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Chapter 1: What Is Law and Economics?


The Extra Crime That Costs Nothing

Suppose the punishment for armed robbery is severe. Now suppose the punishment for armed robbery followed by murder is exactly the same. The legal system may have made robbery costly, but it has attached no additional legal cost to killing the victim. Once a robbery is under way, the offender faces no extra punishment for the extra crime. If murder reduces the chance that the victim can identify the robber, the rule may create a terrible incentive.

This is an example of marginal deterrence. The point is not that every offender carefully calculates penalties before acting. The point is that differences between legal consequences can influence choices at the margin. A system that wants to discourage more harmful conduct usually needs some additional consequence for the additional harm.

The example captures what is distinctive about law and economics. A conventional legal question might ask whether armed robbery and murder deserve punishment. An economic question asks something further: How will the structure of punishments affect future behavior? That question does not replace moral judgment or legal doctrine. It reveals a consequence that might otherwise be missed.

Law and economics studies how legal rules shape incentives, behavior, and social outcomes. It applies economic reasoning to statutes, court decisions, contracts, property rights, liability rules, enforcement practices, and systems of private governance. Its basic causal chain is simple:

legal rule -> incentives and information -> behavior -> social outcomes

The simplicity is useful. It gives us a disciplined place to begin. But each arrow can conceal difficult questions. Do people know the rule? Is it enforced? Can they avoid or shift its costs? What information do courts possess? Does one person’s adjustment change another person’s options? Which outcomes count as social benefits or costs? The rest of this book develops tools for answering those questions.


Key Point

Legal Rules Shape Incentives

A legal rule changes behavior when it changes the expected costs, benefits, rights, duties, or remedies attached to an action.





Legal Rules as Implicit Prices

Prices influence behavior by changing what a person gives up to take an action. Legal rules can do something similar. A speeding fine raises the expected cost of driving above the limit. A damage award raises the expected cost of causing a legally recognized injury. A contract remedy changes the cost of failing to perform a promise. A rule that makes a manufacturer liable for defective products changes the return to testing, quality control, warnings, and insurance.

For this reason, economists often describe legal sanctions and remedies as implicit prices. The analogy is not perfect. A speeding ticket is not an invitation to purchase the right to speed, and a damage award does not make an injury morally acceptable. Law expresses duties, authorizes coercion, and assigns rights in ways that an ordinary market price does not. Still, the price analogy directs attention to a practical question: What expected payoff does the rule attach to the action?


Quick Concept

Implicit Prices

Fines, damages, liability rules, injunctions, and procedural burdens can act like prices by changing the expected cost or benefit of an action.



Consider a driver deciding how fast to travel. Driving faster may save time, but it may also use more fuel and increase accident risk. A speed limit adds another expected cost. That cost depends not only on the stated fine but also on the probability of enforcement. A $300 fine that is almost never imposed may influence behavior less than a $100 fine that is imposed frequently and predictably. The driver responds to the expected consequence, not merely the number printed in the statute.


Expected Consequences, Not Just Rules on Paper

The legal consequence that shapes behavior is rarely identical to the consequence stated in a rulebook. A statute may authorize a fine, but the expected burden also depends on whether a violation is detected, whether officials pursue it, whether the evidence is sufficient, whether the sanction is reduced on appeal, and whether the defendant can pay. A contractual right may look strong on paper but have little practical value when enforcing it would require a lawsuit costing more than the claim. A platform may promise an appeal but give users no meaningful way to reach a human decision maker.

This gap between formal rules and expected consequences explains why enforcement is part of legal design. Raising a nominal sanction is only one way to strengthen an incentive. Increasing the probability of detection, making procedures faster, improving notice, or making outcomes more predictable can matter just as much. A modest consequence imposed consistently may influence conduct more than an extreme consequence imposed rarely or arbitrarily.

Delay matters too. A remedy received five years after a loss is less useful than a prompt remedy, especially when the claimant needs money now or may not remain in business. Uncertainty matters because people must form beliefs about what a court, agency, or platform will do. When rules are vague or outcomes vary widely, similarly situated people may respond differently. Some may behave cautiously; others may gamble that enforcement will not reach them.

Expected consequences are not limited to money. Losing a professional license, a driver’s license, access to an online marketplace, or the ability to vote can be more important than a fine. Legal proceedings can also impose time, anxiety, reputational harm, and legal expense even when the defendant ultimately wins. These burdens may deter undesirable conduct, but they may also deter valid claims, defenses, or socially useful risk-taking.

The same rule can therefore have different incentive effects on different people. A fixed fine may be minor for a wealthy driver and severe for a low-income driver. A complex disclosure duty may be manageable for a large firm with lawyers but prohibitive for a small entrant. An account suspension may be inconvenient for a casual user and economically devastating for a seller whose business depends on the platform. Economic analysis asks not only what the rule says but how the rule enters the real choice facing each affected actor.

The same reasoning applies outside criminal or regulatory law. Contract law does not merely decide who wins after a promise is broken. It affects which promises people make, how much they rely on them, how carefully parties plan for contingencies, and whether breach is attractive when circumstances change. Tort law does not merely compensate an accident victim. It changes incentives to inspect brakes, design safer products, maintain property, buy insurance, and sometimes avoid an activity altogether.

Different legal instruments influence conduct in different ways.









	Legal rule or institution
	Incentive channel
	Behavioral question





	Fine
	Raises the expected cost of prohibited conduct
	Will the actor comply, conceal the act, or accept the risk?



	Damages
	Makes an injurer bear some of the victim’s loss
	Will the actor take more precaution or reduce the activity?



	Injunction
	Blocks conduct unless the right holder consents
	Will the parties bargain, redesign the activity, or abandon it?



	Contract remedy
	Changes the cost of breach and the value of performance
	Will parties perform, renegotiate, rely, or insure?



	Proof standard
	Changes the risk of legal error
	Which claims will be brought, defended, or settled?



	Platform rule
	Conditions access to a privately governed system
	Will users comply, exit, appeal, or change how they transact?





The last row is increasingly important. A digital platform’s terms of service can determine who may participate, what may be sold or said, how payments are processed, how reputations are measured, and how disputes are resolved. These terms are not statutes, but they operate as rules inside a privately organized environment. Account suspension, reduced visibility, loss of access, and mandatory arbitration can all change behavior. Later chapters will examine the power and limits of this kind of private ordering.

The implicit-price perspective also helps identify unintended consequences. A rule may change more than the behavior lawmakers intended to target. A severe fine may increase compliance, but it may also increase efforts to evade detection. A generous contract remedy may protect reliance, but it may also encourage excessive reliance. A product-liability rule may encourage safety, raise prices, reduce product variety, or change who buys insurance. Economic analysis follows the adjustment beyond the first visible effect.




Facing the Rule Forward

Legal disputes arrive with facts that have already happened. A driver has crashed. A seller has failed to deliver. A factory has emitted smoke. A platform has removed a user’s account. The parties and the court naturally look backward: Who acted wrongfully? What duty was violated? What remedy is owed?

Economic analysis adds a forward-looking perspective. A decision settles the dispute, but it also announces how similar conduct will be treated in the future. Future drivers may take more care. Future sellers may write different contracts. Future factories and neighbors may bargain before investing. Future platforms may revise their procedures, and future users may change where they transact.


Sideline

Forward-Looking Legal Analysis

A legal decision does more than settle the dispute in front of the court. It also gives future actors a reason to change their behavior. This idea prepares students for later chapters on common-law evolution, deterrence, liability, contract remedies, and litigation.



Return to the robbery example. Punishing an offender cannot undo the completed crime. It can, however, affect the expected consequences facing other people who consider similar conduct. This does not prove that deterrence is the only purpose of punishment. Punishment may also express condemnation, incapacitate dangerous people, provide retribution, or support a legitimate social order. The economic contribution is narrower: whatever purposes the system pursues, it should understand the future incentives created by the schedule of penalties.

The forward-looking perspective applies to rules that seem protective as well. Suppose a city requires every rental apartment to include a costly feature and forbids tenants from waiving it. Current tenants may appear to receive a benefit at the landlord’s expense. Over time, however, landlords may raise rent, reduce maintenance elsewhere, convert units to other uses, or leave the market. Prospective tenants may receive the required feature but pay for it through another contract term. Whether the rule helps tenants cannot be inferred from the provision viewed in isolation.

This lesson is general: rules change systems, and systems adjust. A legal entitlement can affect prices, entry, quality, precautions, contract terms, and the set of available choices. The relevant question is not only who receives a formal right but also how people adapt once the right exists.



Three Tasks of Law and Economics

Law and economics performs three related but distinct tasks: it predicts the effects of legal rules, explains why legal rules take the forms they do, and evaluates which rules should exist.









	Task
	Central question
	Example





	Predict
	How will behavior change if the rule changes?
	Will a higher expected speeding penalty reduce speed, increase evasion, or both?



	Explain
	Why does this rule or institution exist?
	Why is the standard of proof higher in criminal cases than in ordinary civil cases?



	Evaluate
	Which rule performs better under stated criteria?
	Which liability rule encourages appropriate precaution at reasonable administrative cost?






Predicting Effects

Prediction is the least controversial task. People can disagree about justice and still agree that consequences matter. If a penalty increase causes offenders to substitute toward a more harmful act, that consequence deserves attention. If a tenant-protection rule reduces the supply of low-cost housing, that consequence matters even to someone who strongly favors tenant welfare.

Economic prediction begins by identifying the choices available to each participant. It then asks how the rule changes costs, benefits, information, and bargaining positions. The analysis may produce a confident directional prediction, such as “raising the probability of a fine will usually increase compliance.” More often it reveals competing effects whose relative size must be measured. Economic reasoning organizes the empirical question; it does not eliminate the need for evidence.



Explaining Rules

The second task is explanatory. Why do legal systems use property rights, contracts, corporations, courts, and public enforcement? Why are some disputes handled through damages while others lead to injunctions? Why do some rules emerge through judicial precedent and others through legislation, regulation, custom, or private agreement?

An economic explanation asks what problem an institution helps people solve. Property rights may reduce conflict over scarce resources. Contract law may make commitments more credible. Courts may provide a forum for resolving disputes when private bargaining fails. Corporations may allow assets and authority to be organized across many investors and managers. None of these explanations implies that the institution is perfect or that it arose from conscious design. Institutions can persist because they solve one problem while creating others.

Proof standards provide a small example. In an ordinary civil case, the dispute often concerns which private party must bear a loss. In a criminal case, a mistaken conviction may impose imprisonment and stigma in addition to transferring resources. A higher criminal proof standard can be understood as a response to the especially serious cost of convicting an innocent person. That explanation is only a preview. Later chapters will examine how proof standards also affect false acquittals, enforcement, settlement, and legitimacy.



Evaluating Rules

The third task asks what the law should be. Evaluation requires a criterion. Economists often emphasize efficiency and social welfare: Does a rule increase benefits relative to costs? Does it reduce waste, improve incentives, or permit resources to move toward more valuable uses? But legal evaluation can also involve distribution, rights, fairness, equality, administrability, democratic legitimacy, and proportionality.

A sound analysis states its criterion instead of smuggling it into the conclusion. “This rule reduces accident costs” is a positive claim that can be investigated. “This rule is desirable because it reduces accident costs at acceptable administrative and distributional cost” is a normative judgment. The second claim depends on both facts and values.


Quick Concept

Positive vs. Normative Analysis

Positive analysis asks what effects a legal rule is likely to have. Normative analysis asks whether those effects make the rule desirable.



Positive and normative analysis interact. We cannot responsibly evaluate a law without understanding its likely effects. At the same time, a prediction does not select the values by which the effects should be judged. A minimum quality rule for apartments might raise average quality, increase rents, and reduce the number of low-price units. Those are positive possibilities. Whether the trade-off is acceptable is a normative question, and reasonable people may answer it differently.




Scarcity, Welfare, and Efficiency

Law operates under scarcity. Courts have limited time. Police cannot investigate every offense. Regulators have limited information. Firms and households have limited money, attention, and ability to take precautions. Even a society with abundant material wealth cannot eliminate all risk, conflict, delay, or error.

Scarcity makes trade-offs unavoidable. More screening at an airport may reduce one risk while consuming travelers’ time and public resources. More procedural protection for defendants may reduce wrongful convictions while making some valid convictions harder to obtain. More extensive patent rights may strengthen incentives to invent while raising the cost of using and improving existing ideas. The existence of a benefit does not show that the benefit is worth every cost.

At a principles level, efficiency asks whether resources, rights, and responsibilities are arranged so that avoidable losses are reduced and opportunities for mutually beneficial activity are realized. Social welfare refers broadly to the well-being affected by a rule. Economists often investigate whether a change creates gains large enough to justify its costs, who receives those gains, and who bears the costs.

Consider accident prevention. Eliminating every traffic accident would be valuable, but a literal zero-accident policy might require prohibiting nearly all driving. That would sacrifice commuting, delivery, emergency travel, recreation, and economic production. An efficient safety policy does not treat accidents as harmless. It asks how much safety can be achieved and at what opportunity cost. The goal is to avoid both too little precaution and precaution whose cost exceeds the harm it prevents.

Liability rules can move private decisions closer to that social comparison. If a firm receives all the benefits from an activity but bears none of the injuries it causes, it may take too little precaution. Requiring the firm to pay for legally attributable harm can give it a reason to include accident costs in its choices. Yet liability itself is not free. Courts can err, causation can be difficult to prove, lawsuits are costly, and some defendants cannot pay. The full comparison includes the cost of accidents, precautions, administration, and error.


Important Qualification

Efficiency Is Not Everything

Efficiency helps students ask whether a rule wastes resources or improves welfare, but it does not by itself settle questions of justice, legitimacy, coercion, rights, or distribution.



An efficient outcome can still be objectionable. A policy might increase total measured benefits while imposing severe losses on a politically weak group. A punishment might deter effectively but be disproportionate. A fast dispute process might reduce expense but deny parties a meaningful chance to be heard. Some rights are valued partly because they constrain what government or majorities may do, even when violating them would appear expedient.

Distribution also matters. Two rules can produce the same total benefit while dividing it very differently. Economic analysis should identify that difference, not hide it. It can also warn that the formal incidence of a rule may differ from its ultimate incidence. A mandate nominally imposed on landlords may be partly shifted to tenants through rent. A tax imposed on sellers may be partly borne by buyers through price changes. Recognizing adjustment is not a reason to ignore distribution. It is necessary for understanding distribution accurately.

The distinction between formal incidence and economic incidence is especially important in legal debates. Formal incidence identifies the person on whom the law initially places a duty or cost. Economic incidence asks who is ultimately made worse off after prices, wages, contract terms, entry, and exit adjust. The two may coincide, but there is no guarantee.

Suppose a housing rule requires landlords to provide a service that costs $40 per month per unit. The legal duty clearly falls on landlords. In a market where tenants have few alternatives and apartments are scarce, landlords may be able to recover much of the cost through higher rent. In a market with many vacant units, they may absorb more of it. Some may instead reduce another service, delay renovation, or withdraw units from rental use. The result depends on the alternatives available to both sides and on how much time they have to adjust.

This does not establish that the housing rule is good or bad. The service may produce benefits greater than its cost, protect people who cannot evaluate hidden risks, or advance a right that society values independently of measured welfare. The incidence analysis supplies a more accurate account of who is likely to pay and how the market may change. Normative evaluation begins from that account rather than from the name attached to the legal duty.



Law as a Coordination Technology

Imagine two neighbors who want incompatible uses of adjoining land. One wants quiet; the other wants to operate noisy equipment. Both cannot fully realize their preferred use at the same time. Without a recognized process for defining rights and resolving disputes, each may invest in threats, barriers, or retaliation. The conflict can consume resources without producing more quiet or more useful activity.

Legal institutions help coordinate such interactions. Property rules specify who may use a resource and who may exclude others. Contract rules let people exchange rights and make commitments. Tort rules assign responsibility for certain harms. Courts interpret rules and resolve disputes. Public enforcement can respond when victims cannot practically protect themselves. These institutions make some forms of cooperation easier by creating expectations about authority, remedies, and procedure.


Sideline

Law As Coordination Technology

Legal systems help people coordinate when conflict, uncertainty, bargaining costs, and enforcement problems would otherwise make cooperation harder.



Calling law a coordination technology does not mean law is merely software for society or that every social problem has a technical solution. It means that legal arrangements structure interaction. They define who may decide, what must be disclosed, which promises will be enforced, how losses will be allocated, and where disputes will be heard. Like other technologies, they have operating costs, failure modes, and limits.

Property illustrates the point. A scarce parking space cannot be used by two cars at once. A rule assigning the space to a resident, a customer, the first arrival, or the highest bidder coordinates access in different ways. Each rule creates incentives. A first-arrival rule may encourage early arrival and waiting. A permit may encourage investment in eligibility. A market price may direct the space to the person willing to pay most, but it may also raise concerns about access. The economic question is not whether coordination is needed. It is which rule handles the conflict best under the circumstances.

Contract law extends coordination across time. A buyer may hesitate to invest in equipment that is useful only if a supplier delivers a specialized component next year. The supplier may hesitate to expand capacity without assurance that the buyer will purchase. An enforceable agreement can make both investments more credible. The remedy for breach then matters because it changes incentives to perform, rely, renegotiate, and plan for contingencies.

Platforms provide a modern variation. A ride-sharing or online marketplace platform brings strangers together, defines participation rules, processes payment, gathers reputational information, and offers a dispute procedure. It reduces some costs of finding and trusting trading partners. At the same time, it concentrates rulemaking and enforcement power in a private organization. Participants may have little influence over rule changes or meaningful alternatives to accepting them. The platform solves coordination problems while creating governance problems.



Comparing Imperfect Institutions

It is easy to compare an actual institution with an ideal alternative. Markets can be criticized for failing to produce perfect information, perfect competition, or fair outcomes. Courts can be praised as if judges possessed complete information and made costless, error-free decisions. Government can be criticized for administrative delay while private ordering is imagined to occur without bargaining costs or power imbalances. These comparisons tell us little.

Law and economics instead compares realistic alternatives. If neighbors cannot agree about noise, the relevant options might include an injunction, damages, zoning, a negotiated covenant, a private association rule, or tolerance of the conflict. Each alternative requires information, enforcement, and administration. Each can make errors. Each distributes authority differently.

A useful institutional comparison asks:


	What behavior is the rule trying to influence?

	Who has the information needed to make a good decision?

	Who can prevent or reduce the harm at lower cost?

	Can the parties bargain, and what makes bargaining difficult?

	How will the rule be enforced?

	What kinds of error are likely?

	Who bears the costs and receives the benefits?

	How may participants adapt or evade the rule?



Suppose a dangerous condition on commercial property injures a visitor. One response is a liability rule requiring the owner to pay damages. Another is detailed safety regulation backed by inspections. A third is reliance on insurance requirements or private certification. Liability may use information revealed after an accident but suffer from costly litigation. Regulation may act before accidents but rely on standardized rules and limited inspector knowledge. Certification may draw on specialized expertise but face conflicts of interest. The right question is not which institution is flawless. It is which combination performs better for the particular risk.

This comparative method also prevents a common mistake: moving directly from “the market failed” to “regulation will solve the problem,” or from “government failed” to “private ordering will solve it.” A diagnosed problem is the beginning of analysis. The proposed remedy must be analyzed with the same attention to incentives, information, enforcement, and error.



A Short Intellectual Map

Law and economics did not emerge from a single scholar or a single view of law. Its intellectual roots include moral philosophy, utilitarian legal reform, price theory, institutional economics, and the extension of economic reasoning beyond conventional markets.

Adam Smith showed how exchange and specialization can generate social order without central direction, while also emphasizing the institutions that make exchange possible. His work helps frame markets as systems of coordination and discovery rather than mechanical devices that operate independently of law.

Jeremy Bentham argued that legal rules should be assessed in light of their consequences for human well-being. His utilitarian approach helped make deterrence, incentives, and legal reform central subjects of analysis. Modern law and economics does not require accepting Bentham’s moral theory, but it shares his insistence that legal consequences matter.

Ronald Coase redirected attention from ideal solutions to transaction costs and comparative institutions. His work showed that harms are often reciprocal: preventing one person’s activity can impose a cost on another. When bargaining is costly, the assignment of rights and the design of institutions influence which conflicts are avoided and which remain.

Richard Posner systematized the application of economic reasoning across common-law fields and advanced the controversial hypothesis that common-law rules often tend toward efficiency. This book treats that claim as a question to investigate, not an assumption. Later chapters will examine both the forces that might favor lower-cost rules and the effects of precedent, litigation selection, unequal access, and judicial error.

Gary Becker demonstrated that economic reasoning could illuminate behavior far beyond ordinary buying and selling, including crime, discrimination, education, and family decisions. His work emphasized that people respond to incentives even in settings shaped by norms, limited information, and nonmonetary motives.

These thinkers disagreed about important matters, and their contributions do not form a complete philosophy of law. Together they help explain the field’s characteristic questions: What behavior does a rule encourage? What information and transaction costs shape the result? How do institutions coordinate activity? Which consequences should matter when rules are evaluated?



What Economic Reasoning Assumes

Economic models often begin with the assumption that people attempt to make themselves as well off as they can, given their options and constraints. This does not mean people are perfectly informed, selfish in every setting, or capable of solving complicated equations. A person may care about family, fairness, reputation, morality, or civic duty. Those concerns can be part of what the person values.

The assumption is useful because it produces testable questions. If a city raises the expected cost of illegal parking, will violations fall? If a court expands damages for breach, will parties perform more often, write more detailed contracts, or charge higher prices? If a platform makes seller reputation more visible, will quality improve? The answers may differ from the simplest prediction, but the prediction gives evidence something to confirm, refine, or reject.

People also make mistakes. They may underestimate rare risks, give too much weight to immediate rewards, misunderstand legal language, or follow social norms rather than formal sanctions. Organizations have their own problems: employees may pursue goals that differ from those of owners, officials may lack local information, and decision makers may face distorted incentives. Later chapters incorporate risk, information, behavioral limits, agency, and institutional failure. Beginning with purposeful choice is a starting model, not a declaration that human behavior is simple.

Economic analysis likewise does not assume that money is the only thing people value. Time, safety, privacy, autonomy, reputation, fairness, and freedom from coercion all matter. Some are difficult to measure. Difficulty of measurement calls for humility and better evidence, not an assumption that unpriced values are zero.



One Method Across Many Fields

The attraction of law and economics is its portability. Property, tort, contract, crime, litigation, corporate law, regulation, and platform governance contain different doctrines, but the same analytical questions recur.

In property, the law defines rights over scarce resources and shapes incentives to use, maintain, transfer, or defend them. In intellectual property, it must address a different scarcity problem: ideas and expressions can be expensive to create but cheap to copy. In tort law, liability affects precaution, activity levels, insurance, and the allocation of accident losses. In contract law, remedies and enforcement affect promises, reliance, renegotiation, and risk allocation.

In litigation, procedural rules shape the cost of asserting rights, producing information, settling disputes, and correcting errors. In criminal law, the probability and severity of punishment affect deterrence while coercion, proportionality, and legitimacy constrain policy. In corporate law, legal personality and governance rules organize assets and authority while creating agency problems. In regulation and antitrust, public institutions respond to externalities, information problems, and market power while facing their own limits and political incentives.

The final chapters extend these questions to platforms, smart contracts, and AI agents. The technology changes; the institutional problems remain recognizable. Who holds the right? Who can make a credible commitment? Who has relevant information? Who bears a loss when an automated decision causes harm? How can a rule be enforced, appealed, or changed? Which coordination costs does the new system reduce, and which risks does it create?

This continuity is central to the book. AI and code are not substitutes for the law-and-economics canon. They are settings in which the earlier logic of property, contract, tort, agency, enforcement, and institutional choice must be applied with care.



Big Picture

Law and economics is a method for studying rules in a world of scarcity, adjustment, and institutional limits. It begins with a causal question: how does a legal rule change incentives and information, and how do people respond? It then asks why the rule or institution exists and whether a realistic alternative would perform better.

The method is forward-looking without ignoring the past, consequence-sensitive without reducing law to money, and efficiency-minded without treating efficiency as a complete moral theory. It recognizes law as a framework for assigning rights, supporting cooperation, managing conflict, and organizing enforcement. It also recognizes that every legal arrangement has costs, errors, and distributional effects.

The next chapter develops the economic toolkit needed to use this method more precisely: choice under scarcity, marginal analysis, expected value, risk, supply and demand, externalities, efficiency, bargaining, strategic behavior, information, and agency. Those tools will then travel with us through the legal system.



Chapter Study Map


	Core ideas: legal rules change expected payoffs; economic analysis predicts effects, explains rules, and evaluates alternatives; efficiency is useful but incomplete; law coordinates behavior under scarcity and institutional constraints.

	Tables and frameworks: be able to use the rule-to-outcome causal chain, distinguish positive from normative questions, and explain how fines, damages, injunctions, remedies, proof standards, and platform rules can operate as implicit prices.

	Reasoning tasks: identify behavioral adjustments beyond simple compliance, face a rule forward, distinguish formal from economic incidence, and compare imperfect institutional alternatives.

	Common mistakes: treating the announced sanction as the expected sanction, assuming the legal bearer of a duty bears its full cost, equating efficiency with justice, or comparing an imperfect real institution with an idealized alternative.

	Practice tools: use the review questions for concepts, the economic reasoning questions for unfamiliar applications, and the Rule-Impact Audit for a complete institutional comparison.

	Optional enrichment: the intellectual-history discussion and later common-law-efficiency debate deepen the method but are not substitutes for mastering the causal framework.





Review Questions


	What causal chain organizes the book’s approach to law and economics?

	What does it mean to say that a legal rule can act as an implicit price?

	Why is the expected consequence of a sanction different from its stated severity?

	Distinguish positive analysis from normative analysis.

	What are the three tasks of law and economics?

	Why is economic legal analysis often forward-looking?

	How can a landlord-tenant rule have a different ultimate effect from its formal effect?

	What does efficiency contribute to legal analysis, and what questions can it not settle by itself?

	What does it mean to describe law as a coordination technology?

	Why should analysts compare realistic institutions rather than an actual institution with an ideal alternative?

	How can a liability rule influence precaution before an accident occurs?

	What distinct contributions did Smith, Bentham, Coase, Posner, and Becker make to the intellectual development of law and economics?





Economic Reasoning Questions


	A city doubles the fine for illegal dumping but reduces inspections because enforcement is expensive. Identify the information needed to predict whether dumping will rise or fall.

	A university prohibits students from reselling event tickets. Use the rule-to-outcome causal chain to identify likely adjustments by students, organizers, and informal sellers.

	A court increases damages for late delivery under commercial contracts. Explain two ways the change could improve performance and two ways parties might adjust other contract terms.

	A state requires every rental unit to include a particular safety device. Explain why observing that tenants receive the device is not enough to evaluate the rule’s distributional effect.

