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ECONOMIC ANALYSIS OF LAW:

AN ESSENTIAL TOOL FOR LEGAL THEORY

AND PRACTICE

Richard A. Posner

Rapid increases in recent decades in the scope and rigor of microeconomics (due partly to the increased incorporation of game theory into economics) have fostered the emergence and continuing growth of a dis​tinct and important subfield of legal the​ory—economic analysis of law. Each of the leading U.S. law schools has one or more PhD economists on their faculty. Nine jour​nals (eight American, one European) specialize in the eco​nomic analy​sis of law.
 There are several textbooks, a large mono​graphic lit​erature, two multivolume encyclopedias (one edited by Europeans), and pro​fessional asso​ciations in the United States, Eu​rope, Latin America, Australia, and Canada; the European association is meeting this week in Athens. Several federal ap​pellate judges in the United States, including one, possibly two, Supreme Court Justices, are former law and economics scholars, and most federal, and many state, judges have attended continuing education programs in economic analysis of law. Anthony Kronman, the dean of the Yale Law School, a critic of the law and economics movement, nevertheless calls it “an enor​mous en​livening force in American legal thought,” and says that it “contin​ues and remains the single most influential ju​rispru​dential school in this country.” It is also making great progress in Europe, but I shall focus these remarks on the American contributions to economic analysis of law because I know them best.
Economic analysis of law has heuristic, descriptive, and nor​mative aspects. As a heuristic, it seeks to display underlying uni​ties in legal doctrines and institutions; in its descriptive mode, it seeks to identify the economic logic and effects of doctrines and institutions and the eco​nomic causes of legal change; and in its normative aspect it advises judges and other policymakers on the most efficient methods of regulating conduct through law. The range of its subject matter has become wide, indeed all-encompassing. Ex​ploiting advances in the economics of nonmar​ket be​havior, eco​nomic analysis of law has expanded far beyond its original fo​cus on antitrust, taxation, public utility regulation, corporate finance, and other areas of explicitly economic regula​tion. (And within that domain, it has expanded to include such fields as property and contract law.) The “new” economic analysis of law embraces such non​market, or quasi-nonmarket, fields of law as tort law, fam​ily law, criminal law, free speech, procedure, legislation, public international law, the law of intel​lectual property, the rules gov​erning the trial and appellate pro​cess, en​vironmental law, the administrative process, the regula​tion of health and safety, the laws for​bidding discrimination in employment, and social norms viewed as a source of, an obsta​cle to, and a substitute for for​mal law. Economists are extensively employed as expert wit​nesses in such fields as antitrust and se​curities regulation, as well as in every type of case—per​sonal-in​jury cases as well as commercial cases—in which dam​ages have to be calcu​lated. Although economic analysis of law has had its biggest practical impact in fields of explicitly economic regulation, such as an​titrust and public utility regulation, where economic analysts have played a significant role in orienting American law in a free-market di​rection, increasingly its mark is felt in other areas of law as well, such as environmental law, where tradable emis​sions rights are a hallmark of the economic approach to the en​vironment, the law of eminent domain, where the increasing judi​cial concern with “regulatory” takings bears the stamp of the economic analysts of law, and divorce law, where feminist and economic insights have joined to emphasize the economic di​mension of household production, resulting in the adoption by courts of new methods for dividing property and calculating alimony in divorce cases.
The most ambitious theoretical aspect of the economic ap​proach to law has been the proposal of a unified eco​nomic theory of law. In that theory, law’s function is un​der​stood to be to facili​tate the operation of free markets and, in ar​eas where the costs of market transactions are prohibitive, to “mimic the mar​ket” by decreeing the outcome that the market could be expected to pro​duce if mar​ket transactions were feasi​ble. A corollary of this proposition is the positive economic theory of the common law, the theory that the Anglo-American common law (that is, judge-made as distinct from legislated law, encompassing such important fields as property, contract, trust, and tort law, as well as basic criminal, procedural, and remedial law) is best understood as if the judges in fashioning that law had been consciously (which they were not) trying to bring about an efficient allocation of resources.
