. Although researchers tend to
stick to other, more quantifiable, variables rather than considering legal and
institutional framework, it seems that in the end they have to go back to this.
The institutional framework affects not only the structure of social entities,
but also the way in which they interact (Sevic, 1995).

Central Bank: Credibility, Accountability, and Social Responsibility

In order to discharge its statutory duties the central bank must be credible. If
there is no credibility in the actions of the central bank, it is most unlikely
that monetary policy goalswill be achieved. It iswidely believed that the post
Second World War success of the Deutsche Bundesbank was largely due to
the general social consensus that monetary stability is in the national interest
(Goodman, 1992; Hall and Franzese, 1998; McNamara and Jones, 1996),
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although there are also opinions which doubt that the German economic
miracle was due to the Bundesbank prior to the 1970s, and especially in the
early years of post-war modern Germany (Holtfrerich, 1999, as opposed to
Goodman, 1992). As we have aready seen, in order to strengthen credibility
in the 1990s, a world-wide argument developed for the institutional inde-
pendence of the central bank, fairly narrowly understood, as breaking mutual
dependence with the national government. It has traditionally been perceived
that politicians are short-sighted and interested only in election victory, while
sound monetary policy requires a long view (due to implementation time
lag), a high level of professional knowledge and a reason to exclude demo-
cratic (or populist) pressures of the day, and consistency. Other economic
policies can suffer less damaging effects from the political factor of the day
by being closely involved in decision-making. Certainly, credibility, or rather
credible commitments, are very important for the good functioning of institu-
tions (North, 1993). If there is no emphasis on the proper functioning of any
social institutions, it is difficult to expect that any credibility will be built. As
we have already seen, independence was largely perceived to be a prerequi-
site for central bank credibility in the 1990s with ‘an excuse' of the need to
fight inflation and to prevent the political business cycles motive to be preva-
lent in monetary policy decision-making. However, the credibility of the
monetary authority has its public component that relies heavily on the public
perception of the central bank and its commitment to the promulgated goal (s).
Even before the very popular ‘independent central bank movement’ of the
1990s there was a claim that policy makers should make known their inten-
tion to maintain low inflation despite the benefits of surprises (Kydland and
Prescott, 1977). So, the usual argument that governments are generally ob-
sessed by short-term goals, especially on the eve of genera elections, may
stand to some extent; but it is very difficult to perceive that someone may
claim political credibility by promulgating unsound policies of any kind. Itis
hard to believe that ill-conceived policy-making could land someone a land-
slide election victory. Also, there must be some level of general trust towards
public institutions to see central bank policies endorsed and central bank
projections supported by the public. Often in the dominant literature the
concept of social trust is somewhat forgotten.

However, as we have pointed out, at the very beginning of the twenty-first
century we believe that only an independent central bank delivers sound
monetary policy, although practice has shown that central bank independence
does not necessarily fight inflation as such. Consequently, the main focus
shifted to the processes of formal ‘professionalisation’ of the central bank in
order to strengthen the overall social institutional framework. The recent
research suggests a much wider delegation in policy decision-making, and an
even stronger formal independence of the central bank, although it is not
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completely clear that there is a causal link between bank independence and
effective monetary policy. It seemsthat it is, at least, a European trend to see
the central bank as a supra-organization which acts as an independent agency.
However, in the New Public Management concept, independent agencies are
accountabl e to the government department or to the cabinet. If the supranational
European Central Bank is brought into the picture, the situation becomes
even more elusive. The European Central Bank was made independent of the
national central banks that create the system of European central banks, of
the relevant national governments, and finally of the European Commission.

So, how can the problem of accountability be resolved? In a classical
model, the central bank is expected to submit reports once or, more usually,
twice a year to the state authority. In some cases it was submitted to the
government, in others to the President or the legislative power — the parlia-
ment. The independence the central banks gained in the 1990s led to a
situation where monetary policy decision-making was equated with a ‘holy
grail’ and a belief that only highly qualified professionals would be able to
deliver the expected results. As some scholars proved in their analysis (see
for instance: Berman and McNamara, 1999), there is no logical argument to
claim that monetary policy is special compared to other areas of public policy
making. So the arguments from one side calling for the ‘delegation’ of deci-
sion-making authority to independent agencies, one of them being the central
bank, require that the problem of accountability be addressed. In order words,
should those who delegated continue to control the ‘delegees’? In general,
principal-agent theory would argue in favour of control. However, advocates
of central bank independence have a problem with that, claiming it may
indirectly hamper the independence of the central bank and its ability to
discharge its functions effectively (McNamara, 2002). This creates a prob-
lem, as central bank independence has three elements: personnel, financial
and operational, as has been pointed out in the previous section. The first
measures the degree of involvement of the bodies external to the central bank
in the process of selection and appointment of the bank’s officials. The
second analyses the budgetary and financial operative independence of the
central bank. Generally there is no problem if seigniorage revenue has to be
transferred to the government, but the important issues are whether the bank
can be forced to overshoot monetary targets or to buy government securities
against its own decision. The third generally measures to what extent short-
and long-term decisions have been influenced by factors outside the bank or
by motives which are political in their very nature (Sevi¢, 1996b).

In the end, the question remains as how to define central bank accountabil-
ity. It seems that one way is to strengthen the link between the central bank
and the legislative body, assuming that there is a difference between demo-
cratic oversight of the policy outcomes and policy implementation. Claims
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that ‘democracy can be dysfunctional for the economy’ and positive out-
comes achieved from delegation therefore ‘ can be argued to outweigh concerns
about the loss of democratic accountability’ (McNamara, 2002) can be sup-
ported for the process of decision-making, but the bank must be accountable
to someone for the policy results within its mandate over a longer period of
time. In order to build a proactive relationship between the parliament and
the central bank, it is necessary to set clear statutory rules which require the
central bank to report to parliament on its performance. The parliament has
the supreme democratic legitimacy within the country and ultimately is re-
sponsible for the strategic direction of the country. It is more than logical to
see parliamentary oversight of the central bank performance within its de-
fined period of time. Certainly, claims that monetary policy suffers from
longer policy lags can be overcome through definition of a periodic perform-
ance review, which can be set by law or through a performance contract
between the ‘nation’ (represented by the parliament) and the central bank (as
an independent public agency). The shifting focus from mere credibility to
accountability may result in the central bank being more socially responsible,
and by its nature better integrated into the society which it is supposed to
serve. But, social responsibility experiences problems of its own, starting
from its very definition.

To begin with, socia responsibility is arelatively novel concept in modern
economic literature. Lawyers and philosophers of law (from Hobbs and Hume
to Kant and Hegel) tried to define the different concepts of responsibility and
accountability, while economists focused more on the profit-maximizing (self-
maximizing) behaviour of a rational economic agent. However, with the
development of (corporate) social responsibility concepts (including social
accounting) and (corporate) social performance models, organizations have
become obliged to meet a set of social criteria. For instance, an entrepreneur
who maximizes his or her well-being by behaving as a law-abiding member
of society contributes to that society (through taxes, employment, and so
forth). Consequently, business organizations have to maximize profit in meet-
ing their economic responsibilities, obey the law in achieving legal
responsibilities, act within the prevailing industry and societal norms in pur-
suing ethical responsibilities, and use their discretion to promote society’s
welfare in various ways, performing so-called discretionary responsibilities
(Carroll, 1979; 1991; Aupperle, Carroll and Hatfield, 1985; Smith and
Blackburn, 1988, etc.). Carroll (1979; 1991) conceded that these categories
are not mutually exclusive and do not give different weightings to various
social concerns.

Increasing concerns about social responsibility in the business sector have
focused on the public or quasi-public sector. However one defines the central
bank, it isan institution of public law in all countriesin the world, and part of
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the tradition of building a social or social-like economy following the human
losses and destruction of the Second World War. The last central bank to be
‘converted’ into an institution of public law was the South African Reserve
Bank (Sevic, 1996b). So, if the central bank is really an institution of public
law, should it not be subjected to public scrutiny?

As an ingtitution of public law, the central bank can be treated as any
institution and has to be subjected to public scrutiny. Also, as an ingtitution of
public law, especially if it isin the regime of an independent agency, it hasto be
subject to the principles of good governance, which entail — in addition to a
well-defined accountability —aregard for the public and even responsibility for
the welfare of individuals affected by its actions. Being a part of the state
organism it has to align with the rest of the professional public services, while
remaining independent in discharging its functions. In claiming a specia status
for the central bank, many (economists) forgot the issues of accountability and
responsibility, which is reversa of rights. Maybe the modern central banks
command an independent status but modern public services require a clear
allocation of responsibilities and clearly defined roles. The central bank as a
public entity has its promulgated mission and should focus on policy outcomes,
supporting sustainable competition and being ultimately responsible for its
actions. However, it seems that many, blinded by the need for independence,
simply ignored the very fact of the status of the central bank: that is, as an
entity of public law, it is ultimately accountable and socially responsible.

It seems that there is room for further research in this direction, focusing
on the modern legal status of the central bank (as opposed to the long-lasting
economists’ call for (institutional) independence), especially within the mod-
ern framework of delegation of policy making to non-majoritarian institutions;
its ultimate accountability to a democratically elected body (which it may be
itself); and finally its inherent social responsibility as a body in the public
regime, ostensibly serving the country and, in a democracy, the vast majority
of the population. However, it seems that it will be some time before thisline
of research is pursued, as the theory is still dominated by those (mainly the
neo-classical scholars) calling for an ever-increasing independence of the
central bank (asif none has been achieved up to now), although recently even
they admit that the link between independence and long-term economic
growth (preferably sustainable) is not clear. But, it appears that thiswill come
into the focus simply because accountability and socia responsibility find
their very roots in the basic principles of natural law. And, lawyers usually
resort to this when other approachesfail to deliver.

Conclusion
The 1990s revived the old dilemma in the theory of what is the better, central
or free banking. In our view this is a quite false, non-existent dilemma. The
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central bank has proven to be an indispensable social institution, although
some controversies on its status, duties and social importance remain. Central
banking had its natural development. Nobody could have foreseen the range
of central bank’s duties when the first government-sponsored (privileged)
banks were incorporated (Goodhart 1985; 1988). German banking theory
probably depicted most accurately the central bank’s development, firstly
speaking about issuing banks, later central issuing banks, and finaly, in the
1930s only about central banks. Although there is a similarity across central
banks, it is impossible to find two equally regulated ones. As the result of
traditional, cultural and other differences, there are huge variations in the
institutional framework for different central banks. However, the late 1980s
and 1990s brought new initiatives in central banking theory. At present the
‘state-of-the-art’ assumes central bank independence. This is usually seen as
the ability of central banks to be fully separated from the government and its
direct and/or indirect influence. Some empirical (econometric) studies con-
ducted in the 1980s and early 1990s suggested that independence delivers
higher monetary stability, but recent ones conducted in the very late 1990s
failed to find a direct causal link between central bank independence and low
inflation. Intuitively, it was assumed that de jure independence has to deliver,
but it seems that there is a need for overall socia ‘institutional capacity
building’, as the central bank delivers in those countries where the entire
institutional setting is rule-dominated.

The central bank is of interest for law and economics as the traditionally
regulatory body, as well. From the end of the nineteenth century, the central
bank has been in charge of supervising the banking system, as well as
supporting individual banks in a liquidity trap. Banking regulation and its
efficiency is closely related to quality of the institutional framework for the
central bank. Banking crises and runs on banks can endanger the whole
economy, and this is the reason for the central bank to resume the micro
function of lender of last resort. In recent times the question of whether a
compulsory deposit protection scheme should be organized has also been
raised. The opponents of central banking usually argue that this can increase
moral hazard. This could be true, but from which situation will society
benefit more? Apart from the theoretical considerations, deposit protection is
the current reality. However, the central bank itself also fails victim of ‘politi-
cal delegation’ which strengthens its independence, as regulatory functions
are increasingly taken away from the central bank and given to an indepen-
dent regulatory body (as in the UK with the creation of the Financial Service
Authority — FSA). The central bank will increasingly be focused exclusively
on monetary policy and, as the trend shows, on financial system stability.

What are the perspectives for future research on the central bank? Prob-
ably, analysis of the central banks' efficiency from the property rights theory
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perspective. Previously, this has been done for the individual banking system
(Davies, 1981). Also, researchers on central bank independence need a com-
prehensive law and economics approach to facilitate research on the
institutional framework and its efficiency, especially focusing on central bank
accountability and social responsibility. These two latter areas could be a
completely new avenue of research. Nevertheless, the time for research on
the central bank in this branch of economics (and legal theory) isyet to come.
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12 Constitutional economics |
Francesco Farina

Introduction

While constitutional economics has to be traced back to the studies on poli-
tics by the Greek philosophers—first of al, Plato and Aristotle —the economic
analysis of the constitutional themes has flourished since the seventeenth
century. Thomas Hobbes argued that in the state of nature, individuals are
compelled to agree on relinquishing their individual rights to a sovereign, so
as to avoid the worst collective outcome of mutual defection from coopera-
tion, due to the individual rationality of afree-riding strategy. Many political
philosophers and economists — among them John Locke (1740 [1988]) and
Adam Smith (1759 [1976]; 1776 [1976]) — contended his view by claiming
that the state of nature is not always awar of all against all. Cooperation may
arise inside a society without being imposed by an absolute power. Inside this
line of thought, the names of Immanuel Kant and David Hume can be
associated with the notions of empathy and reciprocity, respectively. In Kant,
trust is founded on the coincidence of morality (the right of every individual
to be treated fairly by everyone else) and rationality (the individual isrational
when he/she impartially applies the universal law of fair treatment). In Hume,
trust is founded solely on self-interested rationality, which drives individuals
to find their advantage in reciprocity as a stable behaviour (Hume, 1740
[1978]). Especially in repeated social interactions, rational individuals dis-
cover that their goals are more efficiently pursued by a coordination strategy
based either on the imposition of a moral constraint to their self-interested
behaviour, or on the expectation that their self-interested behaviour
endogenously changes through a learning process, whereby the ensuing re-
ciprocal concessions are conducive to a cooperative equilibrium.

The analysis of institutions upon which individuals and communities rely
for their interactions is founded on two pillars: (i) following methodological
individualism, the individual behaviour isthe basic unity of analysis; and (ii)
‘the way the game is played' represents the collective pre-requisite for the
players strategiesin any social interaction, so that social and market equilibria
have a collective character (Arrow, 1994).

In being involved in social and market interactions, individual s face uncer-
tainty due to the exogenous conditions given by the state of nature and to the
possibility of opportunistic behaviour. A game-theoretic framework hasthere-
fore become frequent in social sciences. The pay-off matrices of social
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interactions may take different forms — ranging from the well-known pris-
oner’'s dilemma (PD), to the ‘hawk and dove', to the assurance games and so on
— depending on the individuals interacting in society to respond to a variety
of strategies, such as nastiness, free-riding, reciprocity and empathy. A ‘self-
enforcing’ equilibrium outcome can be formalized in coordination games
with conflict of interests, stemming from the individuals' consensus on the
economic and social advantages of regularity in social behaviour (Schotter,
1981). Whenever individuals are able to create an institution, whereby their
mutual advantage overcomes the opportunistic behaviour implied by self-
interested rationality, their social interactions avoid coordination failures. In a
self-enforcing equilibrium, the incentive to cooperate is endogenous to the
game itself, and there is no need for an external deus ex machina. It is also
worth stressing that many social interactions are characterized by multiple
equilibria (Aoki, 2002), so that each equilibrium is associated with one rule
of the game, in combination with each individual’s strategy.