	An online marketplace automatically suspends sellers after three customer complaints. Analyze the rule as an implicit price. What desirable and undesirable behavior might it encourage?

	A proposal would lower the criminal proof standard to make convictions easier. Identify the relevant error costs and explain why prediction alone cannot determine whether the proposal is desirable.

	Two neighbors dispute whether one may operate loud machinery in the evening. Compare an injunction, damages, zoning, and a private agreement. What facts would help choose among them?

	A product-liability rule causes manufacturers to add safety features and raise prices. Separate the positive claims from the normative claims needed to evaluate the change.





Law and Economics Lab


Rule-Impact Audit

Choose one publicly available rule that governs a setting you use or understand. Good candidates include a university conduct rule, a city parking ordinance, an online marketplace policy, an app store review rule, or a platform’s account-suspension policy.


	Quote or paraphrase the rule accurately and provide a link or citation to the current source.

	Identify the behavior the rule appears designed to influence.

	Map the rule through the chapter’s causal chain: incentives and information, likely behavioral responses, and social outcomes.

	Identify at least two margins of adjustment beyond simple compliance. Examples include exit, substitution, concealment, price changes, quality changes, appeals, or movement to another platform.

	Compare the existing rule with one realistic alternative. Evaluate both using information requirements, enforcement cost, likely errors, distributional effects, and legitimacy.

	State one positive claim that would require evidence and one normative judgment that cannot be resolved by evidence alone.



You may use an AI system to generate possible behavioral responses or to challenge your initial analysis. Do not ask it merely to summarize the rule. Require it to identify assumptions, propose counterexamples, and distinguish predictions from value judgments. Verify the rule against the original source and mark any factual claim that you could not independently confirm.

Submit a two-page audit plus a short appendix containing the prompts you used, the most useful challenge the AI produced, and one AI suggestion you rejected with an explanation.






Chapter 2: The Microeconomic Toolkit for Law


One Rule, Many Adjustments

Suppose a city requires home-repair contractors to use certified parts, complete a safety checklist, and keep records for every installation of a gas appliance. The rule may prevent accidents and make poor workmanship easier to identify. It also takes time and money to follow. Contractors may raise prices, accept fewer small jobs, redesign their work, invest in training, or leave the market. Customers may postpone repairs, attempt the work themselves, hire informal providers, or pay the higher price. Inspectors must decide which records to review and how often to enforce the rule.

Is the requirement worthwhile? That cannot be answered by observing that safety is valuable or that compliance is costly. We need to know how people choose, how markets adjust, which costs fall on third parties, how risk and information affect behavior, and how enforcement changes the expected consequences of violating the rule. We also need a standard for comparing the resulting gains and losses.

This chapter provides a compact toolkit for doing that work. It is not a general microeconomics course in miniature. Every concept appears because it will help us analyze property, accidents, contracts, courts, crime, firms, regulation, platforms, or automated decision makers later in the book.









	Economic tool
	Plain-English meaning
	Legal use





	Marginal analysis
	Compare the effect of one more unit of an action
	Ask how a rule changes the next precaution, offense, claim, or unit of output



	Opportunity cost
	Value of the best alternative given up
	Identify what enforcement, compliance, delay, or a remedy displaces



	Supply and demand
	Plans of buyers and sellers at different prices
	Trace how a legal rule changes price, quantity, entry, and contract terms



	Elasticity
	Magnitude of response to a change
	Distinguish a weak deterrent response from a strong one



	Efficiency and surplus
	Total value created relative to resources used
	Compare the gains and losses produced by alternative rules



	Externality
	Effect imposed on someone outside the decision
	Identify a gap between private incentives and social consequences



	Expected value
	Probability-weighted consequence
	Analyze expected punishment, expected harm, litigation, and insurance



	Strategic behavior
	Choices that depend on what others do
	Study bargaining, cooperation, enforcement, and reputation



	Agency
	One person acts on another’s behalf
	Analyze delegation, monitoring, incentives, and responsibility





The tools fit together. Choice under scarcity explains why incentives matter. Supply and demand show how many choices interact. Efficiency provides a benchmark for evaluating the result. Externalities and information problems explain why private incentives may diverge from social value. Risk and strategy add uncertainty and interdependence. Agency adds delegation. The chapter ends by asking where the baseline model of purposeful choice needs qualification.



Choice, Rationality, and the Margin

Economic analysis begins with scarcity. People have limited time, money, attention, information, and authority. A court cannot hear every dispute immediately. A police department cannot investigate every suspected offense. A driver cannot eliminate every risk while still traveling. A business cannot devote the same dollar to safety equipment, wages, product development, and legal compliance. Choosing one use means giving up another.

Economists usually begin by assuming that a person tries to make herself as well off as she can, given her goals, options, information, and constraints. This is the rational-choice baseline. It does not require a person to be selfish. Someone may care about family, fairness, reputation, professional duty, or the well-being of strangers. Those concerns can be part of what she is trying to advance. Rationality also does not require perfect information or the ability to solve equations. It means that choices have purposes and that changes in the environment can change which option best advances those purposes.


Quick Concept

Optimization Under Constraints

Economists usually begin by assuming that people try to make themselves as well off as they can, given their goals, options, information, and constraints. This does not require selfishness or perfect calculation. Legal rules matter because they change the available choices, constraints, information, and incentives.



Consider a driver choosing a speed. Faster travel saves time. It may also use more fuel, raise accident risk, and create a chance of receiving a ticket. The driver need not place every consideration in a spreadsheet. Still, a higher probability of enforcement, a lower speed limit, a more dangerous road, or a larger time pressure can change the choice. The rational-choice model directs us to ask which benefits, costs, beliefs, and constraints moved.


Opportunity Cost

The cost of a choice is not limited to money paid. Its opportunity cost is the value of the best alternative given up. A student who spends three hours studying gives up the best other use of those hours. A city that assigns ten additional officers to traffic enforcement gives up whatever those officers would otherwise have done. A court that devotes a week to a complex commercial dispute cannot use the same week to decide other cases.

Opportunity cost prevents a common error in legal debate: treating a resource as free because no new check is written. Requiring an agency to conduct another review may have no separate line in a statute’s budget, but staff time still has an alternative use. Requiring a business to retain records may consume employee time that could have gone to production, customer service, or another safety practice. The relevant comparison is between realistic alternatives, not between the proposed rule and a world in which its inputs cost nothing.


Quick Concept

Opportunity Cost

The opportunity cost of a choice is the value of the best alternative given up.





Why the Margin Matters

Legal rules often influence how much of an activity occurs rather than whether it occurs at all. A driver may slow down without driving at the exact speed limit. A factory may reduce emissions without eliminating them. A creditor may investigate some borrowers more carefully. A potential plaintiff may abandon weak claims while continuing to bring strong ones. These are changes at the margin.

Marginal analysis compares the additional benefit and additional cost of one more unit of an action. Suppose a delivery company can add safety checks one at a time. The first checks may catch obvious hazards at low cost. Later checks may be more expensive and less likely to find a problem. The company should continue adding checks while the benefit of the next check exceeds its cost. In a smooth interior choice, the stopping point is often described as:

MB=MC
MB = MC


The letters MBMB mean marginal benefit, the additional benefit from one more unit. The letters MCMC mean marginal cost, the additional cost of that unit. Read the expression as a sentence: at the interior optimum, the benefit from a small additional change equals its cost.

The equality is a guide, not a ritual. Many legal choices are discrete. A business cannot hire 0.37 of an additional security guard, and a court cannot impose 2.4 additional hearings. For discrete choices, the practical rule is to take another unit while its marginal benefit covers its marginal cost, then stop before the next unit would cost more than it adds.


Quick Concept

Marginal Analysis

Marginal analysis asks how one more unit of an action changes costs and benefits. Law often changes behavior at the margin by making some actions more or less attractive.



Marginal reasoning also guards against all-or-nothing thinking. The efficient amount of precaution is not necessarily zero or complete safety. The efficient amount of enforcement is not necessarily no enforcement or enforcement of every violation. More precaution and enforcement can be valuable, but each uses resources and can create error, delay, or avoidance. The question is whether the next increment is worth its opportunity cost.



Legal Rules Change the Choice

A legal rule can change a benefit, a cost, a constraint, or the information available to a decision maker. A fine changes the expected cost of an offense. A damage remedy changes the expected cost of causing an injury or breaching a contract. An injunction removes an option unless the right holder consents. A disclosure rule changes what another party knows. A licensing rule changes who may enter a market. A platform reputation score changes the future value of good or bad behavior.

The important word is expected. A nominal consequence that is rarely enforced may have little effect. A modest consequence imposed quickly and predictably may matter a great deal. Chapter 1 introduced legal rules as implicit prices. Marginal analysis now makes that idea operational: identify the action the rule makes more or less attractive, then ask how the next unit of conduct changes.


Key Point

Legal Rules Change Expected Payoffs

Sanctions, remedies, rights, procedures, and enforcement probabilities affect behavior by changing the expected gains and losses attached to different choices.



Purposeful choice gives us a starting point. It does not yet tell us what happens when thousands of people adjust together. For that, we need a compact model of markets.




Markets Adjust to Legal Rules

A market is a process through which buyers and sellers coordinate plans. Demand describes how much buyers are willing to purchase at different prices, holding other relevant conditions fixed. Supply describes how much sellers are willing to provide at different prices, again holding other conditions fixed. Demand usually slopes downward because a higher price causes some buyers to purchase less, switch to alternatives, or leave the market. Supply usually slopes upward because a higher price makes it worthwhile to cover the cost of additional units or attract additional sellers.

The intersection of supply and demand is the market equilibrium. At the equilibrium price, the quantity buyers plan to purchase equals the quantity sellers plan to provide. Equilibrium does not mean that everyone is happy, that the outcome is fair, or that competition is perfect in every actual market. It means that the plans represented by the two curves are mutually consistent at that price and quantity.


[image: A downward-sloping demand curve and upward-sloping supply curve meet at the market equilibrium, with guides to equilibrium price and quantity.]

Figure 2.1. Market equilibrium. Market equilibrium occurs where quantity demanded equals quantity supplied. Legal rules can change the equilibrium when they alter buyer benefits, seller costs, risks, information, or the terms on which exchange is allowed.



Figure 2.1 is deliberately spare. Its purpose is to establish a baseline that later legal analysis can disturb. A rule may change demand by changing product value, available information, risk, or the terms buyers may accept. It may change supply by changing production cost, expected liability, licensing burdens, or permissible methods. When a rule changes one of those underlying conditions, the relevant curve shifts.


A Legal Rule Shifts Private Cost

Return to the safety and documentation requirement for home-repair services. Suppose compliance raises the cost of providing each covered installation. At every possible quantity, contractors now require a higher price to cover their private cost. The supply curve shifts upward from S0S_0 to S1S_1. Demand is held fixed so that we can isolate this one effect.


[image: Demand remains fixed while supply shifts upward after a legal rule raises per-unit compliance cost, producing a higher price and lower quantity.]

Figure 2.2. A legal rule shifts supply. When a legal rule raises per-unit private cost, supply shifts upward. In this benchmark example, equilibrium price rises and equilibrium quantity falls. The graph does not show any safety or other benefit created by the rule.



The graph predicts a direction of adjustment under its assumptions: a higher equilibrium price and lower equilibrium quantity. It does not show that the rule is undesirable. If safer installation prevents losses worth more than the compliance cost, the rule may increase social value even while raising the private cost of service. The graph separates the market response from the later welfare evaluation.

It also separates a movement along a curve from a shift of a curve. A change in the service’s own price, with the underlying conditions unchanged, produces movement along demand or supply. A legal requirement that changes the cost of providing the service shifts supply itself. Confusing the two makes it difficult to trace the rule’s causal path.



Formal and Economic Incidence

The contractor bears the legal duty to complete the checklist. That is the rule’s formal incidence. The graph shows why formal incidence need not equal economic incidence, the ultimate distribution of gains and losses after adjustment. Customers may pay a higher price. Contractors may receive less net income. Some marginal customers may forgo service, and some marginal contractors may leave. The result depends on each side’s alternatives and responsiveness.

A contract rule can generate a similar adjustment. Suppose a law gives customers a nonwaivable repair warranty. The warranty may provide valuable protection. Over time, providers may incorporate its expected cost into price, narrow other service terms, inspect customers’ equipment more carefully, or refuse unusually risky jobs. None of this proves that the warranty fails. It shows why evaluating it requires following the adjustment beyond the party named in the statute.



Elasticity: How Large Is the Response?

Supply and demand often give a directional prediction. Elasticity asks about magnitude. If a small change in price, cost, or expected sanction produces a large change in behavior, the response is relatively elastic. If it produces a small change, the response is relatively inelastic. Inelastic does not mean unresponsive.

Available alternatives matter. A customer can respond more easily when close substitutes exist. A firm can respond more easily when it can change technology, renegotiate contracts, or enter and exit. Time matters because more alternatives often become available over a longer period. Information matters because a person cannot respond to a consequence she does not know or believe will occur.


Quick Concept

Elasticity

Elasticity describes the magnitude of the response to a change in price, cost, benefit, or expected sanction. The deterrent effect of a change in expected punishment is larger when the supply of the targeted conduct is more elastic.



Elasticity is central to deterrence. The benchmark economic model predicts that increasing expected punishment reduces prohibited conduct. Cooter and Ulen call the downward-sloping relationship between expected punishment and aggregate crime the crime curve, and they call the magnitude of the response the elasticity of the supply of crime. The first claim concerns direction. The second asks how much conduct changes.

To make the horizontal quantity meaningful, imagine repeated embezzlement. Instead of asking how many dollars one person takes in a single act, ask how many times people commit an offense of a given seriousness. The quantity can then be added across potential offenders. This is a clean theoretical interpretation, not a claim about the measured responsiveness of embezzlement or any other particular offense.


[image: Two crime-curve panels show that the same increase in expected punishment can produce a larger or smaller reduction in offenses.]

Figure 2.3. Elasticity and deterrence. The same increase in expected punishment can produce a large or small reduction in offenses. The more elastic crime curve shows a larger response; the less elastic crime curve shows a smaller response. The panels are theoretical comparisons, not estimates for particular crimes.



The paired panels hold the starting point and punishment change fixed. Both predict fewer offenses. The more elastic panel predicts a larger reduction. Legal design therefore needs more than a slogan that sanctions deter. It needs evidence about responsiveness and about the margins on which people adjust.

Those margins may include more than the number of offenses. An actor might change timing, targets, concealment, methods, or the seriousness of conduct. Planning, addiction, panic, intoxication, mistaken beliefs, social norms, and available lawful alternatives may all affect responsiveness. The figure cannot tell us which real conduct belongs in which panel. That is an empirical question, and the answer may differ across people and settings.

Markets and deterrence show how behavior changes. The next task is to ask whether those changes create or destroy social value.




Efficiency, Surplus, and Distribution

Imagine that one student has an apple she values at $0.60. Another values it at $1.20. If they voluntarily trade at any price between those amounts, both can gain. At a price of $0.90, the seller receives $0.30 more than the apple was worth to her, and the buyer receives an apple worth $0.30 more than he paid. The same physical apple has moved to a higher-valued use, creating $0.60 in total gains from exchange.

The price determines how the gain is divided, but not its total size. At a price of $0.70, more of the gain goes to the buyer. At a price of $1.10, more goes to the seller. The allocation of the apple and the distribution of the gain are different questions.

This is the intuition behind surplus. Consumer surplus is the extra value buyers receive when they pay less than the maximum they would have been willing to pay. Producer surplus is the extra value sellers receive when they sell for more than the minimum they would have accepted, which reflects their opportunity cost. Total surplus adds the two sides’ gains.


Quick Concept

Consumer and Producer Surplus

Consumer surplus is the extra value buyers receive when they pay less than the maximum they would have been willing to pay. Producer surplus is the extra value sellers receive when they sell for more than the minimum they would have accepted. Total surplus is one way economists talk about the gains from exchange.



Surplus gives concrete content to efficiency. At a principles level, an arrangement is more efficient when it creates more total value from available resources and avoids losses whose prevention would cost less than the loss. In a competitive-market benchmark, exchange continues while buyer value exceeds seller cost. The efficient quantity is reached when producing another unit would cost as much as the value it creates.

If a rule prevents trades for which buyer value exceeds seller cost, some available surplus disappears. Economists call that lost value deadweight loss. The term does not mean that every uncompleted trade is wasteful. A transaction may impose harm on outsiders, depend on deception, or violate a right that cannot be captured by the parties’ private values. Deadweight loss describes value lost relative to the model’s stated benchmark.


The Pie and Its Slices

Efficiency is often described as the size of the economic pie. Distribution concerns how the slices are divided. The image is useful because it prevents two opposite mistakes. One is to assume that a larger pie makes every distribution acceptable. The other is to assume that changing the slices leaves the size of the pie unchanged.









	Question
	Efficiency perspective
	Distributional perspective





	Apple exchange
	Does the apple move to the higher-valued use?
	How is the gain divided between buyer and seller?



	Safety mandate
	Do safety benefits exceed compliance and adjustment costs?
	Who pays, who receives protection, and who may lose access?



	Patent protection
	Do innovation gains justify restrictions on use and follow-on creation?
	Who receives returns, and who bears higher access costs?



	Enforcement policy
	Does added deterrence justify enforcement, error, and punishment costs?
	Which communities and individuals bear those costs and receive protection?





An efficient allocation does not tell us who is entitled to the apple. Theft and voluntary purchase can place the apple in the same hands while differing radically in consent, entitlement, security, and distribution. A stable system of rights may itself contribute to efficiency by discouraging costly taking and protecting investment, but efficiency does not exhaust the reasons to reject theft.


Quick Concept

Efficiency and Distribution

Efficiency asks about the size of the economic pie; distribution asks how the slices are divided. A rule can enlarge the pie while dividing it objectionably, and an attempt to change the slices can also change the size of the pie.





Pareto Improvements and Real Legal Change

A Pareto improvement makes at least one person better off without making anyone worse off. Voluntary exchange under good information is a useful example because each participant can refuse. The concept is attractive precisely because it avoids balancing one person’s loss against another person’s gain.

It is also too demanding to decide many legal controversies. A new pollution rule may benefit nearby residents and harm some producers. A faster court procedure may reduce delay for most litigants while increasing error risk for others. A patent rule may help some inventors and burden some users. In a large society, nearly every important legal change creates both winners and losers.

Economists therefore often ask whether total gains exceed total losses, sometimes called a potential Pareto improvement or cost-benefit approach. The phrase potential matters. Saying that winners could compensate losers is not the same as compensating them. A rule may increase total value while leaving particular people substantially worse off. Distribution, rights, reliance, and legitimacy remain live questions.


Important Qualification

Efficiency Is Not the Whole Standard

Efficiency helps ask whether a legal rule increases total value, but it does not by itself settle questions of justice, rights, legitimacy, or who should bear losses.



Efficiency remains the book’s default economic benchmark because consequences and opportunity costs matter. It is not a presumption that every market outcome is efficient or a moral master key. The next section explains why private choices can fail to maximize social value even when each person is pursuing her own interests intelligently.




When Private Choice and Social Value Diverge

The apple example offers a powerful baseline. When rights are clear, participation is voluntary, relevant effects fall on the parties, and bargaining is cheap, exchange tends to move resources toward people who value them more. No central official needs to know who values the apple most. Offers and acceptances reveal enough information to coordinate the transfer.


Key Point

Voluntary Exchange as a Baseline

When rights are clear and bargaining is cheap, voluntary exchange can move resources toward higher-valued uses. Law becomes especially important when that baseline breaks down.



The baseline can fail for several reasons. Market power can allow a seller or buyer to restrict exchange and influence price. Public goods can be underprovided when beneficiaries cannot easily be excluded and have reason to free ride. Information problems can block useful exchange or reward low quality. Externalities arise when a decision affects people who are not part of it. Economists use market failure as a compact label for conditions in which decentralized private decisions can diverge from total social value.

Externalities deserve special emphasis because they are one of this book’s recurring organizing ideas. Much of law can be understood as deciding which consequences must enter whose decision. Property rights identify who controls a resource and provide a basis for bargaining. Contracts bring effects within an enforceable agreement. Tort law can place accident costs on parties able to change risks that strangers could not bargain over in advance. Criminal law and regulation address some harms that private claims cannot adequately internalize. Corporate, intellectual-property, platform, and AI rules help determine who bears spillovers from organized and technological activity. Not every legal problem is an externality, and identifying one does not determine the right legal response. But the gap between private and social consequences will reappear throughout the book.









	Source of divergence
	Basic problem
	Legal question preview





	Externality
	A decision imposes costs or benefits on outsiders
	Can rights, liability, bargaining, taxes, subsidies, or regulation bring the effect into the decision?



	Public good
	Nonpayers are difficult to exclude and one person’s use may not reduce another’s
	Who will finance provision, monitoring, and maintenance?



	Market power
	A participant can restrict quantity or terms
	Can competition, entry, regulation, or antitrust improve the outcome?



	Information problem
	One side lacks information needed to evaluate quality, risk, or performance
	Can disclosure, warranties, reputation, verification, or liability improve decisions?





This list diagnoses problems; it does not select remedies. Courts, regulators, legislatures, and private associations also face limited information, strategic behavior, administrative cost, and error. A serious comparison applies the same discipline to the proposed response that it applies to the original problem.


Private Cost and Social Cost

Suppose a business produces a useful service but creates noise or pollution that harms nearby residents. The business considers wages, equipment, materials, and other costs it must pay. Those are part of its private cost. If it does not bear the neighbors’ loss, that loss may not enter its output decision. Social cost includes both private cost and the external cost imposed on others.

At the margin, the relationship is:

MSC=MPC+MEC
MSC = MPC + MEC


The letters MSCMSC mean marginal social cost. MPCMPC means marginal private cost. MECMEC means marginal external cost. Read the expression in words: the social cost of one more unit equals the producer’s private cost plus the additional cost imposed outside the transaction.


[image: Marginal social cost lies above marginal private cost, causing the market quantity to exceed the efficient quantity in a negative-externality example.]

Figure 2.4. Private and social cost. When an activity imposes marginal external cost, marginal social cost exceeds marginal private cost. The market quantity QmQ_m then exceeds the efficient quantity Q*Q^* in this benchmark case.



The private decision occurs where marginal benefit meets marginal private cost, producing QmQ_m. The social comparison includes external cost, so marginal benefit meets marginal social cost at the smaller quantity Q*Q^*. The gap is overproduction relative to this benchmark. Notice that the efficient quantity is positive. The figure does not say that the activity has no value or that all external harm should be eliminated. It says that the next units between Q*Q^* and QmQ_m cost society more than the benefit they create.



Internalization and Institutional Choice

To internalize an externality is to change the decision so that the actor takes more of the external effect into account. A corrective tax equal to expected marginal external harm is the simplest illustration. If the actor must pay more when the activity imposes more harm, the private cost moves closer to social cost.

Taxation is only one possible institution. Liability can require an injurer to bear legally attributable losses. Regulation can prohibit conduct or require precautions before harm occurs. Property rights can identify who controls a resource and create a basis for bargaining. Subsidies can reward activities that create external benefits. Private agreements, insurance, certification, and association rules can sometimes do similar work.


Key Point

Internalizing an Externality

An externality creates a gap between private and social costs or benefits. Internalization means changing the decision so that the actor takes more of that external effect into account. Taxes, liability, regulation, property rights, bargaining, and subsidies may help in different settings, but identifying an externality does not by itself identify the best remedy.



Each response has information and enforcement requirements. A tax requires an estimate of harm and a way to measure the taxed activity. Liability requires a claimant, proof, causation, a solvent defendant, and a workable remedy. Regulation requires officials to specify or evaluate conduct before they know every local circumstance. Bargaining requires identifiable parties, sufficiently clear rights, and manageable transaction costs.

The next chapters develop those institutional comparisons. For now, the essential lesson is modest: private and social value can diverge, and the diagnosis must be followed by a comparison of imperfect remedies.




Risk, Expected Punishment, and Information

Many legally important decisions occur before anyone knows what will happen. A driver chooses precaution before an accident. A lender advances money before repayment. A business performs or breaches before a court determines damages. A city chooses enforcement before it knows which violations will be detected. A person buys insurance before learning whether a loss will occur.

Risk describes uncertain outcomes that can be assigned probabilities, even if the estimates are rough. Uncertainty is broader and includes situations in which the possibilities or probabilities themselves are difficult to know. Expected value gives us a disciplined starting point for thinking about either problem, but it does not capture everything people care about.


Expected Value in Words and Symbols

Expected value combines each possible consequence with the probability that it occurs. For the simple expected penalty used throughout this book:

E(P)=pF
E(P) = pF


E(P)E(P) means expected penalty. The letter pp is the probability that punishment is imposed. The letter FF is the sanction if punishment occurs. Read the expression as an English sentence: expected penalty equals the probability of punishment multiplied by the sanction.

Suppose a parking violation carries a $1,000 fine but only a 10 percent probability of punishment. The expected monetary penalty is:

E(P)=0.10×$1,000=$100
E(P) = 0.10 \times \$1{,}000 = \$100


A different policy might impose a $200 fine with a 50 percent probability:

E(P)=0.50×$200=$100
E(P) = 0.50 \times \$200 = \$100


Both calculations equal $100. The arithmetic does not establish that the policies are behaviorally, legally, or morally equivalent.


[image: Enforcement probability multiplied by the sanction produces expected monetary penalty, with two combinations that both equal one hundred dollars.]

Figure 2.5. Expected penalty. Expected monetary penalty combines enforcement probability and sanction severity. Different combinations can produce the same expected amount without being equivalent legal policies.



The same logic applies to expected harm:

E(H)=pL
E(H) = pL


E(H)E(H) means expected harm. Here pp is the probability that harm occurs and LL is the size of the loss if it occurs. Read it as: expected harm equals the probability of harm multiplied by the loss.

Suppose a precaution costing $30 reduces the probability of a $10,000 loss from 1 percent to 0.5 percent. Before the precaution, E(H)=0.01×$10,000=$100E(H)=0.01 \times \$10{,}000=\$100. After the precaution, E(H)=0.005×$10,000=$50E(H)=0.005 \times \$10{,}000=\$50. The precaution reduces expected harm by $50 at a cost of $30. Under this deliberately simple comparison, taking the precaution creates $20 in net expected value.

The calculation leaves out facts that may matter. The loss may include pain, fear, or rights that are difficult to express in money. The probability estimate may be poor. The precaution may shift risk to someone else. A court may be unable to observe whether the precaution was taken. The formula organizes the comparison; it does not eliminate judgment.


Quick Concept

Expected Value

Expected value combines the probability of an event with the payoff or cost if that event occurs. A small chance of a large penalty can still have a large effect on incentives.