The positive theory builds on Ronald Coase’s famous article, from the early 1960s, on social cost. The “Coase Theorem” holds that where market transac​tion costs are zero, the law’s initial as​signment of rights is irrele​vant to efficiency, since if the as​signment is inefficient the par​ties will rectify it by a corrective transaction. There are two im​portant corollaries. The second is that the law, to the extent inter​ested in promoting eco​nomic efficiency, should try to min​i​mize trans​ac​tion costs, for example by clearly defining property rights, by making them readily transferable, and by creating cheap and effective remedies for breach of contract. The second corollary is that where, despite the law’s best efforts, market transaction costs re​main high, the law should simulate the mar​ket’s allocation of resources by assigning property rights to the highest-valued users. An example is the fair-use doctrine of copyright law, which allows writers to publish short quota​tions from a copy​righted work without negotiating with the copyright holder. The costs of such negotiations would usually be pro​hibitive; and when they were not prohibitive the usual result of the nego​tiation thus enabled would be permit the quotation, and so the doctrine of fair use brings about the result that the market would bring about if market transactions were feasi​ble.
Coase’s article, important as it is, was not the beginning of economic analysis of law. That economics has a relation to law had been known at least since Hobbes’s discus​sion of property in the seventeenth century. Both David Hume and Adam Smith discussed the economic functions of law. Bentham’s contribution was fundamental, both in extending economic thinking to nonmarket behavior and in applying the extension to the criminal law. On the European Continent, Max Weber made important contributions to understanding law’s economic role. As early as the 1930s, a handful of legal fields, mainly antitrust and pub​lic utility regu​la​tion, that dealt explic​itly with competition and monopoly, were receiving the sus​tained attention of leading English and Ameri​can economists. By 1968, when Gary Becker pub​lished an article on the economics of crime and punishment, reviving and refining Ben​tham, it be​gan to seem that perhaps no field of law could not be placed under the lens of economics with il​luminating results. The decades since have vindicated that expectation. Lately the range and depth of the economic approach to law have been enlarged by developments in game theory, signaling theory, and the economics of nonra​tional behavior (“behavioral economics”). As I have emphasized, it is not merely an ivory-tow​ered en​terprise. In the United States it has influenced, in addition to the examples I gave earlier, the calculation of damages in personal injury suits, the regula​tion of the securities markets, the content of federal sen​tencing guide​lines, and the law govern​ing invest​ment by pen​sion funds and other trustees. The deregu​la​tion movement, and the increased respectability of free-mar​ket ideol​ogy generally, owe something, and perhaps a great deal, to the law and economics movement.
Noneconomists tend to associate economics with money, capi​tal​ism, selfishness, a reductive, unrealistic concep​tion of human mo​tivation and behavior, a formidable mathe​matical ap​paratus, and a pen​chant for cynical, pessimistic, and conserva​tive conclu​sions. It earned the sobriquet of “the dismal science” because of Thomas Malthus’s thesis that famine, war, and sexual absti​nence were the only ways in which population and food supply could be equilibrated. The essence of eco​nomics is none of these things, however. The essence is extremely sim​ple, al​though the simplicity is decep​tive. The simple can be subtle, can be counterintuitive; its an​tithesis is “complicated,” not “difficult.”
Most eco​nomic analysis consists of tracing out the conse​quences of as​suming that people are more or less rational in their social interac​tions. In the case of the activities that inter​est the law, these people may be criminals or prosecutors or par​ties to accidents or taxpayers or tax col​lectors or striking workers—or even law stu​dents. Students treat grades as prices, so that unless the uni​ver​sity administration intervenes, unpopu​lar professors, in order to keep up their enrollments, will some​times com​pen​sate students for the low perceived value of the course by giving them higher grades, that is, by raising the price that the profes​sor pays for the student.