Institutions consist of formal (constitutions, laws and regulations), and
informal (contracts, social norms and customs) rules of interaction. Self-
enforcing equilibrium outcomes depend on the interplay between formal and
informal institutions. The status of social equilibriais acquired by formal and
informal rules of interaction through the explicit or implicit enforcement of a
sanction, respectively (Marx, 1844 [1970]; North, 1990, 1991). To start with
informal institutions, awell-known exampleisthe ‘social capital’, aname for
shared values, such as trust. Social capital facilitates individuals in their
market interactions, as they drastically reduce uncertainty on the future spot
market exchanges and improve the efficiency of long-term contractual rela-
tionships. A widespread presence of social capital inside the society magnifies
the good functioning of formal institutions to a great extent.

Informal institutions arise in the markets to foster cooperative agreements
by counteracting uncertainty and opportunistic behaviour. The theory of ‘ con-
tractual incompleteness’ claims that contracts are imperfect because their
clauses do not comprehend all future possible contingencies; moreover, courts
are not usualy in a position to verify their implementation. The Coasean
view (Coase, 1961) of social and market interactions maintains that the
decentralized organization of exchange relationships may be inefficient be-
cause individuals are often burdened by high transaction (mainly, bargaining)
costs. By reducing uncertainty on future spot market exchanges, informal
rules sustain the adoption of cooperative strategies by individuals once the
relevant information comes true. Otherwise, formal institutions have to inter-
vene and organize exchanges by a centralized command.

In pre-modern Europe, intra-community agencies and enforcement mecha-
nisms were decisive in building up and preserving the medieval merchants
reputation along with the development of impersonal exchanges (Greif, 2001).
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Commercial law was born in the codes of conduct of the guild merchants and
then improved by the lex mercatoria, the regulatory institution which ruled
on commercial transactions in medieval Europe, protecting the security and
the certainty of exchanges and preserving the markets functioning from
abuse of dominant positions (Milgrom et al., 1990).

Important factors determining the outcome of social interactions are
complementarity (the equilibrium outcome in one game depends on the way in
which the equilibrium outcome is taking shape in another game) and path
dependence (the choice made at a certain fork of an extensive-form game
heavily impinges on the final outcome). These features of the dynamics of
social interactions mould the expectations of the individuals and drive them to
select a certain equilibrium (Greif, 1994). The production of informal institu-
tional rules also comes through the cultural beliefs, which are produced by
individual expectations and rule on the selection of individua strategies for the
subsequent social games in which individuals will be involved. In this perspec-
tive, markets and informal institutions are complementary in governing
transactions. Overall, the framework of informal institutions in which market
exchanges take place may be characterized by tight complementarities across
social games and by path dependence from social norms and cultural beliefs of
the community.

By using his socio-antropologic method, Polanyi has shown that the mar-
ket is an artificial construction: it originates within the constraints created by
the organization of the state previously agreed on by the society (Polanyi,
1957). The theory of ‘market failures' explains the emergence in the last
century of the ‘“mixed’ economy, a structure composed by private firms oper-
ating in the markets under regulations provided by public agencies, and
public institutions devoted to allocative, stabilization and redistribution poli-
cies. A huge amount of research work has been produced in the last decades
on the size and the functioning of the public sector institutions in the ad-
vanced countries. The more social capital is rooted in a society, the better
formal institutions function. As a matter of fact, social capital makestherules
sustaining the cooperative outcome endogenously respected. Due to the spon-
taneous commitment to laws and norms by the community at large, many
suboptimal outcomes of the social games fade out (Coleman, 1990;
Putnam,1993). In societies characterized by more collectivistic values, the
legal and public institutions are |ess decisive than the informal ones. In many
Asian countries, such as Japan (Morishima, 1982) and China (Weitzman and
Xu, 1993), social capital mainly consists of the reputational effects associ-
ated with the respect of social norms.

Since informal and formal institutions happen to be closely interwoven, a
flawed connection among them gives birth to inefficient rules of the game.
Along with market failures, the political economy literature has analysed a
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series of government failures. In fact, government relations between voters
(as principals) and politicians (as agents), as well as the behaviour of elected
representatives, are often plagued with conflicts of interest and opportunistic
behaviour, which also affect the functioning of the market economy. The
guestion is to what extent and through which instruments constitutional rules
are capable of constraining human behaviour both in the market and in the
government. Let us then turn to formal institutions.

Theliberal appraisal of constitutional rules

Neoclassical economics considers social welfare as the mere aggregation of
individual choices. The liberal view is that the evaluation of social welfare
regards only rules and procedures, as outcomes cannot be compared and
ranked. In the liberal tradition, the two main views on the constitutional
organization of modern democracies were put forward by Friedrich von
Hayek and James Buchanan, who trace back the origin of constitutions to
spontaneous evolution and intentional construction, respectively.

The Hayek view

According to the Coase theorem, the parties could succeed in devising and
implementing all the contract clauses, including the optimal definition and
assignment of legal rights by voluntary actions. Yet, positive transaction costs
may cause the bargaining performed by individuals in their social interac-
tions to result in an inefficient outcome. The main source of transaction costs
is strategic behaviour, which creates reciprocal externalities. Individuals in-
teracting in the markets will then be unable to reach a Pareto-efficient
equilibrium on the contract curve of the general equilibrium analysis. The
Chicago school argues that the legal production may be instrumenta in
overcoming contractual failures, as transaction costs can be reduced by im-
posing the correct alocation of property rights. The complementary role
played by institutions such as the judiciary and the legislation — which drive
individuals to internalize the externalities and realize the ‘core’ of the effi-
cient equilibrium exchanges — helps the free market to be the fundamental
institution of every economic system.

The liberal vision of the society and the economy affirmed by the Chicago
school is also endorsed by the constitutional theory put forward by Hayek.
The Austrian economist and philosopher thinks that the evolutionary process
of selection rules consists not only in the informal institutions created by
market forces, but also in the constitutional architecture emerging from the
common law produced by judges. In the atomistic market organization, the
dispersed actions of individuals reaching unknown ends, guided by signals
represented by market prices, make the aggregate outcome at the same time
unintentional and efficient. Similarly, a competition process between juris-
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dictions for the best performance in terms of socia welfare amounts to the
selection of their preferred rules and procedures according to the method of
evolutionary learning (Vanberg, 1994). Any existent equilibrium is efficient
by definition, because it derives from the evolutionary nature of the sponta-
neous market order framed inside the traditional set of rules and customs.
However, differently from the evolutionary nature of the spontaneous order
of the market resulting in the equilibrium prices, the intentional institutional
‘competition as a discovery procedure’ — that is, the competition for the best
performance among different institutional structures — lacks the necessary
conditions for comparison: first of all, complete information (Hayek, 1979).
Hence, constitutional and, more generaly, public law ‘merely organises the
apparatus for the better functioning of the more comprehensive spontaneous
order’ (Hayek, 1973; 1978: 79).

Following his conception of society as a spontaneous order, Hayek con-
celves institutions as ‘the result of human action but not of human design’. He
observes that sometimes constitutions no longer represent the coercion needed
to limit the liberties of the individuals, but implement general principles of
‘socid justice’ which might jeopardize the efficient outcome produced by the
spontaneous order of the market. The tendency of the legidative bodies to deal
with both the promulgation of laws devoted to regulate specific matters of
interest to particular groups, and the general legidation concerning universal
norms of behaviour, has led to excessive ‘democratisation’. Therefore, govern-
ments should not manipulate the overall income distribution resulting from
individuals' decentralized decisions (Hayek, 1976). Constitutional law should
recognize that uncertainty and risk may negatively affect the efforts of the
individuals operating in the market, so that a threshold in terms of ‘minimum
income’ has to be provided against ‘bad luck’. Yet, the dividing line must be
precisely drawn between this universal ‘ safety net’ as ageneral principle which
isvalid for everyone, and the pernicious legitimization of any general principle
of redistributive justice which any interest group in society could advocate. In
general, ‘democratisation’ should be limited, as the public intervention into the
economy must only devise rules and procedures to cope with financing public
goods, and their provision has to be organized by private companies. In the
following, ‘public goods' is a blanket name, including merit goods and social
protection — such as education, unemployment and poverty subsides, health
care, pensions — whose supply and/or demand suffer from moral hazard and
adverse selection, or produce externalities.

The Buchanan view

The constructivistic approach endorsed by Buchanan alternatively views the
constitution as the conscious effort by the individuals of a community to
engage in the formalization of a ‘social contract’. A constitution is that
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particular kind of formal institution whereby the state is legitimated by the
fundamental principles a community has unanimously agreed on. Individuals
have to agree on those values and principles setting the constraints within
which they could act and markets operate. The constitution recognizes the
property rights to be negotiated and enforced, so that uncertainty is reduced
and economic incentives strengthened. Economies of scale make the state —
as the organization of the cooperative games between the government and the
citizens — superior to private associations in the definition and protection of
property rights.

In competitive markets for private goods, whatever the number of individ-
uals, the bargaining remains hilateral and the ‘invisible hand’ is capable of
setting the optimal price. In the political markets, which concern the produc-
tion of public goods and the cooperative solution to PD situations, the more
the number of participants in the social community increases, the more the
‘political exchange’ among individuals is burdened by opportunistic behav-
iour (Buchanan, 1975). The constructivistic approach aims at fighting the
ubiquitous interpersonal conflicts of interest characterizing non-market inter-
actions (for example, public goods provision). In a vision that founds the
existence of society on the adhesion to the social contract by each individual,
any constitutional rule must comply with everyone's interests. Since the
social contract must be justified to all citizens, a constitutional rule should be
approved by unanimity rule (Wicksell, 1896). The strategy towards limiting
the opportunistic behaviour which jeopardizes socia interactions relies on
the distinction between constitutional and post-constitutional choices.

The conception of the state underlying the ‘market incompleteness’ ap-
proach assigns the constitution the task to cope with the impossibility of
foreseeing all future contingent states of the world. A community agree on a
constitution as a set of rules — both for the private markets and the political
relations — to which they resort once relevant information is revealed. Simi-
larly, constitutional rules should aim at constraining individual behaviour in
interactions taking place in the post-constitutional stage. Individuals are suf-
ficiently informed to be able to evaluate costs and benefits of alternative
institutional organizations. Yet, they are constrained by a veil of uncertainty
in assessing which constitutional rules will most aptly serve their own post-
constitutional interests. Since the redistributive consequences of constitutional
choices concerning political and economic questions will unveil only in the
long run, it isindividually rational to agree on a certain set of constitutional
rules and procedures. For this reason, a unanimous agreement among citizens
can be expected (Buchanan and Tullock, 1962).

Buchanan traces back the many kinds of impasse from which in the real
world social contracts suffer to the ‘non-market failures’ of modern democra-
cies. Although constitutional rules set the framework for the political process
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enacted by a government, the devolution of individual rights to a political
authority may result in the absolute command of a Leviathan. Individuals
should point to the cooperative Pareto-optimal outcome yielding net benefits
to al by sharing the tax costs towards the financing of public good provision.
Instead, although benefits for all parties are potentially available in the PD
game over the state provision of public goods, each group points to the free-
riding pay-off. The main question about majority decision making is that
social games among parties are plagued by rent-seeking behaviour. An exam-
pleisthe practice of ‘log-rolling’. By reciprocating the endorsement of laws
aimed at boosting their respective self-interest, political representatives end
up approving laws which may undermine social welfare. More importantly,
due to the rotation among majorities, any governing coalition of partiesisina
position to pass by majority voting laws protecting its own interests, and
burdening the other groups with the costs. By means of simple PD game
examples, Buchanan shows that the succession of redistributive processes
generates a ‘present value' pay-off corresponding to the status quo of no
collective action. In the long run, the legislation as a repeated game ends up
with the worst aggregate pay-offs on average. Collective-action mechanisms
are needed for individuals to protect themselves from ‘the tyranny of the
majority’. Unless a constitutional constraint prevents differential treatment
(so that constitutional limits are posited on the off-diagonal pay-offs of the
PD game matrix), politics under majority rule is bound to become increas-
ingly distributional.

Buchanan is a subjectivist-contractarian who conceives the ‘optimality’
condition in the perfect competition market not as the consequence of objec-
tive production and exchange conditions, but as maximization criteria
stemming from the ‘consensus’ among the participants (Buchanan, 1991a).
He refuses the allegation of a unique efficient allocation of resources claimed
by standard welfare economics. Also, market exchanges are ruled by strategic
interaction, so that there is no objective criterion to determine the efficiency
of amarket outcome. Since this distributive compromise makes a given set of
voluntary market exchanges a Pareto optimum, efficiency and distribution are
the joint outcome of bargaining on gains from trade in the market interaction.
On the basis of the existing institutional organization of property rights, each
party bargains with another party to convince it to accept compensation in
exchange for gains for atrade favouring the first party (Buchanan, 1991b).

Therefore, Buchanan thinks that self-interested individuals can reach co-
operative agreementsin their non-market relations (for instance, public goods
provision), but this does not imply that a Pareto-optimal equilibrium repre-
sents the fulfilment of a collective optimum. According to the Buchanan
contractualist view, there is no ‘common good’ to which a government could
finalize the maximization of a social welfare function (Buchanan, 1991a).
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Many principles of justice typically make some individuals better off and
others worse off, thus falling short of satisfying the criterion of unanimity
voting on constitutional rules by rational and self-interested individuals.
Buchanan endorsed the implementation of horizontal equity, which in princi-
ple does not rely on a conception of justice, as everyone's right to equal
treatment. The liberal approach to state intervention bans redistributive poli-
cies that could not be justified to al individuals participating in the social
contract. However, redistribution as a byproduct might be legitimate. Pro-
vided that aflat tax rateisimposed upon agenerality rule, and is accompanied
by a set of demogrant (equal per head) transfers equally available to all, no
allegation of infringement — either of individual liberties, or of the principle
of ‘negative freedom’ — can be invoked (Brennan and Buchanan, 1985;
Buchanan, 1993). Since these instruments of fiscal policy produce net gains
for the poor and net losses for the rich, the resulting redistribution occurs on
an ‘equal treatment’ basis.

The constraints imposed by constitutional rules on social interactions —
first of al, the existing organization of property rights and the threat power of
enforcement — are instrumental for the stability of social and market equilibria.
However, any constitutional agreement is sustainable until individual rev-
enues equal socia revenues. Whenever the balance between benefits (and
positive externalities) and costs in terms of taxes (and negative externalities)
turns out to be negative, the constitutional rules are no longer unanimously
agreed on and a reform is required. By comparing alternative institutional
organizations, the individuals unanimously agree on substituting the existing
set of rules, as the previous market outcome is considered suboptimal. The
allocation of property rights resulting from new rules allows either the ex-
ploitation of some reciprocal interdependencies among individuals or the
avoidance of some wasteful investment of resources in predation and defence
(Buchanan, 1991b). The unanimous consensus accompanying market rela-
tions of production and exchange corresponding to the new property rights
organization implies a new Pareto-optimal equilibrium (Buchanan, 1985).
Therefore, the objective of any constitutional reform should consist in the
design of new governmental institutions to provide citizens with a more
efficient system of incentives, on which economic growth, technical change
and the expansion of social welfare all depend.

Individual and social rights

A constitution isthe most prominent formal institution, asit isthe grundnorm
which determines the set of rules governing political institutions and market
interactions. The contractarian approach to constitutions builds upon the
ideal covenant among individuals, who recognize their self-interest in enter-
ing a political institution fostering social cooperation. The first aim of any
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constitution is to stop the insurgence of the Hobbesian state of nature, by
alocating and enforcing individuals' property rights, and facilitate social and
market exchanges (Backhaus, 1996).

