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This paper is meant to be an inquiry into the true significance of the neutrality of law as traditionally referred to in property rights theory. More precisely, the scope is to show that zero transaction costs, though being a necessary condition for neutrality, is by no way a sufficient one. It subsequently makes us look for the missing sufficient condition which we will enunciate as the splitting of the “who” and the “what”.

1- Preliminary remarks about what is intended by neutrality of law

1.1- Neutrality as a result: Coase (1960)


The neutrality of law thesis stems from Coase’s seminal paper on “The Problem of Social Cost” (1960) though the author never explicitly mentioned in it this fundamental question. In fact, the assertion according to which the law is neutral (under certain hypothesis which we will deal with later on) is the result of various interpretations of Coase (1960). Just by reading the typology established by Cooter (1987) we can bring to the fore how the neutrality of law is commonly seen as a result from the Coasean solution to externalities. According to Cooter (1987), indeed, there are three major types of interpretation of “The Problem of Social Cost”:

- the first is in terms of free inter-individual bargains: first allocation of rights has no impact upon the achievement of an economically efficient situation as far as such rights can freely be exchanged by individuals;

- the second is in terms of market failures: first allocation of rights has no impact upon the achievement of an economically efficient situation from the moment the market for rights is perfectly competitive;

- the third is in terms of positive transaction costs: first allocation of rights has no impact upon the achievement of an economically efficient situation if transaction costs are inexistent.


All of these three types of interpretations share a common problematic: the economic impact of the original allocation of property rights. All of them also lead to a common result: the assertion of the neutrality of law, even though submitted to some conditions, meaning that the final – and efficient – mix of output is independent from this first (juridical) allocation of rights.

1.2- A result based upon an efficiency criterion


For now, we only stressed that the neutrality of law is a relevant issue from an economic viewpoint but we still have to define more precisely the content of such a neutrality, what it refers to. The meaningful criterion, here, is efficiency. Stressing the importance of having rights clearly defined, Coase specifies the kind of efficiency taken as a reference: “it is necessary to know whether the damaging business is liable or not for damage caused since without establishment of this initial delimitation of rights there can be no market transactions to transfer or recombine them. But the ultimate result (which maximises the value of production) is independent of the legal position if the pricing system is assumed to work without cost” (1960, p.8, we underline).


Efficiency is clearly stated in economic terms: the accepted resolution of the externality problem must maximize the final mix of outputs. In other words agents agree to maximize their joint profits as if they were constituting one single productive entity. Not only is the final mix of output efficient, it is also unique and identical to a particular mix taken as a reference. This characteristic of uniqueness is typical of the refusal to take into account the extent to which efficiency is also bound up with distribution. It reveals a change in the methods of law and economics as a specific branch of analysis and places this conception of the neutrality of law within the field of the “new law and economics” as opposed to the previous “Historical and Institutionalist Schools”. Furthermore, the mono-dimensional aspect of an efficiency that is limited to the production sphere also reveals a restrictive perception of the content of efficiency. Maximisation of the final output could also have referred – perhaps somewhat more convincingly – to social output (maximization of the aggregate well-being of society) or to consumptive output (maximization of the value of goods but from the consumer point of view).

1.3- An extremely brief overview of the “traditional” account for the neutrality of law


It would be impossible, here, to offer an exhaustive survey of the “traditional” – that is to say neoclassical and “Chicagoist” – account for the neutrality of law. The aim is mainly to give a brief overview of some of the principal elements which helped grounding the neutrality of law.


Stigler (1966) undoubtedly stands as a central reference as he enunciated the so-called “Coase theorem” and indirectly accredited the idea that zero transaction cost was the main situation to deal with when talking about neutrality of law.: in case of negative externality, with reciprocal costs, and if there are no transaction costs, the efficient solution to the bargain is indifferent to the initial allocation of rights, and private agreement is to be preferred to any other solution (viz judicial or administrative solutions and internalisation). That is to say that in a situation of incompatible uses of resources and under the conditions mentioned above, the initial allocation of property rights over these resources will not interfere in their final destination: the juridical logic that dictates initial allocation of rights will not prevail upon the economic logic which determines the one best way to use the resources.


Other economists have maintained this approach to the impact of law upon economic activity, introducing some restrictions or conditions to its validity. In particular, developments of the coasean approach in game theory have stressed the role of information in achieving – even in case of low positive transaction costs – efficiency. Fudenberg and Tirole (1983) for instance study incomplete information and show that aggregate surplus is maximized only if the fully informed party initially owns the item. Conversely, Farrell (1987) shows that bargaining can allow for an efficient result if information is complete. 