Why Equal Expected Values Can Feel Different

Many people prefer a certain outcome to a risky outcome with the same expected monetary value. This is risk aversion. A student may prefer paying a certain insurance premium to facing a small chance of a loss she could not afford. Wealth matters because a $10,000 loss can be inconvenient for one person and catastrophic for another. Timing matters because a sanction imposed years later may influence behavior less than an immediate consequence. Beliefs matter because an announced probability has little effect if people do not know or trust it.

These considerations complicate the expected-penalty examples. A rare $1,000 fine may be ignored, misunderstood, or viewed as arbitrary. A frequent $200 fine may be more salient and predictable. The higher sanction may also create a stronger incentive to evade detection, contest the charge, or avoid an activity entirely. Enforcement probability can be expensive to increase, while extreme sanctions may create serious error, proportionality, and legitimacy costs.



Insurance, Moral Hazard, and Adverse Selection

Insurance transfers and pools risk. A student who buys renters’ insurance gives up a certain premium in exchange for protection against a larger uncertain loss. The arrangement can make both insurer and insured better off when the insurer can pool many risks and the student values stability.

Insurance also changes incentives. Moral hazard arises when protection against a loss changes behavior in a way that increases the probability or size of the loss. A fully insured driver may have less reason to avoid a poorly lit parking area, and a firm protected from some liability may take less precaution. Deductibles, coinsurance, monitoring, exclusions, experience-rated premiums, and cancellation can restore some incentive to prevent loss.

Moral hazard is not an accusation of bad character. It describes a change in incentives after protection is provided. Nor does it prove that insurance is undesirable. Risk sharing can be valuable even when it requires additional monitoring or cost sharing.

Adverse selection arises before an agreement when one side knows more about risk or quality than the other. If people know more about their own risk than an insurer does, high-risk customers may be especially eager to buy at a premium based on average risk. Safer customers may find that premium unattractive and leave. The remaining pool becomes riskier, which can push the premium higher and drive out more relatively safe customers.

The same structure appears outside insurance. A landlord may know more than a tenant about hidden defects. A borrower may know more than a lender about repayment prospects. A seller may know more than a platform buyer about product quality. Disclosure rules, inspections, warranties, reputation systems, screening, and liability can reduce some information gaps, but each has cost and can be manipulated.

Information therefore links risk to institutional design. A rule works only through what people know, believe, can verify, and can prove. That is why legal analysis cannot stop with the nominal sanction or formal entitlement.




Strategy, Delegation, and Limits of the Baseline

Some decisions can be analyzed as if other people were part of the background. Strategic settings are different. One person’s best choice depends on what another person chooses, expects, or believes. Bargaining, litigation, contract performance, pollution control, platform moderation, and enforcement all contain this interdependence.

Game theory begins by identifying the players, the strategies available to each, and the payoff produced by every combination of strategies. The goal here is not to solve complicated games. It is to recognize when a legal rule changes the game rather than merely changing one person’s isolated choice.


A One-Shot Cooperation Problem

Suppose two neighboring firms can each install a low-cost pollution control or decline to do so. Each benefits when the other firm controls pollution. Each also prefers to avoid its own control cost. The illustrative payoff table below lists the row firm’s payoff first and the column firm’s payoff second.






	
	Column cooperates
	Column defects





	Row cooperates
	(3, 3)
	(0, 5)



	Row defects
	(5, 0)
	(1, 1)





Table 2.1. A prisoner’s dilemma. Each firm receives its highest individual payoff by defecting while the other cooperates. Yet when both follow the individually attractive strategy, each receives less than it would under mutual cooperation.

Read the table one row at a time. If both cooperate, each receives 3. If the row firm cooperates and the column firm defects, the ordered payoff is (0, 5): 0 for Row and 5 for Column. If Row defects while Column cooperates, the payoff is (5, 0). If both defect, each receives 1.

Defection is a dominant strategy in this stylized one-shot game. It gives each firm a higher payoff regardless of what the other does. The resulting outcome, (1, 1), is stable because neither firm can improve by changing alone while the other continues to defect. Yet both firms would prefer mutual cooperation at (3, 3). Individually attractive choices have produced a jointly inferior result.

This does not mean that every pollution problem or legal conflict is a prisoner’s dilemma. Payoffs, information, enforcement, communication, and exit options determine the strategic structure. The table is useful because it identifies one reason private choice may fail: each participant bears the cost of cooperating while sharing the benefit with others.

Law can change the game. A tax or liability rule can lower the payoff from defecting. An enforceable agreement can make cooperation credible. A regulator can monitor performance. A property right can identify who has authority to permit or prevent the conduct. A platform can condition continued access on compliance. The economic task is to ask how the rule changes strategies and payoffs, including opportunities for evasion.



Repetition, Reputation, and Cooperation

The one-shot table omits the future. When parties expect to interact again, today’s opportunism can provoke tomorrow’s refusal to trade, loss of reputation, stricter monitoring, or retaliation. Cooperation may become worthwhile because a short-term gain threatens a valuable relationship.


Sideline

Repeated Games and Cooperation

In repeated interactions, reputation and reciprocity can support cooperation even when one-shot incentives would push people toward conflict or opportunism. Future dealings allow parties to reward cooperation and respond to defection.



Repeated interaction helps explain why merchants, neighbors, employers, contractors, and platform participants sometimes cooperate without invoking formal law after every disagreement. Norms and reputation can reduce enforcement costs. Their effectiveness depends on whether behavior is observable, memories are reasonably accurate, future dealings matter, and participants can identify or exclude defectors.

The mechanism can weaken when the relationship is about to end. A business expecting bankruptcy may care less about future reputation. A seller who can cheaply create a new online identity may escape feedback. A party to a one-time transaction may value the immediate gain more than any future consequence. Formal law, bonding, escrow, verification, or platform identity rules may then become more important.



Delegation and Agency Costs

Legal and economic systems depend on delegation. Shareholders rely on managers. Clients rely on lawyers. Landlords rely on property managers. Consumers rely on platforms to process payments and resolve disputes. A user may authorize software or an AI agent to search, negotiate, schedule, purchase, or communicate.

Delegation creates gains because an agent may possess time, expertise, scale, or information the principal lacks. It also creates a principal-agent problem when the agent’s objectives differ from the principal’s or when the principal cannot observe the agent’s action. The resulting losses and the resources spent preventing them are agency costs.

Consider shareholders who delegate day-to-day control to a manager. The manager may have better information and the ability to coordinate employees. She may also prefer greater compensation, less effort, more prestige, or a safer strategy than shareholders would choose. Monitoring can reduce the divergence, but monitoring itself costs money and can discourage useful discretion.










	Delegation setting
	Potential gain
	Agency risk
	Possible control





	Shareholder and manager
	Specialized management
	Effort or strategy diverges from investor goals
	Board oversight, disclosure, incentives, voting, exit



	Client and lawyer
	Legal expertise and representation
	Lawyer’s time or settlement incentives differ from client’s
	Fee design, communication duties, review, reputation



	Platform and seller
	Payment, matching, and reputation infrastructure
	Platform rules favor its own objectives or are applied inaccurately
	Appeals, disclosure, competition, contractual or public oversight



	User and AI agent
	Speed, search, and delegated execution
	Agent misunderstands instructions or pursues an imperfect proxy
	Limits on authority, logs, confirmation, monitoring, liability rules





No control eliminates agency costs. Tight instructions can prevent misuse but also block adaptation. Performance pay can align one measured objective while distorting unmeasured ones. Monitoring improves information but consumes resources and may invade privacy. Later chapters will compare these controls in corporations, platforms, and autonomous systems.



Behavioral Qualifications

The chapter began with purposeful choice under constraints. Behavioral economics asks whether the assumptions used in that baseline predict actual behavior well enough for the legal problem at hand. People may have limited attention, misunderstand probabilities, react differently to equivalent choices depending on framing, place unusual weight on immediate consequences, or care about fairness in ways a narrow monetary model misses.

These are not reasons to declare behavior random. Predictable mistakes and social preferences can themselves produce testable hypotheses. A disclosure rule may fail if people do not notice it. A distant sanction may have little effect on someone focused on an immediate reward. A default rule may influence choices because changing it requires attention and effort. A procedurally respectful decision may receive more cooperation than a decision viewed as arbitrary, even when the material payoff is the same.


Important Qualification

People Are Not Perfect Calculators

Economic analysis often begins with rational choice, but real people may misunderstand risks, overreact to vivid events, follow norms, or respond to framing. Behavioral limits matter for law.



The right response is not to discard the economic toolkit. It is to use the simplest model that predicts well enough, then revise it when evidence or institutional detail shows a systematic failure. Rational choice remains a useful baseline because it forces us to specify options, incentives, information, and constraints. Behavioral analysis improves the baseline by asking how real decision makers perceive and process them.




Big Picture

Legal rules operate inside systems of choice. They change costs, benefits, rights, information, constraints, and expected consequences. Marginal analysis asks how those changes affect the next unit of behavior. Supply and demand show how many individual adjustments interact and how formal legal burdens can move through prices, quantities, entry, and contract terms. Elasticity asks whether the response is large or small.

Efficiency and surplus provide a default language for asking whether an arrangement creates value or wastes resources. Distribution asks who receives the gains and bears the losses. Externalities, public goods, market power, and information problems explain why private choice may diverge from social value, while institutional comparison reminds us that remedies also have costs and failure modes.

Risk introduces probability, expected harm, insurance, moral hazard, and adverse selection. Strategy introduces interdependent choice, cooperation, and reputation. Agency introduces delegation and monitoring. Behavioral economics qualifies the starting assumptions without making incentives irrelevant.

These tools will recur throughout the book. Chapter 3 turns from the toolkit to the legal institutions that create, interpret, and enforce rules. Chapter 4 adds transaction costs and bargaining. Later chapters apply the same logic to property, intellectual property, torts, contracts, courts, crime, corporations, regulation, antitrust, platforms, smart contracts, and AI agents. The domains change. The recurring questions remain: Who chooses? What do they know? What changes at the margin? Who bears the consequences? Which institution can improve the result at reasonable cost?



Chapter Study Map


	Core ideas: purposeful choice under constraints, opportunity cost, marginal benefit and cost, market adjustment, elasticity, surplus, efficiency and distribution, externalities, expected value, information, strategic interaction, agency, and behavioral qualifications.

	Figures: explain how Figure 2.1 determines market equilibrium, Figure 2.2 traces a legal cost through supply, Figure 2.3 separates the direction and magnitude of deterrence, Figure 2.4 distinguishes private from social cost, and Figure 2.5 combines enforcement probability and sanction severity.

	Reasoning tasks: identify the margin changed by a rule, distinguish a movement along a curve from a shift, separate formal from economic incidence, compare private and social effects, calculate simple expected values, and identify strategic or agency problems.

	Common mistakes: treating rational choice as selfish perfection, assuming the announced sanction equals the expected sanction, treating inelastic behavior as unresponsive, equating legal and economic incidence, using efficiency as a complete moral standard, or assuming that identifying an externality identifies its remedy.

	Practice tools: use the review questions to check concepts, the economic reasoning questions to analyze unfamiliar rules, and the Incentive-Design Stress Test to challenge an institutional proposal with AI-assisted counterarguments.

	Optional enrichment: repeated-game theory can be developed more formally, and the full corporate chapter will add richer models of agency and governance.





Review Questions


	What does rational choice mean in this chapter, and what does it not require?

	Define opportunity cost and give a legal or enforcement example.

	What is marginal analysis? How does the rule differ for smooth and discrete choices?

	Explain the expression MB=MCMB=MC in ordinary language.

	What does market equilibrium represent in Figure 2.1?

	Distinguish movement along a curve from a shift of the curve.

	Why can the formal incidence of a legal rule differ from its economic incidence?

	What does elasticity add to a directional prediction about behavior?

	Explain the difference between the First Law of Deterrence and the elasticity of the supply of crime.

	Define consumer surplus, producer surplus, total surplus, and deadweight loss verbally.

	Why are efficiency and distribution distinct questions?

	Why is the Pareto criterion too demanding for many legal changes?

	What is an externality, and what does it mean to internalize one?

	Explain why Figure 2.4 does not imply that the efficient quantity of a harmful activity is zero.

	Read E(P)=pFE(P)=pF as an English sentence and define every symbol.

	Why can two policies with equal expected monetary penalties produce different behavior and welfare?

	Distinguish moral hazard from adverse selection.

	What makes a decision strategic rather than merely individual?

	Why does the prisoner’s-dilemma table produce mutual defection even though both players prefer mutual cooperation?

	How can repeated interaction support cooperation?

	What creates a principal-agent problem?

	How does behavioral economics qualify rather than destroy the rational-choice baseline?





Economic Reasoning Questions


	A city raises the fine for illegal parking from $50 to $200 but cuts enforcement so that the probability of a ticket falls from 40 percent to 10 percent. Calculate the expected monetary penalty before and after. Identify at least three reasons behavior might still change.

	A state requires online sellers to provide a one-year warranty. Explain how the rule might shift supply, change price or entry, reduce an information problem, and alter product quality. What evidence would be needed to evaluate it?

	A university adds another layer of review before suspending a student organization. Identify the marginal benefit, marginal cost, opportunity cost, and possible error costs of the additional review.

	A licensing rule raises the cost of entering a home-repair market. Use supply and demand to predict the benchmark effect on price and quantity. Then identify one possible benefit missing from that graph.

	Two enforcement strategies have the same expected monetary penalty. One uses frequent small fines; the other uses rare severe fines. Compare salience, risk, wealth constraints, error, enforcement cost, evasion, proportionality, and marginal deterrence.

	A factory’s production benefits customers and owners but creates noise for nearby residents. Use Figure 2.4 to explain why private output may exceed efficient output. Compare a tax, damages, regulation, and bargaining without assuming one is automatically best.

	A platform publishes a reputation score for service providers. Explain how the score might reduce adverse selection, create incentives for quality, invite strategic manipulation, and generate agency concerns if the scoring process is inaccurate.

	Two firms repeatedly use the same shared shipping facility. Each can pay for maintenance or free ride. Explain how the one-shot incentives differ from a repeated relationship and identify a legal or private rule that could support cooperation.

	Shareholders reward a manager entirely for quarterly revenue. Use principal-agent reasoning to identify the desired behavior, at least two distorted margins, and two alternative governance mechanisms.

	A city offers a subsidy for installing home insulation because reduced energy use benefits the electrical grid and lowers pollution. Identify the external benefit, explain internalization, and describe one information or administrative problem with the subsidy.





Law and Economics Lab


Incentive-Design Stress Test

Choose a legal or private-governance problem for which at least two realistic rules are available. Good candidates include parking enforcement, a rental safety requirement, a university attendance rule, an online marketplace warranty, a platform moderation policy, a contractor licensing requirement, or a workplace monitoring rule.


	State the behavioral objective and identify the people whose choices matter.

	Describe two alternative rules accurately. If the rules are real, cite the current primary source. If they are hypothetical, label them clearly.

	For each rule, identify the expected cost or benefit it changes and the principal margin of adjustment.

	Where possible, construct one simple expected-value example. Define every symbol and explain what the calculation omits.

	Predict at least three responses beyond simple compliance, such as substitution, concealment, price changes, quality changes, entry, exit, monitoring, appeal, or renegotiation.

	Identify effects on outsiders, information problems, strategic behavior, and any principal-agent relationship.

	Compare the rules using efficiency, distribution, enforcement cost, error, rights, and legitimacy. Do not announce a winner until the comparison is complete.

	Ask an AI system to challenge your analysis. Require it to identify a missing actor, an omitted margin, an assumption that may fail, and a plausible counterexample. Do not ask for a summary.

	Verify every factual claim the AI adds. Separate verified facts from hypotheses and value judgments.

	Revise your recommendation. Explain which AI challenge changed your analysis, which challenge you rejected, and why.



Submit a three-page analysis, a one-page comparison table, and a short prompt appendix. The appendix should contain your most useful prompt, the strongest counterargument generated, the verification source for any factual claim retained, and one AI suggestion you rejected because it was unsupported or economically confused.






Chapter 3: Law, Courts, and Legal Institutions


One Event, More Than One Legal Process

Imagine that a driver approaches an intersection too quickly, ignores a red light, and strikes a cyclist. The cyclist suffers a serious injury. The event takes only a few seconds, but it can activate several different parts of the legal system.

The injured cyclist may bring a civil lawsuit seeking compensation. A prosecutor may decide that the driver’s conduct satisfies the elements of a crime. A motor-vehicle agency may review the driver’s license. An insurer may investigate coverage under a private contract. A court may need to decide disputed facts, interpret a statute, apply earlier judicial decisions, and select an appropriate remedy. If the dispute produces an appeal, the appellate court’s explanation may influence future cases involving other drivers and cyclists.

These processes are related, but they are not the same. The cyclist does not prosecute the crime. The prosecutor does not ordinarily collect the cyclist’s damages. An insurance company cannot imprison the driver. A trial court does not simply write any rule it thinks desirable. Each institution has a source of authority, a defined task, a procedure, and limits.

This is why a legal rule cannot be understood apart from the institutions that make, interpret, apply, and enforce it. Saying that the cyclist has a right to compensation is only the beginning. Someone must identify the governing law, establish the relevant facts, determine which court has authority, decide whether the driver is legally responsible, calculate a remedy, and enforce the result. Every stage uses information, consumes resources, and can produce error.

Chapter 1 described law as a coordination technology. Chapter 2 showed how rules change choices at the margin. This chapter supplies the legal map that connects those ideas to actual legal institutions. Its purpose is not to teach civil procedure or constitutional law. It is to make later economic analysis intelligible by explaining where legal rules come from, what courts do, how civil and criminal processes differ, and why precedent matters.


Key Point

Rights Need Institutions

Legal rights do not enforce themselves. Courts, procedures, lawyers, settlement, appeals, and enforcement mechanisms determine what rights are worth in practice.





Law Comes From Institutions

People often speak of “the law” as if it were a single set of commands stored in one book. The American legal system is more complicated. Legal rules come from several institutions, operate at different levels of government, and interact through interpretation and enforcement.

A constitution creates institutions, assigns powers, and limits what government may do. The United States has a federal Constitution, and each state has its own constitution. A statute is a law enacted by a legislature. Congress enacts federal statutes; state legislatures enact state statutes; local legislative bodies enact ordinances within the authority given to them. A regulation is a rule issued by an administrative agency under legal authority delegated to it. A judicial decision resolves a dispute and explains how governing law applies. In common-law fields, judicial decisions may also articulate or revise rules that are not drawn directly from a statute.

Private organizations make rules too. An insurer defines coverage in a policy. A university adopts a conduct code. A sports league specifies eligibility and discipline. A platform establishes participation rules and account sanctions. These rules can strongly influence behavior, but they are not simply another layer of public law. Their authority usually comes from contract, ownership, membership, or control of access to a privately organized system. Public law determines some of the boundaries within which private rules operate.













	Source
	Institution
	What it does
	How it changes
	Chapter example





	Constitution
	The people through constitutional adoption and amendment
	Creates government powers, structures institutions, and protects rights
	Formal amendment and judicial interpretation
	Limits government action and establishes judicial authority



	Statute
	Legislature
	Enacts general legal duties, rights, offenses, and programs
	Later legislation, repeal, or judicial review
	A traffic law defines prohibited driving conduct



	Regulation
	Administrative agency acting under delegated authority
	Supplies detailed rules for administering a statutory program
	Agency rulemaking, legislation, and judicial review
	A motor-vehicle agency specifies licensing or inspection requirements



	Judicial decision or common-law rule
	Court resolving a case
	Interprets law, applies it to facts, and sometimes develops judge-made rules
	Later interpretation, distinguishing, overruling, or legislation
	A court explains reasonable care in an accident case



	Private rule
	Firm, platform, association, university, or contracting parties
	Governs participation, access, performance, or internal disputes
	Contract change, organizational process, bargaining, exit, or public-law constraint
	An insurer applies policy terms to the collision





Table 3.1. Sources and institutions. Legal rules differ in where their authority comes from, who applies them, how broadly they operate, and how they can be changed.

The table is a map, not a complete hierarchy. A valid federal statute may displace conflicting state law, but many ordinary legal questions remain matters of state law. A regulation must remain within the authority delegated to the agency. A court may conclude that a statute or regulation conflicts with a constitution. Judicial interpretation can determine what broad statutory language means in a concrete case. The details can become technical, but the basic economic point is simple: legal authority is divided among institutions, and those divisions affect information, incentives, delay, and error.


Substance and Procedure

Law also can be divided by function. Substantive law defines legal rights, duties, offenses, and remedies. A rule requiring drivers to use reasonable care is substantive. So is a statute defining reckless driving or a contract promising insurance coverage.

Procedural law governs how legal claims are asserted and decided. It addresses such questions as where a claim may be filed, how the opposing party receives notice, what information must be exchanged, which evidence may be considered, how a trial is conducted, and when an appeal is available.

The distinction is useful but not airtight. Procedure can change the practical value of substantive rights. A cyclist may possess a strong claim under substantive law, yet be unable to enforce it if filing is too costly, evidence is inaccessible, delay is extreme, or the defendant’s assets cannot be reached. A short filing deadline, a demanding proof rule, or an expensive discovery process can change which claims are worth bringing. Chapter 9 will analyze those incentive effects. For now, the important point is that substance tells us what the right is, while procedure helps determine what the right is worth in practice.

Traditional legal categories provide another map. Property law concerns rights over resources. Tort law concerns legally recognized civil wrongs, including many accidental injuries. Contract law concerns enforceable agreements. These categories organize much of private law, but real disputes cross their boundaries. A collision may involve tort duties, an insurance contract, ownership of a damaged bicycle, a traffic statute, and procedural rules. Legal categories are tools for organizing problems, not perfectly sealed boxes.




The Common-Law Tradition

The United States is usually described as a common-law country. That statement can be confusing because American law contains constitutions, enormous statutory codes, and extensive administrative regulation. Common law does not mean law without legislation. It refers to a legal tradition in which judicial decisions and precedent play a particularly important role, and more narrowly to bodies of law developed by courts rather than enacted in statutes.

The tradition emerged from English institutions over centuries. Beginning in the medieval period, royal courts based at Westminster and judges traveling through regional circuits decided disputes that previously might have been governed by varying local practices. Their decisions helped produce rules that were increasingly common across the realm. Litigants often needed a writ, an official document authorizing or initiating a proceeding in a royal court. The available writs influenced which claims courts could hear and how a legal complaint had to be framed.

Rules did not appear all at once in a comprehensive code. They accumulated through decided cases, professional practice, recorded pleadings, and judicial reasoning. Earlier decisions became useful guides for deciding later disputes. The modern doctrine of precedent developed gradually from this institutional history rather than arriving fully formed at the beginning.

Common-law courts also had limits. Their procedures could be rigid, and their available remedies were often narrow. A successful plaintiff might receive money damages even when money was not an adequate solution. People seeking a different form of relief petitioned the Crown, and responsibility for many such claims eventually moved to the Lord Chancellor and the Court of Chancery. Chancery administered equity, a parallel body of principles and remedies that included injunctions and orders of specific performance.

An injunction directs a party to do something or stop doing something. Specific performance orders a party to carry out a contractual obligation when money damages are inadequate. These equitable remedies remain important even though law and equity are no longer administered through entirely separate English courts. The Judicature Act 1873 merged the administration of common law and equity in England and Wales. American jurisdictions also combined them in varying ways, while preserving distinctions that still matter for remedies, procedure, and legal reasoning.


Historical Note

How Common Law Developed

English common law developed through institutions deciding concrete disputes rather than through a single comprehensive code. Royal courts, traveling judges, writs, decided cases, precedent, and equity shaped which claims could be heard and how rules changed. American jurisdictions received and adapted this tradition rather than automatically importing one complete and uniform body of English law.



Reception in North America was selective. Colonial and later state institutions adopted, modified, or rejected English rules through legislation and court decisions. Local conditions and other legal traditions mattered. Louisiana, for example, retains a mixed tradition with strong civil-law influence. It is therefore more accurate to say that American jurisdictions adapted the English common-law tradition than to say that they simply copied English law.


Common Law and Civil Law

The other major Western legal tradition is called the civil-law tradition. It is associated with comprehensive codes and with legal reasoning that begins more explicitly from enacted text and scholarly organization. France’s Napoleonic Code is a famous example. Civil-law systems rely on judges, and judges necessarily interpret legal texts. Common-law systems rely heavily on statutes and codes. The contrast is one of institutional emphasis and legal method, not a claim that one tradition has judges while the other has only legislators.

The distinction has also narrowed in practice. American commercial law makes extensive use of enacted codes. Civil-law courts develop stable interpretations across cases. Modern legal systems borrow institutions from one another, and each country’s history produces its own combination.


Important Qualification

“Civil Law” Has Two Meanings

The civil-law tradition is a family of code-centered legal systems. A civil case is a noncriminal legal proceeding, such as a tort or contract lawsuit. A country can follow the common-law tradition and still have civil cases.



For this book, the common-law tradition matters because property, tort, and contract rules have often developed through judicial decisions. It also creates a central economic question: can case-by-case adjudication generate rules that tend to reduce social costs? That question is important, but it should not be answered by definition. Chapter 10 will examine arguments for and against the common-law efficiency hypothesis.




Common Law and Legislation

Common law and legislation are different institutional processes for producing legal rules. The common-law process ordinarily begins with a concrete dispute. The parties present facts and legal arguments, and a court decides the case. The court’s explanation may then guide later courts. Change tends to be tied to the disputes that litigants bring and to occur through interpretation, distinction, extension, or overruling.

Legislation need not wait for a suitable lawsuit. A legislature can investigate a broad problem, hold hearings, negotiate among competing interests, and enact a rule for an entire category of future conduct. It can replace an existing common-law rule, create a regulatory program, authorize an agency, or establish a remedy that courts had not recognized.

Consider the driving incident. A common-law negligence rule may require drivers to exercise reasonable care under the circumstances. A traffic statute may specify that a driver must stop at a red light or may define an offense involving reckless conduct. A statute may also authorize an agency to administer driver licensing, after which the agency issues detailed regulations. If a lawsuit arises, a court may need to interpret the statute, determine whether the regulation applies, and decide how either one interacts with common-law duties.

No institution simply presses a button marked “make good law.” Courts see concrete disputes in detail but depend on the cases and arguments that reach them. Legislatures can act broadly but must generalize across situations they cannot fully observe. Agencies may develop expertise yet face limited information, implementation problems, and political incentives. Courts interpreting statutes can correct ambiguity but also create new uncertainty.