I said that the economist’s tracing out of the consequences of a practice or policy is subtle as well as sim​ple, and here is an ex​ample. A “spendthrift trust” is a common form of trust that does not authorize the trustee to pay out any of the money or other property in the trust to the credi​tors of the trust’s beneficiaries. The law will enforce such a restriction, yet it has seemed to many students of the law a fraud on creditors; for the trust beneficiary, assuming that his whole wealth is in the spendthrift trust, can borrow all he wants, spend what he bor​rows, and not be coercible by law to repay the lenders. But economics suggests the oppo​site conclu​sion—that, provided the provi​sion pre​venting creditors from reaching into the trust is not concealed, a spendthrift trust limits borrowing by the trust beneficiary, because he can’t offer secu​rity to the lender; he thus can’t make a credi​ble commitment to repay. From here it is but a step to see how in​creas​ing the rights of debtors in bankruptcy, far from causing an avalanche of reck​less borrow​ing, could reduce the amount of borrowing, and so the inci​dence of bankruptcy, by causing lenders to make smaller loans to risky borrowers. So lenders may oppose easy bankruptcy not because they fear that there will be more de​faults, but because they fear a re​duction in the vol​ume of loans. (Just imagine how few loans there would be if borrowers had no obligation to repay.) Notice also how credi​tors are as badly hurt by ex​cessively stringent as by ex​cessively lenient bankruptcy rules: if credi​tors had the legal right, as un​der an​cient Ro​man law, to carve up a de​faulting bor​rower into as many pieces as there were creditors, the default rate on loans would be very low but most people would be afraid to bor​row. One understands now why loan sharks break the legs of default​ing bor​row​ers, but do not kill them.
Rationality implies decision making, and people often have to make deci​sions under conditions of profound uncer​tainty. Consider the question of how much care a ra​tional person should take to avoid an acci​dent. The accident will occur with proba​bility P and impose a cost that I’ll call L, for loss, while eliminating the possibility of such an acci​dent would impose a cost on the po​tential in​jurer, a cost that I shall call B (for burden). The cost of avoiding the ac​cident will be less than the ex​pected acci​dent cost (or benefit of avoiding the acci​dent) if B is smaller than L dis​counted (multiplied) by P, or B < PL. In that event, should he fail to take the precaution (perhaps because he does not reckon the cost to the accident victim a cost to him) and the accident occur, he is properly regarded as being at fault. This is the negligence for​mula an​nounced by the noted federal appellate judge Learned Hand in a judicial opin​ion in 1947 but not recog​nized as an economic formula for neg​li​gence until many years later. The formula is simple, but its elabo​ration and application to specific doc​trines in the law of torts have gen​erated an immense and illu​minating literature. Hand was not an economist, and he proposed the formula to decide a legal case. This is an example of the isomorphism of legal doc​trines and economic principles; the latter can often be used to il​luminate and refine the former.
I have been discussing accidental injuries, but the Hand formula can accommodate deliberate ones as well, simply by putting a minus sign in front of B. That models the case in which, rather than having to expend resources in order to avoid an injury (positive B), the injurer expends resources on inflicting the injury, so that he would actually save resources by not injuring (negative B). Since PL, being a positive number, must always be greater than a negative B, it is apparent that deliberate as distinct from accidental injuries should be presumptively unlawful. It is a mite less obvious that deliberate injuries cannot be left entirely to the tort system to deter. The person who expends resources in order to inflict an injury is likely to anticipate a substantial gain, whether pecuniary or nonpecuniary, from succeeding; he is also likely to take measures to avoid detection. On both counts, the optimal sanction for a deliberate injury is likely to be higher than that for an accidental injury. For example, if the prospective injurer anticipates a net gain of G, and a probability of being punished of P < 1, the sanction must be fixed at S = G/P to equal his expected benefit of injuring and thus make inflicting the injury worthless to him. Many deliberate injurers cannot pay the optimal sanction, and so society has to resort to nonpecuniary sanctions in an effort to impose on the injurer a disutility equal to or greater than the expected utility to him of the injury. Moreover, many deliberate injurers have no assets—this may be why they turned to crime to support themselves—and so the victims of deliberate injuries will often lack an incentive to bring a tort suit. On both counts, then, society needs to have criminal law to back up tort law.