On the contrary, some economists have considered the independency thesis ( that is the independence of efficiency with regard to the initial allocation of property rights) very controversial. Their criticisms generally revolve around the hypothesis in Coase (1960) of no income effect
.

2- A necessary condition for neutrality: zero transaction costs

2.1- The neutrality of law in a world without transaction costs


As De Meza summarizes it: “the starting point for Coase is that though the law establishes rights, it is bargaining that determines outcomes. If transacting is costless, gains from trade will be fully exploited and efficiency be achieved whatever the distribution of entitlements” (1998, p.270). This statement of the problem synthesizes the importance of transaction costs in the analysis of the neutrality of law.


Positive transaction costs may be an impediment to transactions which are considered as the best mechanism (with regard to centralized, administrative or judicial ones) to achieve efficiency. In fact, “once the costs of carrying out market transactions are taken into account it is clear that such a rearrangement of rights will only be undertaken when the increase in the value of production consequent upon the rearrangement is greater than the costs which would be involved in bringing it about (…) In these conditions the initial delimitation of legal rights does have an effect on the efficiency with which the economic system operates” (Coase, 1960, p.15-16).

In case of zero transaction costs transaction is always possible
 and there is no reason why efficiency should not be reached as rationally-behaving individuals will exchange until the maximum aggregate surplus is reached. The importance of the transaction costs criterion reveals an underlying assumption in the reasoning of Coase and his successors. On the one hand, it implicitly appears that economics and the law do not share the same objective: the objective of economics is clearly referred to as productive efficiency; the objective of law is not really exemplified. On the other hand, in the approach inspired by Coase (1960) it is also implicit – though not proved – that the initial legal allocation of rights will inevitably prove inefficient from an economic point of view. Indeed, it is taken for granted that transactions will “correct” the economically erroneous first allocation, hence the importance of transaction costs and the (restrictive) limitation of the neutrality of law to the world without transaction costs. In fact, the Coase Theorem is meant to apply only in absence of such costs.

Needless to say that according to Coase himself the absence of transaction costs is a “very unrealistic assumption” (1960, p.15) which absolutely does not fit the “real world”. It is the rejection of the zero-transaction-costs condition as all-inclusive that made us consider more closely the various situations delineated by the existence or absence of costs in Coase (1960) and in terms of neutrality of law.

2.2- Coase (1960) revisited: what really are the zones of neutrality?


We have seen that the neutrality of law is associated with the absence of transaction costs. Some, relying on a dichotomy between the “ideal world of Coase” and the “real world” (Van den Bergh (1998)), have inferred from this link that, in a world with positive transaction costs, law ceases to be neutral. The world with positive transaction costs is then considered as an homogeneous whole, whereas, as clearly stated in Coase (1960), the achievement of efficiency is conceivable and depends upon the level of the existing transaction costs in both absolute and related (that is compared to the gains to transaction) terms.


The analytic framework set by Coase (1960) is much more complex than the “Coase theorem” tends to show. In order to give a more accurate account of the complexity of Coase (1960), we elaborated a global scheme which represents each single case. The starting point is obviously the situation determined by the initial juridical allocation of rights which is taken as given. The scheme is then constructed around two yes or no questions:

1- are there transaction costs?,

2- is the initial allocation satisfactory from an efficiency viewpoint?

Thanks to this arborescent scheme, we can distinguish five cases and each of them can be assessed according to the efficiency criterion. There are two cases of efficient status quo, two cases of potential efficient reallocation of rights, one case of lock-in within an inefficient initial situation. The scheme therefore reveals the possibility for an achievement of efficiency even in case of positive transaction costs.


In a world without transaction costs, two cases appear.

· If the initial allocation of rights is efficient, there is no need for transactions between owners of rights to occur: the situation is defined as an efficient status quo.

· In case the first allocation is not efficient, the absence of transaction costs permits the agents to exchange upon mutual agreement until they obtain the efficient final allocation which allows for an efficient mix of outputs.

In both cases, with transaction costs equal to zero, we attain efficiency regardless of the initial juridical allocation of rights. This first zone we define as the zone of “absolute neutrality”.


In a world with positive transaction costs, three cases can be distinguished.

· If the first allocation of rights is efficient, the criterion of the existence of transaction costs becomes useless and we obtain, as already mentioned for the world without transaction costs an efficient status quo. We will call this zone the zone of “neutrality by inertia”.