	Feature
	Common-law process
	Legislative process





	Trigger for action
	A concrete dispute brought by litigants
	A proposal placed on a legislative agenda



	Primary decision maker
	Judge or appellate court
	Elected legislative body



	Information presented
	Case record, legal arguments, prior decisions, and facts about the dispute
	Hearings, staff work, constituent information, lobbying, expertise, and political bargaining



	Immediate scope
	Resolves the case and may state a rule for later cases
	Can establish broad rules prospectively without waiting for litigation



	Method of revision
	Following, distinguishing, limiting, or overruling precedent
	Amendment, repeal, replacement, or delegated implementation



	Interpretation
	Later courts determine the reach of the decision
	Courts and agencies interpret enacted language



	Characteristic strength
	Detailed attention to concrete facts and incremental learning
	Capacity for coordinated, broad, and relatively rapid change



	Characteristic limit
	Depends on selected disputes, litigants, records, and hierarchy
	Must generalize under limited information and political constraint





Table 3.2. Common law and legislation. The two processes gather different information and change rules through different institutional mechanisms. Neither process is automatically efficient, precise, or superior.

Statutes generally displace conflicting common-law rules within their valid scope. Yet legislation does not eliminate judicial interpretation. Terms such as “reasonable,” “vehicle,” “employee,” or “substantial risk” must be applied to situations the legislature may not have anticipated. New technologies make this especially visible. A statute written with human drivers in mind may later be applied to automated vehicles. A copyright law written before generative AI may need to govern new methods of producing and imitating expression. Enacted text supplies authority, but institutions still must decide what the text means in new circumstances.

This comparison foreshadows a recurring theme. Legal institutions are ways of gathering information, assigning decision rights, and correcting mistakes. The relevant economic question is not whether judges or legislators are perfect. It is which institution is better positioned to address a particular problem, given the information available, the likely incentives, the cost of decision making, and the consequences of error.



Courts, Jurisdiction, and Federalism

A court cannot decide every dispute. Jurisdiction is a court’s legal authority to hear and decide a matter. Jurisdiction may depend on the subject of the dispute, the parties, the location of relevant events, the amount or remedy involved, and the place of the court within a judicial system. The technical rules can become complicated. At this stage, students need the underlying idea: before asking who should win, a legal system must determine which institution has authority to decide.

The United States has separate federal and state court systems. Federal courts have authority over categories of cases assigned by the Constitution and federal law. State courts possess broad authority under state constitutions and statutes. Most ordinary tort, contract, family, probate, and criminal matters are handled in state courts. A lawsuit arising from the cyclist’s injury would ordinarily involve state tort law, although particular facts could create federal issues.

Other fields are more strongly federal. Patent and copyright law, for example, arise under federal statutes. That does not mean that every dispute involving a copyrighted work belongs only to federal law; a licensing disagreement may also involve state contract questions. As Friedman’s legal map suggests, real cases often cross categories and levels of government.

Federalism affects incentives because forum can affect procedure, precedent, cost, speed, available remedies, and perceived advantages. Parties may disagree about where a case belongs. Lawyers may prefer a forum whose rules or prior decisions appear more favorable. Later chapters will examine strategic litigation choices. Here the important point is that the choice of forum is itself an institutional question, not a clerical detail.


Trial and Appellate Courts

Court systems are hierarchical. The names vary, especially among the states, but three functions recur: trial, intermediate appellate review, and final appellate review.













	Court level
	Main task
	Typical input
	Typical output
	Role in precedent





	Trial court
	Develop facts, apply law, and resolve the initial case
	Testimony, documents, physical evidence, motions, and legal arguments
	Verdict, findings, orders, and judgment
	Applies precedent; some opinions may guide later courts



	Intermediate appellate court
	Review claimed legal or procedural error
	Trial record, written briefs, and sometimes oral argument
	Opinion affirming, reversing, modifying, or returning the case for more proceedings
	Published majority opinions often bind lower courts within the system



	Court of last resort
	Provide final review allowed within the system and resolve important legal questions
	Appellate record, briefs, and selected legal questions
	Final opinion or order within that system
	Its holdings generally carry the greatest precedential authority in that system





Table 3.3. Court levels. Trial courts primarily develop the factual record and apply law. Appellate courts generally review claimed errors using that record rather than conducting a new trial.

At trial, the parties present evidence and legal arguments. In a jury trial, the judge ordinarily instructs the jury on the law while the jury determines disputed facts and applies the instructions. In a bench trial, the judge performs both roles. The boundary between law and fact is not always simple, but it helps explain why trial records matter.

An appellate court ordinarily does not invite the parties to start over with new witnesses. It reviews the existing record and the legal arguments about alleged error. It may affirm the lower court, leaving the decision in place. It may reverse or modify the decision. It may remand the case, sending it back for additional proceedings under the appellate court’s legal ruling.

An appeal is possible in many settings, but it is not automatic at every level. A losing party in a federal trial court normally can appeal to a federal court of appeals. Review by the United States Supreme Court is usually discretionary. State systems vary, and not every state uses the same labels or number of levels.

Hierarchy serves several functions. Appeals can correct errors in individual cases. Appellate opinions can also make law more consistent by giving lower courts and future parties a common interpretation. But review takes time and resources, and higher courts can err too. A hierarchy manages disagreement; it does not eliminate it.

Courts also depend on other institutions. A court can enter a judgment, but judges do not personally seize assets, supervise prisons, or operate licensing systems. Executive officials and legally authorized enforcement processes carry decisions into effect. This division of labor is another reason a formal ruling and an actual outcome can differ.




Civil and Criminal Cases

Return to the injured cyclist. The same event may produce both a civil proceeding and a criminal proceeding, but the two processes have different parties and purposes.

In a civil case, the injured person may act as the plaintiff and sue the driver as the defendant. The plaintiff might seek damages for medical expenses, lost income, pain, property damage, and other legally recognized losses. A court may also issue an injunction or declaratory relief in appropriate civil cases, although damages are the natural remedy in the collision example.

In a criminal case, government brings the prosecution. The injured cyclist is an important witness and victim but is not the prosecutor. If the driver is convicted, sanctions may include a fine paid to government, probation, loss of liberty, or other punishment authorized by law. Restitution may sometimes direct payment to a victim, but that does not turn the criminal prosecution into the victim’s private lawsuit.











	Feature
	Civil proceeding
	Criminal proceeding





	Who initiates
	Usually an injured person, firm, or other plaintiff
	Government through a prosecutor



	Interest asserted
	A private claim for relief under civil law
	A public charge that the defendant violated criminal law



	Parties
	Plaintiff and defendant
	Government and defendant



	Typical consequence
	Damages, injunction, declaration, or another civil remedy
	Fine, probation, incarceration, or another criminal sanction



	General proof standard
	Usually preponderance of the evidence; higher standards apply to some claims
	Beyond a reasonable doubt for criminal guilt



	Who receives money
	Damages generally go to the successful plaintiff
	Fines generally go to government; restitution may go to a victim



	Relationship to the collision
	The cyclist may seek compensation
	Government may prosecute qualifying conduct





Table 3.4. Civil and criminal proceedings. One harmful act can create separate civil and criminal matters. Neither proceeding is simply a duplicate of the other.

Not every injury is a crime, and not every crime produces a successful civil claim. Prosecutors exercise legal judgment about charges, and civil plaintiffs decide whether bringing a claim is worthwhile. The elements of liability, available defenses, and governing proof standards differ. An acquittal does not necessarily resolve every possible civil question, and a criminal charge does not automatically establish civil liability.

The collision may also produce administrative and private consequences. A licensing agency may act under its own authority. An insurer may apply policy terms. An employer or platform may impose a private rule. These overlapping processes remind us that conduct can be governed by several institutions at once.


Standards of Proof

A standard of proof tells a decision maker how strong the evidence must be before ruling for one side. It allocates the risk of error. A demanding standard makes some findings harder to establish. That can reduce one kind of mistake while increasing another.












	Standard
	Plain-English orientation
	Common setting
	Error-risk implication





	Preponderance of the evidence
	The claim is more likely true than not true
	Most civil claims
	Divides the risk of factual error relatively evenly between the parties



	Clear and convincing evidence
	Evidence produces a firmer level of confidence than ordinary preponderance
	Some civil claims involving especially important interests or allegations
	Places more of the risk of nonpersuasion on the party carrying the burden



	Beyond a reasonable doubt
	The evidence leaves no reasonable doubt about criminal guilt
	Criminal conviction
	Strongly protects against wrongful conviction while making some guilty verdicts harder to obtain





Table 3.5. Standards of proof. The standards are ordered by how demanding they are, but they should not be converted into artificial numerical probabilities.


Quick Concept

Standard of Proof

A standard of proof tells the decision maker how confident they must be before ruling for one side. Higher standards reduce some errors but may increase others.



In an ordinary civil claim, preponderance asks whether the plaintiff’s account is more likely than not. Some civil matters use clear and convincing evidence, a more demanding standard. Criminal guilt requires proof beyond a reasonable doubt. The exact verbal formulation can vary, but the ordering is central.

Why not use the same standard everywhere? Errors have different consequences. A mistaken civil judgment may place a loss on the wrong private party. A mistaken criminal conviction can impose imprisonment, stigma, and public condemnation on an innocent person. The high criminal standard reflects special concern about that error.

The choice still involves a tradeoff. Making conviction harder can reduce wrongful convictions but can also increase acquittals of people who committed the offense. A lower civil standard makes valid claims easier to establish but also makes mistaken liability more likely. Chapter 9 will analyze proof standards through error costs and procedural design. Chapter 11 will return to their effects on criminal enforcement and deterrence.




How a Civil Dispute Moves

The cyclist’s civil claim does not jump directly from injury to compensation. It must move through a legal process. Figure 3.1 presents a simplified map. Procedures vary by jurisdiction and case type, and many cases end before trial. The figure shows recurring functions rather than a mandatory sequence.


[image: A civil dispute moves through complaint, response, pretrial activity, settlement or trial, judgment, possible appeal, and performance or enforcement.]

Figure 3.1. A simplified civil-dispute pathway. A civil dispute can move through filing, response, information exchange, settlement or trial, judgment, possible appeal, and enforcement. Cases can end at several points, and not every case uses every stage.




Complaint, Notice, and Response

A civil action begins when a plaintiff files a complaint. The complaint identifies the alleged wrong, explains the requested relief, and states why the court has authority to hear the dispute. Filing alone is not enough. The defendant ordinarily must receive legally sufficient notice through service of the complaint and related documents.

Notice is economically and legally important. A system could reduce filing costs by entering judgments without informing defendants, but it would create obvious opportunities for error and abuse. Requiring notice gives the defendant a chance to respond, while service rules create administrative cost and delay. Procedure repeatedly balances participation, accuracy, speed, and expense.

The defendant may file an answer, admitting some allegations, denying others, and raising defenses. Other responses may argue that the complaint is legally insufficient or that the court lacks authority. A case can end at this stage through dismissal, default, agreement, or another procedural ruling. The flowchart should not be read as a conveyor belt that forces every dispute to trial.



Information and Pretrial Decisions

If the case continues, the parties develop information. Discovery is the process through which parties may obtain relevant documents, testimony, and other evidence from one another and from third parties. Courts also resolve pretrial motions about legal sufficiency, evidence, and procedure.

Information can change the dispute. A medical record may clarify the cyclist’s injuries. Video may reveal whether the traffic light was red. Phone data may support or undermine an allegation about distraction. An expert may disagree about causation or future medical cost. As information becomes available, each side revises its expectations about trial.

Discovery can improve accuracy and promote agreement, but it is not free. Collecting, reviewing, and contesting information can be expensive. Parties may possess unequal resources or use procedural demands strategically. Those incentives belong to Chapter 9. Here the narrower lesson is that courts do not observe the truth automatically. Legal procedure organizes costly information production.



Settlement, Trial, and Judgment

The parties may resolve the dispute through settlement. A settlement is an agreement that ends the claim without a final trial judgment. It may require payment, a change in conduct, confidentiality, or another negotiated term. Settlement can occur shortly after filing, after important evidence appears, during trial, or even while an appeal is pending. Dismissal and other dispositions can end cases as well.

If no earlier disposition resolves the dispute, the case may proceed to trial. The parties present admissible evidence. The judge manages the legal process and explains applicable law; a jury or judge determines disputed facts depending on the type of trial. The result becomes a judgment, the court’s formal resolution and order.

Trial is highly visible in popular culture, but it is only one part of the legal system. The possibility of trial influences bargaining even when no trial occurs. A credible court process provides the background against which parties evaluate settlement. The economics of that “shadow of trial” will be developed later.



Appeal and Enforcement

A party claiming that the trial court made a significant legal or procedural error may seek appellate review when the governing rules permit it. The appellate court studies the record and legal arguments. It may affirm, reverse, modify, or return the case for additional proceedings. An appeal is not simply a second chance to present every fact again.

Even a final judgment may not produce immediate payment. The losing party may comply voluntarily, but enforcement may require procedures for identifying assets, collecting money, or compelling conduct. A defendant may lack sufficient assets. Delay can reduce the practical value of the remedy. A settlement likewise depends on performance, and a breach of the settlement may create another dispute.

The sequence brings us back to the chapter’s key insight. The substantive right, procedural path, available information, litigation cost, remedy, appeal, and enforcement process jointly determine the value of the claim. “The law says the cyclist should recover” is not the same as the cyclist actually recovering.




Precedent and Legal Change

An appellate opinion can do two things at once. It resolves a dispute between the parties, and it states reasons that may guide later courts. This second function is precedent.


Quick Concept

Precedent

Precedent means that courts treat earlier decisions as guides for later cases. This makes law more predictable, but it also creates path dependence.



Precedent is not a rule that every sentence written by every judge binds every later court. Authority depends on hierarchy, jurisdiction, the part of the opinion necessary to the result, and the relationship between the earlier and later cases. A holding from a higher court generally has more authority over lower courts within the same system than a decision from another jurisdiction. An outside decision may still be persuasive because its reasoning is useful.

Suppose, as a purely hypothetical example, that a state appellate court holds that a driver must use reasonable care when passing a cyclist and explains what that duty required under the facts before it. A later trial court confronting a materially similar collision may follow the precedent. It applies the earlier rule because the relevant facts and legal question are alike.

A later case may differ. Perhaps the cyclist entered from a concealed private path after the driver had already begun passing. The court may distinguish the precedent by explaining why the factual difference changes the rule’s application. Distinguishing does not deny the authority of the earlier case. It defines its reach.

A later appellate court may limit an earlier rule, declining to extend it to new circumstances. A court with sufficient authority may overrule a precedent, replacing its legal rule. A legislature may also enact a statute that displaces the common-law rule. Legal change therefore occurs through several interacting institutions.

Precedent has economic benefits. It can make outcomes more predictable, reduce the cost of repeatedly deciding the same issue, and help people plan. Drivers, insurers, lawyers, and lower courts can organize behavior around an announced rule. Predictability can also encourage settlement because the parties have a better sense of the legal baseline.

Precedent has costs and risks too. An erroneous rule can persist. Small factual distinctions can accumulate into complexity. A legal path chosen under old technology or social conditions may constrain later choices. Litigants decide which disputes reach appellate courts, so the cases that generate rules may not represent all affected people. Courts also differ in information, incentives, and institutional competence.

These competing forces make the common-law efficiency question interesting. Case-by-case adjustment might move law toward rules that reduce recurring costs. It might also preserve error, reflect selective litigation, or respond unevenly to organized interests. This chapter explains the machinery without deciding the result. Chapter 10 will evaluate the competing arguments.



Public Courts and Private Rule Systems

Courts are not the only institutions that make rules and decide disputes. Platforms, employers, universities, firms, leagues, professional associations, and contracting parties operate private rule systems. They define prohibited conduct, gather information, impose sanctions, and sometimes provide appeals.

An online marketplace, for example, may receive a complaint about a seller, examine transaction records, freeze payment, remove a listing, suspend an account, and permit an internal appeal. This sequence resembles public legal process at a very high level: rule, allegation, evidence, decision, sanction, review. The resemblance can be useful because it reveals recurring institutional problems.

The differences are just as important. A public court receives authority from constitutions and laws, uses publicly defined procedures, and can exercise state-backed coercion. A platform’s authority usually rests on contract, ownership, and control of access. Its decision makers may be employees or automated systems. Its procedures may be faster and more specialized, but also less transparent. A user may have a formal right to exit yet lack a practical alternative when business or social relationships depend on the platform.


Sideline

Public Courts and Private Rule Systems

Courts are public dispute-resolution institutions. Platforms, firms, leagues, and associations also make and enforce rules, but with different procedures, incentives, sources of authority, and legitimacy constraints.



Private governance can reduce transaction costs. A marketplace can use transaction data that would be expensive to produce in court. It can respond quickly, tailor sanctions, and protect participants across many small disputes. It can also make systematic errors, favor its own interests, deny meaningful participation, or change rules unilaterally.

The right comparison is not “slow public court” against “perfect private system,” or “legitimate public court” against “lawless private power.” Each institution has strengths, costs, and failure modes. Later chapters will apply the same questions to arbitration, platform governance, smart contracts, and AI agents: Who makes the rule? Who has information? Who may challenge a decision? What remedies exist? What happens when the system is wrong?



Big Picture

Law is not one command issued by one institution. Constitutions, legislatures, agencies, courts, and private organizations produce different kinds of rules. Jurisdiction assigns authority among decision makers. Procedure moves claims through notice, information production, settlement, trial, review, and enforcement. Civil and criminal systems respond differently even when they begin with the same harmful act.

The common-law tradition adds a distinctive mechanism of legal development. Courts decide concrete disputes, explain their reasoning, and create precedents that later courts may follow, distinguish, limit, or overrule. This process can improve consistency and permit incremental learning, but it can also preserve error and path dependence. Its economic performance is a question for analysis, not an assumption.

Legal institutions make rights operational. They also consume resources, rely on incomplete information, divide authority, and make mistakes. The next chapter turns to transaction costs and the Coase theorem. The legal map developed here will help us see why bargaining depends not only on who appears to hold a right, but also on how clearly the right is defined, how costly it is to transfer, and how reliably institutions will enforce it.



Chapter Study Map


	Core ideas: law comes from multiple public institutions; private rules have different sources of authority; substance and procedure interact; jurisdiction determines institutional authority; civil and criminal processes can arise from the same event; rights require enforcement institutions; precedent supports continuity while creating path dependence.

	Figure and tables: be able to interpret the sources-of-law table, common-law and legislation comparison, court-level table, civil/criminal comparison, proof-standard table, and civil-dispute pathway.

	Reasoning tasks: identify the source of a rule, select the relevant institution, distinguish substantive law from procedure, trace a civil claim through the system, explain how a precedent is followed or distinguished, and compare public with private governance.

	Common mistakes: treating all law as statutory, confusing the civil-law tradition with civil litigation, assuming an appeal is a new trial, treating every judicial statement as binding precedent, assigning exact percentages to proof standards, or assuming a legal right enforces itself.

	Practice tools: use the review questions to learn the legal map, the economic reasoning questions to connect institutions with incentives and information, and the Legal-System Map and Verification Audit to practice checking jurisdiction-specific claims.

	Optional enrichment: the short common-law history explains why current institutions have their form; the economic performance of common law is reserved for Chapter 10.





Review Questions


	Why is “the law” better understood as a set of institutions than as one list of commands?

	Distinguish constitutions, statutes, regulations, judicial decisions, and private rules.

	Where does an administrative agency obtain authority to issue a regulation?

	Distinguish substantive law from procedural law.

	Why can procedure affect the practical value of a substantive right?

	What are the two meanings of “civil law” discussed in this chapter?

	What institutional developments contributed to the English common-law tradition?

	Why did equity develop alongside the common-law courts?

	How do common-law and legislative processes differ in their triggers, information, and methods of revision?

	What is jurisdiction?

	Distinguish the primary functions of trial courts and appellate courts.

	What does it mean for an appellate court to affirm, reverse, or remand?

	How can the same harmful driving incident produce both civil and criminal proceedings?

	Compare preponderance of the evidence, clear and convincing evidence, and beyond a reasonable doubt.

	List the major stages shown in the civil-dispute pathway and explain why not every case uses all of them.

	Distinguish following, distinguishing, limiting, and overruling precedent.

	Why can precedent both reduce uncertainty and create path dependence?

	How does a private platform dispute system differ from a public court?





Economic Reasoning Questions


	A state legislature replaces a common-law rule governing landlord duties with a detailed statute. Identify the institutional advantages and limits of making the change through legislation rather than waiting for additional cases.

	A licensing agency issues a rule that appears inconsistent with the statute authorizing the agency. What institutional questions must be answered before evaluating the rule’s economic effects?

	A cyclist has a legally strong claim for $4,000, but enforcing it would cost $8,000. Explain why the substantive right may have little practical value. Which later chapter will analyze this problem in depth?

	A trial court excludes evidence and enters judgment for the defendant. The appellate court concludes that the exclusion was legal error. Explain why the appellate court might remand rather than enter judgment for the plaintiff.

	A criminal acquittal is followed by a civil lawsuit arising from the same conduct. Use the different parties, purposes, and proof standards to explain why the outcomes need not be identical.

	A court distinguishes an earlier accident case because the new dispute involves an autonomous delivery vehicle. Explain how distinguishing can permit adaptation while preserving precedent.

	A marketplace resolves buyer-seller disputes using transaction data and an automated appeal system. Compare its likely information advantage with two possible procedural or legitimacy problems.

	A legislature can enact a broad rule immediately, while a common-law court must wait for a dispute. Explain why the legislature’s broader reach does not guarantee a better rule.

	A successful plaintiff obtains a judgment but cannot identify assets belonging to the defendant. Use the chapter’s institutional framework to explain the gap between legal victory and actual compensation.

	A proposed reform would eliminate one level of appellate review to reduce delay. Identify the likely administrative-cost benefit and the possible error and precedent costs.





Law and Economics Lab


Legal-System Map and Verification Audit

Choose a real or carefully constructed dispute involving at least two legal institutions. Suitable topics include a traffic injury, rental-housing conflict, consumer contract, university disciplinary case, small-business licensing dispute, or platform account suspension.


	Write a neutral factual description of the dispute. Separate known facts from allegations and assumptions.

	Ask an AI system to identify the possible rule sources, governing jurisdiction, decision-making institution, civil or criminal classification, proof standard, remedy or sanction, and possible route of review.

	Convert the response into a one-page legal-system map. For each claim, identify whether it concerns a constitution, statute, regulation, judicial decision, procedure, or private rule.

	Verify every jurisdiction-specific legal claim against a primary or official source. Record the source, jurisdiction, and date accessed. Do not treat an AI-generated case name, quotation, procedural deadline, or statutory section as reliable until verified.

	Mark each AI claim as confirmed, qualified, incorrect, or not verifiable. Explain every qualification or correction in one or two sentences.

	Identify one place where the AI confused legal categories, such as civil and criminal process, state and federal authority, substance and procedure, public and private rules, or trial and appeal.

	Add an economic analysis. Identify the information needed by the institution, the cost of using its procedure, one likely error, and one behavioral response created by the rule or sanction.

	Conclude by comparing the actual institution with one realistic alternative. State what additional facts would be needed to decide which performs better.



Submit the legal-system map, a two-page verification audit, and an appendix containing the AI prompts and responses you evaluated. The quality of the assignment depends on verification and correction, not on how polished the AI’s first answer appears.






Chapter 4: Transaction Costs and the Coase Theorem


Why Coase Matters for Law and Economics

Chapter 2 introduced the economic tools of incentives, opportunity cost, and gains from exchange. Chapter 3 explained how legal institutions define rights and make them enforceable. This chapter brings those ideas together. A legal rule establishes what people may do, what they may prevent, and what requires someone else’s permission. People then respond to that starting point. They may change their behavior, negotiate an agreement, or continue a costly conflict. To evaluate the rule, we need to understand those responses.

Ronald Coase’s 1960 article, “The Problem of Social Cost,” helped launch modern law and economics by placing legal rights and the costs of agreement at the center of economic analysis. Economists had studied law and externalities before Coase. His contribution was to show why identifying an external cost does not, by itself, tell us which legal response will work best. The parties might arrange a mutually beneficial solution, but their ability to do so depends on the rights they hold and the obstacles they face. That reasoning helped make ordinary disputes over property and liability central subjects of economic inquiry.

The organizing question is straightforward: when can people resolve a conflict through agreement, and when does the legal rule determine which use of a resource prevails because agreement is too costly? Transaction costs are the costs of reaching and carrying out agreements. We will examine those costs in detail after seeing what bargaining could accomplish without them. A factory and a lakeside developer provide the setting, but the method extends well beyond pollution. The same questions will return when we study property rights, accident prevention, contracts, and regulation: what choices does the law make possible, what prevents a useful agreement, and which feasible arrangement creates the most value?



A Factory, a Lake, and a Developer

A factory operates beside a scenic lake. It produces goods that customers value, employs workers, and earns a return for its owners. Its production process also releases waste into the water. In this hypothetical setting, the factory has the legal right to continue the discharge.

A developer owns land around another part of the lake. The land could support houses, restaurants, trails, and other lakeside uses, but those plans become much more valuable if the water is cleaner. Pollution control at the factory would therefore create a benefit for the developer.

This looks like the negative externality introduced in Chapter 2. The factory considers wages, equipment, energy, and materials when deciding how to operate, but it does not automatically bear the loss in development value caused by dirtier water. The initial economic diagnosis seems straightforward: an important cost is missing from the factory’s calculation.

The legal question is less straightforward. Should the factory be prohibited from discharging? Should it pay damages or a tax? Should the developer pay for pollution controls? Should the development change instead? Does it matter who arrived first or who holds the legal entitlement? What happens if thousands of homeowners use the lake rather than one developer?

These questions cannot be answered by observing that pollution causes harm. The factory’s production is valuable too, and every response consumes resources. Sound economic analysis must compare the feasible uses and the institutions available to coordinate them.

Figure 4.1 maps the conflict. It is a stylized teaching example, not a description of the environmental law of a particular jurisdiction. Its purpose is to make the competing uses and bargaining problem visible.


[image: A factory with an initial right to discharge and a developer that values cleaner water are connected through a shared lake and a comparison of gains, control costs, and bargaining costs.]

Figure 4.1. A factory, a lake, and a developer. The legal entitlement supplies the starting point for the conflict. Whether agreement can improve the outcome depends on the gains from cleaner water, the cost of pollution control, and the cost of reaching and enforcing a bargain.



The rest of the chapter develops a method for answering the questions raised by the figure. We begin with the familiar externality response, then introduce Ronald Coase’s deeper challenge: What changes when harms are reciprocal, legal rights are transferable, and agreement itself is costly?



The Pigouvian First Answer

Recall the basic externality logic. An actor who bears all relevant costs and benefits has a reason to compare them when choosing what to do. If some costs fall on outsiders, private incentives can diverge from social value.

The factory pays for its labor and fuel, but the developer loses value when water quality falls. If that loss never enters the factory’s calculation, the factory may discharge too much waste or invest too little in pollution control. One possible response is to internalize the external cost by making the factory bear more of the harm associated with its choices.