Let me turn to two less familiar uses of economic analysis than explaining the eco​nomic rationality of rules and practices. They are simplifying legal analysis, often by breaking down doctrinal boundaries, and chal​lenging the lawyer or judge to de​fend his val​ues. The first we just glimpsed in relating criminal to tort law, assigning the former a supplementing role; and notice how decision under uncertainty plays a decisive role in both analyses. The uncertainty of the criminal’s being caught, like the uncertainty of a careless act’s leading to injury, is a critical determinant of the optimal sanction.
Dr. Miles Medical Co. v. John D. Park & Sons Co. involved the legal​ity under antitrust law of a contract by which a sup​plier of patent medicines forbade his dealers to charge a price for his medicines lower than his suggested retail price; this is the practice known as re​sale price maintenance. The Supreme Court held the prac​tice illegal, pointing out that it had the same ef​fect as would an agreement among the dealers to fix the price at which they would sell Dr. Miles’s medicines—that is, the same effect as a deal​ers’ cartel, which would be a per se violation of antitrust law. But there was another effect, which the Court overlooked. Dealers who are unable to com​pete in price yet would make money if they could sell more will compete in nonprice di​men​sions of com​petition instead, such as stocking more inventory or having bet​ter-in​formed salespeo​ple, in order to attract more customers. If these services are im​portant to the manu​fac​turer’s mar​keting strategy, he can use resale price mainte​nance to evoke them. For by setting the minimum re​sale price above the dealer’s bare​bones cost of sale, the manufacturer will be giving dealers an incentive to compete with one another for addi​tional sales by offering cus​tomers more service. This competition will transform the profit built into the minimum resale price into enhanced point-of-sale services—which is what the manu​fac​turer wants.
A dealers’ cartel would have this ef​fect too; members of the cartel, each of whom would like to in​crease his sales at the cartel price because that price is by definition above cost, would try to lure cus​tomers from other dealers by of​fering better service. The dif​fer​ence is that in the cartel case the dealer may be pro​viding more ser​vice than the customer wants; the customer might prefer a lower price with less service. If that is indeed what the customer prefers, the sup​plier will not engage in resale price mainte​nance, for if he did he would lose business and profits to a com​petitor who did not engage in the practice.
My next example may seem unrelated. Critics of the deregu​lation of the airline industry have pointed out that air​line service is in some respects inferior to what it was in the days when it was a regu​lated industry. Planes are more crowded, there is less legroom, the food is poorer. Gone, for ex​ample, are the piano bars from American Airlines’ Boeing 747s. This is what economics pre​dicted. The regulated airline industry was a gov​ernment-en​forced cartel. Prices were kept high and as a re​sult competition was deflected into nonprice competi​tion. When the airlines had finally competed away all their car​tel profits in the form of ser​vice competition the industry was ripe for deregu​lation. And when it was finally deregulated, price fell and with it the level of service, because this combination was what the consuming pub​lic wanted, as we can infer from the enor​mous growth in air travel since deregulation.
So we see—and this is the point of the discussion—that re​sale price maintenance of patent medicines and the deregula​tion of airline trans​portation raise the same economic issue, that of the relation between price and nonprice competition, even though one involves goods and the other services, one is old and one is recent, and one involves the judicial interpreta​tion of the an​titrust laws and the other legislative reform of common carrier regulation. This is a recurrent experience in the economic anal​ysis of law. Prac​tices, institutions, bod​ies of law that are wholly unrelated when viewed through the lens of orthodox le​gal anal​ysis are seen to in​volve the identical economic issue. Whole fields of law are in​terchangeable when viewed through the lens of eco​nomics. When I was a law student, the law seemed an as​semblage of completely unrelated rules, proce​dures, and institu​tions. Eco​nomics re​veals a deep structure of law that has con​sid​erable coherence.
Consider the famous tort case of Eckert v. Long Island R.R. A man saw a child on the railroad tracks. A train that was being operated negli​gently (that is crucial, as we’ll see in a moment) was bearing down. The man dashed forward, scooped up the child, and tossed the child to safety, but was him​self killed. Should the railroad be held liable to his estate for its negli​gence? Or should the rescuer be held to have assumed the risk? The issue is one of tort law but a helpful way to ap​proach it is in terms of con​tract. Were the costs of nego​tiating a contract between the railroad and potential res​cuers low, rather than prohibitive because the potential rescuers are not identified, the rail​road might make a contract whereby the res​cuer of a per​son en​dangered by its neg​ligence would be com​pensated if he were killed or in​jured in the rescue attempt, provided he was acting reason​ably. The railroad would be liable under tort law to the victim of its negligence if the person weren’t saved, and therefore a would-be res​cuer confers an expected benefit on the railroad for which the railroad would presumably be happy to pay if the cost were less than the expected benefit.