The conception of liberty and rights which a constitution should put for-
ward is one of the most critical and controversial questions of constitutional
theory. The view that individuals have moral rights against any attempts by
the government to impose moral values on them is also shared by Dworkin’'s
view on liberalism. The state should not endorse any substantive ethical
theory, as the realization of moral valuesis a prerogative of individuals only,
and the judiciary must be ethically neutral to be compatible with every
individual’s equal right to individual liberties. However, Dworkin more ambit-
iously argues that in as much as income inequality is due to the ethically
non-neutral distribution of natural talents and abilities across individuals,
constitutions should allow for progressive taxation aimed at eliminating
undeserved conditions of ‘disadvantage’ (Dworkin, 1978). In the same vein,
Rawls advocates the equality of primary goods: the surplus from social
cooperation should be devoted to improving the well-being of the worst off
(Rawls, 1971) and international law should impose redistribution worldwide
to improve the chances of progress of the most deprived peoples (Rawls,
1999).

Habermas (1988) points to a social dimension of individual identity by
blurring the division between individual and social rights. While sharing the
view that moral values are founded in the individual, he claims that rights
establish a tight linkage between each individual and society: if one accepts
the precondition that rights are rooted in the cultural underpinnings of society
and are essential to define an individual, then the individuals' identity is
moulded according to the values of the society. Habermas views citizenship
as everyone's right to well-being, whereby the eligibility to benefit from
equity-concerned public policies should not be conditional on subjective
factors, such as the place of birth or the availability of employment. Indi-
viduals should be aware that everybody’s equal worth depends on warranting
to each individual an equal opportunity to a decent life. Since well-being is
linked to access to health care, education, environmental protection and so
on, state intervention is required to organize a system of public and merit
goods (Marshall, 1981).

We are then faced with alternative conceptions of the individual which
constitutional rules should address. On the one hand, the economic liberalism
advocated by Hayek and Buchanan criticizes excessive state intervention in
the sphere of autonomy of the individual, such as the equalizing policies
pursued by fiscal authorities which diminish the propensity to risk, and result
in afall of theincentiveto invest and to work. On the other hand, a variety of
principles of justice — ranging from equality of opportunity to equality of
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resources — interpret democracy as the political organization in which the
individual is endowed with the rights defined by the cultural underpinnings of
a society. The notion of equal right to equal liberty then establishes a link
between the system of rights and democracy, whereby public policies need to
cope with multidimensional inequality due to differential opportunities across
individuals.

These two different approaches to a liberal and democratic society are
reflected by the two principles of ‘negative freedom’ and * positive freedom’,
respectively (de Ruggiero, 1925 [1927]; Berlin, 1958). The first principle
entitles every individual to the right not to be exploited by others and by the
government. The liberal appraisal of methodological individualism maintains
that any voluntary participation in a ‘social contract’ entitles one to the right
to not be exploited by a democratically elected government. Whenever some
kind of market failure makes state intervention necessary, the government
must allocate resources to public goods without affecting the distribution of
resources across individuals. The aim of the constitution should consist in
enabling individuals to fully dispose of the fruits of their own talents and
abilities. The voting decision mechanism represents the democratic method
by which — just as the consumer can exit from a seller or a contractual
relationship — the citizen is empowered with the right to change the govern-
ment by joining another party (or coalition of parties) in the polls.

The second principle entitles every individual to the right to enjoy all
material and moral conditions for self-realization. The democratic and social-
ist lines of thought, which have in different ways devel oped the Marxian view
of society and the economy, argue that a constitution should indicate which
institutional setting is most capable of coping with the problem of inequality
‘at the starting gate’, which is typical of modern capitalist society. The
multiple dimensions of inequality (family environment, health, education,
one’'s community social capital and so on) could prevent equal individuals
from being equally free, in the sense of the positive freedom to have access to
an equal chance of a good life. A conception of rights based on ‘negative
freedom’ interprets a right as the prohibition of interference with an individ-
ual’s freedom. A conception of rights based on ‘positive freedom’ instead
asks society to create the appropriate conditions for the right to be exerted.
Some constitutions explicitly call them ‘social rights'.

Due to scarcity of resources, and despite the tumultuous growth experi-
enced in the last centuries, modern capitalist societies are still constrained by
the necessity to choose among alternative objectives. Suppose that the right
to have the state not interfere in the matter of inheritance has to be ranked
against the right to study whose funding hasto rely on an inheritance tax. The
choice between the right one wishes to defend may depend on which of the
two principles of negative or positive freedom is considered more important:
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adherence to the former favours the right to have the state not interfere in the
matter of inheritance; while adherence to the latter favours the right to study.

The need for ‘active’ policies to affirm and guarantee the exercise of
‘positive’ rights is justified by the existence of wide income inequalities
causing large disparities across individuals regarding their chance of a good
life. An important aspect of this problem is the tendency of inequality to
reproduce itself across generations. A possible economic cause of the
intergenerational path dependence of life conditions is the power asymmetry
among individuals, al equal in the matter of democratic voting but often
unequal in the marketplace. This hiatus between the market and the demo-
cratic institutions — whereby the market responds to the principle of suffrage
censitaire and the democratic institutions respond to the principle of suffrage
universel — establishes the legitimacy of democratic institutions to have a say
in the regulation of market exchanges (Fitoussi, 2002). The constitution
should aim to put individuals in a position whereby they have equal opportu-
nities to exploit their own talents and abilities, which requires appropriate
institutions to foster social cooperation. However, the recognition that the
individual is entitled to rights — and what these rights consist of — is only
spelled out in constitutions. The theoretical debate is still far from athorough
investigation into the question of devising institutions that foster equal oppor-
tunities and make viable the realization of individual rights.

Therules of the game

This section will examine the main rules of the game which constitutions
make explicit: the horizontal and vertical separation of powers; voting mech-
anisms for constitutional rules, election rules, and forms of government.

The horizontal separation of powers

The division of powers among constitutional bodies can be organized both at
the horizontal and the vertical levels. The horizontal separation of powers
was first conceived by Locke (1640 [1988]) to protect the freedom of citizens
by constraining rulers within the limits of the law, and then theorized by
Montesquieu (1748 [1955]), as a system of ‘checks and balances’ whereby
authority is horizontally divided among the three constitutional bodies: the
executive, the legislative and the judiciary.

James Madison, one of the leading framers of the US Constitution, be-
lieved that institutional competition is the key instrument to prevent both the
horizontal and the vertical division of powers from being jeopardized by a
constitutional body acquiring excessive bargaining power. In the US, the
efficiency-enhancing use of competition applies to competition both between
and within constitutional bodies. In order to represent competing interests,
horizontally the two legidlative branches have different criteria of representa-



Constitutional economics| 195

tion, and vertically the division between the federal and the state government
rules is the self-enforcing mechanism protecting citizens from the central
government. Unlike the English tradition of common law, where the judic-
iary’s independence is guaranteed against the lawmakers' interference, the
preservation of freedom by checks and balances implies that elected judges
are confronted by elected representatives (La Porta et al., 2002). Therefore,
winning an elective post entitles one to compete as the representative of a
specific interest.

The economic analysis of political institutions maintains that the separa-
tion of powers between the executive and the legislative bodies creates the
correct incentives, provided that the system of checks and balances respects
the following two conditions: (i) a conflict of interest between the bodies
must be created by putting the el ected representatives in competition in order
to impede collusion (for instance, by attributing the agenda-setting power
over the size of the budget to one of them, and over its composition to the
other); and (ii) policies must be jointly decided and implemented in order to
improve their accountability (Persson and Tabellini, 2000). This institutional
setting also allows voters to elicit private information about the activities of
elected representatives and public officials, thus undermining their efforts to
extract rents from asymmetric information (Persson et al., 1997). However,
the modern ‘incomplete contracts' interpretation underlines the uneasiness
stemming from the divide between a constitution which is not a complete
contract, and elected representatives delegated to make decisions while not
necessarily sharing the same preferences as the social planner who wrote the
constitution. Therefore, in al cases not foreseen in the constitution, discret-
ionary choices by elected representatives and/or public officials are to be
limited in order to minimize welfare losses. Appropriate and optimally inter-
connected incentive schemes must be envisaged for the principals of the
various bodies (Laffont and Tirole, 1990).

Incompl ete information and opportunistic behaviour may also generate the
problem of moral hazard by self-interested politicians. The separation of
powers has to cope with the moral hazard problem in the economic policy
decisions. As for fiscal policy, moral hazard is manifested as the political
pressure to expand public expenditures. The fear that the fiscal stance will
drift towards a ‘ soft balance constraint’ has inspired specific legislation aimed
at limiting the expansionary tendencies of public expenditure by the fiscal
authorities, such as the Graham—Rudman law in the US, which impedes
further expenditures in the case of failure to meet the limit for the public
budget deficit.

Similarly, as confirmed by the empirical evidence of a positive relationship
between central bank independence and inflation (Grilli et al., 1991), in many
countries the constitution protects the independence of the central bank, so as
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to shield monetary authorities from pressure by elected representatives. The
objective is to make monetary policy both more effective and more credible,
thereby avoiding a situation in which improved output and employment
levels would result in a permanently higher inflation rate. The theoretical
underpinnings of this tenet consist in the presumption that monetary stability
is a public good overriding any other objective assigned to monetary policy.
However, a prolonged tight monetary stance may create a hysteresis problem
in the unemployment rate. Therefore, a value judgement is always at the root
of the macroeconomic governance of the unemployment—inflation tradeoff
(Stiglitz, 1998). The conduct of monetary policy is influenced by lobbies in
society, where industrialists and trade unions oppose inflation much less than
financial institutions do (Posen, 1994). In fact, the tendency to use tight
monetary policy as a rule serves the vested interest of financial markets
operators to increase profits by being shielded from uncertainty and price
instability.

The independence of the central banker rests on less-objective underpin-
nings than suggested by mainstream economics. The notion of independence
may be at odds with democratic legitimacy. Whenever a constitutional rule
protects the central bank’s independence, a democratic deficit occurs inside
the institutional organization of the state. The lack of democratic legitimacy
of the monetary authorities' power may be mitigated by their obligation to
accountability. In the European Union (EU), the elected representatives of the
European Parliament may comment on the European Central Bank’s mon-
etary policy, but they are not empowered with enforcement devices. However,
in the US, the Federal Reserve is obliged to present an annual report to
Congress, which has the right to express an opinion about the consequences
of monetary decisions on the employment level, and could in principle en-
force the sanction of passing an amendment changing the central bank’s
powers and prerogatives. Since this control power might influence the
decisional process about the monetary stance, accountability may partially
counterbalance independence in the behavioural function of monetary
authorities.

The vertical separation of powers

The vertical separation of powers allows the devolution of powers from
central government towards lower-level jurisdictions. A multi-level constitu-
tional organization is created by attributing legislation and taxation prerogatives
to their elected representatives. According to the ‘market-preserving view’,
decentralization ensures that the central government has the task of policing
the market, of ensuring mobility of goods and factors across lower-level
jurisdictions, and of complying with a ‘hard budget constraint’ (Weingast,
1993, 1995; Rodden and Rose-Ackerman, 1997).
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In amulti-layer constitutional organization, the central government experi-
ences a tradeoff between policy coordination — the internalization of al the
jurisdictions' reciprocal externalities — and accountability, aslocal communi-
ties can observe the welfare level of their jurisdiction. Yet, as verifiability is
impossible to implement, the central government cannot be punished for
inefficient decisions (Seabright, 1996). To cope with this problem, Inman and
Rubenfield (1997) laid down a blueprint for ‘ democratic federalism’ aimed at
the middle way between a decentralized government, which conveys advan-
tagesin terms of close monitoring on politicians, and a centralized government,
which conveys advantages in terms of efficient public goods provision and
internalization of spillovers. The constitutional organization as a multi-tier
system stems from the interpretation put forward by Brennan and Buchanan
(1985) of fiscal decentralization as an instrument to keep to a small size the
public sector to avoid burdening the fiscal stance with excessive deficits. The
separation between the local fiscal instruments and the centralized power of
money creation should guarantee that the hard budget constraint is met
(McKinnon and Nechyba, 1997). Yet, by gearing the majority rule to the log-
rolling method of reciprocation, the representatives of the lower-level
jurisdictions may indulge in policies financed by pooling the common taxes
but benefiting single jurisdictions. Therefore, responsibilities in the domains
with large externalities among lower-level jurisdictions should be assigned to
the central government in order to make decentralization inefficient.

\oting mechanisms for constitutional rules

The institution-building process of a federation implies a group of countries
voting on a congtitutional agreement. If constitutions were complete contracts,
unanimity would be the best rule in the approval of constitutional rules, asit is
the most demanding and should guarantee ex post compliance with obligations
undertaken in the agreements. By the adoption of this voting mechanism, each
country would credibly manifest its intention of abiding by the contract. In
other words, countries would be signalling that any ex post deviation is un-
likely, as it is perceived to be Pareto suboptimal from the ex ante viewpoint.
The choice of the unanimity rule would then reflect a successful bargaining
resulting in a perfect contract. Yet, the contractual incompleteness view demon-
stratesthat all contracts— constitutionsincluded — areincomplete, asal possible
future contingencies cannot be specified and ex post verified by a court. Since
ex post compliance is not credible, there is no point in searching for unanimity
in congtitutional voting. After its approval, a constitution is always exposed to
the possibility of future demands for modifications, aright explicitly acknowl-
edged by a section of many constitutions. In order to increase the probability of
unanimity, a clause can be inserted that recognizes the right of all participants
to revoke some articles of the agreement after a certain number of years.
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One unanimity mechanism, aimed at increasing the chances of unanimous
agreement in the light of the shortcomings of the Wicksellian procedure for
unanimity voting (first of all, strategic behaviour in preference revelation), is
‘veto voting', suggested by Mueller. This mechanism is composed of the
following steps: (i) each participant puts forward a proposal (by trying to
internalize the other participants’ preferences, by anticipating their proposals
in order to minimize the probability that its own proposal will be vetoed); (ii)
a ranking among the other participants is then set up; and (iii) through a
sequence of veto voting, a proposal that nobody has vetoed will eventually be
accepted (Mueller, 2003). Provided that the number of participants is suffi-
ciently large to avoid strategic ranking, veto voting has the virtue of forcing
convergent proposals, by incorporating the incentive to skip those proposals
that are too far removed from the other participants’ expected preferences.
Other voting mechanisms particularly relevant in institution-building pro-
cesses are the various magjority rules, which are the most used voting
mechanisms. These rules range from a simple majority (50 per cent of the
votes plus one), to a super-mgjority (for instance, the so-called ‘ min—max’
rule, which is the closest to the simple majority rule without the Condorcet
cycles), to aqualified majority (usually, 66 per cent of the votes).

Election rules and forms of government

A constitution frames the political institutions representing the ‘rules of the
game’ played by voters and political parties. In the literature, two important
types of political institutions capable of influencing the economic outcomes
have been investigated: election rules and forms of government (Persson and
Tabellini, 2003).

With regard to the electoral system, policies can be seen as equilibrium
outcomes of delegation games. The agency problem formalized by this game
is characterized by the double conflict between the principals and their elected
representative and among the principals themsel ves. Empirical evidence seems
to show that majority rule systems guarantee more accountability to the
voters, and a more direct link between the representative’s performance and
his/her probability of being reappointed. As a consequence, the government
has a stronger incentive under mgjority rule, than under a proportional rule
system, to perform well — for instance, not to augment public expendituresin
the period preceding a general election and so on. Representation is better
preserved under proportional than under majority rule, because with more
than two parties it is very common to have a single-party government em-
powered by less than 50 per cent of the voters. In addition to this flimsy
democratic legitimacy, the sharp division of the electorate under majority
voting makes the electoral rule less conducive to the needed provision of
public goods.
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Regarding the forms of government, a presidentia regime may stimulate
more competition among politicians and be more accountable to the voters
than a parliamentary regime, where collusion is easier and larger rents are
extracted by politicians (Persson and Tabellini, 2000). However, in the presi-
dential regime the formation of vote-by-vote coalitions, caused by the weakness
of the party system, puts the legislation in the hands of al sorts of lobbies. As
a conseguence, similar to majority rule, earmarked taxes finance a small
provision of public goods targeted to small communities. The dispersion of
power within a government seems to be a significant predictor of public
deficits and eventually public debts. Sound public budgets are considered the
most important advantage of single-party majority governments, whereas
coalition governments present higher public deficit/GDP ratios. According to
the ‘weak government hypothesis’, fragmented governments are less keen to
keep the tendency to high public deficits under control than governments
with one dominating party (Roubini and Sachs, 1989). The proposed reform
against fragmentation consists of super-majority rules, that is, constrained
procedures to prevent differential treatment and maximize consensus. Quali-
fied majorities are particularly needed for constitutional changes, in order to
prevent government decisions that exacerbate distributional conflicts (for
instance, exempting heirs from inheritance taxes). The proportional system,
which often comes with the parliamentary regime, generates coalition gov-
ernments more oriented towards large programmes of social protection aimed
at obtaining consensus among larger social groups. The empirical evidence
shows that the average tax rate is higher and the distribution of income less
unequal in countries where coalition governments have been formed follow-
ing elections under a proportional representation system, than in countries
using amajority system with two parties (Austen-Smith, 2000).