A corrective tax could charge for discharge. Tort damages could require compensation for legally attributable harm. A fine could punish violation of an emissions rule. A regulation could mandate a control technology or specify a water-quality standard. Each approach changes the factory’s expected payoff from continuing the discharge.

This is often called a Pigouvian response, after economist A. C. Pigou. The core intuition is powerful: when a decision omits an external cost, adjust the decision-maker’s incentives so that the missing cost receives weight.

But saying “make the polluter pay” does not complete the analysis. Someone must determine which effects count, estimate their size, identify the relevant activity, monitor conduct, and enforce the response. The developer may also have ways to reduce the conflict. The factory and developer may possess information that a regulator or court lacks. They may be able to reach an agreement. A legal response can itself create administrative costs, errors, and strategic behavior.

The Pigouvian approach identifies an incentive problem. Coase asks us to examine the institutional problem underneath it.


What Exactly Is the Entitlement?

The phrase “the factory has the right to discharge” compresses many legal details. A real entitlement must answer questions about scope. Which substances may be released? In what quantity? At which location and time? For how long? May the right be transferred? What remedy follows a violation? Which institution interprets uncertain terms?


Quick Concept

Legal Entitlement

A legal entitlement is a legally recognized claim that establishes what a party may do or prevent before any bargain. Property rights are an important class of entitlements, but entitlements can also arise from nuisance law, regulation, permits, or contracts. The broader term lets us identify the legal starting position without implying that either party owns the entire resource in the ordinary sense.



Those details change the economics. A clear limit can reduce disagreement about the no-agreement baseline. A vague promise of “reasonable use” may permit adaptation but require costly interpretation. A transferable entitlement can move through exchange, while a nontransferable rule blocks some bargains deliberately. An entitlement protected by an injunction gives its holder different leverage from one protected only by damages.

Clarity is therefore not the same as breadth. Law could clearly give the factory an unlimited right to discharge any substance forever, but that rule might ignore changing harms and technologies. Law could clearly prohibit every trace of discharge, but that rule might prevent valuable production even when modest emissions create little harm. A usable entitlement must be sufficiently definite for planning and exchange without pretending that every future condition is known.

Chapter 3 showed that rights depend on institutions. A paper entitlement is valuable only if parties can identify it, rely on it, transfer it when permitted, and obtain a remedy when it is violated. Chapter 5 will examine the content and protection of property rights in detail. For now, the important point is that bargaining does not begin from nature. Law helps construct the object over which the parties bargain.




Reciprocal Harm and Joint Value

The factory physically changes the water. That fact matters for causation, responsibility, and law. Yet an economic comparison must also ask what happens when the factory is stopped.

If discharge is prohibited, the developer receives cleaner water, but the factory must install controls, alter production, relocate, or close. If discharge continues, the factory avoids those costs, but the developer loses valuable opportunities. Choosing either use prevents some part of the other use. Coase described this feature as the reciprocal nature of harm.


Important Qualification

Reciprocal Harm Does Not Erase Responsibility

Calling a conflict reciprocal does not deny physical harm, legal causation, fairness, or responsibility. It means that preventing one activity can also impose a cost. Economic analysis compares what each feasible arrangement requires society to give up.



A thought experiment makes the point clearer. Imagine that one company owns both the factory and the development. The company would not treat pollution damage as someone else’s problem. Dirtier water would reduce the value of one of its own assets. At the same time, it would not treat factory production as worthless. It would compare the total value created by the alternatives.

Suppose pollution controls cost $2 million and cleaner water adds $5 million to the development’s value. An integrated owner installs the controls. Spending $2 million creates a $5 million gain elsewhere in the organization, increasing joint value by $3 million.

Now change the numbers. Suppose controls cost $6 million while cleaner water adds only $5 million to development value. An integrated owner does not install the controls merely because the waste physically comes from the factory. It allows discharge and changes, relocates, or abandons the development plan because the controls would consume more value than they create.

The integrated-owner thought experiment does not recommend merging every pair of conflicting activities. It identifies the comparison that an institution should help produce. The efficient use is the feasible arrangement with the greatest total value after counting both sides.

Separate ownership creates an additional question. Can agreement make the factory and developer behave as though one decision-maker were comparing the joint consequences?


Does It Matter Who Came First?

Suppose the factory was operating before the developer acquired the lakeside land. Many people react differently to that sequence than they would if the factory opened beside an established resort. Lawyers sometimes describe the issue as coming to the nuisance: one party knowingly locates near an existing activity and later complains about its effects.

Timing can matter, but not because it mechanically determines the efficient use. At the moment of conflict, the same comparison remains necessary. If controls cost $2 million and cleaner water creates $5 million in development value, controls increase joint value regardless of which activity arrived first.

Timing matters through expectations and investment incentives. If the developer knew about the discharge and the factory’s entitlement, the land’s purchase price may already reflect dirtier water. Granting the developer a new right to stop discharge could transfer wealth that was not part of the original purchase. It might also encourage buyers to acquire inexpensive land beside existing activities in hopes of later obtaining compensation.

The other rule creates its own incentives. If being first gives the factory an unlimited right to impose future harms, the factory may have too little reason to adopt inexpensive controls as surrounding land becomes more valuable. Early use can become a shield for inefficient conduct even after technology, population, and opportunity costs change.

The legal rule therefore affects decisions made before the dispute appears. Factories choose locations and equipment. Developers investigate land and decide where to build. Lenders and insurers price risks. Communities decide which uses may coexist. A predictable entitlement can reduce uncertainty, but a rigid entitlement can preserve a use after circumstances have changed.

This is another reason not to turn Coasean analysis into a slogan. “The developer came later” identifies a relevant fact about expectations and distribution. It does not eliminate the need to compare adjustment costs, reliance, notice, bargaining possibilities, and institutional alternatives. Chapter 5 will return to nuisance and land-use rules after developing a fuller account of property rights.




Cooperative Surplus and the Bargaining Range

Return to the original numbers. Cleaner water adds $5 million to development value, and pollution controls cost $2 million. The factory currently holds the legal right to discharge. Without an agreement, discharge continues.

The developer could offer to pay for pollution controls. The factory requires at least $2 million, because a smaller payment would not cover the control cost. The developer is willing to pay as much as $5 million, because a larger payment would exceed the value created by cleaner water.

Any payment strictly between those amounts can make both parties better off. If the developer pays $3 million, for example, the factory pays $2 million for controls and keeps a $1 million gain. The developer receives $5 million in added land value, pays $3 million, and gains $2 million. Together they gain $3 million.


Quick Concept

Cooperative Surplus

Cooperative surplus is the value created by agreement relative to the no-agreement outcome. It is the gains from agreement that the parties can potentially divide.



Let GG represent the gain from cleaner water and CC represent the cost of pollution controls. Measured in millions of dollars, the cooperative surplus is:

S=G−C=5−2=3.
S = G - C = 5 - 2 = 3.


Read the expression in words. The gain from agreement equals the benefit created by cleaner water minus the cost of producing it. The symbol does not determine how the $3 million is divided.

Let PP represent the payment from the developer to the factory, also measured in millions. A payment can make both parties strictly better off when:

2<P<5.
2 < P < 5.


This interval is the bargaining range. At $2 million, the factory is just compensated for its control cost. At $5 million, the developer gives up the full gain from cleaner water. Payments inside the range divide the cooperative surplus in different ways.

Nothing in the basic example predicts one unique payment. Bargaining power, patience, information, alternatives, norms, and legal rules can influence the division. We do not need a formal bargaining solution to understand the central result. The essential point is gains from trade: an agreement can create value because the developer values cleaner water more than it costs the factory to provide it.



Reverse the Legal Entitlement

Now suppose the developer holds the legal right to clean water. The factory must install controls unless the developer gives permission to discharge.

The efficient use remains cleaner water. Controls cost the factory $2 million, while discharge would reduce development value by $5 million. The factory would pay at most $2 million for permission to discharge because that is what it saves by avoiding controls. The developer would require at least $5 million because that is the loss caused by discharge. No payment can satisfy both parties.

No bargain is needed. The legal baseline already produces the value-maximizing use: the factory installs the controls.













	Initial legal entitlement
	No-agreement outcome
	Bargaining implication
	Efficient use with fixed values
	Distributional consequence





	Factory has the right to discharge
	Discharge continues
	Developer can pay more than $2 million and less than $5 million for controls
	Factory installs controls
	Bargaining creates and divides a $3 million cooperative surplus



	Developer has the right to clean water
	Factory must control its discharge
	Factory will not pay the $5 million minimum needed to impose a loss in order to save only $2 million
	Factory installs controls
	Factory bears the $2 million control cost; no cooperative surplus arises relative to this legal baseline





Table 4.1. Cooperative surplus and entitlement reversal. With fixed values and costless bargaining, both entitlements produce pollution control. The legal starting point still changes whether bargaining is needed and who bears the cost.

The comparison reveals two separate questions:


	Which resource use creates the most value? With these numbers, pollution control creates $3 million more value than continued discharge.

	Who receives the benefits and bears the costs? That depends on the initial entitlement and the payment, if any.




Key Point

Initial Rights Affect Distribution

Even when costless bargaining produces the same efficient use, the initial legal entitlement affects the no-agreement baseline, who must obtain permission, who pays, and who receives the gains from agreement.



If land is bought and sold after the legal rule is known, some of the entitlement’s value may become reflected in land prices. If people value additional wealth differently, changing the entitlement may also alter later choices. Those complications matter in advanced versions of the theorem. For the present fixed-value example, the central distinction is enough: efficient use and distribution are not the same question.


A Second Numerical Case: When Discharge Is Efficient

The original numbers make cleaner water the efficient use. That result comes from the values, not from a rule that zero pollution is always efficient.

Suppose cleaner water adds $5 million to development value but pollution controls now cost $6 million. Installing controls would destroy $1 million in joint value. Continued discharge is the efficient use within this simplified choice.

If the factory has the right to discharge, no bargain is needed. Discharge continues under the legal baseline. The developer would pay at most $5 million for cleaner water, while the factory requires at least $6 million to cover the controls. There is no mutually beneficial payment.

If the developer instead has the right to clean water, the no-agreement outcome requires the factory to install the costly controls. Now a bargain can create value. The factory is willing to pay up to $6 million for permission to discharge, and the developer requires at least $5 million to accept the resulting loss. A payment between those amounts creates and divides a $1 million cooperative surplus.

Both entitlements therefore produce discharge when bargaining is costless, but the payment and distribution differ. This reversed example completes the symmetry behind the theorem. The efficient use can be more pollution or less pollution depending on the relative values. Economic efficiency asks whether another unit of control creates benefits exceeding its cost; it does not declare that environmental quality is unimportant or decide which harms the law may permissibly impose.




The Coase Theorem

We can now state the result that George Stigler later named the Coase Theorem:


Key Point

The Coase Theorem

When legal entitlements are clear and transferable and transaction costs are zero, private bargaining produces an efficient use of resources regardless of the initial assignment of the entitlement.



The theorem is a benchmark. In the factory-right case, bargaining moves the lake toward its higher-valued use. In the developer-right case, the legal baseline already produces that use. Reversing the entitlement changes payments and wealth but not the use of the lake in this simplified example.

“Zero transaction costs” is intentionally demanding. The parties can find one another, know the relevant values, communicate without expense or delay, write any needed agreement, observe performance, and enforce promises at no cost. Strategic behavior never prevents them from realizing available gains.

Sometimes people restate the theorem using “low transaction costs.” That phrasing captures the practical intuition: bargaining becomes more plausible when its costs are small relative to the gains. But the precise benchmark is zero transaction costs. Positive costs must be subtracted from the cooperative surplus and can affect the result.


Important Qualification

The Coase Theorem Is Not A Claim That Law Does Not Matter

The theorem identifies a world in which bargaining corrects the resource-use consequences of the initial entitlement. Law still determines the bargaining baseline and distribution. In the real world, positive transaction costs make legal rules even more consequential.



The theorem also does not determine which entitlement is fair, morally justified, constitutionally permissible, or politically legitimate. An efficiency result cannot answer those questions by itself. Nor does the theorem prove that government is unnecessary. Courts, registries, contract enforcement, and public rules may be what make rights clear and agreements credible in the first place.


Historical Note

Ronald Coase and the World of Positive Transaction Costs

Coase developed his argument through concrete disputes involving cattle, crops, railroads, smoke, noise, and other incompatible uses. Those conflicts required comparing actual institutional arrangements, each with its own costs, rather than assuming an ideal market or an ideal government could solve the problem without expense or error.

George Stigler later named and formulated the zero-transaction-cost result as the Coase Theorem. Coase treated that result as a starting point, not the destination. Once the frictionless benchmark is understood, the harder and more useful question is why real transactions are costly and how alternative legal, market, organizational, and political institutions perform when those costs are positive.



The lake example therefore has two lessons. The famous theorem explains what frictionless bargaining could accomplish. Coase’s broader contribution directs attention to the institutional obstacles that keep the bargain from happening.



Why the Bargain May Fail

The simple bargain involved one factory, one developer, known values, a clear entitlement, and an enforceable promise. Real disputes rarely arrive in that form.


Quick Concept

Transaction Costs

Transaction costs are the costs of arranging and carrying out exchange. They include finding parties and relevant information, negotiating and recording agreement, and monitoring and enforcing performance.




Search and Information Costs

The parties must first identify one another and learn what matters. Who owns the affected land? Which discharge changes water quality? How much would controls cost? How much value would cleaner water create? Are there other users of the lake whose losses or benefits should be counted?

Some information is technical. Engineers may disagree about how a control system performs. Scientists may face uncertainty about ecological effects. Some information is private. The factory knows more about its production process, while the developer knows more about its plans and financing. Each side may have a reason to exaggerate its costs or benefits to obtain a larger share of the surplus.

Uncertain legal rights create another information cost. A permit, deed, easement, regulation, common-law rule, or contract may define the parties’ authority. If those sources conflict or their application is uncertain, the parties must spend resources determining the bargaining baseline before discussing a payment.



Bargaining and Strategic Costs

Even informed parties must communicate, propose terms, make concessions, and record an agreement. Negotiation consumes time and professional services. Delay may destroy some of the opportunity. A party may refuse an otherwise beneficial offer in hopes of capturing a larger share.

Distribution is therefore not an afterthought. The parties can agree that controls create $3 million while fighting over who receives it. The possibility of strategic bargaining becomes more serious when one side faces a deadline, has few alternatives, or must obtain unanimous consent.

Now replace the single developer with ten thousand households. If the factory has the right to discharge, residents may try to raise money for controls. Each household enjoys some benefit from cleaner water whether or not it contributes. That creates a free-rider problem.

If each resident instead holds an individual right that the factory must acquire before discharging, one resident may refuse consent in hopes of receiving an unusually large payment. That creates a holdout problem. The problem is not simply that people are unreasonable. A legal arrangement can give each person strategic leverage over a project whose value depends on assembling many permissions.


Quick Concept

Holdouts and Free Riders

A holdout tries to capture more of the gains from agreement by withholding necessary cooperation. A free rider tries to receive the benefit of collective action without paying a share of its cost. Either problem can block an agreement that would create value.





Monitoring and Enforcement Costs

An agreement must specify what the factory promises. “Keep the lake clean” is not enough. How clean? Measured where, when, and by whom? Does the obligation concern the factory’s equipment, its emissions, or the resulting water quality? What happens after an equipment failure, unusual rainfall, a new production process, or pollution from another source?

Monitoring answers whether performance occurred. Enforcement determines what follows if it did not. The parties may need inspections, data access, dispute procedures, security, insurance, or a court. An agreement that cannot be verified or enforced may have little value.

These costs can be compared with the cooperative surplus. Let TT represent total transaction costs, measured in millions. The net gains potentially available from the bargain are:

N=S−T.
N = S - T.


If the cooperative surplus is $3 million and transaction costs are $500,000, a net gain of $2.5 million remains to be divided. If transaction costs exceed $3 million, the bargain consumes more value than it creates. Even when the arithmetic leaves positive net gains, private information or strategic conflict may still prevent agreement.


Key Point

Institutions Matter Because Bargaining Is Costly

Positive transaction costs determine which agreements are feasible. Legal rules affect who must coordinate, what information is available, who has leverage, and what happens when agreement fails.






From the Theorem to Institutional Design

Once transaction costs enter the analysis, “let the parties bargain” is no longer a complete policy. Law faces two related tasks.

First, it can reduce obstacles to agreement. Clear titles identify who may transfer land. Public records reduce search costs. Standard contract terms reduce drafting costs. Disclosure rules can improve information. Courts and arbitration can make promises more credible. Rules allowing an authorized representative to act for a group can sometimes reduce the number of necessary negotiations.

Second, law can choose a sensible outcome for cases in which agreement is unlikely. Traffic rules do not ask drivers to bargain at every intersection. Pollution affecting millions of people cannot ordinarily be resolved through a separate contract with each victim. A starting rule, remedy, or public standard determines what happens when private coordination fails.

Cooter and Ulen give these tasks memorable names.


Quick Concept

Normative Coase and Normative Hobbes

The Normative Coase principle says law should reduce impediments to private agreement when bargaining can work. The Normative Hobbes principle says law should reduce the harm caused by bargaining failure when agreement is unlikely.



The Normative Coase principle is sometimes described as lubricating bargaining. Law can make rights simpler, more certain, easier to find, and easier to transfer. It need not know the final highest-valued use if parties can discover that use and trade toward it themselves.

The Normative Hobbes principle begins from a less optimistic situation. If disagreement, threats, delay, or collective-action problems will block trade, the law should try to make the no-agreement result less destructive. That may mean assigning control to the party likely to place greater value on it, placing a precaution duty on the party able to avoid harm more cheaply, or creating a public decision process.

Neither principle eliminates the information problem. A court or legislature may not know who values an entitlement most or who can prevent harm at least cost. Attempting to make that determination can itself be expensive and error-prone. The institutional comparison therefore includes the cost of private bargaining and the cost of public decision-making.

The two principles are not opposites. A property system can assign an initial entitlement for cases without agreement while also making the entitlement transferable. Contract law can provide default rules while enforcing voluntary modifications. A pollution regime can set a baseline and still permit trading or negotiated compliance. Legal institutions often combine a no-agreement rule with a path for consensual change.


Organizations, Associations, and Norms

Direct bargaining between every affected person is not the only way to coordinate. People can change the structure within which decisions are made.

The integrated-owner thought experiment points toward organization. A firm can place connected activities under common authority. One management system can compare the effects of a decision across factories, suppliers, land, and distribution networks without negotiating a new market contract for every adjustment. This can reduce some external bargaining costs.

Organization does not make coordination free. Managers need information from different divisions. Employees may pursue their own objectives. Internal rules can become rigid, and mistakes may be difficult for outsiders to correct. Bringing a transaction inside a firm replaces some market transaction costs with administrative and agency costs. Chapter 12 will use that comparison to study corporate boundaries and governance.

An association can bundle many participants. A homeowners association can adopt noise or maintenance rules for a neighborhood. A watershed group can represent landowners in recurring water disputes. A trade association can set shared technical standards. Representation reduces the number of separate bargains, but it raises governance questions: Who may speak for the group? How are votes counted? What protects dissenters? Who monitors the representative?

Social norms can also reduce formal enforcement costs. Neighbors who interact repeatedly may limit late-night noise, share maintenance, or compensate one another informally because reputation and future cooperation matter. Norms work better when conduct is observable, membership is stable, and expectations are shared. They work less well when parties are anonymous, harms are difficult to observe, or values sharply conflict.

These arrangements reinforce the institutional lesson. A market bargain, firm, association, norm, court, and agency are different coordination technologies. The question is not whether a response is labeled private or public. It is which arrangement handles the relevant information, bargaining, monitoring, and enforcement problems at lower total cost.




Choosing Among Imperfect Responses

Return to the lake. The available responses differ in who makes the immediate decision and what information must be produced.












	Response
	Who makes the immediate decision?
	Information required
	Characteristic cost or failure risk





	Private bargain
	Factory and affected right holder
	Parties, entitlements, costs, benefits, feasible terms
	Search, strategic bargaining, holdouts, free riding, monitoring, enforcement



	Injunction
	Court gives the entitlement holder authority to stop or condition the activity
	Legal right, violation, scope of prohibited conduct
	Litigation, compliance uncertainty, holdout leverage, later bargaining costs



	Damages
	Court or legal process permits the activity subject to compensation
	Causation, legally recognized harm, amount of loss
	Valuation error, proof cost, delay, collection problems



	Tax or fine
	Public authority sets a price or sanction
	Harm or prohibited conduct, tax base, enforcement probability
	Measurement error, evasion, administration, possible over- or underdeterrence



	Direct rule or standard
	Legislature or agency specifies permitted conduct or required precautions
	Technology, risks, alternatives, monitoring criteria
	Rigidity, outdated rules, compliance cost, enforcement error





Table 4.2. Institutional responses to the lake conflict. Every response uses information and enforcement. The relevant comparison is among imperfect alternatives, not between an imperfect bargain and a costless legal command.

An injunction can give the developer control over whether discharge continues. If bargaining is manageable, the factory can seek permission for a mutually beneficial use. But an injunction can create powerful holdout leverage when many permissions are required or when stopping the activity imposes enormous costs.

Damages can permit discharge while requiring the factory to compensate legally recognized losses. This avoids the need for advance consent from every affected person, but it requires a court or another institution to determine causation and value. Undercompensation leaves some harm external; excessive damages can deter valuable activity.

A tax or fine changes the price faced by the factory. A tax linked to expected harm can encourage the factory to compare discharge with control. A fine can enforce a public rule. Both require a measurable base and credible enforcement. A stated charge that is rarely collected may create a much smaller expected incentive than its nominal amount suggests.

A direct rule can require a technology, limit discharge, or establish a water-quality standard. It can coordinate many parties without thousands of bargains, but the rulemaker must decide what to require and update the rule as conditions change.

Multiple responses can coexist, but more instruments do not automatically produce better incentives. If a factory pays a tax already designed to reflect the full harm and also pays full uncompensated damages for the same harm, its private cost may exceed social cost. On the other hand, a tax and damages may address different harms or enforcement gaps. The correct question is what each instrument adds after accounting for the others.

The institutional menu will return throughout the book. Chapter 5 develops injunctions and damages as ways of protecting property entitlements. Chapter 7 examines accident liability. Chapter 9 considers court information and litigation costs. Chapter 13 compares regulatory instruments and political incentives in greater depth.



Railroad Sparks and Least-Cost Avoidance

Coase used railroad sparks as another example of reciprocal harm. A train produces sparks that can ignite crops planted beside the track. The railroad is the physical source of the sparks, but identifying the physical source does not determine the least costly response.

Suppose crop fires cause $3,000 in expected annual damage and a spark arrestor costs the railroad $1,750 per year. Installing the arrestor prevents more harm than it costs. A legal rule that makes the railroad bear the crop losses gives it a reason to take the precaution.

Now suppose an effective railroad precaution costs $10,000, while the farmer can avoid most of the loss by leaving a narrow strip beside the track unplanted at a cost of $500. Preventing all farming or all rail service would waste value. The lower-cost adjustment is at the field boundary.

This motivates the least-cost-avoider question: Which party can prevent or reduce the expected harm at lower cost? Guido Calabresi developed this reasoning as part of the economic analysis of accident law.

The least-cost-avoider idea is not a complete liability rule. Courts may have difficulty observing costs. Both parties may be able to take useful precautions. A rule may affect activity levels as well as care. Fairness, rights, and administrability also matter. Chapter 7 will develop those complications. Here the example reinforces the Coasean habit: compare the costs of alternative adjustments rather than stopping after identifying physical causation.



Spectrum and Platform Entitlements

The framework extends beyond land and pollution.

Radio transmissions can interfere with one another. A useful spectrum system must define who may transmit, at what frequency, power, place, or time. Clear and transferable permissions can enable bargaining and reallocation. Poorly defined or highly fragmented rights can create interference, search costs, holdouts, and enforcement problems. Collective or unlicensed uses can sometimes create value as well, which means that exclusive rights are one institutional option rather than an automatic conclusion.

Digital platforms also define valuable entitlements. An app developer may seek access to an operating system, customer data, payment services, or an app store. The platform may claim authority to exclude, set technical standards, charge fees, or change access rules. A bargain can support investment and specialization, but the platform and developer may have unequal alternatives. Third-party privacy, security, competition, and user interests may not be fully represented in their agreement.

These are not exceptions to the traditional framework. They are new settings for familiar questions. What is the entitlement? Who holds it? Can it be transferred? What is the no-agreement outcome? Which parties and effects are outside the bargain? What information and enforcement are required? Chapter 15 will use those questions to analyze platforms, code, and AI agents.



Big Picture

The Coase Theorem begins with ordinary gains-from-trade reasoning. When one party values a change more than it costs another party to provide it, agreement can create a cooperative surplus. With clear entitlements and zero transaction costs, bargaining moves resources toward higher-valued uses regardless of the initial entitlement.

The initial entitlement still matters. It establishes the no-agreement baseline, determines who must seek permission, affects bargaining leverage, and distributes wealth. Efficiency does not decide whether that distribution is fair.

The theorem becomes most useful when its assumptions fail. Search, private information, strategic behavior, free riders, holdouts, monitoring, and enforcement can prevent valuable agreements. Legal institutions then influence not only who pays but also what activity occurs.

The Normative Coase and Normative Hobbes principles capture the resulting design problem. Law can reduce obstacles to private agreement, and it can reduce the damage from disagreement by selecting a workable starting rule. Bargaining, injunctions, damages, taxes, fines, regulation, organizations, and norms each solve some coordination problems while creating others.

Chapter 5 turns this framework into a theory of property. Property rights clarify control, support investment and exchange, and reduce some conflicts. They also require boundaries, records, exclusion, and enforcement. The Coasean question will remain with us: Which transaction costs does an institution reduce, and which new costs does it create?



Chapter Study Map


	Core ideas: reciprocal harm, legal entitlements, no-agreement baselines, cooperative surplus, bargaining ranges, the Coase Theorem, transaction costs, holdouts, free riders, least-cost avoidance, and the Normative Coase/Hobbes principles.

	Figure and tables: explain the factory-lake-developer conflict, calculate the $3 million cooperative surplus, reverse the entitlement in Table 4.1, and compare institutional responses in Table 4.2.

	Reasoning tasks: identify the entitlement and fallback outcome, calculate gains from agreement, find possible payments, distinguish efficiency from distribution, diagnose bargaining failure, and compare realistic institutional alternatives.

	Common mistakes: saying the theorem proves law or government is unnecessary, confusing low transaction costs with zero, treating reciprocal harm as denial of physical injury, assuming the physical cause is necessarily the least-cost avoider, or predicting one unique division of the cooperative surplus.

	Practice tools: use the review questions for vocabulary and theorem conditions, the economic reasoning questions for numerical and institutional variations, and the Coasean Conflict Audit for a complete application.