· If first allocation does not allow to reach an efficient mix of outputs, the level of transaction costs is critical. Indeed, it determines the decision for agents to transact or not.

- If the level of transaction costs is low enough to be inferior to the gains that would arise from a new allocation of rights, then, reallocation of rights through market transactions is conceivable. A final efficient allocation of rights is possible if agents are aware of the worthiness of transacting
. This delineates the zone of “potential neutrality”, in which the potentiality is partly bound up with the degree of information diffusion.

- Conversely, if the level of transaction costs is too high, agents will not engage in market transaction and will remain locked in the initial inefficient situation. In this zone of the scheme, the law is not neutral.


On the whole, the complete zone of economic neutrality of law is made up of three heterogeneous zones which cover the totality of the world without transaction costs (zone of “absolute neutrality”) and part of the world with positive transaction costs (zones of “neutrality by inertia” and of “potential neutrality”).

3- Three reasons why the transaction costs condition is not sufficient

3.1- A result limited to the process of reallocation


In the literature following the enunciation by Stigler of the Coase Theorem, transaction costs appear to be a restrictive criterion which seems to limit the field of neutrality merely to the reallocation sphere. The importance of the transaction costs issue shows in the choice we made in the scheme to ask first whether such costs are positive and, only after, whether efficiency is achieved.


It seems that the neutrality of law is achieved only through market transactions insofar as these transactions offset the inefficient mix of outputs imposed by an economically erroneous first allocation of rights. In this setting, the question arising is whether we are still talking of the neutrality of law and not, instead, of a market-prone process of economic neutralization of law. There is, indeed, a paradoxical prevalence of exchange that seems unavoidable to affirm the neutrality of law.


Another question is worth being raised: could the neutrality of law be reasonably extended to the stage of first allocation? Such a wonder is of no minor relevancy if we consider property rights over productive entities. Especially in entrepreneurial economies (as opposed to managerial ones), the entitlement to such rights is relatively stable. If we turn back to our scheme, we can see that two configurations are absolutely independent from the transaction costs criterion: in two occasions, indeed, we observe that there is an efficient status quo and that this status quo occurs when transaction costs are zero as well as when they are positive. This is a first evidence of the insufficiency of the transaction costs criterion when it comes to delimit the neutrality of law. It also shows that there is no theoretical ground for believing that the relationship between law and economics is inevitably conflicting.

3.2- Neutrality of law in case of positive transaction costs


As already mentioned, the Coase theorem has given rise to interpretations in terms of neutrality of law according to which such a neutrality is achieved whenever transaction costs are absent. It has generally and probably too quickly been inferred from this enunciation of the neutrality of law a kind of “inverted” Coase theorem: the mere existence of positive transaction costs would inevitably imply the non neutrality of law.


The scheme we adopted to re-read Coase’s paper of 1960 and to define the real extent of the neutrality zone made it clear that there can be a neutrality of law – as defined with regard to the efficiency criterion – even in a world with positive transaction costs under one of the following conditions: first allocation of rights determines an efficient mix of outputs (cf. neutrality by inertia) or the level of transaction costs is not high enough to impede market transactions (cf. potential neutrality).


In particular, the zone called neutrality by inertia embodies our two criticisms to the criterion of no transaction costs as the sole to be taken into account in order to enunciate the neutrality of law. In fact, in this zone, neutrality – still defined as the achievement of economic efficiency through the maximization of the productive output – appears though transaction costs are positive and stems from an efficient first allocation of rights that makes any further market transaction useless.

3.3- Who is to hold property rights: a dynamic setting


In order to strengthen our conviction that zero transaction costs is not the both necessary and sufficient condition to the neutrality of law, we introduce two new elements to our reflection:

(1) consecutive states are compared;

(2) personal characteristics of owners are considered.

This will make up our third reason why zero transaction cost is not a sufficient condition. Our starting point will be what Demsetz (1988) calls “the identity-of-owner problem”.


Demsetz (1988) in a way – even if it remains quite sketchy – connects the comparison between consecutive states and the focus on the personal characteristics (here, the consumptive characteristics) of owners. Entering and discussing the efficiency argument of Coase (1960), Demsetz underlines the distributional issue unavoidably – though negated – enfolding from the coasean solution to the problem of social cost:

One may conclude from Coase’s reasoning that the identity of owners has no impact on resource allocation in a competitive setting in the absence of transaction costs if the affected parties play no significant role in the overall pattern of demands for goods. With positive transaction costs or with affected parties significantly impacting the pattern of demands for goods, the identity of owners affects the mix of output that is efficient, but does not alter the conclusion that each resulting mix of output is efficient when judged by the demands emanating from the wealth distribution associated with a particular specification of ownership (p.16).