Therefore, there is a relationship between electoral rules and forms of
government, in terms of both the tradeoff between accountability and repre-
sentation, and the amount of social expenditures. The presidential regime
more often has a single-party government elected by majority voting, while
the parliamentary regime usually has a coalition government elected under
the proportionality rule. Majority rule electoral systems and presidential
regimes are associated with a variable degree of accountability (depending on
the percentage of votersin general elections) and a small welfare state, while
proportional rule electoral systems and parliamentary regimes have better
representation and maintain a constant role of social expenditures.

Theories of multi-level constitutional organization

The organization of the state falls into two main categories: the unitary state,
characterized by a mono-jurisdictional organization, where the devolution to
lower-level administrative bodies does not entail the transfer of taxation
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powers; and the federal state, characterized by a multi-jurisdictional organ-
ization, where lower-level legislative bodies are entitled to levy taxes.

In the literature on federalism, following the Federalist Papers (see under
Madison, 1787-88), the state is conceived as a multi-layer institution aggre-
gating different levels of government empowered with certain functions and
prerogatives, whether on an exclusive or on a shared basis. The breakdown of
the governmental functions and prerogatives across jurisdictions occurs in
both the horizontal dimension, whereby each equal-level government — such
as states, regions, provinces or municipalities — exercises power within the
boundaries of a certain territory, and the vertical dimensions, whereby the
federal government circumscribes the prerogatives of the lower-level govern-
ments. One of the main questions is whether individual utility is maximized
when the packages of taxes and public goods are supplied by the central
government or by lower-level governments. Economic theory has put forward
the following criteria. Under two conditions centralization is relatively more
efficient and two conditions leading to the superiority of decentralization: (i)
public policies of ajurisdiction have a high number of spillover effects— such
as externalities and interdependencies — on the individuals who are residents
of the remaining jurisdictions and (ii) public policies enjoy economies of
scale. Two other conditions instead favor a preference for decentralization:
(iii) high heterogeneity of individuals preferences and (iv) more and better
information is available for the lower-level jurisdiction governments than at
the central level, because of their proximity to residents.

There are three main approaches to the analysis of governments:

1. Standard welfare economics assumes a benevolent government, with
politicians appointed by majority voting to public office pursuing the
maximization of citizens' economic welfare. To avoid the shortcomings
of centralization stemming from heterogeneous preferences, a central-
ized system governed by a benevolent social planner could allocate
different levels of public goods, each of them responding to the different
preferences of local communities. However, the conflict of interests about
how to distribute costs and benefits across jurisdictions may cause exces-
sive public expenditures due to strategic delegation in the elections (Besley
and Coate, 2000).

2. The public choice view maintains that central governments are inefficient
Leviathans. The centralized state facilitates politicians maximizing their
own utility function (that is, the objective of re-election), instead of
pursuing the common good defined by a social welfare function. The
expansion of public deficits for electoral reasons, as formalized by the
well-known ‘theory of the political cycle’ (Nordhaus, 1975), creates the
negative externality of a soft budget constraint. The public choice ap-
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proach argues that fiscal competition is a useful tool to keep the size of
government small. Because of the proximity to the preferences of local
communities, the competition principle is supposed to make economic
efficiency a possible objective for lower-level jurisdictions.

3. Therent-seeking approach differentiates from the previous view because
government failures are traced back to the competing interests of groups
engaged in lobbying and bribing practices with the government, thus
causing the diffusion of corruption. A decentralized provision of public
goods is advocated to ensure that opportunities for rent seeking and the
size of the central government do not mutually reinforce each other
(Persson and Tabellini, 1994). Loca governments are thought to be more
efficient because the close monitoring of elected representatives by the
local communities may discipline fiscal policy.

The following sections will examine, four categories of federalism: coop-
erative, fiscal, competitive and functional.

Cooper ative federalism

The objective of cooperative federalism is to guarantee the right to uniform
conditions of life across jurisdictions. The peculiarity of this institutional
organization is the strong interconnection between the functions and preroga-
tives of the central government and those of the lower-level governments (the
typical examples of which are Germany and, to alesser extent, Canada). The
objective of social cohesion stressed in the cooperative federalism literature
can be analysed with reference to the two equalization principles: horizontal
and vertical equity.

Under a uniform federal tax rate, disparities in per capita income across
jurisdictions make the ‘net fiscal residuum’ (the difference between paid
taxes and received benefits) different for individuals with an equal income,
the reason being that taxes are a function of each individual income, while
benefits depend on the different resource endowments of each jurisdiction.
The adoption of the principle of horizontal equity on a federation-wide basis
copes with this differential fiscal treatment given to equal-income individuals
in lower-level jurisdictions (Buchanan, 1950). The cooperative federalism
literature deals with the implementation of the objective of horizontal equal-
ization through horizontal and vertical transfers, the latter going both downward
(from the central government towards the ‘poor’ lower-level jurisdictions)
and upward (from the ‘rich’ lower-level jurisdictions to the central govern-
ment). Depending on how large are the disparities in the balance between
rich and poor lower-level jurisdictions for both resources and needs of the
population, equalizing inter-jurisdictional grants where transfers are decided
on per capitaincome basis may even result in redistribution from the poor of
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the wealthy jurisdiction to the rich of the backward jurisdiction. Jurisdictions
producing public goods also enjoyed by other jurisdictions are entitled to
‘conditional’ matching grants (compensatory subsidies linked to the fulfil-
ment of particular conditions). In the case of positive externalities, the principle
of horizontal equity (equal net fiscal residuum for equal-income individuals)
implies that the amount of transfers should correspond to the equalization
between marginal cost and marginal benefit.

The cooperative federalism literature al so deal s with the objective of vertical
equity. Income disparities across individuals, which are not provoked by their
market decisions (their leisure/work or effort choices) but by the conditions of
the jurisdiction they live in, should be compensated. Widespread
interdependencies inside a federation make the Pareto improvements relevant
from both the equity and efficiency points of view. Under a uniform federal tax
rate, Pareto suboptimal equilibrium position on the utility possibility frontier
may be due to the differential public and merit goods enjoyed by equal-talented
individuals. The larger the disparities across lower-level jurisdictions in terms
of resource endowments and public responsibilities ssemming from the differ-
ent needs of the population (infrastructures, education, health care and so on),
the more fiscal equalization by matching grants is justified on the basis that
with an equal federa tax rate the same level of public services should be
provided federation-wide. An improvement in social cohesion and efficiency
can be expected by the correction of resource imbalances across jurisdictions.

The equalization of fiscal capacity and public services is implemented by
differentiating the receiving from the contributing jurisdictions. The compu-
tation is made according to the ratio between the index of fiscal capacity and
the index of equalization for each jurisdiction (in order to annul the bias of
different tax rates across jurisdictions). For the equalization objective pur-
sued by the federation to prevail on the subsidiarity principle, the main state
functions should be an exclusive prerogative of the central government,
whereas the functions shared with the lower-level jurisdictions should be
exerted within the limits determined by the central government’s legislation.
Adding the vertical dimension to inter-jurisdictional transfers required by
horizontal equity may substantially change the interpersonal income distribu-
tion that was reached within each jurisdiction. In fact, two unwelcome
consequences may result. First, equalization grants aimed at increasing the
benefits for individuals living in poor jurisdictions might require much wider
federal transfers than those aimed at achieving equal net fiscal residuals for
equal-income individuals living in different jurisdictions. This may start
an inter-jurisdictional conflict. Second, the implementation by the federal
government of a principle of vertical equity through the compensation of
disparitiesin fiscal treatment caused by per capitaincome divergences across
jurisdictions jeopardizes the horizontal equity obtained through the transfers
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aimed at annulling differences in the net fiscal residuum of equal-income
individuals. This may cause a clash between the two principles. Moreover,
the principle of vertical equity entailsthat the central government implements
a principle of vertical equity evenly shared by all communities belonging to
the federation. Hence, local governments are not allowed to implement their
own preferred degree of vertical equity. The local communities, if net con-
tributors, will complain that they should not be forced to assume financial
responsibility with the other jurisdictions for the implementation of whatever
degree of vertical equity at the federal level. In fact, the objective of social
cohesion endorsed by cooperative federalism could be rejected, as ‘freedom
of choice' claims that each jurisdiction has the right to set up its own degree
of vertical equity (Boadway and Flatters, 1982).

The crucia problem undermining the implementation of cooperative feder-
alism concerns the system of incentives. To what extent the redistributive
effort implied by horizontal and vertical equity is carried out heavily depends
on the tax rate which a society is keen to afford. In a multi-layer constitu-
tional organization, centralization entails the integration of the jurisdictional
programmes of public policies and the aggregation of the two electorates.
Suppose two jurisdictions of equal size and income distribution. In the case
of social insurance programmes the kernel of income distribution is right-
skewed, so that the federal majority voting will favour alower federal tax rate
than it was in the jurisdictions (Persson and Tabellini, 1994). In the case of
unemployment insurance programmes, the kernel of income distribution is
left-skewed, which reverses the result. In fact, a too high federal tax rate
would be decided by constituencies formed by the electorates of two jurisdic-
tions with a high and alow probability of being hit by a negative asymmetric
shock, respectively. The wider is the gap between the two jurisdictionsin the
probability to be hit by a negative shock, the more the risk-averse poor in the
‘low-risk-of-unemployment * jurisdictions voting in favour of alarger unem-
ployment insurance will exceed in number the risk-averse rich of the
“high-risk-of-unemployment’ jurisdiction voting against (Persson and Tabellini,
19963, 1996bh).

Fiscal federalism

Theories of multi-layer institutional organization builds upon the Oates De-
centralization theorem (Oates, 1972), according to which the upper government
level comes in only when the lower government level proves inefficient for
some reason. Heterogeneity in preferences across local communities is ex-
pressed by different demand curves (each one a function of the price of the
public good) and the desired quantity of the public good is determined at the
intersection with its price level (which is equal to a constant marginal cost).
The centralized federal provision averaging out heterogeneous preferences
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across communities entails a welfare loss for some local community, either
because of excess provision (the marginal cost is above the marginal benefit)
or because of an insufficient provision (the marginal cost is below the mar-
ginal benefit).

In the Oates model, spillover effects across jurisdictions are assumed to be
non-existent. The implicit hypothesis is that every ‘package’ of taxes and
public goods offered by a local government is perfectly oriented to its own
community, because in each jurisdiction all individuals share the same ‘juris-
dictional’ preference for taxes and public goods. Yet, the decentralization
theorem is very heroic, due to the ‘ correspondence principle’ which postu-
|ates a compl ete overlapping between the territory of the political jurisdiction
and the area over which the economic effects of public policies are spread.
On the other hand, the capacity of the packages to satisfy the particular
preferences of each community does not rule out the possibility of externali-
ties. In other words, the jurisdiction does not necessarily correspond to the
‘economic’ jurisdiction. The public goods produced in a jurisdiction often
have positive spillovers, asthey can be used by individuals belonging to other
jurisdictions (for example, health care, transportation and so on). Benefits
stemming from public goods may not be fully enjoyed by those individuals
who paid for them, and some of these benefits may even accrue to individuals
who did not contribute to their production. Therefore, the real world suggests
that fiscal federalism has to take issue with two important questions: (i)
individuals belonging to the same community have heterogeneous prefer-
ences; and (ii) the compatibility among the optimal dimensions of all the
goods in the package is not guaranteed.

As a solution to these questions, the Tiebout model (Tiebout, 1956) has
suggested that competition among lower-level jurisdictions in offering pack-
ages can be instrumental in fostering economic efficiency. Given similar
jurisdictions with the same tax rate, the following conditions should hold for
decentralized taxation and public goods provision to be efficient: (a) zero
cost mohility of individuals (and financial capital); (b) perfect supply elastic-
ity of competitive jurisdictions; (¢) public goods are provided at the minimal
average cost; (d) complete information (and common knowledge) about pref-
erences and the offered packages of tax and public goods; and (e)
inter-jurisdictional externalities are absent. The resulting efficiency condition
is that the taxes levied to each individual equalize the cost of production of
the public goods desired by residents. The production of public goods re-
sponds to the well-known Samuel son condition whereby the marginal benefit
equalizes the marginal cost. If goods and services are exposed to congestion,
for the competition among the lower-level jurisdictions to be efficient, the
additional qualification has to be added that the public sector production
abides by the condition of the Buchanan's ‘theory of club goods': the average
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cost of one more resident must equal the marginal cost of one more resident
(Buchanan, 1965).

Tiebout’s rationale for inter-jurisdictional competition isto mimic the func-
tioning of the perfect competition market. Each package represents the
preferences of a certain type of individual. In order to attract the highest
number of heterogeneous residents—consumers, each jurisdiction supplies a
variety of packages and each individual will become resident of the jurisdic-
tion in which his’her utility is maximized. Since packages come in many
combinations (for instance, a certain public transportation system, associated
with a day-care system with given characteristics, associated with a garbage
collection system fitting the metropolitan environment and so on), the number
of packages needed for all ‘joint preferences’ to be satisfied is extremely
large. The condition of the perfect competition market is met when many
jurisdictions supply every package.

The Tiebout model isinteresting because it allows the existence conditions
for a competitive market for public goods to be neatly analysed. First, the
supply of public goods is efficient when it creates benefits only for residents
and taxes are levied only on them. The consideration of jurisdictions which
are different for even a single factor produces i nterdependences among them,
thus preventing the efficiency conditions from being met.

A typical differential factor is represented by technological conditions of
production across jurisdictions. Inside large jurisdictional entities, such asthe
US and the EU, different technology levels are a main determinant of the
divide between the centre and the periphery. Let us assume that economies of
scale have fostered territorial concentration of research laboratories and firms
operating in advanced sectors — such that vacancies are concentrated in a
certain area of a federation. This raises a problem. On the one hand, for the
number of jurisdictions compatible with perfect competition to exist, the
communities should be uniformly spread over the territory. On the other
hand, the high labour demand in the ‘ agglomeration jurisdiction’, where most
dynamic industrial sectors and services (and most job vacancies) are concen-
trated, attracts many residents from other jurisdictions.

Note that this example abides by the Tiebout hypotheses. In particular, it
does not conflict with condition (€). The presence in the agglomeration area
of firms operating a demand for labour which attracts workers from outside
does not represent an externality but an interdependence, as it can be solved
by the system of prices absorbing the excess demand. Were the supply of
public transportation not equalized with the commuters' demand, the com-
muting private costs could be too high and the mobile individuals would be
forced to move to the agglomeration area. This possible outcome fails to
meet condition (b) of efficient supply of jurisdictions, as for the optimal
dimension for all public goods to be obtained the infinite supply of jurisdic-



206 The Elgar companion to law and economics

tions should be violated. The advantage of living in an advanced area may be
counterbalanced by the price differentials (for instance, in housing) which
opens vis-a-vis the other jurisdictions due to the industrial concentration,
which encourages commuting. By defining B(1) the benefits and MC(1) the
marginal costs of congestion in the agglomeration area and B(n — 1) the
benefits and MC(n — 1) the marginal costs of congestion in the other (n — 1)
jurisdictions, the inequality B(1) — MC(1) < B (n—1) — MC(n - 1) follows.
To cope with the augmented congestion costs, taxation is increased in the
other jurisdictions (let us call them ‘residence jurisdictions’) and the supply
of public goods will shrink. This public sector reaction to excess demand
disturbs the conditions for perfect competition among jurisdictions. The fail-
ure to meet the residence choice of the commuters reveals that the conditions
of perfect competition for the supply of ‘residence jurisdictions’ are no longer
fulfilled.