	Optional enrichment: long-run wealth and income effects, formal bargaining solutions, coming-to-the-nuisance doctrine, and specific spectrum-allocation regimes are not required for the chapter’s core argument.





Review Questions


	Why does the factory-lake-developer conflict initially appear to be a standard negative externality?

	What is the basic Pigouvian response to an external cost?

	What does reciprocal harm mean?

	Why does reciprocal harm not imply that physical causation or legal responsibility is irrelevant?

	What does the integrated-owner thought experiment reveal?

	Define cooperative surplus.

	With a $5 million gain from cleaner water and a $2 million control cost, what is the cooperative surplus?

	What is the bargaining range when the factory has the right to discharge?

	Why does the basic model not determine one unique payment inside that range?

	State the Coase Theorem at a principles level.

	Why is zero transaction cost a benchmark rather than a realistic description?

	How can the initial entitlement affect distribution even when it does not affect efficient resource use?

	Distinguish search, bargaining, and enforcement costs.

	Distinguish a holdout from a free rider.

	What does the Normative Coase principle recommend?

	What does the Normative Hobbes principle recommend?

	What is the least-cost-avoider question?

	Why should institutional responses be compared by their information and enforcement requirements?

	Why might a law-and-economics analysis use the term legal entitlement rather than property right when describing the starting position in a dispute?





Economic Reasoning Questions


	Pollution controls cost $4 million and cleaner water increases development value by $9 million. The factory has the right to discharge. Calculate the cooperative surplus and identify the gross bargaining range.

	Repeat the previous problem when bargaining and enforcement together cost $2 million. What net gains remain? Does the arithmetic guarantee agreement?

	Controls cost $7 million, while cleaner water creates $4 million in development value. Determine the efficient use under each initial entitlement when transaction costs are zero. Explain any payment that could occur.

	One factory’s discharge affects ten thousand households. Explain how the entitlement assignment can create either a free-rider problem or a holdout problem.

	A factory and developer agree that the factory will maintain “reasonable water quality.” Identify at least four information, monitoring, or enforcement problems created by that language.

	A court can estimate the developer’s harm accurately but cannot observe the factory’s control cost. Compare an injunction with damages without assuming either remedy is automatically superior.

	A pollution tax is intended to equal the full external harm, but victims may also recover full damages for the same loss. Explain why the combination could overcorrect incentives. Identify a reason the conclusion might change.

	Railroad spark prevention costs $8,000; expected crop damage is $5,000; and a farmer can avoid the loss by changing planting patterns at a cost of $1,500. Identify the least-cost adjustment and explain what additional facts a legal rule would need.

	A platform has the contractual right to exclude an app developer. Identify the no-agreement outcome, possible cooperative surplus, transaction costs, and one important third-party interest that their bargain might omit.

	A city proposes replacing individualized noise disputes with a uniform nighttime rule. Use the Normative Coase and Normative Hobbes principles to explain the potential advantage and cost of the change.





Law and Economics Lab


Coasean Conflict and Bargaining Audit

Choose a real or carefully constructed conflict involving incompatible uses. Suitable topics include neighborhood noise, shared parking, water access, an easement, spectrum interference, use of customer data, platform access, or a recurring campus-resource dispute.


	Describe the conflict neutrally. Identify each valuable use and separate physical causation from the economic comparison.

	Identify the current or assumed legal entitlement and the no-agreement outcome. If using a real dispute, verify the entitlement against an authoritative source and state the jurisdiction and date.

	Estimate or construct plausible values for the benefit of changing the use, the cost of adjustment, and any direct implementation cost. Clearly label hypothetical numbers.

	Calculate the cooperative surplus, if any, relative to the no-agreement baseline. Identify the gross bargaining range without predicting a unique payment.

	Reverse the entitlement. Determine what changes in resource use, payment, leverage, and distribution under zero transaction costs.

	Use an AI system to generate a list of possible transaction costs and strategic problems. Classify each as a search or information cost, bargaining cost, or monitoring and enforcement cost.

	Critique the AI response. Remove generic items that do not fit the facts, identify at least one omitted obstacle, and correct any unsupported legal claim.

	Compare at least three institutional responses, such as private bargaining, an injunction, damages, a tax or fine, a direct rule, association governance, or organizational integration.

	Apply the Normative Coase and Normative Hobbes principles. Explain which obstacles law could reduce and what no-agreement rule would limit the harm if bargaining fails.

	Conclude with a recommendation and a confidence statement. Identify the missing information most likely to change your conclusion.



Submit a three-page audit, one numerical table, links or citations for any real legal claims, and an appendix containing the AI prompts and responses you evaluated. The objective is not to obtain an answer from AI. It is to use AI to generate possibilities and then discipline them with entitlements, baselines, values, transaction costs, and institutional comparison.






Chapter 5: Property Rights and Institutional Evolution


Four Parcels, One Oil Reservoir

Imagine four landowners whose parcels sit above the same oil-bearing formation. Survey markers divide the surface into separate legal parcels, but the oil underground can move through connected rock. A well drilled on one parcel may draw oil that otherwise could have been recovered through a neighboring well.

Suppose the legal starting point is a simplified rule of capture: an owner may keep oil lawfully extracted through a well on that owner’s land. Each owner now faces a strategic problem. Waiting could preserve reservoir pressure and reduce the number of wells needed to recover the oil. But an owner who waits risks leaving more oil for neighbors to capture. If the neighbors drill quickly, restraint is costly. If the neighbors wait, drilling first is attractive.

In this simplified setting, rapid drilling resembles a multi-person prisoner’s dilemma. Each owner’s defensive response makes sense given the choices of the others, yet the combined result can leave all of them worse off. They may drill more wells than a single operator would choose, incur avoidable costs, pump too rapidly, dissipate useful reservoir pressure, and reduce the amount ultimately recovered.

The problem is not that property is absent. Each parcel has an owner. The problem is that parcel-based extraction authority does not match the scale of the connected resource.


[image: Two matched cross-sections contrast separate wells drawing from a shared oil-bearing reservoir with a unitized plan coordinating fewer strategically placed wells.]

Figure 5.1. Capture and unitization in a shared oil reservoir. Parcel boundaries divide legal claims at the surface, but several wells can draw from one connected oil-bearing formation. Separate extraction authority can produce a race to drill and pump. Unitization coordinates well placement and extraction while preserving owners’ economic shares, replacing one strategic problem with a joint-governance problem.



Unitization offers a response. The owners retain economic claims to the reservoir’s value, but extraction decisions are made through a reservoir-wide plan. A unit operator can choose the placement and timing of wells for the field rather than for each parcel considered separately. Production revenue is then allocated among the rights holders according to an agreed or legally specified formula.

Unitization does not abolish property. It rebundles rights. Individual owners give up some unilateral extraction authority while retaining claims to income. It also does not abolish conflict. Owners may disagree about participation, voting, valuation, production plans, and how revenue should be divided. The institution replaces a drilling race with a governance problem that may be less costly, but is not costless.

This example captures the chapter’s core question. Property law does more than announce that things have owners. It defines the resource, assigns decision authority, establishes methods of transfer, and supplies rules for resolving interference and disagreement.



Why Create Property At All?

The oil pool begins with an existing system of parcels, mineral claims, and legal enforcement. Step back and ask a more basic question: Why would a society create property institutions in the first place?

Consider two neighboring farmers in a world without reliable legal protection. Each can devote time to growing crops, guarding crops already produced, or taking crops from the other farmer. Farming creates food. Guarding and raiding determine who possesses food, but they do not increase the total harvest.

Neither farmer can safely concentrate on production while the other remains free to seize the output. An agreement not to steal may help, but it is fragile if violation is difficult to detect or punish. Both farmers may therefore spend substantial resources on walls, weapons, surveillance, and retaliation. Those choices can be individually rational even though both would prefer a world in which fewer resources were consumed by predation and defense.

A property system can change that equilibrium. It defines claims, prohibits invasion, and provides a common enforcement mechanism. If maintaining courts, records, and public enforcement costs less than decentralized conflict, the system creates a social surplus. People can move time and capital from taking and guarding toward producing, improving, and exchanging resources.


Sideline

A Thought Experiment, Not A History

The farmers illustrate one economic function of property: common legal protection can reduce the resources devoted to predation and private defense. The story is not literal history. Property systems have also emerged through custom, conquest, political bargaining, religious authority, and gradual institutional change. Explaining how property can create value does not show that any initial distribution was fair.



Cooter and Ulen develop this thought experiment at greater length. The useful result can be stated compactly:


Property institutions can create value by allowing people to spend less effort taking and defending resources and more effort producing them.



That proposition does not require property to be unlimited or exclusively private. Common property can have enforceable boundaries. Public property can restrict access. Private ownership can divide control among landlords, tenants, lenders, mineral owners, easement holders, and governments. What matters is whether the institutional arrangement reduces conflict and supports valuable use at acceptable cost.


Key Point

Property Reduces Coordination Costs

Property rights can reduce conflict, support investment, and enable exchange by clarifying who has authority to decide. Their value depends on the costs of defining boundaries, verifying claims, enforcing rules, and coordinating across owners.



Philosophers and legal traditions disagree about what property means and why it is legitimate. Locke connected property to labor and acquisition. Blackstone famously emphasized control and exclusion. Other traditions emphasize duties that ownership creates toward families or communities. Marx emphasized property as an institution affecting power and distribution.

Economic analysis does not settle which account is morally correct. It asks a different set of questions: How do alternative property arrangements change incentives? Which conflicts do they reduce? What information and enforcement do they require? Who gains control and wealth? Those questions can clarify consequences without converting efficiency into a complete theory of justice.



Property as a Bundle of Legal Entitlements

Everyday language often treats ownership as complete authority over a thing. Law is more complicated. An owner may possess some rights and lack others. Different people may hold different claims involving the same resource.


Quick Concept

Property Rights

Property rights are legally recognized claims over the use, exclusion, transfer, control, and income associated with resources. Particular rights can be separated, shared, restricted, and recombined.



Ownership of land might include the right to occupy it, farm it, sell it, lease it, exclude trespassers, mortgage it, or leave it to an heir. But the landowner may not hold every right associated with the location. Another person may hold mineral rights. A neighbor may possess an easement to cross the property. A lender may hold a security interest. Nuisance law may limit smoke, noise, odor, or water flowing across the boundary. Zoning may limit the structures that can be built.

This is why property is described as a bundle of rights. The metaphor is useful because it prevents students from imagining ownership as one indivisible switch that is either fully on or fully off.

The bundle should not be taken too literally. Property is more than a random collection of permissions. Property rights generally attach to a resource and can be asserted against people beyond the original parties. If an owner grants a valid easement and later sells the land, the easement may continue to bind the new owner. By contrast, an ordinary contractual promise usually creates duties between the parties to the contract. The difference matters because rights that bind later owners require notice, standardization, and reliable records.

Chapter 4 used legal entitlement as a broad term for the starting position in a conflict. Property rights are an important class of legal entitlements, but not every entitlement is a property right. A pollution permit, contractual promise, statutory benefit, or platform-access rule can establish a legal baseline without giving its holder ownership of a resource.

Four questions organize the economic analysis of property law:


	What can be owned? Land and automobiles fit ordinary property institutions more easily than clean air, ocean fisheries, radio frequencies, or ideas.

	How are rights established and verified? First possession, purchase, inheritance, registration, and other rules assign claims and help later parties determine who holds them.

	What may owners do? Ownership ordinarily creates discretion, but nuisance, environmental rules, covenants, and zoning constrain use.

	How are rights protected? Injunctions, damages, compensation, public enforcement, and private technological controls protect entitlements in different ways.



These questions shift attention from the label “property” to institutional design. The oil-pool problem is not solved by saying that the landowners own property. We must know which rights they possess, how those rights interact with a connected resource, and which decisions remain individual or become collective.



Choosing a Governance Regime

Property debates are often framed as a choice between private ownership and no property. That comparison omits the arrangements people actually use.














	Arrangement
	Who may access
	Who makes use decisions
	Characteristic advantage
	Characteristic cost or risk
	Chapter example





	Open access
	No effective gatekeeper excludes users
	Users decide separately
	Low admission and boundary cost
	Congestion, overuse, or weak investment incentives
	Unregulated fishery



	Governed common property
	A defined community of users
	Members or their institutions apply shared rules
	Local information and shared monitoring
	Collective-action, exclusion, enforcement, or rigidity costs
	Village pasture



	Private property
	An owner or defined ownership group
	The owner controls use within legal limits
	Investment, exchange, and concentrated responsibility
	Boundary, exclusion, verification, monopoly, and assembly costs
	Ordinary land parcel



	Public ownership or control
	Access is set by a public institution
	Officials act through statutes, rules, permits, or management
	Can address broad spillovers and resources difficult to divide
	Information limits, political incentives, delay, and enforcement costs
	Public land



	Hybrid governance
	Individual claims coexist with collective operating rules
	Owners, an operator, an association, or a regulator shares authority
	Can match governance to an interconnected resource
	Allocation disputes, holdouts, monitoring, and minority-protection costs
	Unitized oil reservoir





Table 5.1. Alternative governance arrangements. Ownership, access, and decision authority are distinct. Each arrangement can improve coordination in some settings and perform poorly in others.


Open Access Is Not Common Property

Under open access, no person or defined group has effective authority to exclude users or limit use. If a fishery is open to anyone, each fisher has reason to catch fish before someone else does. The fisher receives the value of the catch while sharing the cost of a smaller future stock with everyone. Entry and harvest can continue after the fleet’s total cost exceeds the value created.

A governed commons is different. A village pasture may be available only to village members. The community may limit herd size, assign grazing periods, monitor compliance, and punish violations. The land is shared, but access is not open and use is not ruleless.


Quick Concept

Open Access Is Not The Same As A Commons

Under open access, no defined group has effective authority to limit use. A governed commons has a defined community and rules governing membership, access, use, monitoring, and enforcement. Private ownership is not the only alternative to unmanaged overuse.



Elinor Ostrom’s work on common-pool resources demonstrated why a simple private-versus-government choice is incomplete. Resource users sometimes build durable institutions that rely on local information, graduated sanctions, monitoring, and participation in rulemaking. Such governance can succeed, but it is not automatic. Large groups, mobility, distrust, resource uncertainty, and weak enforcement can undermine it.

Private property concentrates authority. An owner who receives the benefits and bears the costs of resource use has reason to account for depletion, maintenance, and future value. Exchange can move the resource toward a higher-valued user. Yet private property requires boundaries, exclusion, title information, and enforcement. If those supporting institutions are too costly, privatization can consume more value than it creates.

Public ownership also varies. A national park is publicly owned, but visitors may face fees, reservations, location limits, and prohibitions on extraction. Public ownership is not synonymous with open access. Government can use law to define membership and use rules just as a private association can. The economic question concerns how well the governing institution uses information, responds to incentives, and enforces its decisions.

Hybrid arrangements combine elements. A condominium gives individuals claims to units while an association governs roofs, elevators, and shared spaces. A corporation combines transferable financial claims with centralized management. Unitization preserves individual economic shares while coordinating extraction from a common reservoir.



Demsetz and Institutional Evolution

Harold Demsetz offered a powerful explanation for why property arrangements change. Defining and enforcing rights is costly. Societies have stronger incentives to incur those costs when the harm from uncoordinated use grows or when new technology makes boundaries and enforcement cheaper.


Historical Note

Demsetz and the Emergence of Property Rights

Demsetz argued that property rights tend to emerge when the gains from internalizing externalities exceed the costs of defining and enforcing rights. The framework predicts that rising resource value, increasing conflict, or cheaper exclusion can make more precise rights worthwhile.

It is a comparative theory, not a claim that institutions automatically evolve toward efficiency. Political power, inherited rules, collective-action problems, and disagreement over distribution can preserve costly arrangements. Some historical examples associated with the theory also remain contested.



Consider fencing. When land is abundant and used for low-intensity grazing, enforcing narrow parcel boundaries may cost more than it saves. As farming expands, crops become more valuable, and fencing technology becomes cheaper, closed boundaries become more attractive. The relevant change is not a sudden discovery of the idea of ownership. It is a change in the relative benefits and costs of exclusion.

The same reasoning can move in the opposite direction. Giving every landowner the right to block airplanes a mile overhead would create enormous permission and holdout costs while providing most owners little benefit. The law can separate high-altitude flight from the ordinary land bundle. Efficient property design may require removing, narrowing, or collectivizing rights rather than continually creating stronger exclusion.

Demsetz’s framework also illuminates the oil pool. Parcel ownership is useful for surface investment, but separate extraction authority creates external effects within the reservoir. As the value of coordinated recovery rises, unitization becomes more attractive. Whether it actually occurs depends on bargaining costs, legal rules, political influence, and the owners’ disagreement over shares.




Creating, Combining, and Verifying Rights

Once a society decides that a resource should be subject to property claims, it must decide how those claims begin.


First Possession

One familiar rule is first possession: the first person to capture, occupy, discover, or otherwise perform the legally required act receives the right. The rule has an important administrative advantage. Determining who first took possession may be easier than measuring need, effort, expected productivity, or willingness to pay.

The simplicity changes incentives. If a valuable right goes to the first claimant, people may spend resources to arrive early even when early use is unproductive.

Imagine public land that will become profitable to farm in ten years. A rule awards ownership to whoever settles and cultivates it first. Potential claimants may begin farming before the crop value covers the cost because waiting risks losing the future land value. Individually, arriving early is rational. Socially, the losses from premature farming do not create the land; they help determine who receives it.

This is rent seeking. Resources are spent to capture a valuable legal position rather than to increase total value. Auctions can sometimes reduce the race by awarding the right to the highest bidder and transferring payment to the public. Tied ownership can connect a moving or newly created resource to an existing claim. Each alternative has information, administration, and distributional consequences of its own.

The oil pool combines first possession with a moving resource. Capture is easy to observe at the wellhead, but the rule can reward rapid extraction and defensive drilling. Tying underground rights to surface parcels avoids leaving the resource wholly unowned, but verifying the origin and movement of particular oil remains difficult. No rule eliminates the tradeoff between claiming incentives and administrative cost.



Unitization as Rebundling

Unitization changes which rights travel together. Before unitization, each owner may combine a claim to reservoir income with authority to decide where and when to drill on a parcel. After unitization, the income claim remains individual while operating authority becomes collective or centralized.

That change can create cooperative surplus by reducing redundant wells and coordinating reservoir management. Chapter 4, however, warns against assuming that owners will automatically reach agreement.

The owners must determine the reservoir boundary, estimate each parcel’s contribution, select an operator, allocate costs and revenue, monitor production, and protect minority participants. An owner who expects the project to proceed may hold out for a larger share. Owners may possess different geological information or disagree honestly about value. Some unitization systems therefore permit collective approval under legal rules rather than demand unanimous consent, while also restricting the majority’s ability to appropriate minority claims.

This is the Normative Coase and Normative Hobbes problem in property form. Law can reduce obstacles to voluntary unitization by standardizing information and agreements. It can also create a workable decision rule for the no-agreement case. The appropriate solution depends on the costs of failed coordination and the risks of coercive collective control.



Title as Information Infrastructure

A property declaration is not enough. Buyers, lenders, neighbors, courts, and governments need to know what resource is involved, who holds the claim, and which restrictions travel with it.

Deeds, recording offices, land registries, vehicle titles, parcel maps, and searchable records make property rights more reliable. They reduce the risk that a seller lacks title, that an undisclosed lender holds a prior claim, or that an easement surprises a later buyer. Better verification can expand exchange because parties need to spend less on investigation and can rely more confidently on the recorded bundle.

Recording is not free. Documents must be prepared, indexed, updated, searched, and interpreted. Errors occur. Fraud is possible. A system that permits owners to create unlimited idiosyncratic rights can burden every later buyer with investigating unusual claims. Standardization can reduce those information costs, although it also limits owners’ freedom to design novel arrangements.

Adverse possession illustrates the problem of stale claims. If one person openly occupies land for a legally specified period while the record owner does nothing, the occupier may eventually acquire title. The doctrine varies by jurisdiction and has moral as well as economic controversy. At a principles level, it can clear long-standing uncertainty, encourage owners to monitor their property, and align legal records with observable use. It can also transfer property away from an owner and reward behavior the owner regards as wrongful.

The economic point is not that every old claim should expire. It is that indefinite uncertainty has costs. Property systems need procedures for determining when reliance on the apparent state of ownership becomes more valuable than preserving a dormant claim forever.




Protecting Rights and Managing Neighbors

Property rights matter partly because law supplies remedies when others interfere. Different remedies protect control in different ways.


Quick Concept

Property Rules and Liability Rules

A property rule generally requires the entitlement holder’s consent before the entitlement can be transferred or invaded. A liability rule permits transfer or interference upon payment of an amount determined by law. These are methods of protecting entitlements, not simply synonyms for property law and tort law.



An injunction is the leading property-rule remedy. If a court orders a factory to stop an unlawful discharge, the factory cannot continue merely by paying an amount it chooses. It must comply or obtain the entitlement holder’s agreement.

Damages resemble liability-rule protection. The activity may continue, but the actor must pay a legally determined amount for the harm. The affected owner does not possess an absolute veto; the court or another institution helps set the price.

Property rules rely on consent and decentralized valuation. That can be attractive when few parties can bargain, values are difficult for a court to measure, and protecting control is important. But the power to refuse can generate holdouts when many rights must be assembled.

Liability rules can overcome a refusal to bargain, but they require an institution to determine compensation. If courts systematically undervalue loss, actors may invade entitlements too often. If courts overvalue loss, useful activity may be discouraged. Litigation, proof, delay, and enforcement remain part of the institutional cost.


Nuisance and Incompatible Uses

Suppose a long-established feedlot produces odors that reach a nearby residential development. The feedlot’s land is private property, but so are the neighboring homes. Saying “owners may use their property” does not resolve the conflict because each use affects the other.

Nuisance law asks when interference with another person’s use and enjoyment becomes legally actionable. Economic analysis adds several questions. How large is the harm? What would it cost the feedlot to reduce odors? Could the developer have located elsewhere or created a buffer? How many homeowners are involved? Can the parties bargain? Can a court estimate damages? What future location and precaution incentives will the remedy create?

An injunction may give homeowners the right to stop the interference. If transaction costs are low, that starting point can support bargaining. The feedlot might purchase permission to continue, finance odor controls, or negotiate a schedule and buffer. Yet hundreds of homeowners could create holdout problems, and ongoing compliance may be difficult to specify.

Damages may allow the feedlot to continue while compensating measured harm. That avoids obtaining every owner’s consent, but it asks a court to value losses that may be subjective, dispersed, or changing. Periodic damages require repeated administration. Permanent damages require a prediction about the future.

Timing is relevant but not decisive. A developer who knowingly builds beside an existing feedlot may have paid less for the land and shaped the conflict strategically. On the other hand, being first should not necessarily provide an unlimited right to impose increasing harm as technology and surrounding uses change.

There is no automatic rule that injunctions are efficient when parties are few or damages are efficient when parties are many. Court competence, strategic behavior, enforcement, distribution, and the importance of consent all matter. The economic framework identifies the tradeoffs; it does not mechanically decide the legal result.




Takings, Regulation, and Land Use

Property protects owners against interference by private parties and also constrains government. Public projects and land-use rules create a difficult question: When may government change or acquire an entitlement, and when must it compensate the owner?


Eminent Domain and Holdouts

Imagine a city assembling a continuous corridor for a water line. Most owners are willing to sell narrow easements. The final owner realizes that the project cannot proceed without one remaining strip and demands nearly the value of the entire project.

This is a holdout problem. The owner’s bargaining power comes partly from occupying a necessary position in an assembly, not from the strip’s value in its current use. Eminent domain permits government to acquire qualifying property for public use upon payment of compensation. It replaces the owner’s veto with a legally determined price.

That power can allow valuable projects to proceed, but it creates its own risks. Officials may overstate public benefits, favor politically connected recipients, underestimate owners’ losses, or choose land without bearing its full social cost. Market compensation may also omit attachment, relocation costs, community ties, and other values difficult to observe.

Eminent domain is therefore not “the government gets the land.” It is an institutional response to assembly problems, constrained by public-use and compensation requirements and by the quality of public decision-making.



Regulatory Takings

A direct taking transfers title or possession. Regulation often leaves title with the owner while limiting permissible use. Zoning, environmental protection, historic preservation, and safety rules can reduce property value without physically acquiring the land.

Some restrictions may be treated as regulatory takings requiring compensation. Many others are treated as exercises of regulatory authority for which no compensation is owed. The legal boundary is fact-sensitive. This chapter does not attempt to teach the detailed constitutional tests. The economic issue can be understood through incentives.


Case Study

Regulatory Takings and the Wetlands Investment Problem

Assume, for purposes of a hypothetical, that the EPA announces that it is considering a rule prohibiting development on environmentally valuable wetlands. A developer owns an undeveloped parcel and can spend $500,000 grading the site, installing access roads, and preparing foundations before the rule is finalized.

If the developer expects full compensation for the development value and investments lost to the restriction, rushing to spend the $500,000 may be privately rational. The expenditure can strengthen the claimed loss even though the owner expects the development to be prohibited. If the restriction occurs, the site preparation is wasted.

No compensation creates the opposite concern. If government can impose a large public benefit on one owner without bearing any of the cost, officials may regulate too readily or select politically weak owners to carry concentrated burdens.

This example is invented to isolate incentives. It does not claim that a particular wetlands restriction would legally constitute a taking or that the EPA alone administers every relevant environmental rule.



This is sometimes called the compensation paradox. Full compensation can cause owners to behave as though regulatory risk does not exist, encouraging excessive investment. No compensation can cause government to behave as though private losses do not exist, encouraging excessive restriction.

The opposition between the rules is not absolute. Legal design can distinguish reasonable investments made before regulation was foreseeable from opportunistic expenditures made after credible notice. Compensation can be partial or limited to severe burdens. Governments can use transition periods, purchase conservation interests, or permit development rights to be transferred elsewhere. Clear prospective rules can reduce both strategic investment and surprise.

These approaches do not supply one universal answer. They try to make both owners and public decision-makers bear enough of the consequences to take relevant costs seriously.



Zoning and Spatial Coordination

Zoning regulates which activities may locate in particular areas. Its economic rationale begins with spatial interdependence. Residences may be more valuable near parks and less valuable beside heavy industry. Restaurants benefit from nearby offices. A single parcel’s use can affect the development path of an entire district.

Private bargaining can coordinate some neighboring uses, but assembling agreements across many present and future owners may be prohibitively costly. Zoning can establish a collective plan without unanimous consent. It can separate incompatible uses, reserve infrastructure corridors, and coordinate complementary development.

The same power can freeze obsolete patterns, exclude lower-cost housing, protect incumbents from competition, or respond more to political influence than to external costs. Chapter 13 will examine those government-failure problems in detail. Here the central point is narrower: zoning substitutes public coordination for a large set of difficult property bargains, and that substitution has both benefits and costs.