It is merely an “expected” benefit for two reasons. The rescuer may have sufficient altruistic motivation to at​tempt the rescue without any expectation of compensation; and the at​tempt may fail. In Eckert it succeeded. Suppose the child’s life was worth as much as the rescuer’s, say $1 mil​lion (in current dollars); and sup​pose further that the res​cuer had a 10 percent chance of be​ing killed in the course of the res​cue and the child a zero chance of surviving if the rescue was un​successful. Then, ex ante, which is to say before the outcome of the rescue attempt was known, the railroad would have been eager to make the con​tract I have described. The net ex​pected benefit to it would have been $900,000, since in nine cases out of ten it would save the full $1 million, the damages judgment to which Eckert’s es​tate was held to be entitled. It is another example of how decision under uncertainty permeates and gives analytical unity to many different legal questions.
Let me now give an example of the utility of economics in challeng​ing one’s values. The well-known Harvard political theorist Michael Sandel once wrote an article that surprisingly conjoined approval of baby sell​ing with con​demna​tion of con​tracts of sur​rogate motherhood. A doc​tor named Hicks, prac​tic​ing medicine in the rural South during the 1950s and 1960s, had, Sandel reports, “a secret busi​ness selling babies on the side.” He was also an abor​tionist who sometimes “persuaded young women seek​ing abortions to carry their ba​bies to term, thus creating the sup​ply that met the de​mand of his child​less customers.” Sandel be​lieves that the doc​tor’s “black market in ba​bies” had morally re​deeming features but that sur​rogate motherhood does not. He points out that com​pared to Dr. Hicks’s “homespun enter​prise, commercial sur​ro​gacy, a $40 mil​lion industry, is big business.” But Sandel is com​paring one seller in a market to an entire market, and more​over one seller in an ille​gal mar​ket, where sellers con​ceal them​selves, to an en​tire legal market. Since there are more than a mil​lion abor​tions a year, the poten​tial for “baby selling,” if legal​ized, to eclipse commercial sur​rogacy is manifest.
Sandel’s principal ground of distinc​tion between baby sell​ing and surrogate motherhood is that surrogacy, un​like what Dr. Hicks did, en​courages commercialization. “Dr. Hicks’s black market in ba​bies responded to a problem that arose inde​pen​dent of market consid​erations. He did not encourage the un​wed mothers whose babies he sold to become pregnant in the first place.” He did not have to. De​mand evokes supply. Women who knew there was a market for their baby if they did not want to keep it would tend to use less care to avoid becoming pregnant. No doubt fewer women knew there was a market than would if it were a legal market rather than a black mar​ket. But Sandel does not suggest that Dr. Hicks’s practice is redeemed by its ille​gality!
I do not argue that economic analy​sis should convince opponents of surrogate motherhood to give up their oppo​sition. I do not believe that eco​nomics (or any other body of thought, for that matter) can compel a moral judgment. But the opponents may feel pressed by my economic analysis to re​consider their op​position. Maybe they will agree with Sandel that what Dr. Hicks did was not immoral even though it was illegal, but with me that Sandel commit​ted an eco​nomic error in think​ing that what Hicks did was different from what the com​mercial surro​gacy industry is do​ing and that it makes a differ​ence that he was just one person and the commercial surrogacy industry consists many per​sons.