Any reallocation of rights implies an income effect among transacting parties. Demsetz puts the emphasis on the consumption patterns of the two parties involved in the private agreement. It is assumed that cattlers and settlers do not share the same consumption function; as a consequence the final mix of outputs may remain efficient but in no way will he remain identical.


Through this recognition of the multiplicity of efficient solutions and the contingency of any given efficient solution on the presumed structure of rights, Demsetz recalls the circularity of efficiency in the traditional account for the neutrality of law. As in Schmid (1989), the final mix of output that is said to be efficient is in fact efficient only with regard to the assumed initial structure of rights. And this initial structure is precisely assessed in terms of identity as Samuels writes that “legal decisions or changes can be said to be efficient only from the point of view of the party whose interests are given effect through the identification and assignment of rights” (1981, p.154).


The identity-of-owner problem proves fundamental insofar as it opens the way for the formulation of the second, sufficient though missing, condition that allows for the assertion of economic neutrality of law.

4- From necessary to sufficient conditions: the splitting of the “who” and the “what”

4.1- Ethics and the distributional issue: redefining efficiency and beyond


At this point it becomes necessary to integrate distributional aspects into our reflection and to connect them with the traditional opposition between ethics and efficiency. It will give rise to the following alternative: redefining the meaning of efficiency (mainly by recalling its non-uniqueness) or going beyond the efficiency criterion and totally reshaping the concept of neutrality of law.


The aim of Coase (1960) was to criticize and outstrip the prevailing pigouvian approach to the problem of externalities. Positioning his reasoning in terms of ethics rather than efficiency, Pigou articulates his solution to the problem of external damages around the concept of liability: externality implies the existence of a victim and of an offender. Incidentally, such an interpretation of the problem caused by social cost perfectly fits the juridical analysis of liability for damage. On the contrary, the focus Coase placed on efficiency made possible a shift of the externality issue from the field of liability (tort law) to the one of property (property law).


The renunciation to the twofold category victim/offender is another way to negate the distributional issue linked to the allocation of property rights or, if we state it in a Demsetz-like manner, to negate the identity-of-owner problem, but this time from an ethical point of view. It can also recall the doubts expressed by Knight (1935) about the capacity of the competitive process characterizing a market economy to allow for the emergence of “honest” individuals at the leading economic positions detrimentally to morally more dubious agents.


Anyway, let just accept the prevalence of efficiency as a way to assess the different possible allocations of rights. The point in question is clearly efficiency and its meaning. We already mentioned (1.2) that efficiency, in this context, refers to the achievement of a final mix of outputs that maximises value. We also mentioned that efficiency is not univocal, even for economists. Reducing it to one single dimension (maximisation of production) seems a – too? – drastic choice as it does not exhaust the whole significance of the concept and may be considered as a specific definition allowing for the complete dismissal of any concern about ethics.


As institutionalist authors such as Medema, Mercuro and Samuels underline it, it would be erroneous to forget the non-uniqueness of efficiency which, accordingly, can in no way be reduced to a single dimension. In particular, Samuels and Schmid (1981) assert that “the concept of efficiency as separate from distribution is false” (p.2). Efficiency can and should be defined as a multidimensional vector of characteristics among which two, at least, can be named: final mix of output (uphill) and distribution of wealth (downhill). But this multidimensionality makes it no easy task to assess the efficiency of final states of allocation.


An other approach induces us to go beyond efficiency or at least to try to reduce the gap between ethics and efficiency. This requires to completely redefine the significance of the neutrality of law: this one has to be defined positively; the law cannot anymore be seen as a hindrance to the economic logic of efficiency. The underlying idea is that allocation of rights (especially in the first place) is a highly normative choice that cannot be freely undone by the working of private agreements. Ethics has to be part of the normative judgement that shapes the initial assignment of rights. At the level of first allocation, the necessity appears to select among individuals who is to hold rights knowing that this will determine the distribution of wealth. Then, for any successive reallocation some will gain and some will lose. These elements introduce biases for the definition of efficiency. Moreover, the necessity may appear, from a legal standpoint, to ban some individuals from both the allocational and the reallocational process. It is clearly the case for criminals. In this latter case, the law is not and must not be neutral.