In the opposite case, the increased demand for public transportation is
‘accommodated’ and an inefficient outcome ensues. Since the residents’ choice
conflicts with the economies of agglomeration, in the residence jurisdictions
the excess demand for public transportation by the commuters working in the
agglomeration area determines a much higher dimension of public transpor-
tation with respect to the one that would equalize the demand for the other
public goods (assuming that they equalize with the federal average). The
supply of jurisdictions, and thus of packages, isin the right dimension, but at
the cost of causing capital and labour misallocation across jurisdictions. With
the given quantity of capital and labour, the optimal dimension of the public
good ‘transportation’ will be obtained in the residence jurisdictions by reduc-
ing to a suboptimal dimension the supply of other public goods. The
transportation supply has to satisfy the commuters’ demand, and at the same
time comply with the balanced public budget constraint (which isimplicit in
the perfect competition conditions for the supply of packages). Hence, the
excess expenditure for transportation is a cause of crowding-out. Commuters
and non-commuters of the residence jurisdictions would suffer from the costs
of a lower supply of the other public goods. Since earmarked taxes cannot
exceed the amount related to the financing of the optimal dimension, the
public sector reaction to higher taxes is offset by a public deficit, in order to
cope with the optimal dimension in the supply of all public goods.

Let us now waive the condition of a given quantity of capital, which is
unrealistic once capital market liberalization is considered. On the one hand,
every excess of public expenditure to be financed gives to each residence
jurisdiction the incentive to attract foreign investments looking for the best
profit conditions in liberalized financial markets. In order that the optimal
dimension be financed and the public budget be in equilibrium, the tax rateis
increased. On the other hand, under the hypotheses that individuals will move
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into those jurisdictions offering the packages that best suit their preferences,
and the income level being the main determinant of preferences, each juris-
diction involved in the strategic game has the incentive to attract the individuals
with the largest tax base by reducing the tax rate and targeting the public
goods preferred by them. The ensuing tax differentials may undermine the
efficiency level of the transfers and services ranging from the risk insurance
to the purely redistributive institutions of social protection (health care, edu-
cation, poverty subsidies and so on). Fiscal competition across jurisdictions
produces a reinforcing of spillover effects, which may foster a ‘race to the
bottom’ of tax rates and public goods across jurisdictions.

The outcome is that the type composition of jurisdictions changes: they
will no longer comprise heterogeneous individuals, but will drift towards
‘homogeneity’, as some jurisdictions will essentially be composed of rich
individuals, while poor individuals will concentrate in other jurisdictions. A
possible explanation is that the goods offered by the public sector are merit
and public goods, for which competitive markets fail. In these service sectors
characterized by market failures, the efficiency-enhancing incentives corre-
sponding to the profit motivation of competitive firms cannot operate.
Introducing competition among local governments in the supply of packages
amounts to reproducing the same failures of private markets of perfect com-
petition (Sinn, 2003). The suggestion is that a devolution process endowing
lower-level jurisdictions with substantial fiscal autonomy should not be devised
along the lines of the Tiebout model.

As far as social theory is concerned, at the beginning of the last century
Max Weber perceived the trend towards homogeneous communities and the-
orized that individuals as rational maximizers pursue the formation of ‘social
closures' because of their fall-out in terms of identity of interests (Weber,
1922 [1974]). Empirical research work on social segmentation in the US
seems to confirm that the reduction in income redistribution depends on the
increasing income homogeneity in local jurisdictions, as an effect of the
community formation process according to the Tiebout model (Epple and
Sieg, 1999). They even make recourse to a policy of ‘exclusionary zoning’,
that is, regulations aimed at excluding from the area people with the same
preferences as the community but a much lower income level (Cooter, 2000).

Competitive federalism

The Tiebout strategy to endow jurisdictions with the optimality conditions for
perfect competition consists in getting rid of both the consumers and the
politicians’ moral hazard behaviour. On the one hand, in this decentralization
model the preference revelation problem, which istypical of public goods, is
solved. Inside smaller communities, the politicians' information costs are
drastically reduced, so that the asymmetric information problem between
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residents and elected representatives is overcome. Buchanan's optimality
condition for public goods subject to congestion, with exclusion by a positive
price, is a more genera revelation mechanism of individuals preferences
than the Samuelson condition. Once fully mobile individuals have auton-
omously chosen to settle in the most preferred lower-level jurisdiction, the
correct preference is elicited from residents by a local government. On the
other hand, similarly to ‘price-taking’ firms in competitive markets, the local
jurisdictions of the Tiebout model are ‘ utility-taking’, as the consumer — no
longer the central government — is the principal of the local government
agent. Since the decision to settle in a certain jurisdiction corresponds to a
willingness to ‘buy’ a certain package, this preference expressed by mobile
individuals replaces equilibrium prices as the signal of efficiency. The as-
sumptionisthat local governments efficiently organize the provision of public
goods by taxing mobile factors with benefit-related levies. Individuals are
then informed of the cost of consuming different levels of public goods and
pay the exact amount of taxes for the benefits they receive.

The so-called ‘yardstick competition’ approach takes a step in the direction
of making the individual the principal of the local government agent. By
eliciting preference revelation from consumers, an increase in the efficiency
of public goods provision is expected. Granted that lower-level jurisdictions
are sufficiently similar to be comparable, voters may use information on
other jurisdictions as a yardstick to evaluate their government’s achieve-
ments. The correspondence between market competition and inter-jurisdictional
competition is achieved when individuals — in addition to the exit option both
from the market and from the jurisdiction — also enjoy the condition of
freedom of exit from a jurisdictional government. They get rid of public
policies they dislike by voting against the party — or the coalition of parties—
which hasimplemented them, instead of abandoning the jurisdiction (Salmon,
1987). In the Tiebout model, the ‘voting with one’s feet’ mechanism fulfils
the objective of no longer subsuming the jurisdictions’ public good provision
to voting majorities manipulated by political parties, but subjecting it directly
to the scrutiny of the market by means of the exit option. On the contrary, in
the yardstick competition approach, voting against the government corre-
sponds to making recourse to ‘voice' (Hirschman, 1970), which has a greater
generality than exit and does not require the hypothesis of zero cost mobility.

Given the objective of convincing the non-sympathetic electorate to join its
own political side, opposition political coalitions governing similar lower-
level jurisdictions struggle to be recognized as the best performer. The
reciprocal monitoring among the competing governments of lower-level jur-
isdictions not only solves the typical agency problem of asymmetric
information between government and citizens, but is also aleged to have the
same efficiency-enhancing effect of fiscal competition. Moreover, similarly
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to the horizontal competition across governments of lower-level jurisdictions,
vertical competition between federal and local el ected representatives sharing
the same area of responsibility may discipline lower-level politicians aiming
at upper-level governmental positions.

The economic analysis of yardstick competition also relies upon the unex-
pected utility theory of rational choice. The transaction utility theory (Thaler,
1985) huilds upon the so-called ‘reference point effect’. In evaluating politi-
cal issues, individuals may recognize areference point — a standard — and are
influenced by it. Whenever the goal of economic efficiency is associated with
compliance with a certain standard (for instance, a balanced public budget or
a certain employment rate), the individuals of one jurisdiction — by looking at
the other jurisdictions performance — might attach a negative (positive) util-
ity in the event that their jurisdiction’s performance is worse (better) than the
others. The conclusions drawn from the comparison will dictate their behav-
iour in the polls. The main difference between the yardstick competition and
the transaction utility theory approaches is that in the latter the behaviour of
both the politicians and the voters is biased by the reference point effect,
while in the former there is an information asymmetry favouring the politi-
cians, as voters are unaware of all circumstances determining the respective
performance of governments of similar jurisdictions.

Since the degree of similarity among lower-level jurisdictions is often low,
the moral hazard problem raised by asymmetric information is a major ob-
stacle. The specialization in legal services pursued by the state of Delaware is
an interesting application of the yardstick competition approach to subsidiarity
as an efficiency-enhancing mechanism. The Delaware politicians chose to
boost tax-raising by giving the incentive to private companies looking for a
reduction in negotiation and litigation costs to establish their legal locationin
their state through the strengthening of the supply of legal services (Romano,
1987). It has been alleged in the literature that excessive deregulation has
been produced by courts handing down sentences that are aimed at pursuing
efficiency in company law by heeding company interests. Since juridical
positions in the United States are elective, and the lawyers hired by the
managers of the companies often become judges and vice versa, the thesis
has been put forward that this outcome depends upon the personal relation-
ships between managers and judges. The indication is that the moral hazard
problem stems from the perverse functioning of the agency relationship be-
tween mobile companies and public officials, whatever the level — central or
local — of government.

Functional federalism
In contrast to the benevolent government of the traditional welfare economics
analysis, in Tiebout’s fiscal federalism model or in the yardstick competition
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approach institutional competition is considered an effective instrument to
tame the Leviathan. Fiscal and competitive federalism aim to extend the
incentive system implied by competition to the organization of jurisdictions.
The decentralized organization is alleged to restrict the political domain and
prevent elected representatives from pursuing their own personal interests.
This should eradicate the problem of excessive and/or inefficient public inter-
vention and boost efficiency in public goods production. However, the
extension of the conditions for perfect market competition to jurisdictions is
hampered in the Tiebout model by the heroic condition of zero cost mohility,
and in the yardstick competition approach by the assumption of zero trans-
action costs of exiting from the government.

The functional federalism programme aims to show that both these short-
comings disappear once the conceptual tension existing between the two
institutions of the market and the government is solved. It has been observed
that consumers can enter and exit from markets, but with positive mobility
costs they are ‘locked in’ their political relations with the state (for example,
the taxes and transfers determined by the government) (Buchanan, 1992).
While a market that ends up with no customers just disappears, the political
entity ruling in a certain territory can survive a certain amount of community
aversion to the public goods provided. To establish the parallel between exit
from markets and exit from governments, the positive costs of both ‘ mobility
by feet’ and ‘mobility by voting against the government’ are to be annulled.
Once individuals are endowed with the right to opt out from a jurisdiction in
the matter of consumption of public goods, institutional mobility comes at no
cost.

To this end, functional federalism advocates the strategy of separating
public goods provision from the political jurisdictions. Individuals who are
not satisfied with the provision of public goods in their jurisdiction should
not have to physically abandon the jurisdiction or to exit from their govern-
ment by voting against it. Residents of different areas, but sharing the same
preferences (for instance, because of the similarity of their income levels),
may reach an agreement for a collective action aimed at setting up an agency
for the provision of public goods (or choose among aready established
mono-functional providers) (Casella and Frey, 1992). The homogeneity of
preferences that characterizes the markets for private goods is supposed to be
replicable in the collective action for the production of public goods.

The strategy is the following. Since individuals belonging to different
jurisdictionsjoin a‘club’ and each individual can participate in various clubs,
the organization of the production of a public good overlaps various jurisdic-
tions. Each individual or each community can freely enter or exit from one or
more agencies, each offering a different package of tax and public goods. The
self-selection of participants makes endogenous the number of agencies as a
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function of desirable packages. The only limit to participation is the fulfilment
of the congestion constraint according to Buchanan's theory of clubs. The
optimal dimension of each club is endogenously determined through the
aggregation of the demands for a specific public good and controlled by
exclusion clauses for members who do not pay contributions, so that the
congestion constraint is met. Therefore, this model of organizing public
goods production builds upon two main characteristics: (i) the clubs are
mono-functional, whereby homogeneous groups of individuals vote on mono-
purpose taxes, each one earmarked for the financing of a specific public
good; and (ii) the clubs are inter-jurisdictional, as they do not derive their
legitimacy from a state settled in aterritory, but solely from the free choice of
individuals to join one or more ‘ extra-territorial jurisdictions'.

The functional federalism way to extend market competition to jurisdic-
tions might require not only either Tiebout's exit or the ‘voice’ mechanism
devised by competitive federalism, but also the ‘loyalty’ to mono-functional
and inter-jurisdictional agencies detached from the political jurisdictions set-
tled in a territory. In the trans-jurisdictional agencies al three options put
forward by Hirschman (1970) might be present: loyalty, which could also
rely on voice, which in turn might be accompanied by the threat to exit.

However, the extension of market organization to public goods provision
could result in afailure to fulfil both the efficiency and the equity objectives.
Asfor thefirst, the stability acrosstime of the sense of collective identity of a
community group depends on the efficient governance of clubs and the
influence on the functioning of the private sector. Due to interdependences
and complementarities, the individuals participating in the various agencies
are bound to suffer from strategic behaviour due to uncertainty and ex post
opportunism in the agencies as well as in the markets. As for the second,
the income-homogeneity character of the trans-jurisdictional agencies, by
magnifying the demise of the solidarity principle, is disruptive for social
cohesion.

It can be observed that the organization of the mono-functional agencies
envisaged by functional federalism closely resembles the relationship with
clients entertained by private companies operating in the insurance markets.
Due to the well-known moral hazard and adverse selection problems of
insurance markets, these latter agencies tailor contracts to suit just low-risk
individuals. The high-risk individuals, to whom contracts are offered at the
very high price corresponding to their ‘actuarially fair’ value, cannot afford
insurance. They might also be low-income, due to spillovers across dimen-
sions of well-being. The ‘cream skimming' practised by private insurance
companies (that is, the selection of best clients by implementing separating
equilibria), represents the institutional design for the agencies operating pub-
lic goods provision across jurisdictions. Moreover, those in the high-income
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and low-risk category have an incentive to change residence and settle in low
tax and social expenditure jurisdictions. Income homogeneity across jurisdic-
tions is the possible final outcome of fiscal competition among jurisdictions
of the Tiebout model, although this processis slowed down in many countries
by the still low degree of labour mobility. In the functional federalism pro-
gramme, income homogeneity represents both a condition for optimality in
public goods provision and the founding character of inter-jurisdictional
agencies, as similar individuals sharing the same income-related preferences
are expected to aggregate in mono-functional agencies.

The tendency to income homogeneity is not opposed by economic liberal-
ism. On the contrary, the liberal appraisal of the social contract questions the
redistributive outcome implied by the ‘pooling’ of high-income and low-risk
individualsin the tax funding of public social protection institutions (Sugden,
1993). However, globalization has severely challenged the capacity of the
modern democratic states to implement the social rights implied by the
principle of ‘positive freedom’. As a consequence, the recognition that a
person is an individua with rights is now an important factor that many
international organizations for world cooperation incorporate explicitly in
their statutes.

Constitutional change

Constitutional change — the building or the disintegration of a state — is often
a consequence of a new foundation of economic structures. The determining
causestypically are awar or a severe economic crisis. We shall hereafter deal
with the nexus among markets, institutions and the state, with a focus on the
linkage between the evolution of economic structures and of political struc-
tures, the adhesion to the process of construction of a federation by a group
of founding countries or entry at a subsequent stage, and the secession of a
jurisdiction from the federation of belonging.

Economic integration and political institutions

Since there is sometimes a substitution nexus and at other times a
complementarity nexus between economic structures and political organiz-
ations, their relationships are very complex and difficult to assess.