When Property Creates Barriers

Property can fail because control is too weak. It can also fail because exclusion is too fragmented.


Quick Concept

Commons and Anticommons

A commons problem can arise when many users possess access privileges and no one has adequate authority to conserve the resource. An anticommons problem can arise when many holders possess exclusion or veto rights, making valuable use or assembly difficult.



Imagine a deteriorating building divided among many holders, each of whom can block renovation. Combining the claims would create a valuable residence or business, but every holder knows that agreement requires consent. Bargaining stalls as each person seeks a larger share. The resource remains underused even though everyone could potentially gain from assembly.

The oil pool can contain both problems. Separate capture privileges create pressure to overextract a shared resource. Yet unanimous consent to unitize can create an anticommons in which each owner holds a veto over coordinated use. Legal design must avoid both uncontrolled access and paralyzing fragmentation.

Property can also be too costly because boundaries are difficult to define or transactions are too numerous. Imagine that every English word belonged to its first inventor and had to be licensed before use. Exclusive rights might create some incentive to invent new words, but ordinary conversation, teaching, and writing would require an impossible number of permissions.


Important Qualification

Not Everything Should Be Property

Exclusive rights can encourage investment and stewardship, but they can also create boundary, search, licensing, monopoly, and holdout costs. The economic question is whether exclusion improves coordination relative to realistic alternatives.



Information goods make this tradeoff especially important. A parcel of land cannot ordinarily support two incompatible physical uses at the same time. An image, song, algorithm, or idea can often be copied and used by many people without depriving the original holder of a copy. Creating information may be costly, while copying it may be cheap.

That does not mean information should never receive legal protection. It means ordinary property intuitions cannot decide the issue by themselves. Chapter 6 will examine how copyright, patents, trademarks, trade secrets, contracts, and technological controls balance creation incentives against access and cumulative innovation.

Digital tokens and AI outputs also force the four property questions back into view. A token may establish control within a technical system without establishing ownership of every legal interest associated with an image or asset. An AI user may control a generated file while copyright, contract, platform rules, privacy, or training-data claims remain unsettled. Technical possession, practical exclusion, contractual permission, and legal ownership are different.

The lesson is not that new resources escape property analysis. It is that the analysis must identify the entitlement rather than assume it. What can be owned? Who establishes and verifies the claim? Which uses are permitted? Which institution protects it? Those questions connect traditional property law to platforms, smart contracts, and AI agents later in the book.



Big Picture

Property rights are coordination technologies. They assign authority over scarce resources, reduce some forms of conflict, support investment, and make exchange possible. But property does not enforce or explain itself. Boundaries must be defined, claims verified, interference remedied, and fragmented rights assembled.

The right arrangement depends on the resource and the institutional alternatives. Open access economizes on exclusion but can invite overuse. Governed common property uses collective rules and local information but requires membership and enforcement. Private property concentrates decision authority but creates boundary and assembly costs. Public ownership can address broad spillovers but faces information and political constraints. Hybrid governance can match interconnected resources while creating its own allocation and minority-protection problems.

The oil reservoir illustrates the full logic. Parcel rights encourage surface investment and identify claimants, yet separate extraction authority can produce a multi-person prisoner’s dilemma. Unitization rebundles rights around the reservoir, preserves income claims, and coordinates operation. It does not abolish transaction costs; it changes which transaction costs and strategic problems remain.

Property law consequently performs two Coasean functions. It lowers bargaining costs by clarifying and recording rights, and it supplies decision rules when bargaining is likely to fail. Good property design asks not whether control should be absolute, but which bundle and governance arrangement best coordinates the resource under realistic information, enforcement, and institutional constraints.



Chapter Study Map


	Core ideas: property as decision authority, bundles of rights, four property questions, open access, governed commons, private and public ownership, hybrid governance, Demsetz, first possession, unitization, title verification, nuisance remedies, takings, commons, and anticommons.

	Figure and table: explain why parcel boundaries do not contain the shared reservoir, compare capture with unitization, and distinguish the five governance arrangements in Table 5.1.

	Reasoning tasks: identify the relevant resource and boundary, classify the governance regime, diagnose strategic incentives, compare boundary and enforcement costs, and choose among entitlement protections.

	Common mistakes: treating ownership as absolute, equating common property with open access, assuming property automatically evolves toward efficiency, or assuming compensation always improves incentives.

	Practice tools: oil-pool governance, first-possession races, title verification, nuisance remedies, the wetlands-investment problem, and a shared-resource governance audit.

	Optional enrichment: detailed estates and servitudes, state unitization statutes, adverse-possession elements, full regulatory-takings doctrine, zoning procedure, and current digital-asset disputes.





Review Questions


	Why can surface parcel boundaries fail to solve the shared oil-reservoir problem?

	In what sense does separate extraction under the rule of capture resemble a multi-person prisoner’s dilemma?

	How does unitization rebundle property rights?

	Why does unitization create governance questions even when it reduces extraction conflict?

	How can property institutions shift resources from predation and defense toward production?

	Why is the origins story a thought experiment rather than a historical claim?

	What does it mean to describe property as a bundle of rights?

	How is a property right related to the broader concept of a legal entitlement?

	State the four recurring questions of property law.

	Distinguish open access from governed common property.

	What determines whether private, common, public, or hybrid governance is preferable?

	Explain Demsetz’s theory of property-right emergence.

	Why does Demsetz’s framework not imply that institutions automatically become efficient?

	What is the principal administrative advantage of first possession?

	How can first possession induce premature investment or rent seeking?

	Why are deeds, registries, and recording systems part of the economic infrastructure of property?

	How can adverse possession reduce title uncertainty?

	Distinguish property-rule protection from liability-rule protection.

	Why might an injunction and damages produce different bargaining and valuation problems?

	How can eminent domain address a holdout problem?

	Distinguish a direct taking from a regulatory taking.

	Explain the two sides of the compensation paradox.

	What coordination problem can zoning address?

	Distinguish a commons problem from an anticommons problem.

	Why does control of a digital token not necessarily establish ownership of every associated legal right?





Economic Reasoning Questions


	Four owners can each drill a separate well costing $1 million. A coordinated plan can recover the same expected output with two wells. Identify the possible cooperative surplus before considering bargaining and governance costs. What additional information is needed before recommending unitization?

	Each owner prefers that all owners restrict pumping, but each also gains by pumping faster when others restrict. Explain the individual incentives and collective outcome. What rule or institution could change the payoffs?

	A unitization proposal creates $8 million in expected joint value, but the owners disagree about how to divide it. Explain why a positive cooperative surplus does not guarantee agreement.

	A village pasture permits only members to graze livestock, limits each household’s herd, monitors use, and fines violations. Classify the arrangement and explain why calling it open access would be incorrect.

	A new tracking technology sharply lowers the cost of identifying vessels and measuring their catch. Use Demsetz’s framework to predict how the attractive set of fishery-governance arrangements might change.

	A government awards valuable land to the first claimant who farms it continuously for five years. Explain why settlement might occur before farming is productive. Compare first possession with an auction.

	A buyer can verify a land title for $500 through a reliable registry or spend an expected $4,000 investigating unrecorded claims. Explain how the registry affects transaction costs and the marketability of the property.

	A music venue and one neighboring owner dispute nighttime noise. Compare an injunction with damages when bargaining is inexpensive and court valuation is difficult. How would the analysis change if ten thousand residents were affected?

	A city needs twenty adjoining parcels for a flood-control project. Nineteen owners accept market offers and the final owner demands half of the project’s total value. Explain the economic rationale for eminent domain and identify two risks created by using it.

	Return to the wetlands hypothetical. Explain how full compensation could affect the owner’s site-preparation decision and how no compensation could affect the government’s regulatory decision. Propose one rule that attempts to balance the incentives.

	A redevelopment project requires permission from thirty holders of small exclusion rights. Diagnose the anticommons problem and compare a voluntary assembly, a liability rule, and collective decision-making.

	An online platform records that a user controls a token linked to an image. Apply the four property questions before concluding what the user owns.





Law and Economics Lab


Shared-Resource Governance Audit

Choose a resource whose physical or economic boundaries do not fit neatly within one person’s control. Suitable topics include an aquifer, fishery, shared pasture, condominium, orbital band, campus facility, neighborhood parking system, dataset, or digital platform resource.


	Define the resource and explain why it is scarce or contested. Distinguish the legal boundary from the physical or economic boundary.

	Identify the current or assumed legal entitlements. State who may access, use, exclude, transfer, earn income, and make operating decisions.

	Classify the current arrangement as open access, governed common property, private property, public ownership or control, or hybrid governance. Explain any features that cross categories.

	Diagnose the strategic problem. Look for overuse, underinvestment, premature capture, holdouts, free riding, fragmented vetoes, weak monitoring, or another coordination failure.

	Use an AI system to propose at least three alternative governance arrangements. Require it to state assumptions about information, enforcement, participation, transfer, and dispute resolution.

	Audit the AI response. Correct any unsupported legal claim, identify assumptions hidden behind generic words such as ownership or community, and remove alternatives that do not fit the resource.

	Compare the alternatives by their likely boundary, information, bargaining, monitoring, enforcement, and assembly costs.

	Identify who gains control, who bears risk, and who may lose under each arrangement. Explain why an efficiency comparison does not settle fairness.

	Select a preferred arrangement and describe one safeguard against abuse, majority opportunism, exclusion, or strategic investment.

	State the missing fact most likely to change your recommendation and give a confidence assessment.



Submit a three-page audit, one institutional-comparison table, links or citations for any real legal claims, and an appendix containing the AI prompts and responses evaluated. The objective is to discipline AI-generated possibilities with property bundles, governance categories, transaction costs, and verified institutional detail.






Chapter 6: Intellectual Property, Innovation, and Information Goods


The Internet as a Copying Technology

Before digital networks, copying and distributing recorded music required physical inputs. A producer pressed records or compact discs, printed packaging, shipped units to stores, and tried to predict how many copies listeners would buy. Unauthorized copying existed, but making and distributing a large number of high-quality copies took equipment, materials, time, and access to customers.

The Internet changed those costs. Once a song had been converted into a digital file, another copy could be made at almost no additional cost. That copy could be sent across town or around the world without a factory, truck, warehouse, or retail shelf. The listener who shared the file did not lose the original. A million people could possess substantially the same recording at the same time.

This was good news if the only objective was to spread music. It was a serious problem if musicians, songwriters, producers, and record companies expected sales of copies to recover the cost of creating, recording, marketing, and discovering music. The first commercially useful recording could be expensive. The next digital copy was nearly free.

It does not follow that every unauthorized download equals one lost sale. Some listeners would have purchased the recording; some would not have purchased at the available price; some may discover an artist and later buy concert tickets or other products. Those differences matter when measuring harm. They do not erase the appropriability problem. A market can be weakened even when the number of copies does not translate one-for-one into displaced purchases.

That contrast is the first-copy/next-copy problem. Information can be costly to create and cheap to reproduce. The seller would like a price high enough to recover the first-copy cost. Once the work exists, however, distributing another copy may consume almost no additional resources. A price near marginal cost promotes access but may produce too little revenue to support creation. A higher price can support creation but excludes some users who value access more than the cost of serving them.

Copyright law did not disappear when copying became easier. Unauthorized reproduction and distribution could still violate legal rights. But legal prohibition did not restore the old copying cost. Enforcement against millions of users was expensive, unpopular, incomplete, and sometimes technologically difficult. The change in technology altered the practical meaning of the right.

The recorded-music business adapted. Licensed downloads reconstructed the sale of individual copies in digital form. Streaming went further. A subscriber ordinarily pays for access to a service rather than ownership of a collection of transferable files. Copyright, contracts, subscriptions, authentication, platform organization, and software work together to control access and allocate revenue.

Streaming did not simply return the industry to its earlier state. It changed pricing, distribution, discovery, intermediation, and bargaining. Listeners received broad catalogs and convenient access. Services and rights holders developed new systems for licensing and payment. At the same time, disputes remained about revenue division, bargaining power, artist compensation, and the effects of platform recommendations.

The important lesson is not that the Internet destroyed intellectual property or that streaming solved it. The lesson is that a legal right operates inside an economic and technological environment. When copying, search, monitoring, or distribution costs change, old rights can produce new behavior. Firms and lawmakers then search for a different combination of law, contract, organization, and code.

Recorded music introduces the question that organizes this chapter:


How should legal institutions govern information that is costly to create, valuable to many people, and easy to copy?





The Economics of Information Goods

Land, oil, and automobiles are rival resources. If one person consumes a gallon of oil, another person cannot consume the same gallon. If one driver uses an automobile at a particular moment, a second driver ordinarily cannot use it for a different trip at that moment.

Information often behaves differently. One student can learn a formula without preventing another student from learning it. A programmer can use an algorithm while another programmer uses the same idea. A reader who downloads a digital book does not erase the author’s copy.


Quick Concept

Information Goods

Information goods include ideas, expression, designs, data, and software that can often be copied or shared at very low marginal cost once they have been created. Creation, verification, marketing, storage, and discovery may still be costly.



Economists call a good nonrival when one person’s use does not substantially reduce another person’s ability to use it. Nonrivalry creates enormous potential gains from sharing. Once a useful idea exists, allowing another person to learn it may create value at very low additional social cost.

Yet easy sharing creates a problem of appropriability. A creator may produce benefits that are difficult to convert into income. If competitors can copy a new product immediately, sell it without bearing the development cost, and charge a lower price, the original creator may not recover the investment. Anticipating that outcome, some valuable works and inventions may never be produced.

This gives intellectual property an incentive-access tradeoff.


	Access today: Existing information should be used widely when the additional cost of access is low.

	Creation tomorrow: Creators need some way to recover costs and earn returns when society wants continued investment in new information.



The first objective is sometimes called static efficiency. Given the works and inventions that already exist, broad access can increase current surplus. The second is part of dynamic efficiency. Rules affect which works, inventions, and improvements will exist in the future.


Key Point

The IP Tradeoff

Intellectual-property rights can encourage creation by helping creators and inventors earn returns. Rights that are too broad, too long, too uncertain, or too costly to license can restrict access, competition, and follow-on innovation.



Neither objective mechanically defeats the other. Free access is not automatically efficient if it causes valuable creation to disappear. Maximum protection is not automatically efficient if it blocks uses that cost almost nothing to permit. The comparison must include realistic alternatives: lead time, secrecy, reputation, contracts, prizes, complementary services, open collaboration, and technological control.

Pricing and organization can soften the tradeoff. A library buys access that many readers share. A subscription spreads a fixed fee across a large catalog and many uses. A firm may charge different prices to students, businesses, and other users when their willingness to pay differs. Advertising or sponsorship can finance access without charging every user directly. These arrangements can expand access while recovering some fixed cost, although each requires information, enforcement, or an intermediary that may possess bargaining power.

Information goods therefore generate more than a copying problem. They create a financing problem: how can society support costly first copies without wasting the low-cost opportunities created by the next copies? Intellectual property is one answer, not the only answer.



Designing Rights Rather Than Maximizing Them

Debates about intellectual property are often reduced to a single question: Should protection be stronger or weaker? That language is too simple. An IP regime has several dimensions, and strengthening one dimension may produce different effects from strengthening another.

Start with subject matter. Which kinds of creation can receive protection? Copyright, patent, trademark, and trade-secret law do not cover the same things because expression, invention, source identification, and confidential information create different problems.

Next consider the eligibility threshold. Copyright protection begins from original expression, while a patent requires a more demanding examination of a claimed invention. A low threshold makes protection easier to obtain. It can also create more rights for later users to identify and avoid.

Breadth determines how far the right extends. A narrow right may protect one particular implementation. A broad right may reach substitutes, variations, or later improvements. Breadth can increase the expected reward to the first creator while increasing the cost imposed on later creators.

Duration determines how long the right lasts. A longer right can increase expected returns, but years far in the future may add little to today’s investment incentive while delaying competition and public access.

Notice asks whether outsiders can discover the right and understand its boundary. A right that is hard to find or interpret can produce accidental violations, defensive searches, litigation, and abandoned projects.

Exceptions preserve activities that would otherwise fall within the right. Fair use, independent creation, and lawful reverse engineering are examples of boundaries that leave room for learning, competition, criticism, or cumulative work.

Remedies matter too. An injunction can stop continued use and give a rights holder substantial bargaining leverage. Damages permit use to continue at a legally determined price after infringement is established. Different remedies create different incentives to search, bargain, challenge uncertain rights, and invest in products that combine many components.

Finally, licensing rules and institutions determine how permission can be granted. A clear right can make an information asset easier to trade. A fragmented set of uncertain rights can make assembly difficult even when every rights holder would benefit from a completed product.

These dimensions interact. A relatively broad right with a short effective life differs from a narrow right lasting much longer. A broad right with clear notice differs from one whose boundary becomes visible only after litigation. A right paired with standardized licensing differs from one that requires separate negotiations with hundreds of owners.


A Right Is Not Automatically a Market Monopoly

An intellectual-property right gives control over defined subject matter. It does not necessarily give its owner substantial power over a market. A copyright holder may control one novel while competing with thousands of other books. A patented component may face close technological substitutes. A trademark can distinguish one seller without preventing rivals from selling the same type of product under their own names.

Market power depends on available substitutes, entry, switching costs, demand, complementary assets, and the breadth of the legal right. A narrow patent on a minor feature may have little economic importance. A right covering an indispensable standard, medicine, or bottleneck can provide substantial leverage. The fact that price exceeds the marginal cost of copying also does not by itself prove a harmful monopoly; some markup may be the mechanism used to recover fixed creation cost.

This distinction prevents two errors. One is assuming that every IP right creates a dominant firm. The other is assuming that a formally limited right cannot contribute to market power when alternatives are weak. Chapter 14 examines those competition questions in detail.

The economic objective is therefore not maximum exclusion. It is an institutional package that creates useful incentives while preserving access, competition, and future creativity at reasonable administrative cost.




Four Different Intellectual-Property Institutions

The phrase intellectual property groups together bodies of law with different functions. Treating all of them as ownership of ideas hides more than it reveals.












	Regime
	Protects
	Economic function
	Principal boundary





	Copyright
	Original expression
	Supports creation and distribution
	Ideas, facts, and independent creation remain free



	Patent
	Claimed invention
	Rewards invention and disclosure
	Limited claims, standards, and term



	Trademark
	Source identifiers
	Reduces confusion and search costs
	No ownership of the product category



	Trade secret
	Valuable secret information
	Rewards secrecy and investment
	Independent discovery and lawful reverse engineering





Table 6.1. Four intellectual-property institutions. The regimes govern different subjects and solve different information problems. A single product can involve several regimes at once.

Consider a new smartphone application. Copyright may protect its code, text, images, and music against prohibited copying. Patents may cover qualifying technical inventions used in the system. Trademark protects the name or symbol that tells consumers who supplies it. Trade-secret law may protect valuable confidential methods, data arrangements, or business plans. Contracts govern employees, users, vendors, and licensees. Technical systems determine who can access the service and what they can do with it.

The application is not protected by one abstract right called IP. It sits inside a layered institutional arrangement. Each layer has a different boundary and justification.



Copyright, Access, and Reuse

Copyright protects original expression, including writings, music, images, films, and software code. It does not give an author ownership of every idea, fact, method, or system communicated by the work.

That distinction is essential. Suppose an author writes a mystery novel set in a remote hotel. Another writer may not copy the novel’s text. But copyright does not ordinarily prevent every later writer from using the general idea of a mystery in a remote hotel. If it did, an early author could remove a large field of future stories from the creative commons.

The line between idea and expression can be difficult to draw. A plot can be described at many levels of detail. A software interface can embody creative choices while also allowing users and programs to perform a function. Protect too little and a copier may appropriate most of the value while changing superficial details. Protect too much and the first author may control a genre, method, command structure, or building block that others need to create new works.

Copyright also generally requires copying. Independent creation matters. If two photographers independently capture similar images, similarity alone does not show that one copied the other. In practice, exact independent duplication of a long novel is extraordinarily unlikely. Functional software presents harder settings because different programmers trying to achieve compatibility may produce similar structures or outputs.

This makes copyright boundaries comparatively sharp near the center and less certain near the edge. Reproducing an entire book without permission is easy to classify. Disputes over characters, interfaces, structure, or nonliteral similarity demand more interpretation. Friedman’s useful intuition is that copyright resembles a clear fence when it targets literal copying, but becomes less clear as protection moves toward function or general design.


Fair Use as Breathing Room

Copyright cannot serve creation by preventing criticism, teaching, research, parody, quotation, and every reuse that incorporates protected material. U.S. law therefore recognizes fair use, a context-specific inquiry that considers the purpose and character of the use, the nature of the copyrighted work, the amount and importance used, and the effect on relevant markets.


Sideline

Fair Use Is Not A Percentage Rule

Educational purpose can matter, but it does not make every classroom use fair. Nor is there a fixed number of words, seconds, pages, or percentage that is always permissible. Fair use requires a case-specific balance of several considerations.



Economically, fair use can reduce transaction costs and preserve room for uses whose social value is high relative to the threat they pose to creation incentives. A book reviewer may need to quote a passage to criticize it. A historian may need to reproduce part of a document to explain it. Requiring a negotiated license for every quotation could let a rights holder suppress criticism or make many small uses too costly to clear.

The flexibility of fair use is also a cost. A bright rule would be easier to predict, but it could perform poorly across books, music, software, search, parody, teaching, and technologies not yet invented. A flexible standard adapts, but parties may disagree about its application and litigate the boundary.

The public domain supplies another form of breathing room. Works and elements not protected by copyright can be used without permission. Public-domain material is not wasted material. It is an input into new editions, performances, adaptations, archives, databases, and creative works.

Copyright also creates tracing costs. A potential user may need to determine whether a work is protected, who owns the relevant rights, whether several rights are involved, and whether the intended use requires permission. The search may be easy for a current commercial book and difficult for an older photograph whose creator or chain of ownership is unclear. A right that cannot be reliably traced can discourage valuable use without delivering a corresponding payment to the owner.

Registries, collective licensing, standardized permissions, and reliable ownership records can reduce tracing costs. Their quality is part of copyright policy even though they do not change the nominal scope of the right.



Law, Contract, and Code

Digital works are often governed by more than copyright. A streaming service uses contracts to define subscriber access, software to authenticate users, and code to limit copying or redistribution. A publisher may combine copyright with encryption or digital-rights management.

Technological control can make exclusion cheaper and more immediate. It can also govern conduct more strictly than copyright alone. A technological system may prevent a use that would have been lawful, make repair or interoperability harder, or eliminate practical access when a service closes. Contract and code can therefore fill enforcement gaps while creating a new question: Should privately designed controls determine every use they can technically prevent?

That question returns later in the chapters on platforms and smart contracts. For now, note the institutional choice. Copyright supplies public legal rules. Contracts tailor permissions among parties. Code enforces some permissions automatically. Each tool changes enforcement cost, error, flexibility, and user bargaining power.




Patents, Boundaries, and Cumulative Innovation

A patent concerns a claimed invention rather than a particular physical object. The owner receives a time-limited right to exclude others from specified conduct involving the claimed invention. A patent is not an affirmative government license to make or sell a product. Another patent, safety regulation, or other law may still prevent the owner from practicing the invention.


Historical Note

The Patent Bargain

Patent law is often described as a bargain. An inventor discloses a qualifying invention, and the public grants a temporary right to exclude. When the right ends, the disclosed invention remains available for public use, subject to other valid rights and rules.



The bargain has several possible economic benefits. Expected exclusivity can support costly research and development. Disclosure can spread technical knowledge. Publication of a claim can help others identify the invention, license it, invent around it, or build on it after the right expires.

But patents create boundaries in what Friedman calls idea space. An inventor does not merely point to a machine and say, “I own this object.” Patent claims describe the territory the inventor asserts. A narrow claim may be easy for competitors to avoid. A broad claim may cover substitutes and future implementations the inventor did not build.

Patent examination attempts to reject claims that fail requirements such as novelty and nonobviousness. The process improves notice and screens applications, but it does not eliminate uncertainty. Technical language can be difficult. Relevant earlier work may be missed. Courts may later interpret a term differently, identify invalidating prior art, or disagree about whether a product falls inside the claim.


Breadth, Duration, and the Amazon Illustration

Suppose an inventor develops a particular way to reduce an online purchase to one customer action. Several possible boundaries can be imagined:


	protection for the inventor’s precise implementation

	protection for a defined class of one-action ordering systems

	protection for the general objective of completing an online purchase with one action



The first boundary may be so narrow that a rival can imitate the economic function with a minor technical change. The third may be so broad that it controls a general commercial objective and blocks many later designs. The middle boundary may also be difficult to define.

Amazon received a U.S. patent associated with one-click ordering and used it in litigation against Barnes & Noble. In an appeal involving a preliminary injunction, the court concluded that Barnes & Noble had raised a substantial question about validity. The court did not finally hold the patent invalid in that decision.

The episode matters here as a design problem, not as a detailed case history. How much territory in idea space should an early online retailer receive? A patent too narrow may provide little reward. A patent too broad may transfer control over a general goal rather than a specific contribution.

Duration creates a related tradeoff. A longer term increases expected returns, especially when a valuable invention remains commercially useful. It also delays unrestricted competition. Economic models show that different combinations of breadth and duration can create similar expected rewards while producing different losses from exclusion. There is no general reason to assume that increasing both dimensions always improves innovation.



Patent Races and Follow-On Invention

Imagine two research teams approaching the same discovery. Team A finishes in January. Team B would have finished in July even if Team A had never existed. A long patent awarded to Team A may create a large private return even though the patent accelerated the invention by only six months.

The expected prize can motivate useful effort. It can also cause several teams to duplicate research in a race to finish first. Some duplication is productive because competing approaches generate information and increase the probability of success. Too much race expenditure can consume most of the social value created by arriving slightly earlier.

Innovation is also cumulative. A new drug may build on earlier biological discoveries, research tools, and compounds. A software product may combine protocols, compression methods, interfaces, security techniques, and thousands of code modules. An improvement can be patentable while still depending on permission to use an earlier patented invention.

When many complementary rights are fragmented among owners, a follow-on innovator must search for them, determine which are valid and relevant, negotiate licenses, and manage the risk that another claim appears after investment. This is the patent-thicket problem. The problem is not merely that many patents exist. It arises when overlapping, uncertain, or complementary rights make assembly expensive.

Patent pools, standardized licenses, clearinghouses, cross-licenses, and carefully chosen remedies can lower assembly costs. They can also create opportunities for collusion, exclusion, or strategic portfolio building. Once again, the institutional comparison matters more than the label.