We can reinterpret the doubts expressed by Knight following our two conceptions of the neutrality of law: first, according to the coasean meaning of the neutrality of law and, second, according to a definition that goes beyond efficiency. If we understand the neutrality of law in a coasean way, it is by no way problematic that morally dubious individuals may emerge detrimentally to honest agents in a competitive environment. To push the reflection further with reference to the possibility we mentioned that the law may impede some individuals – here, criminals – from acceding to property over productive entities: if it complies with the efficiency criterion, the infiltration of criminals in legitimate businesses is not an economic problem. On the contrary, according to an optic inspired by Knight, the law would be considered as neutral if it allows simultaneously for efficiency and for the enrichment of the category of persons who abide by the social pact.

4.2- The sufficient condition: the splitting of the “who” (law) and the “what” (economics)


The emphasis put on the distributional issue (“who is to hold property rights”) combined to ethical considerations introduce the implicit condition, which stands at the root of the coasean neutrality of law, that is the disconnection between the “who” and the “what”. To put it in a nutshell, the task of defining and checking for the identity of the holder of property rights is entirely left to the juridical field whereas it is up to economics to be concerned afterwards with the use that will be made of the scarce resource. This temporal splitting of the “who” (law) and the “what” (economics) is the missing sufficient condition for the neutrality of law. We refer to it as implicit because it does not appear in Coase (1960) but in fact explicitly stands in Coase (1959):

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 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. (Coase, 1959, p.25).


The two delineated fields do not superpose as a latent logic splits in two the pertinent area of law and economics. This scission is temporarily sequential: the law comes first
 and, then, the allocation determined by law can be in a way “undone” by economic mechanisms. In other words, the logic of economics in Coase (1960) usually prevail – if there are no transaction costs – over the juridical logic and free private agreements can undo the distributional efforts (or choices) achieved thanks to first allocation of property rights.


Thanks to this splitting of the “who” and the “what”, the issue of distribution is set aside and ceases to be relevant for the economists, at least from a theoretical point of view. The world in which law is neutral is in fact the juxtaposition of two separate watertight worlds: ethics is left to the world of law, efficiency to the world of economics. From a coasean perspective, the logic of economics (realm of efficiency) not only is perfectly distinct and disconnected from the juridical logic but it will also, due a sequential reasoning, prevail in the end. This explains for the normative assumption that everything must be done so as to smooth the path toward economic efficiency: as Posner puts it, legal decisions must “mimic the market” and are valued according to their capacity to lower existing transaction costs.

Conclusions: main results and theoretical proposition


In this contribution we defined the meaning, the content and the limits of neutrality of law as a result of the coasean solution to the problem of externalities that is based upon an efficiency criterion. We showed that, though the law may be neutral even in case of positive transaction costs, the zero-transaction-costs condition remains important. We also made clear that the assertion of such a neutrality requires  what we presented as the sufficient condition, that is to say the theoretical splitting between the “who” (domain of law) and the “what” (domain of economics).


This second condition is typical of the difference between two traditions in law and economics. It is symbolic of an evolution in the real subject of analysis. From the study of the existing interactions between the law and economics, we have turned to an analysis of the mechanisms which allow to solve any potential conflict between the law and economics in a manner that favours exclusively the economic criteria. Such a process of neutralization of the law may stand as both artificial and unsatisfactory.


A theoretical proposition enfolds: instead of taking the splitting of the “who” and the “what” for granted, economists should reconnect the two issues into a global scheme and consider the identity of owners as not being neutral. This would strongly shake the basis for the traditional account of the neutrality of law but it would also be a much challenging way of contributing to a more accurate definition of the neutrality of law, in particular, and of the interactions between law and economics, in general.
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DELIMITATION of the ZONE OF NEUTRALITY OF LAW IN COASE (1960)
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� For a survey of the criticisms of the independency thesis, see Medema and Zerbe (2000).


� Though some will add some other secondary conditions such as complete information or the existence of a clear rule for sharing the surplus entailed by transaction.


� This refers to the issue of complete information. We suppose, grounding our hypothesis on the basis provided by Coase himself of bilateral bargaining, that with transaction of this kind, the evaluation of costs and gains is relatively easy.


� We have to keep in mind the importance for Coase (1960) of having well-defined and exogenous rights so that reallocations are integrated within a legal framework.
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