Let us start from the substitution nexus. Globalization is interpreted as the
emergence of a market economy freed from the regulation constraints im-
posed by national states. In contrast to the traditional link between firms and
national economic systems, multinational companies are supposed to waive
exchange rate policies that protect competitiveness, monetary policy for
stabilization purposes, and fiscal policies that guarantee public transfers to
economic sectors and areas in need. The establishment of an international
economic system centred on private companies operating in globalized mar-
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kets is alleged to make the traditional state function as an obstacle to static
and dynamic efficiency. In order to overcome all the inefficiencies attributed
to a ‘big government’, the demise of fiscal policy centralization is also
advocated. Overall, economic integration should be followed by political
disintegration in small countries with a ‘light’ public sector (Alesina et al.,
2000).

This view has been formalized in a model of federalism — denominated
‘flexible union’ — midway between centralization and decentralization, in-
spired by the Inman and Rubenfeld (1997) proposal, referred to previously. A
flexible union is defined as the institutional organization where the supply of
a public good by the federal government is inferior to the level that would
prevail in a fiscal union. Following the subsidiarity principle, the federal
supply is determined to internalize externalities across countries. Countries
with alower-than-median preference for the public good do not add a supple-
mentary supply, and countries with a higher preference (among them, possibly
also the median country) supply more (Alesina et al., 2001a). Public goods
provision is Pareto superior in aflexible union compared to a centralized one.
The demonstration draws on the median country’s special position. If its
preference is low, the supply by the central government is considered suffi-
cient; however, if the median country isin the high-preference group and the
supply level close to the centralized one is preferred, then the median country
government increases its supply to its favoured level.

As for the complementarity nexus between economic integration and pol-
itical integration, the historical evidence suggests that political unification
should precede economic integration. In recent times, this ‘rule’ has been
violated on only two occasions. In 1834, a customs union (Zollverein) pro-
moted economic integration among some German states, and preceded the
political union, which did not occur until 1871, in the Second Reich. The
process of European economic integration, where the progressive release of
powers to supra-national institutions — culminating in the 1990s with the
single market, the common currency and the submission of national fiscal
policies to the European Commission’s verification of compliance with the
Stability and Growth Pact — took place without a previous political unifica-
tion. The persistence of the lack of European Union political representation
favours the reductionist interpretation presenting European integration as a
typical case of globalization.

As amatter of fact, the rapid transformation of the European markets vis-
a-visthelengthy period of evolution for palitical structures seemsto legitimate
this interpretation. Among the main clues of globalization are the concentra-
tion in the central EU regions of transnational clusters of economic activities
in advanced sectors and public and private research institutions, the outsourcing
in the East European countries of parts of the productive processes of Euro-
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pean companies, and the financial mergers in the manufacturing and banking
sectors across European countries. Yet, the improvement of communitarian
legislation in various fields of economic regulation is asignal of the need for
institutional underpinnings to sustain these economic integration processes.
Although the traditional causality nexus, from the construction of a fully-
fledged federation to market integration, functions the other way round in the
European Union, the evolution of regulatory institutions is coping with the
problems stemming from the market and monetary integration that has pre-
ceded the political integration.

Therole of institutions in economic integration

Institutions play a decisive role in orienting the organization of markets. An
example is an integration process whereby founding members and accession
countries have to reach a decision on standardization (for example, a com-
mon poverty line, common environmental regulations and so on). The
increasing heterogeneity across member states created by successive acces
sion agreements threatens the efficiency of the integration process.

A common policy may consist of the member states convergence to a
common standard. This strategic enterprise can be sketched as a‘ battle of the
sexes (see Figure 12.1a), a coordination game with a conflict of interests
whereby each country prefers convergence to its own preferred outcome,
with three Nash equilibria possible. Although the pay-off structure shows that
both players are discontented if the other one prefers a different standard,
both are better off with a consensual solution. Convergence by a player to the
other player's preferred standard is then Pareto superior to the defection
strategy.

It will be shown that in an institution-building process, the threat power
capable of fostering the coordination outcome can be determined by the
juridical institutions, such as the articles of atreaty stipulating the principles

B
D H
H 32 11 HCS 3 05
A A B
_—
D 11 2,3 LCS 05 -1

Figure12.1 Role of institutions in economic integration
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to be upheld by the member states as well as by the accession countries (in
the given examples, the right to social inclusion and to a healthy environ-
ment, respectively).

In the game in Figure 12.1a, each player’s choice to comply (dove: D)
with the other player's strategy leads to the (3,2) or (2,3) outcomes (then
excluding the one in the mixed strategy), which are Pareto-superior with
respect to the aggressive strategy (hawk: H) to stick to his own preference
(coordination failure: 1,1). Figure 12.1b illustrates that the strategic environ-
ment modifies when a supra-national institution affects the players’ ranking
between strategies. Suppose that a group of countries (A) prefers a high cost
standard (HCS), and another group of countries (B) prefers a low cost stan-
dard (LCS), e.g. for anti-poverty or anti-pollution policies. Hence, group A is
doomed to suffer from an externality (e.g., generous subsidies attract poor
immigrants from B, or high pollution damages, cost to A aloss = 0,5). The
supra-national institution could consider the anti-poverty or anti-pollution
policies a common interest, so that some articles are included in a treaty
aimed at playing the role of the deus ex machina of the game. The articles
state that group B must take an action (e.g. investments in anti-poverty
policies, in anti-pollution policies, etc.) to comply with the HCS standard
(investment costs = 1,5) within a deadline, after which group A has aright to
retaliation (e.g. atariff on export from B to A, costing to B aloss = 2) in the
case of non-compliance. Due to externality and retaliation, in Figure 12.1b
the pay-offs of the cell of coordination failure (1,1) are reduced to 0,5 and —1,
respectively. The supra-national institution has then changed the structure of
the game, as the articles represent the information, for both groups A and B,
that A has been assigned the advantage of committing to its preferred com-
mon standard HCS and just wait for the B’s coordination. In game-theoretic
language, an extended form of the game could be envisaged in which the
treaty dictates a sub-game perfect equilibrium. In our simplified appraisal of
this strategic interaction, group B knows for certain that in pursuing its own
preferred common standard (LCS), by continuing the game on the bottom
half of the tree, the worst outcome for both A and B (0,5, —1) would result.
Group B is then forced to comply with the common standard HCS, which
amounts to choosing the top half of the game tree. Hence, the (3, 0,5)
outcome obtains, with the division of the surplus favouring group A because
of the anti-poverty or anti-pollution policies implemented by group B. There-
fore, for each group the balance between benefits and costs stemming from
the common policy — and then the success or failure of the coordination —
also depends on the capacity of the juridical architecture of the collective
action to constrain the players’ strategies.
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Institution-building

The strategic game among countries engaged in an institution-building pro-
cess is a coordination game with a conflict of interest. The cooperative
agreement reached by majority rule manifests a tradeoff between the benefit
of reducing the compensation for the losing interest groups and the cost of
possibly paving the way to the ‘tyranny of the majority’. The lower the size
of the required majority, the higher the probability of a successful bargaining
on the compensation for the losers, but the more likely the expropriation of
the minority by excessive ex post redistribution. In a fully-fledged federation,
the negative effects of this tradeoff shrink, compared to a mono-level consti-
tutional organization. For historical reasons, federations show a strong
heterogeneity in the distinctive features and preferences of their constituent
communities. By virtue of the heterogeneous composition both within and
between the jurisdictions of the federation, the probabilistic value of the risk
of belonging to an exploited minority declines. In the polls, a minority
supporting a certain policy in a state is likely to be backed by a majority in
another state endorsing the same policy. The federal voting then provides a
sort of pooling of the risk of being in the exploited minority (Aghion and
Bolton, 2003).

Let us now examine the institution-building of a federation by a group of
countries. The choice between a decentralized and a centralized fiscal policy
depends on the tradeoff between the factors described earlier. On the one
hand, the internalization of spillovers across jurisdictions and economies of
scale are two important sources of cost reduction, favouring centralization.
On the other hand, local governments are expected to be more efficient, being
more informed about the local communities’ preferences, and a high hetero-
geneity across jurisdictions as to preferences for public goods makes
centralization costly for countries with a per capita income very different
from the median country. This favours decentralization.

The dispersion of per capitaincome across jurisdictions is a crucial deter-
minant of the choice between centralization in a fully-fledged fiscal union
and decentralization. The greater the expected benefits from spillovers’ inter-
nalization and economies of scale stemming from common policies that do
not modify the per capita income dispersion across jurisdictions (transporta-
tion infrastructures, ICT networks and so on), the larger the number of
countries that would incur a loss by not participating in common policies
(Alesina et al., 2001b). Yet, the higher the per capita income dispersion
across member states, the wider the dispersion of preferences regarding social
insurance policies which are expected to generate spillovers across member
states (unemployment transfers, health care, social security, education and so
on), the higher the number of countries expecting to lose after centralization.
Given the divergent preferences held on desired taxation and public goods by
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the decisive median voters in each jurisdiction, it is unlikely that an agree-
ment on centralization would be reached. In addition to the expected dispersion
of per capita income between jurisdictions, it is also possible that the ex-
pected federa median-to-mean income ratio vis-a-vis the median-to-mean
income ratio within each jurisdiction will be decisive in the choice between
centralization in afully-fledged fiscal union and decentralization. The federal
voting must be carefully analysed: if the inter-jurisdictional income distribu-
tion of the federation is more dispersed than most intra-jurisdictional income
distributions, in a would-be federal election the decisive median voter is
likely to be poorer than the mean-income-voter and would vote for a higher
tax rate than most jurisdictional median voters are currently choosing. The
higher the fear of an excessive inter-jurisdictional redistribution, the higher
the probability that a country where a ‘high’ per capita income is associated
with a high median/mean income opts out from the institution-building proc-
ess (Croci Angelini et al., 2001).

Moreover, apart from the expected inter-jurisdictional redistribution, some
countries may fear that economies of scale or positive spillovers stemming
from the accumulation of common policies — due to complementarities and
path dependency — could pave the way to a federation, which they do not
support. Thus, the larger the number of countries participating in an institu-
tion-building process, the higher the probability that some countries will
refrain from furthering the institution-building process (or from participating
in some common policies, if opting out is allowed).

The public choice school has analysed another decision mechanism gov-
erning public policies' centralization. Political pressure to adopt a common
policy may be exerted on national governments by interest groups, such as
lobbies, possibly paying contributions to their governments. These interest
groups operating in the same economic sector but belonging to different
member states may make transnational alliances on a functiona basis. The
aim is to exert political pressure on the national governments for the imple-
mentation of a common policy from which they could receive high profits
due to economies of scale, internalization of negative externalities and so on.
A transnational coalition of interest groups may even acquire the bargaining
power needed to force governments to pass a common policy at the supra-
national decision-making level in every country, regardless of the preferences
of the national median voters.

The strong incentive to log-rolling could increase the number of central-
ized policies. Due to the political influence of transnational interest groups, a
common policy proposed by countries gaining from a common policy will
also be endorsed by countries penalized by it, to which they will reciprocate
by endorsing another common policy favouring these latter countries.
Moreover, the larger the profits collected by atransnational 1obby, the greater
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also the possibility of compensating some losers and increasing the number
of member states participating in the launch of a common policy. Given this
positive correlation between the number of transnational interest groups and
the number of common poalicies, a positive correlation may also be found
between the size and the scope of a political integration process.

Secession

The determinants of secession are similar to those of accession, but the costs
arising from the separation process also have to be taken into account. The
seceding jurisdiction bears both sunk costs and losses of economies of scale
related to infrastructures, networks of public utilities and so on. The transac-
tion costs have to be considered too: there might be a bargaining among
jurisdictions over public debt division and a share of it to be repaid is
assigned to the seceding jurisdiction.

In afully-fledged federation, the fiscal system determines the federal inter-
personal distribution through a risk-sharing scheme to deal with the
macroeconomic risk of unemployment. The jurisdictions with the highest per
capita income inequality are also those with alower probability of being hit
by a negative shock. These jurisdictions might complain about being drawn
in by those with a *high risk’ of negative shock and be tempted by secession
(Bolton and Roland, 1997). Like the rational e discussed above, in addition to
the per capita income dispersion across jurisdictions, the median-to-mean
income ratio also affects the propensity to secede. If the federal interpersonal
distribution is greater than the inter-jurisdictional distribution of the various
member states, then the federal median voter is likely to have alower income
than the federal mean — compared to the median voters of the various mem-
ber states with respect to their national mean income. The voter will then be
in favour of a higher tax rate. The more an inter-jurisdictional redistribution
is pursued by the central government, the less the per capitaincome will vary
among jurisdictions, and the higher the incentive for ‘rich’ jurisdictions to
secede. In the opposite case of the federal median voter favouring alower tax
rate, ajurisdiction plagued with very low levels of both per capitaincome and
median-to-mean income ratio (with respect to the other jurisdictions) would
complain about the ineffective redistributive effort taking place both at the
inter-jurisdictional and the interpersonal levels inside the federation. If the
jurisdiction’s influence on the central government is negligible, the jurisdic-
tion may seek secession.

An incentive strengthening the decision in favour of secession is an ‘out-
side option’, that is, the opportunity to join another political entity (the
secession of Slovakia from Czechoslovakia can be explained by the expecta-
tion of a higher risk insurance to be obtained inside the European Union than
through the Prague government). Secessions, devolution to lower-level gov-
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ernment (Spain, the United Kingdom, Italy, Belgium) and the de-structuring
of large political entities (the Soviet Union, Yugoslavia) have been inter-
preted as a historical tendency to the formation of smaller political entities
after markets' liberalization and globalization (Alesina et al., 2000). Yet, the
need for insurance after the increased uncertainty brought about by globaliz-
ation is fostering the search for supra-national institutions and increasing the
attraction power exerted by political entities under construction. In Europe,
the fragmentation tendency has been counteracted by the economic integra-
tion process that created the single market and monetary union, and is now
generating expectations for a political union. The EU’s eastern enlargement
demonstrates that political fragmentation does not only represent a successful
episode of market globalization, but may reflect the dawn of a historical
phase of regeneration of political institutions.
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13 Constitutional economics |
Ludwig Van den Hauwe

Introduction

The term ‘constitutional economics or ‘constitutional political economy’
was introduced in the 1970s to designate a distinct strand of research that
emerged from the somewhat older public choice branch of economics.* In the
1990s, constitutional economics developed into a major research programme.
At atime of massive worldwide constitutional change, it came as no surprise
that the focus of public choice discussion was shifted away from ordinary
political choices to the institutional—constitutional structure within which
politics takes place.

However, the subject matter is not new. Broadly conceived, constitutional
economics is an important component of a more general revival of the classi-
cal approach. It draws substantial inspiration from the encompassing theoretical
perspective and the reformist attitude that were characteristic of Adam Smith’s
vision. Buchanan's constitutional political economy can be considered the
modern-day counterpart to what Smith called ‘the science of legislation’, an
academic enterprise that seeks to bring closer together again the economic,
social, political, philosophical and legal perspectives that were once part of
the study of ‘moral philosophy’.

One might be tempted to characterize constitutional political economy
simply — and somewhat narrowly — as ‘the economic analysis of constitu-
tional law’. It cannot be denied that the examination of real-world constitutions
using the perspective of modern constitutional political economy is an inter-
esting exercise and may provide a kind of test for the usefulness of this
approach. Reference can be made to several interesting case studies.? How-
ever, such a definitional strategy may tend to be somewhat misleading. The
use of the term *constitutional’” in the self-description of the subdiscipline is
largely metaphorical. Constitutional economics as a research field comprises
but is at the same time broader than, ‘the economic analysis of constitutional
law’.