My criticism of Sandel may seem to illustrate the supposed “conservative” bias of economics, though a more precise term would be “libertarian,” a preference for regulation by markets and other private ordering over regulation by government. But economics aspires to be value neutral, and with some success, for there are a number of liberal practitioners of economic analysis of law, such as Guido Calabresi of Yale and now of the Sec​ond Circuit, John Donohue of Stanford, Christine Jolls of Harvard, and Martha Ertman of the University of Denver. So let me give an example of how eco​nomics can throw some cold wa​ter on a policy that conserva​tives favor. Consider statutes that empower the gov​ern​ment to desig​nate a building’s façade as a landmark; upon des​ignation, the owner cannot alter the façade. An al​ternative to designa​tion would be the purchase (possibly backed up by the threat of con​dem​nation, sub​ject to payment of just com​pensa​tion) by the gov​ernment of an ease​ment in the façade. This is favored by most conservatives. They believe that the govern​ment should not be permitted to get things for nothing and in the pro​cess impose heavy costs on the owners of property. And so they urge that the princi​ple of just compen​sation be given maxi​mum play. They would be in​clined to argue, these conservatives, that land​mark-preservation statutes cause govern​ment to des​ignate too many landmarks compared to a regime in which the gov​ernment must pay the owner of the landmark for the reduc​tion in his property val​ues as a result of his not being al​lowed to alter the façade.
Ac​tually, it is unclear that fewer land​marks would be des​ig​nated under the payment approach. The very fact that there is no com​pensation under the typical landmark-preservation statute means that landmark owners will resist designation by com​plaining to their con​gressmen, bringing other pressure to bear on the designating au​thority, hiring lawyers to find loop​holes in the statute, even organizing to defeat or repeal of the legislation. The resistance of taxpayers to paying the taxes neces​sary to finance a program of buying landmark easements might be less. Government tax and spend programs (agricultural subsi​dies, for example) are often as or more so​cially costly than regu​latory pro​grams, the costs be​ing spread so thinly over the taxpay​ing pub​lic that few taxpayers squawk.
But might not the government, because it isn’t putting its money where its mouth is, desig​nate the “wrong” land​marks, that is, property that would be worth a lot more in an altered state? Possibly, but possibly not. The greater the alternative value, the stronger will be the re​sistance to the designa​tion. What is true is that the designa​tion ap​proach may cause a reduction in the supply of landmarks; build​ing owners may rush to demolish potential landmark façades in advance of designa​tion. But that is not the nature of the conservatives’ objection.
The fallacy in their objection, the objection that the govern​ment should be treated like any other purchaser, is the implicit as​sump​tion that government is an ordi​nary purchaser and so re​sponds to financial incentives just as a private purchaser would. The gov​ernment is not an ordinary purchaser, and in fact it is meaning​less to speak of making the government pay for the things it wants just like everybody else, when the gov​ern​ment must resort to co​ercion to obtain the money it uses to pay for the things it wants. To pay just compensation for a taking, or even to make a volun​tary arms’ length purchase without any implicit threat of resort​ing to condemnation if the seller re​fuses to sell, the gov​ernment must first take, with​out any compensation, the necessary funds from the tax​payer. Just compensation entails an anterior act of expropria​tion.
This may seem a rather esoteric form of regulation, though I imagine that in a nation as rich in landmark edifices as Greece it would have a certain interest. Probably the most interesting and important liberal applications of economics to law have come in the area of marriage, the family, and sex. Economic analysis emphasizes the economic value of household production, the potential value to women of “commodifying” (monetizing) such production (for example, as a basis for entitling them to social security for household work), the claim that a woman has to an ownership interest in their husband’s professional degree when the wife has supported him during the period of his professional training, and contractual alternatives to marriage, for example for same-sex couples.
As the examples I have given illustrate, the basic job of the economist is to remind people, notably including lawyers and judges, of the conse​quences that noneconomists tend to overlook, consequences that of​ten though not always are adverse or at least costly, of actual or proposed policies and practices. This use of economics ought to be welcomed by lawyers who think it important to discover what the actual consequences of legal doc​trines and institutions are, even those doctrines and institutions that have achieved sacred-cow status within the legal profession, and by judges who must cope with a wide range of cases, not only commercial ones, that present economic issues. It ought to be welcomed by law professors as well who seek to advance the understanding of the legal system, to stimulate their students, and to create a theoretical framework for grasping the underlying unity, and social utility, of the law.
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