Constitutional economics as a scientific subdiscipline is characterized by a
particular kind of orientation in social analysis. Whereas orthodox economic
analysis attempts to explain the choices of economic agents, their interactions
with one another and the results of these interactions, within the existing
legal—institutional—constitutional structure of the polity, constitutional eco-
nomic analysis attempts to explain the working properties of aternative sets
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of legal-institutional—constitutional rules that constrain the choices and ac-
tivities of economic and political agents. The emphasis is on the rules that
define the framework within which the ordinary choices of economic and
political agents are made. Thus constitutional economics analysis involves a
‘higher’ level of inquiry than orthodox economics. It examines the choice of
constraints as opposed to the choice within constraints. Thus the constitu-
tional economist has nothing to offer by way of policy advice to political
agents who act within defined rules. On the other hand, the whole exercise is
aimed at offering guidance to those who participate in the discussion of
constitutional change. Constitutional economics offers a potential for norma-
tive advice in constitutional matters, whereas orthodox economics offers a
potential for advice to the practising politician.

A preliminary illustration may be drawn from the economics of monetary
policy. Events in the European Monetary System, on the one hand, and
monetary disintegration in the former Soviet Union, on the other, have re-
vived interest in the question of how to design and choose a monetary regime
for both parts of Europe that ensures monetary stability. The constitutional
economist is not directly concerned with determining whether monetary ease
or monetary restrictiveness is required for furthering stabilization objectives
in a particular setting. However, he/she is directly concerned with evaluating
the properties of alternative monetary regimes (such as complete monetary
union versus currency competition).3

Of course, there exists a whole set of subdisciplines that all draw some
attention to the legal—political constraints within which economic and poli-
tical agents choose. Differences can be identified, however. Thus public choice,
in its non-constitutional aspects of inquiry, concentrates attention on analyses
of alternative political choice structures and on behaviour within those struc-
tures. Its focus is on predictive models of political interactions, and is a
preliminary stage in the more general constitutional inquiry. Law and eco-
nomics remains somewhat closer to orthodox economic theory than
constitutional economics or public choice. The standard efficiency norm
remains central, both as an explanatory benchmark and as a normative ideal.

One of the leading journals of the subdiscipline is Constitutional Political
Economy (CPE). Some intuitive understanding of what constitutional poli-
tical economy isall about can be gained from explaining the logic behind the
logo of this journal, which is drawn from Greek mythology. The logo is a
representation of the familiar Homeric account of how Ulysses heard the
sirens singing, and survived (Kliemt and Brennan, 1990). Ulysses wanted to
hear the exquisite voices of the sirens. He was passing close by and, in
principle, there was nothing to prevent him from listening to them while
continuing his journey. However, he recognized that the power of these
voices was such that he would steer the ship ever closer to the rocks where
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the sirens were located. The ship would be wrecked and he would be unable
to continue his journey.

Formally, Ulysses faced a problem of time inconsistency in his optimal plan.
His optimal plan was to listen to the sirens and then continue his journey. But
this was time-inconsistent because, once he had embarked on the plan by
listening to the sirens, he would not have been able to implement the later part
of the plan, the rest of his journey. By contrast, a time-consistent optimal plan
is one that specifies a sequence of actions (A, A;+ 1, A;+» and so on), one for
eachmomentintime (T, T + 1, T + 2 and so on), which enjoys the property that
the individual will actually choose in each time period the action specified by
the plan. Thus, when T + 1 occurs, having undertaken A, in T, the individual
will still choose A, asthe best action rather than some other, and so on.*

The time inconsistency arises because the sirens affect Ulysses' prefer-
ences. His perception of the best action changes in the middle of the plan and
this leads him to deviate from the original version. Ulysses implemented his
optimal plan by denying himself freedom at the later stage of the plan.
Having instructed his men to tie him to the mast and to ignore any orders to
do anything other than sail past the rocks, he told them to plug their ears and
row. Thus, Ulysses established for himself a private constitution, a set of
more or less binding rules that constrain his future choices. By exploiting
elements of his natural and socia environment, Ulysses was able to subvert
certain inclinations of his future self, inclinations that he knew would be
destructive of his overall interests but which would nevertheless prove irre-
sistible when they arose.

Though the theory of private constitution is a (small) part of the domain of
constitutional political economy (Buchanan, 1990, p. 3), the principal issue
for constitutional political economy is that of forming a mutually agreeable
constitution for social arrangements among a community of persons. Ulysses
is therefore to be seen not merely as a single actor but more particularly as
representing society as a whole, and the mast and rope are to be identified as
the rules by which ordered society is governed.

As Kliemt and Brennan (1990, p. 125) point out, some care must be taken
in interpreting any such image. Following the individualist methodology,
‘social action’ must be decomposed into the actions of the individuals of
whom society is made up; the exercise of social binding, specifically, must be
seen as an intrinsically multilateral activity. Each agrees to a set of rules and
procedures because this is the price each must pay to restrict the conduct of
others. ‘Weakness of the social will’ will arise precisely because it is
opportunistically rational for any individual to depart from the collectively
agreed rules and procedures.

Moreover, in the setting with which constitutional economicsis concerned,
there is no external technology available that is totally effective or that is not
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excessively costly. The tools of enforcement and maintenance must them-
selves be socially constructed. Human beings are not bound by nature to
pursue rules: they are endowed with the capacity to deviate from rulesif itis
profitable to do so. Accordingly, we must search out rules which so order
individuals' behaviour that it is individually profitable for most people to
keep and enforce those rules most of the time. The gains from violation
should not be too great. The analysis of the kind of rules and the associated
institutional apparatus that exhibit these properties represents a centrepiece
of constitutional political economy as an area of inquiry.

Theoretical foundations and intellectual origins: the Wicksellian
ancestry

Constitutional economics is informed by an explicit methodological indi-
vidualism (Buchanan, 1990, p. 13). Only individuals choose and act. Whatever
phenomena at the social aggregate level we seek to explain, we ought to show
how they result from the actions and interactions of individual human beings
who, separately and jointly, pursue their interests as they see them, based on
their own understanding of the world around them (Vanberg, 1994, p. 1).

Beyond the logical — and largely tautological — presuppositions of individu-
alism, orthodox public choice models usually obtain operational content through
the postulate of homo economicus. Individuals are assumed to be utility-maxi-
mizing and to seek their own interests. It is increasingly recognized, however,
that at least a part of the traditional public choice emphasis had been wrongly
placed. Thus the emphasis is shifted away from the motivational postulates for
political actors to the incentive structures of politics. In Buchanan (19933,
p. 69) it is argued that the seminal Alchian (1950) analysis of the market's
analogue to evolutionary selection can be extended to politics in a relatively
straightforward fashion, the difference between the two evolutionary models
lying in the compatibility with overal efficiency. The structure of the politicsin
which politicians act requires them to act contrary to the public interest if they
areto survive at all. For the constitutional economist the relevant question then
becomes. ‘How can constitutions be designed so that politicians who seek to
serve “public interest” can survive? (Buchanan, 1993h).

The germs of the recent re-emergence of the research programme of con-
stitutional political economy were contained in The Calculus of Consent
(Buchanan and Tullock, 1962; also Wagner, 1988 and Tullock, 1987). The
distinguishing feature of the Buchanan and Tullock approach to the study of
political institutions from a normative viewpoint was to treat the political
process by which individuals advance their interests as one of exchange. In
adding this second element — * palitics as exchange' — to the utility-maximiz-
ing models for individual choice behaviour in palitics, they were directly
influenced by the great work of Knut Wicksell.
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Constitutional political economy could be characterized as ‘Wicksellian’
political economy. In his basic work on fiscal theory, Wicksell (1896) called
attention to the significance of the rules within which choices are made by
political agents, and he recognized that efforts at reform must be directed
towards changes in the rules for making decisions rather than towards modi-
fying expected results through influence on the behaviour of the actors. In
order to take these steps, Wicksell needed some criterion by which the poss-
ible efficacy of a proposed change in rules could be judged. He introduced
the now familiar (near to) unanimity or consensus test. Thus, for Wicksell,
‘the consent of the governed’ was the point of departure for the evaluation of
government activities. As he concluded:

It is a necessary condition that expenditures and the means of financing them be
voted upon simultaneously. ... If this procedure should become general practice, a
very important practical step would have been taken in the direction of the system
proposed in this essay. The requirement of the veto right of the minorities would
follow sooner or later as a logical and necessary consequence. ... It stands to
reason that a combination which satisfies everyone ... must be imbued with more
justice than any other which might appeal more to an accidentally greater half of
those interested, but which would be at the expense of the others. Once this is
conceded, the right of minority veto is already recognized in principle. (Wicksell,
1896 [1962], p. 116)

This *Wicksellian” idea has had considerable influence on Buchanan's
approach. Buchanan maintains that politics must be understood according to
the model of market exchange. Thusthe political processis conceptualized as
one of mutually beneficial exchange. It is for this reason that he is drawn to
unanimity as a collective decision rule. Since the choice among rulesis more
asocial choice than an exchange, the form of voluntary exchange is political
consent. At the most fundamental level of constitutional choice, consent
serves as the basis of justification. It provides the ultimate criterion of effic-
iency. Unlike other economists who have emphasized either the efficiency or
rationality of rules, Buchanan is concerned exclusively with whether or not
people consent to them. Through the emphasis on ‘ consent’ or ‘ agreement’ as
a normative yardstick, the research programme of constitutional political
economy became closely related to the contractarian tradition in political
philosophy (Buchanan, 1975). In contrast with Paretian ‘ optimum resource
allocation’, a situation of *Wicksellian efficiency’ will be characterized by the
fact that citizens are satisfied that the extant system of rules, institutions and
policies of their society is free from improper coercion (Wiseman, 1990,
p. 110).

Thus Buchanan and traditional economic analysts develop the relationship
between autonomy and efficiency in exactly opposite ways (Coleman, 1990,
p. 141). Traditional economists believe that efficiency can be defined as a
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property of socia states independent of the process of voluntary exchange.
For example, the perfectly competitive market is efficient, but the outcome of
the prisoner’s dilemma is not. And given the logic of the relevant concepts —
especially Pareto superiority — it follows logically that people would consent
to efficient rules. Consent follows from efficiency. Buchanan puts the matter
exactly the opposite way. What people consent to is efficient. Efficiency
follows from consent.

As Buchanan sees it, contractarian political institutions typically exhibit
three attributes. First, the place of theindividual is central to the contractarian
vision of the political process. Individuals' own — and necessarily subjective
—evauations, their interests and values constitute the relevant benchmark or
criterion against which the efficiency or desirability of aternative sets of
rules are to be judged. Contractarianism complies with this criterion by
according each individual equal treatment at the constitutional stage. This
normative individualism should be distinguished from the methodological
individualism discussed above.

Second, there is the fundamental distinction between actions taken within
the constitutional rules, and changes in the rules themselves. The latter are to
occur only at the constitutional stage and ideally are made using the unanim-
ity rule. Whereas Wicksell did not move beyond the development of criteria
for evaluating policy alternatives one at atime, Buchanan and Tullock (1962)
operationalized Wicksell’s (1896) insights and extended the applicability of
the unanimity or consensus criterion from the level of particular proposals to
the level of rules — to constitutional rather than post-constitutional or in-
period choices. The image of political activity as a two-stage process, first
developed in The Calculus of Consent, recurred in many of Buchanan's later
writings as a sort of normative benchmark or yardstick by which to measure
the quality of acommunity’s political institutions.

Third, actions taken in the second stage of the political process should be
effectively constrained by the rules written in the first, constitutional stage,
and this is true, not only for the individual citizen, but also for the elected
representatives, and the bureaucrats and jurists who administer the system.

The shift of the Wicksellian criterion to the constitutional stage of choice
has some remarkable consequences. It becomes conceivable to allow for the
possibility that preferred and agreed decision rules might embody sizeable
departures from the unanimity limit, including simple majority voting in
some cases and even less than majority voting in others (Buchanan, 1987,
p. 135). The constitutional calculus suggests that both the costs of reaching
decisions under different rules and the importance of the decisions are rel-
evant. Since both of these elements vary, the preferred rule will not be
uniform over all ranges of potential political action. Thein-period Wicksellian
criterion may remain valid as a measure of the particularized efficiency of the
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single decision examined. But the in-period violation of the criterion does not
imply the inefficiency of the rule so long as the latter is itself selected by a
constitutional rule of unanimity.

For Buchanan and Tullock (1962, ch. 6) constitutional design was a matter
of comparing the interdependence costs of public and private decisions over a
range of activities to determine which activities would be assigned by the
constitution to the state and which voting rule or choice mechanism would be
specified by the constitution for each state activity. The best public decision
rule for each activity was the one that minimized interdependence costs. It
was specified that the representative individual perceived interdependence
costs for an activity as the sum of the anticipated external costs levied on that
individual if not part of the decision set, and the anticipated decision cost
experienced by the individual if part of the decision set. The sum of both
external and decision costs was shown to have a unique minimum somewhere
between the extremes of individual rule and unanimity rule, the exact posi-
tion depending on relative external and decision costs.

Thus, while it was recognized that unanimity and not majority rule is the
pivot of constitutional democracy, it was equally demonstrated that ‘at best,
majority rule should be viewed as one among many practical expedients
made necessary by the costs of securing widespread agreement on political
issues when individual and group interests diverge’ (ibid., p. 96).

The general problem of efficient constitution formation and
maintenance

The choice situation at the constitutional aswell as the post-constitutional stage
isususally modelled as a classic prisoner’s dilemma (Figure 13.1), at least in so
far asit involves potentia conflict of interests between rationa persons (Gwartney
and Wagner, 1988a, p. 32; Buchanan, 1993b, p. 2). In ‘generalized prisoner’'s
dilemma situations, that is, social constellations under which individuals, in
separate and rational pursuit of their own interests, unintentionally but system-

B
C D
Cc 33 14
A
D 41 2,2

Figure13.1 Classic prisoner’s dilemma



230 The Elgar companion to law and economics

atically contribute to an overall outcome that is undesirable for al of them (or
in any case less desirable than some aternative outcome that could be realized
by concerted, organized action) there may exist a potential for mutual gains by
collective action (collective organization).

Thus the constitution is essentially a contract intended to secure the mutual
gains from social cooperation and to avoid the dominant defective strategy in
the prisoner’s dilemma game which |eads to a socially inefficient Nash equi-
librium solution. Since the mutual gains from social cooperation constitute a
public good, the maintenance of the constitutional contract gives rise to a
problem that will not resolve itself naturally.

Even when it is supposed that agreement on appropriate rules can be
achieved at the stage of constitutional contract formation, it should be recog-
nized that individuals and interest groups inevitably will attempt to engagein
post-contractual opportunism (the problem of constitutional maintenance).
Thus the agreement, once achieved, must be enforceable. This opportunism
takes several forms. First, each individual may have an incentive subse-
quently to defect from the cooperative agreement (the compliance or unilateral
defection problem). Whether or not it is rational for persons to comply with
rules that they constitutionally may agree on is a matter of contingent, factual
circumstances. It depends on whether or not the constraints that persons face
after the agreement, that is post-constitutionally, make it rational for them to
comply with previously agreed rules.

A second form of post-contractual opportunism consists of rent seeking
and specia-interest plundering which ultimately reduce the value of post-
contractual cooperation and undermine the constitution itself. Groups of
individuals have an incentive to seek to capture the instruments of state
power and to use them as vehicles to enrich themselves in ways that are not
possible for private citizens. ‘ Rent seeking’ is a term used by economists to
describe actions taken by individuals and groups to alter public policy in
order to gain personal advantage at the expense of others. The social costs
entailed by this process are called ‘rent-seeking costs’ or, by some, ‘ Tullock
costs', after Tullock (1967).5 Tullock showed not only that the inefficiency or
social welfare cost of, say, atariff consists of the Harberger triangle and can
increase with the Tullock rectangle, but also that the pure transfer involved in
the creation of tariffs or other privileges will lead market participants to
expend resources in lobbying and political activities:

These expenditures, which may simply offset each other to some extent, are
purely wasteful from the standpoint of society as a whole; they are spent not in
increasing wealth, but in attempts to transfer or resist transfer of wealth. | can
suggest no way of measuring these expenditures, but the potentia returns are
large, and it would be quite surprising if the investment was not also sizable.
(ibid., p. 228)
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The incentive to engage in rent-seeking activities is directly proportiona to
the ease with which the political process can be used for personal (or interest
group) gain at the expense of others. In other words, distributional politicsis
viable and tends to become dominant to the extent that differential treatment
is constitutionally permissible (Buchanan, 1993b, p. 6).

Tullock (1959) had shown that under any voting system which requires
less than unanimous approval to implement policies, majority coalitions of
interest groups will seek to obtain public provision of special interest projects.
The dominant strategy for any organized interest group in a majoritarian
polity isto lobby for policies which provide large benefits to its members and
spread the costs among everyone else. This tendency exists even in liberal
democracies. Through implicit vote trading, a coalition of interest groups,
comprising a bare majority of voters, can get all or at least most of their
favoured projects approved for public provision. Under certain conditions,
the total costs of these projects can exceed their total benefits, while cost-
spreading through the ‘fisc’ induces a rational ignorance of this process on
the part of the disadvantaged majority. On the other hand, the asymmetric
distribution of cooperative benefits |eads subgroups of the collective to invest
energy struggling for access to the government’s coercive power. But the
effort may turn out to cost more than it is worth and the end result will be that
the collective’s |oss purchases the subgroup’s gain (Schmidtz, 1991, p. 91).

Buchanan and Lee (1991) demonstrate that the gains from politically gen-
erated restrictions on markets, even to organized producing interests, are
more apparent than real. The analysis demonstrates that, under plausibly
realistic assumptions concerning coalitions sizes, excess burdens, organiz-
ational costs and rent-seeking outlay, a genuine utility-maximizing calculus
may dictate support for constitutional prohibition of all market restrictions,
by all members of the polity, including those producer interests that might be
considered to be the potentially identifiable beneficiaries of cartelization.

Principal—agent theory has been used to examine the rent-seeking problem
(Anderson and Hill, 1986; Merville and Osborne, 1990).6 The principal, also
the citizen, grants the agent (the government) the power of coercion. In
exchange, the agent supplies the principal with public goods. Since the capi-
talized value of public assetsis owned collectively, public good outputs of the
government are like communal resources with widely diffused benefits. It
soon becomes evident to vote-maximizing agents or legislators that they can
maximize their political support by significantly reducing the provision of
public goods to the population at large in favour of greater transfers to
interest groups. These transfers are financed by general tax collections and
provide concentrated benefits to designated groups. Such collusion between
agents and special interest groups will invariably lead to a breaking of the
constitutional contract.
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Merville and Osborne (1990) use agency theory to demonstrate formally
that, in majority-rule political systems, coalitions of minority factions will
induce politicians to break the constitutional contract systematically in order
to supply special-interest projects. Unlike contracts in private markets, poli-
tical contracts are much more susceptible to this kind of opportunism.

Proposed solutions

I's the rent-seeking trap inescapable? By far the most important problem with
respect to ensuring the self-enforcing character of a constitutional contract is
that it must successfully constrain the power of the state itself.

Substantive restraints versus procedural rules

Generally speaking, substantive constraints on government have been dis-
missed as ineffective precisely because of the wide latitude they allow for
reinterpretation. Gwartney and Wagner (1988a, pp. 44—9) make a strong case
for procedural rules designed to uphold decentralization of governmental
powers and to prevent the formation of legislative coalitions. Procedural rules
will provide more effective mechanisms for self-enforcement than will sub-
stantive restraints on government. In their view, the weakness of substantive
restraints derives from the politicization of the Supreme Court and the ease
with which legislatures can find alternative ways to implement any given
policy. They propose procedural rules requiring larger legislative majorities
for legislative action at higher levels of government, thereby diffusing the
power of the state to regional and local governments.

Judicial independence
Does independence of the judiciary serve the long-term public good? The
traditional view of the purposes of judicial independence has been attacked as
naive by law and economics and public choice scholars. Unlike many legal
contracts, it is argued, there is no third-party enforcer, external to the con-
tract, who can ensure that defectors are caught and forced to comply with the
terms of the agreement. Although many countries have a nominally inde-
pendent Supreme Court whose purpose is to enforce the constitution, the
Supreme Court can only do this imperfectly in most cases, because the
judges themselves are not totally immune from political pressures by groups
wishing to subvert the origina intent of the constitution. Thus, given the
unreliability of third-party enforcement, and given the strong individual in-
centives to defect from social cooperation, the constitutional contract should
somehow be self-enforcing if it isto be maintained.

The interest group theory first advanced by Landes and Posner (1975)
makes the independent judiciary an integral part of the system of rent seeking
engineered by Congress. However, the debate goes on. A very detailed criti-
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cism of the Landes—Posner theory is contained in Boudreaux and Pritchard
(1994), who argue that the theory is seriously deficient and conclude that the
United States federal judiciary is truly independent of Congress and the
president, and that this independence was designed by the US Constitution’s
framers as a means of furthering sound government.

Aruleof law in politics

According to Buchanan (1993b) the direction of constitutional reform is
obvious. If, somehow, the potential for differential treatment is reduced, so
will be the inducement to rent-seeking behaviour. The off-diagonal solutions
should simply be made impossible to achieve by the introduction of some
rule or norm that prevents participants from acting or being acted upon
differently, one from the other. If the off-diagonal attractors are eliminated,
then the players operate with the reduced matrix shown in Figure 13.2. Thus
the constitutional reform measure modifies the original prisoner’s dilemma
game into a reduced setting in which each player, as a member of a political
coalition, knows that any choice of an action or strategy must involve the
same treatment of all players or constituencies (ibid., p. 3).

B
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Figure 13.2 Modified prisoner’s dilemma

If and to the extent that differential treatment is replaced by equal treat-
ment, or by the principle of generality in politics — analogous to that present
in an idealized version of the rule of law — mutual exploitation will be
avoided and politicians who seek to serve the ‘public interest’ will survive
and prosper (ibid., p. 6). Thus it seems at least conceivable that rational
persons, at the stage of entering into the agreement, may recognize the ‘rent-
seeking trap’ and engage in concerted effort to escape.

However, in the hypothetical matrix construction above, the interaction
was in fact assumed to occur in a state of nature, with each person holding
equal prospects for membership in the majority and minority coalitions. This
means that membership was assumed to be symmetrical among all partici-
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pants. But this assumption may turn out to be too heroic with respect to real-
world settings.

The prospects may differ among persons and groups of persons so as to
create divergences in interests which may become a source of disagreement.
Thus the question remains whether it is possible to modify the constitutional
choice setting so as to reconcile such possible divergences. It appears that, at
least from the perspective of potentially-conflicting interests among constitu-
encies, the general problem of constitutional efficiency and survivability does
not resolve itself naturally.

\eil of uncertainty and/or ignorance versus the availability of exit options

Is it possible to specify the conditons under which constitutional agreement
may be facilitated in real, non-hypothetical choice situations? Isit possible to
modify the constitutional choice setting so as to reconcile divergences in
interests? In this respect, two lines of reasoning have been pursued in the
contractarian and neo-contractarian literature. The first line of argument fo-
cuses attention on the need for a ‘veil of uncertainty and/or ignorance’ as a
precondition for an efficient constitution.

Buchanan and Tullock (1962) had to present a convincing positive argu-
ment that unanimous consent at the constitutional level was possible at all.
How can agreement on rules among persons with potentially conflicting
constitutional interests be achieved? The authors' characteristic way of ap-
proaching this issue consists of emphasizing the uncertainty confronting all
individuals taking part in constitutional deliberations. The existence of ‘aveil
of uncertainty’ induces individual participants in a constitutional process to
prefer rulesthat do not systematically favour any particular subset of citizens.

The proposed remedy involves the introduction of some means of ensuring
people’s inability reliably to foresee their future particularized interests, as
these may be affected by different rules, thereby inducing people to make
constitutional choices on some assessment of the general working properties
of alternative rules, and divorced from particularized interests. Thus agree-
ment is facilitated by whatever increases people’s uncertainty about the
particular effects that alternative rules can be expected to have on them. In
fact the assumption of a ‘veil of uncertainty’ was also hidden in Buchanan
(1993b), discussed above.

Buchanan's approach has affinities with John Rawls's (1971) construction,
which utilizes the veil of ignorance along with the fairness criterion to derive
principles of justice that emerge from a conceptual agreement at a stage prior
to the selection of a political constitution. Thus in Rawls's construction, the
prospect of agreement is secured by defining certain ‘ideal’ conditions under
which constitutional choices are hypothetically made. The choosers are as-
sumed to be placed behind a ‘veil of ignorance’ which makes it impossible
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for them to know anything specific about how they will be personally af-
fected by alternative rules. Ignorant about their prospective specific interests
in particular outcomes, they are induced to judge rules ‘impartially’. Poten-
tial conflict in congtitutional interestsis not eliminated, but the vell of ignorance
transforms potential interpersonal conflicts into intrapersonal ones (Vanberg,
1994, p. 170).

However, the constitutionalist notion of a veil of uncertainty or ignorance,
though useful as an analytical benchmark, is not very practical. It is not clear
how genuine uncertainty or ignorance could be achieved in real-world consti-
tution formation. Therefore, it has been argued that the availability of exit
options can ensure a competitive setting for participants in constitutional
deliberations and can even substitute for a veil of uncertainty. This condition
for efficiency can be given operational substance in processes of real-world
constitution formation (Lowenberg and Yu, 1992).

In order to produce an efficient social contract or constitution, delibera-
tions must be carried out in a competitive ‘ constitutional environment’. This
condition will be satisfied if an exit option exists for each contracting party.
This conclusion is quite consistent with the Wicksell-Buchanan—Vanberg
contractarian consensus test. Only in a competitive setting does unanimous
agreement acquire operational substance (normative content).

Vanberg (1994) clearly recognizes that the true problem with the agree-
ment criterion is not that it is too demanding but, rather, that it has too little
normative content. A criterion needs to be specified which alows one to
distinguish between constraints that are judged to make the respective indi-
vidual choices involuntary, and those that do not. Vanberg's analysis reaches
the conclusion that a consistent normative-individualist approach needs to
rely on a combined and simultaneous application of a purely procedural,
rule-oriented, as well as a substantive, avoidance/exit cost criterion. The
avoidance/exit cost perspective arguably provides a more operational specifi-
cation of the contractarian norm than the notion of a hypothetical contract to
which Buchanan (1975, 1977) as well as Rawls (1971) appeal.

The notion of exit has thus been invoked to give more operational sub-
stance to the concept of voluntary agreement. It is derived from Albert
Hirschman's (1970) classic distinction between exit and voice. Exit (and
entry) is an important means by which individuals are able to express their
preferences, and is precisely the method through which preferences are re-
vealed in competitive markets for private goods. An exit option introduces an
element of market-like competition into the contracting process, which limits
the ability of any party to wield power over another party. It is not even
necessary that this exit option be exercised, since merely the threat of its use
should be enough to restrain rent appropriation. The scope for opportunism is
effectively constrained by competition, actual or potential.
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Furthermore, it is argued that exit options can help to solve the constitu-
tional maintenance problem by establishing a competitive environment for
post-constitutional political and market exchange (Lowenberg and Yu, 1992).

Federalism, once again

The strengthening of regional and local government relative to national gov-
ernment has been advocated by many scholars as an effective way to restrain
the growth of legidlative redistribution. The existence of separate jurisdic-
tions with some protected powers within a constitutional federation inhibits
coercive behaviour by the government. Such an arrangement facilitates
migration at low cost between federal subregions and thereby enhances com-
petition between these subregions. The resulting mobility forces competitive
governmental units to supply public goods in preferred quantities and to
‘price’ them broadly in line with relative marginal evaluations.

The foregoing is related to the Tiebout effect (Tiebout, 1956), which says
that individuals will sort themselves across communities in accordance with
their preferences for the packages of taxes and public goods provided in each
community. The ability of the owners of property rights to move to compet-
ing jurisdictions protects them from potential rent appropriation by acoercive
government. Therefore, it is argued, a federalist constitution can effectively
constrain the power of the state. In afederal system, citizens seeking political
relief can vote with their feet.

The preceding paragraphs suggest that post-contractual exit opportunities
might be characterized in terms of Tiebout competition between different
political groupings. If the constitution permits mobility and political plural-
ity, it will help establish and maintain a competitive political post-constitutional
environment.”

Notes

1. A classic overview of public choice theory is contained in Mueller (1989).

2. Thus Backhaus (1995) contains an analysis of constitutional guarantees of basic rights and
procedures, illustrated by three constitutions, the American Constitution of 1789 as amended
in 1792, the German Basic Law of 1949 and the Dutch Basic Law of 1983. In addition,
reference can be made to several case studies. Holcombe (1991) analyses the role of
constitutional rules as constraints on government using three US constitutions: the Articles
of Confederation (1781), the Constitution of the United States and the Confederate Consti-
tution. Geoffrey Brennan and Jose Casas Pardo (1991) examine the Spanish constitution
(1978). Sobel (1994) analyses the evolution of two international constitutions: the League
of Nations Covenant and the United Nations Charter.

3. See, for example, Hefeker (1995); for some general reflections, see Eichengreen (1994).

4. The problem of time inconsistency has perhaps most notably been investigated in the
context of central bank monetary policy; see in this connection the contributions of Barro
and Gordon (1983a and 1983b). For a survey of subsequent elaborations and variations
upon the same theme, see, for example, Walsh (2001, ch. 8, pp. 321-84).

5. In The Power to Tax, Brennan and Buchanan argue that the existence of potentially huge
rent-seeking costs constitutes one of the important arguments for predicting that all rational
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individuals, behind a veil of ignorance, would seek to constrain exploitation by revenue-
maximizing government to the maximum possible extent. The only way of doing so is to
minimize the rents that accrue from ‘governing’ —that is, by constraining L eviathan so that
its surplusis minimal. Government ‘surplus’, or the income that accrues to government for
discretionary use, is defined as S= R — G, that is, the excess of revenue collections over
spending on specified uses. Since G = aR, S= (1 — a)R, where o is the proportion of total
revenues to be spent on specified public goods and services (Brennan and Buchanan, 1980
[2000], ch. 2).

6. For what may now well become a standard general and formal treatment of the principal—
agent model, see Laffont and Martimort (2002).

7. Onthe significance of the substitutability between intergovernmental competition for fiscal
resources and explicit constitutional constraints on governmental taxing power, once the
possibility of federalization is introduced, see Brennan and Buchanan, 1980 [2000], ch. 9.
These authors' emphasis is on federal assignment as a means of ensuring that individuals
have available options as among the separate taxing-spending jurisdictions, and on the
effect that the potential exercise of these options has on the total fiscal exploitation in the
system. Total government intrusion into the economy should be smaller, ceteris paribus,
the greater the extent to which taxes and expenditures are decentralized, the more homoge-
neous are the separate units, the smaller the jurisdictions, and the lower the net locational
rents. (ibid., p. 216).
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14 Administrative law and economics
Jean-Michel Jossdlin and Alain Marciano

The domain of administrative law and economics

The use of economics to understand administrative law may not be as wide-
spread as in other areas of legal doctrine and practice. Public behaviours are
none the less unambiguously susceptible to economic investigation. The ob-
jective here is to provide some general guidance as to how political economy
can be used to understand the legal dimension of the state. In this respect, the
domain of administrative law and economics consists of two related ap-
proaches.

The first one deals with both the efficiency and the control of administra-
tion, in a given constitutional framework. Two levels of objectives can be set
therein. On the one hand, coherence of administrative behaviours and actions
must be assured with regard to the goals of the state and the protection of
private rights. The prominent feature is rent seeking. On the oth