Notice, Remedies, and Bargaining Leverage

Patent notice is difficult because inventors may independently arrive at a technology without reading a competitor’s patent. A product with thousands of components may implicate claims from many technical fields. Searching every possible claim can be costly, yet failing to search can leave a firm exposed after it has invested in design, factories, customers, and compatibility.

Remedies affect bargaining in that setting. If an injunction can stop an entire product because one small component infringes, the rights holder may bargain over the value of the completed product rather than the value contributed by the component. Damages can reduce that holdout leverage, but courts must then estimate a payment and preserve adequate incentives to license before using the invention.

The timing of negotiation matters. A license discussed before product design may reflect available substitutes. A demand made after the product is locked in can capture switching costs. This does not mean that late-asserted rights are invalid or that injunctions are always inappropriate. It means that patent remedies shape transaction costs, investment incentives, and bargaining baselines, not merely compensation after a wrong.



Pharmaceuticals and Software

Uniform patent rules can operate differently across innovation environments. The following comparison is deliberately stylized. Individual products and firms vary within both industries.











	Feature
	Pharmaceuticals
	Software





	Development path
	Long testing and regulatory review
	Shorter, iterative releases



	Product cycle
	Often long
	Often rapid



	Invention boundary
	Molecules and uses can be discrete
	Functions may overlap and combine



	Cumulative dependence
	Important, often sequential
	Dense and highly modular



	Other returns
	Regulation, know-how, marketing
	Lead time, services, data, networks



	Main patent risk
	Access and delayed competition
	Thickets and blocked entry





Table 6.2. Two innovation environments. The comparison explains why the same nominal patent rules can create different incentive, notice, and assembly effects. It does not classify all pharmaceutical patents as desirable or all software patents as harmful.

A pharmaceutical developer may face long research, testing, and regulatory processes before earning revenue. Once a compound and its use are known, some forms of imitation may be easier than the original development path. Patents can therefore be important to expected returns. The same exclusivity can raise prices and delay competition for products that matter greatly to patients.

Software often develops through shorter cycles, modular combinations, and repeated updates. Lead time, subscriptions, service, data, reputation, compatibility, and network effects may help firms earn returns. A product can also implicate many technical claims, making notice and rights assembly difficult.

These are tendencies, not verdicts. Software can require enormous investment. Pharmaceutical innovation can be densely cumulative, and portfolios can create thickets. The point is that legal rules interact with product cycles, regulation, technical boundaries, complementary assets, and the structure of follow-on innovation. Patent policy is too important to be analyzed as if every industry were the same.




Trademark and Trade Secret

Trademark law has a different center of gravity from copyright and patent. A trademark identifies the source of goods or services. Names, symbols, and other indicators help consumers connect a product with prior experience, advertising, reputation, and expected quality.

Suppose two restaurants use nearly identical names and signs. Customers may enter the second restaurant believing it is associated with the first. The second restaurant can free ride on the first restaurant’s reputation, while poor quality at the second can damage that reputation. Preventing confusing uses can reduce consumer search costs and support investment in quality.

This rationale does not require ownership of every word or product feature. The central question concerns source identification and likely confusion in context. A business ordinarily cannot use trademark to own the general category of the product. If the ordinary name of a product were controlled by one seller, rivals would struggle to tell consumers what they sell.

Trademark can promote competition by making sellers easier to identify. It can also be asserted too broadly. A rule that suppresses nonconfusing comparison, criticism, parody, or ordinary descriptive language would increase search costs rather than reduce them. The economic boundary follows the information function.

Trade-secret law protects valuable information that derives value from not being generally known and is subject to reasonable efforts to maintain secrecy. A formula, manufacturing method, algorithm, customer strategy, or business process may qualify when the legal requirements are met.

Trade secret is partial protection. It targets improper acquisition, disclosure, or use. It does not ordinarily prevent another person from developing the same information independently. Lawful reverse engineering can also remain available, although contracts and other law can complicate particular situations.

This boundary creates a distinctive compromise. A firm receives protection against theft, espionage, bribery, and breach of duties of confidence. Competitors remain free to discover the information through their own research or through lawful examination of a product. The law rewards both secrecy investment and independent innovation.

Trade-secret protection has costs. Secrecy can restrict communication among employees and researchers. Firms may duplicate work because knowledge is not disclosed. Employees may face disputes when general skill and experience overlap with a former employer’s confidential information. Unlike a published patent, a secret may provide little public technical disclosure.

The choice between patent and secrecy therefore changes more than duration. A patent requires disclosure and provides a claim against independent invention within its scope. Trade secret preserves secrecy but can disappear when the information becomes lawfully known. A firm chooses among these tools by considering detectability, product life, disclosure, reverse engineering, employee mobility, and the likelihood of independent discovery.



Licensing and Other Ways to Earn Returns

An intellectual-property right can support innovation without the owner producing every final product. Through a license, the rights holder gives another party permission to use protected material under agreed conditions. The license may specify field of use, territory, duration, quality control, payment, access to updates, or other terms.

Licensing can move information toward higher-valued uses. A scientist may invent a process but lack manufacturing capacity. A publisher may know how to edit, market, and distribute an author’s work. A small software developer may license technology to firms with established customers. Royalties can divide returns while specialization combines complementary capabilities.

Licensing also consumes resources. Parties must identify each other, evaluate the right, negotiate terms, monitor performance, and resolve disputes. Uncertain scope makes bargaining harder. Fragmented rights create holdouts. A license may restrict competition or interoperability as well as enable production.

Three tasks are especially important. First, the user must find the relevant owners. Second, both sides must determine what the rights cover and how valuable they are. Third, they must agree on price and conditions before uncertainty or strategic delay destroys the cooperative surplus. A market can fail at any of these steps even when permission would make both sides better off.

Collective institutions can reduce repeated negotiation. A clearinghouse can identify rights and process payments. A patent pool can assemble complementary technologies into one package. A standard license can reduce drafting and interpretation costs. These institutions trade customization for scale. They work best when participation, pricing, scope, and governance prevent the coordinating body from becoming a new bottleneck.

Formal IP is only one way to earn returns from information.


Quick Concept

Alternatives To Formal IP

Creators and firms may rely on lead time, secrecy, reputation, contracts, complementary services, technological controls, prizes, or open collaboration instead of, or alongside, formal intellectual-property rights.



Lead time lets an innovator sell before competitors catch up. Reputation helps creators and firms attract customers to later work. Complementary assets such as manufacturing, service, distribution, data, hardware, and customer relationships can remain scarce even when an idea is easy to copy. Technological controls can make access conditional. Contracts can restrict disclosure or use among parties.

Governments, foundations, or buyers can also use prizes. A prize specifies a goal and rewards a successful solution. Compared with a patent, a prize can make the solution broadly available after payment. The difficulty is setting the reward and defining success before the solution and its value are known. Prizes and patents can therefore complement rather than simply replace one another.



Open Source: Innovation Without Maximum Exclusion

Open-source software demonstrates that the alternative to maximum exclusion is not necessarily no governance. Copyright gives software creators legal authority over copying, modification, and distribution. An open-source license uses that authority to grant broad permissions under stated conditions.


Key Point

Open Source Uses Intellectual Property

Open-source licenses use copyright permissions and conditions to organize access, modification, and redistribution. Openness is deliberately structured rather than legally empty.



Three broad models help organize the comparison.












	Model
	User permissions
	Redistribution condition
	Common revenue path





	Proprietary
	Limited by license
	Source and modification usually restricted
	License, subscription, complements



	Permissive open source
	Broad use and modification
	Notices and license terms retained
	Services, hosting, integration



	Copyleft open source
	Broad use and modification
	Derivatives shared under reciprocal terms
	Services, support, complementary products





Table 6.3. Software-governance models. These are broad categories, not individual licenses. Each model combines permissions, conditions, governance, and possible revenue sources differently.

Under a proprietary model, the producer usually limits access to source code and reserves most rights to modify or redistribute the program. Users receive specified permissions through a license or subscription.

A permissive open-source model grants broad authority to inspect, use, modify, and redistribute code while imposing relatively limited continuing conditions. A recipient may often combine the code with a proprietary product, subject to the actual license.

Copyleft also grants broad permissions but requires specified derivative distributions to remain under reciprocal terms. The objective is not merely to release one copy of source code. It is to preserve openness as the code is modified and redistributed.

Linux provides the central example. It is not a software commons with no boundaries or decision-makers. Contributors submit changes through organized processes. Maintainers review code. Projects control repositories, releases, names, and technical direction. Licenses govern redistribution. Firms and volunteers contribute for different reasons, including learning, reputation, shared infrastructure, product compatibility, service revenue, and the need to improve a tool they use.

The legal permission to modify code does not guarantee that a modification enters the main project. Maintainers still decide which changes meet technical, security, and organizational standards. A dissatisfied group may be able to copy the existing code and create a separate version, but doing so can divide contributors, users, documentation, and compatibility. The possibility of a fork constrains governance while the cost of fragmentation gives participants a reason to remain coordinated.

Open source can reduce licensing and entry costs. Many users can inspect the code, identify errors, adapt it to new settings, and build interoperable products. Improvements can accumulate across organizations. Firms need not recreate every shared component from the beginning.

Openness does not solve every incentive problem. Popular projects require maintenance, security review, documentation, coordination, and decisions about which changes to accept. Contributors may free ride on others’ work. Projects can fragment into incompatible versions. License terms can conflict. A technically open project may still be governed by a small group controlling the main repository or official release.

Firms can earn returns around open source. They may sell hosting, support, customization, certification, hardware, security, or enterprise integration. They may contribute to shared infrastructure because doing so reduces their own costs or expands demand for complementary products. The business model shifts from charging for every copy toward charging for scarce complements.

This arrangement also changes who finances maintenance. A widely used component may support valuable commercial products while depending on a small group of maintainers. Because every user can hope that someone else will contribute, shared infrastructure can be underfunded. Foundations, corporate sponsorship, paid maintainers, procurement rules, and reputation incentives are institutional responses to that public-goods problem.

Creative Commons offers a parallel for expressive works. A copyright holder can use a standardized license to authorize sharing or reuse under selected conditions. This is not the dominant licensing system for software, and the available conditions differ. The common idea is that an owner can choose a structured permission regime rather than either reserving every right or abandoning control entirely.

Compare open source with the recorded-music opening. Streaming responded to cheap copying by reconstructing controlled access through platforms, subscriptions, licensing, and code. Open source permits copying and governs modification and redistribution. Both are institutional adaptations to low-cost reproduction, but they organize scarcity and openness differently.



AI and the Next Boundary Problem

Generative AI makes the chapter’s older questions newly visible. Models can be trained using large collections of text, images, music, and code. They can then produce outputs that resemble categories of human work, perform related functions, and compete for attention or income.

The debate becomes confused when several questions are collapsed into one.


	Was protected material copied or otherwise used in a legally relevant way during collection and training?

	Does a particular output reproduce protected expression, or does it share ideas, facts, functions, techniques, or stylistic features that the law treats differently?

	Does the output substitute for the original work, complement it, or change demand for future human creation?

	Would licensing, collective management, technical controls, transparency, or another rule improve incentives and access after counting transaction and enforcement costs?



The first two are legal classification questions informed by facts about the technology. The third is an economic question. The fourth is an institutional-design question. They affect one another, but they are not interchangeable.


Case Study

News Media, Copyright, And AI Training

News organizations spend resources gathering facts, interviewing sources, verifying claims, editing stories, and maintaining reporting institutions. Published articles can then be copied cheaply and may be valuable as AI training inputs. AI developers argue that training can produce new capabilities rather than substitute copies. Publishers argue that unlicensed use can appropriate valuable expression and support products that compete with their reporting.

Whether a particular training use requires permission depends on the facts and applicable copyright rules, including fair use. The economic questions are also open. Licensing could compensate creators and support production. It could also require costly rights clearance at scale, advantage large firms, or exclude socially valuable research. A rule favoring unlicensed training could accelerate model development while weakening some creation incentives or bargaining positions. The relevant comparison is among feasible institutions, not between innovation and copyright as abstract absolutes.




AI Training, Permission, and the Anticommons

Recall Chapter 5’s account of how property arrangements respond to changing costs and benefits. More valuable resources can justify clearer rights, but not necessarily stronger exclusion over every use. AI may increase the value of combining creative works while making individual permissions costly to assemble. The question is how to organize access without undermining the production of the material being used.

Consider a hypothetical training project that requires 1,000 separate permissions. Suppose each rights holder would willingly accept a payment of $1, but finding the owner, verifying authority, and processing the agreement costs $20. Payments total $1,000; clearance consumes another $20,000. These are invented numbers illustrating a possible problem, not estimates of actual training costs or a claim that every training use requires permission. Even agreeable owners and tiny royalties can coexist with expensive access.

The two amounts play different economic roles. A royalty transfers income from the developer to a rights holder. Searching records and arranging agreements use time and other resources. Royalties are not therefore irrelevant: they can support creation, change which inputs developers choose, or discourage a project. But the developer’s entire licensing bill is not a social resource cost.

There can also be an anticommons, the problem introduced in Chapter 5. If several independently controlled permissions are needed together, separate vetoes can block a valuable combination. Each owner may seek a share of the project’s gains without accounting for how other owners’ demands affect its viability. This resembles assembling parcels for redevelopment or consent to coordinate an oil pool. Yet a large training collection is not automatically an anticommons. When works are readily replaceable, one owner’s refusal may cause substitution rather than block the model. Routine clearance costs can remain even without an indispensable holdout.

Permission and compensation are separate design choices. Individual licensing preserves an owner’s choice over a use and its price. Voluntary collective licensing lets owners authorize an organization to assemble permissions and offer common terms. That can reduce repeated negotiations, although coverage, market power, and payment distribution still matter. A proposed compensated-access rule would go further: a defined use could proceed with a payment obligation rather than a separate veto for every owner. A defined exception could instead permit the covered use without payment. These are alternatives to compare, not a description of one general rule already governing AI training.

None eliminates the incentive-access tradeoff. An elaborate payment system might consume more resources than it saves. An exception might expand useful training while weakening incentives to supply new reporting, music, or specialized information. Payment to a publisher or platform may support its services without producing comparable income for individual creators; contracts determine how receipts are shared. We must ask which future activity the payment encourages and who actually receives it.

The lesson is neither that AI should receive everything free nor that every useful contribution requires a separate bargain. It is to compare workable arrangements for permission, payment, and administration. Lower the cost of combining information while preserving the incentives that make valuable information available in the first place.



Outputs and Economic Substitution

AI can sometimes learn what might loosely be called a reduced form of a body of work: features that help generate economically substitutable output without reproducing one obvious passage, image, or file. This is an economic metaphor, not a category in copyright law. It highlights a possible gap between conventional copying analysis and market effect.

Economic substitution alone does not prove infringement. Copyright law has its own requirements and boundaries. But absence of literal copying does not prove absence of economic effect. A model can change demand, creation incentives, or bargaining even when an output is not a recognizable copy of one work.


Sideline

Why Intellectual Property Needs Economists

Technology changes copying, search, licensing, exclusion, and invention costs faster than legal categories change. Economic analysis compares how alternative boundaries affect innovation, access, competition, and transaction costs without assuming that stronger or weaker protection is always better.



The AI problem is therefore a culmination of the chapter, not an exception to it. Identify the information good. Identify the right and its boundary. Separate legal status from economic effect. Compare formal exclusivity with licensing, contracts, code, collective institutions, and structured openness. Then ask which errors each arrangement is likely to make.




Big Picture

Intellectual property is a set of coordination technologies for information goods. It creates legal control where copying may otherwise be easy, but it does not turn ideas and expression into ordinary physical property.

The economic problem begins with the first-copy/next-copy distinction. Broad access to an existing work can be valuable because another user may impose little additional cost. Continued creation can also require a way to recover investment. Good institutional design must consider both margins.

Copyright, patent, trademark, and trade secret respond differently because they solve different problems. Copyright protects expression while preserving room for ideas, facts, independent creation, and fair use. Patent protects claimed inventions but creates difficult questions of scope, duration, notice, and cumulative innovation. Trademark lowers consumer search and confusion. Trade secret protects against improper acquisition while leaving room for independent discovery and lawful reverse engineering.

Rights are only part of the system. Licensing, lead time, secrecy, reputation, prizes, complements, technological controls, open source, and Creative Commons organize returns and access in other ways. Streaming and open source show two different adaptations to cheap copying: one reconstructs controlled access, while the other uses licensing to structure openness.

The central question is not whether intellectual property is good or bad. It is which combination of boundaries, duration, notice, exceptions, remedies, licensing, organization, and technology best supports valuable creation and use under realistic institutional constraints.



Chapter Study Map


	Core ideas: information goods, nonrivalry, first-copy/next-copy cost, appropriability, incentive versus access, static and dynamic efficiency, and multidimensional rights design.

	Legal institutions: copyright, patent, trademark, trade secret, licensing, fair use, independent creation, reverse engineering, and technological control.

	Tables: distinguish the four IP regimes, compare pharmaceutical and software innovation environments, and compare proprietary, permissive, and copyleft software governance.

	Reasoning tasks: identify the information problem, locate the legal boundary, diagnose underprotection or overprotection, and compare formal rights with realistic alternatives.

	Common mistakes: treating all IP as one form of ownership, assuming broader rights always increase innovation, confusing economic harm with legal infringement, or treating open source as the absence of rules.

	Practice examples: recorded music and streaming, Amazon’s one-click ordering process, patent races, cumulative innovation, trademarks, reverse engineering, Linux, Creative Commons, news content, and AI training.

	Optional enrichment: detailed fair-use cases, patent-eligibility doctrine, international IP, pharmaceutical patent-term rules, standards-essential patents, and current AI litigation.





Review Questions


	What is the first-copy/next-copy problem?

	How did the Internet change the practical cost of copying and distributing recorded music?

	Why is streaming an institutional adaptation rather than simply stronger copyright enforcement?

	What does it mean for an information good to be nonrival?

	Explain the appropriability problem.

	Distinguish static access from dynamic creation incentives.

	Why is stronger versus weaker protection an incomplete way to describe IP design?

	Name the principal dimensions of an intellectual-property regime.

	Why does notice matter to the economic cost of a right?

	How do copyright, patent, trademark, and trade secret address different information problems?

	Distinguish copyright protection of expression from ownership of an idea.

	Why does independent creation matter in copyright?

	Why can fair use reduce transaction costs?

	Why does fair use also create uncertainty?

	How can contract and code govern digital works beyond copyright’s direct rules?

	What does a patent owner’s right to exclude mean?

	Why is a patent not an affirmative right to practice an invention?

	Explain the tradeoff between patent breadth and inventing around.

	What does the Amazon one-click example teach about claim scope?

	How can a patent race produce both useful competition and wasteful duplication?

	What makes a collection of patents a thicket rather than merely a large portfolio?

	Why can the same patent rules have different effects in pharmaceuticals and software?

	How can trademark protection reduce consumer search costs?

	Why is trade-secret protection described as partial protection?

	How do lead time, reputation, and complementary services help creators earn returns without relying entirely on formal IP?

	How can a prize differ from a patent as an innovation incentive?

	Why is open source not the absence of intellectual property?

	Distinguish permissive open source from copyleft at a principles level.

	What governance problems remain in an open-source project?

	Why must legal copying, economic substitution, and institutional design remain separate questions in AI disputes?

	How can AI training face Chapter 5’s anticommons problem? Why does the number of works alone not establish that problem?

	Distinguish a royalty payment from the resources used to obtain permission. How might compensation be organized without a separate negotiation with every owner?





Economic Reasoning Questions


	A digital textbook costs $500,000 to research and produce, but another download costs $0.10 to serve. Explain why marginal-cost pricing promotes access but may not finance the first copy. Identify at least three possible institutions that could support production.

	A musician can earn revenue from recordings, performances, merchandise, patron support, and licensing. How does the availability of these complements affect the case for stronger protection of recordings? What information would you need before recommending a rule?

	A software interface can be copied cheaply, but compatibility allows users to switch products without retraining. Explain the incentive and competition effects of protecting the interface broadly.

	Two patent designs generate the same expected reward. Design A is narrow and long; Design B is broad and short. Explain why they may produce different effects on substitutes, follow-on invention, and licensing.

	An online retailer develops a particular one-action checkout method. Compare protection of the precise code, the implemented system, a class of one-action systems, and the general objective of quick checkout. Which boundary problems arise at each level?

	Four firms are racing toward the same invention. A patent prize increases their research effort and advances expected discovery by three months. Explain why the private reward may exceed the social value of the acceleration. Does that establish that the race is wasteful?

	A new device requires licenses to fifteen complementary patents owned by different firms. Explain how search, uncertainty, holdout, and royalty stacking can prevent a project with positive cooperative surplus. Compare one possible assembly institution.

	A rival legally reverse engineers a product and discovers a production method that the original firm kept secret. Explain why permitting the rival can reduce the original firm’s return while still serving an economic function.

	A company releases a useful software library under a permissive open-source license and earns revenue from hosting and enterprise support. Explain how open copying can increase demand for scarce complements.

	A copyleft requirement causes improvements to remain open but discourages one firm from combining the code with a proprietary system. Identify the cumulative-innovation benefit and the possible integration cost.

	An AI system produces summaries that reduce visits to news websites but does not reproduce recognizable passages in its answers. Separate the legal, economic, and institutional-design questions.

	A proposed AI-training license would compensate publishers but require negotiations with thousands of rights holders. Compare the creation-incentive benefit with transaction-cost, entry, and research effects. What institutions might lower those costs?

	In the hypothetical project requiring 1,000 permissions, each owner accepts $1 and each separate clearance costs $20. A collective can secure the same permissions for a total administration cost of $2,000 while preserving the same total payments. Calculate the resource saving. Then identify one reason this arrangement might not cover all needed rights and one reason payments to rights holders might not reach individual creators.





Law and Economics Lab


Design and Audit an Intellectual-Property Regime

Choose one emerging information technology. Possibilities include an AI research tool, a synthetic-media platform, a medical discovery system, a collaborative software project, a sports-data product, or another technology approved by your instructor.

Your task is to design an institutional regime and then audit it from the perspective of creators, users, follow-on innovators, competitors, and administrators.


	Define the information good. What is costly to create? What can be copied or shared cheaply? Which inputs and complements remain scarce?

	State the market failure. Is the central concern weak appropriability, consumer confusion, secrecy, fragmented rights, costly licensing, or something else?

	Design the legal right. Specify subject matter, eligibility threshold, breadth, duration, notice, exceptions, remedies, and transferability.

	Compare alternatives. Compare your proposed right with at least two of the following: lead time, secrecy, contract, prize, technological control, open source, collective licensing, or complementary-service revenue.

	Test cumulative innovation. Explain how a later creator would discover the boundary, obtain permission when needed, and challenge a mistaken or overbroad claim.

	Identify likely errors. Describe one underprotection error and one overprotection error your regime might produce.

	Evaluate distribution. Identify who receives bargaining power, revenue, access, and risk. Keep this analysis separate from the efficiency comparison.

	Audit an AI proposal. Ask an AI system to recommend a regime. Identify at least three hidden assumptions, verify every legal claim using authoritative sources, and revise the proposal.



Conclude with a short recommendation. Do not argue that your design is perfect. Explain why its expected coordination benefits exceed its information, enforcement, licensing, exclusion, and error costs relative to the best feasible alternative.






Chapter 7: Torts, Accidents, and Incentives


The Accident Before the Accident

A delivery truck speeds down a commercial street and strikes a legally parked car. The immediate legal questions seem straightforward. Did the driver owe a duty of care? Was speeding unreasonable? Did the speeding cause the collision? What damages did the owner suffer?

Economic analysis begins one step earlier. Before the collision, the trucking company could have trained its drivers, monitored speed, changed delivery schedules, maintained the brakes, or reduced the number of hurried trips. The car owner could have chosen an off-street garage, a different parking location, or no trip at all. Some of those precautions may be cheap. Others may cost more than the risk they reduce.

The accident is already over when a court sees it, but the legal rule faces forward. Drivers, vehicle owners, insurers, employers, pedestrians, and product manufacturers make choices while anticipating what will happen if harm occurs. Tort law changes those expected consequences.

A tort is a civil wrong for which law may provide a remedy outside the enforcement of a contract. At a principles level, tort law governs harms such as careless driving, unsafe premises, professional negligence, defective products, and some intentional injuries. Its details vary across jurisdictions, but its central economic problem is widely shared: people can impose accident risks on others without first making an agreement about precaution or compensation.

Chapter 4 showed that bargaining can reorganize rights when parties can identify one another, communicate, and enforce an agreement at acceptable cost. Most accident settings do not meet those conditions. A trucking company cannot bargain in advance with every driver, pedestrian, cyclist, customer, and property owner who might encounter one of its vehicles. The possible parties are too numerous, the eventual victim is unknown, and the relevant risk may not be understood until after harm occurs.

Tort law can therefore be understood as law for high-transaction-cost accident externalities. It establishes duties and consequences before the particular injurer and victim can bargain. The rule determines who initially bears a loss, which precautions become privately worthwhile, and whether risky activity expands or contracts.

The terms potential injurer and potential victim identify positions in the model. They do not settle moral blame. A potential victim may control an important precaution. A potential injurer may act carefully yet cause unavoidable harm. The economic task is to identify who can change the risk and at what cost.

Tort law may perform at least three related functions:


	Compensation transfers resources to a person who suffered harm.

	Deterrence changes incentives before future harms occur.

	Risk allocation determines who bears uncertain losses and who may insure against them.



These functions can reinforce one another, but they need not. Full compensation may weaken a victim’s incentive to take precaution. A rule that deters efficiently may fail to compensate because the defendant is insolvent. A low-cost insurance arrangement may spread risk well while leaving another institution to supply safety incentives.


Key Point

Compensation And Deterrence Are Different

Compensation can protect victims against loss, while deterrence changes behavior before harm occurs. A rule can perform one function well while performing the other poorly.



The parked-car collision therefore raises a broader question than who pays this time. Which rule gives the relevant parties reasons to prevent future accidents without discouraging more valuable activity than the accidents are worth?



Expected Harm and the Social Cost of Accidents

Accidents are uncertain. A precaution usually does not guarantee safety; it changes the probability or magnitude of loss. The first step is therefore to convert a risk into an expected cost.


Quick Concept

Expected Harm

Expected harm equals the probability of an accident multiplied by the magnitude of the loss if it occurs.



In symbols,

E(H)=p×L
E(H) = p \times L


where E(H)E(H) is expected harm, pp is the probability of the accident, and LL is the loss if it occurs. The notation says nothing more mysterious than “probability times loss.”

Suppose a delivery route has a 2 percent annual chance of producing a collision with an average loss of $25,000. Measured in dollars, the expected annual harm is:

0.02×25,000=500.
0.02 \times 25{,}000 = 500.


A speed-monitoring system costing $200 per year reduces the probability to 0.5 percent. Expected harm falls to $125, a reduction of $375. Spending $200 to avoid $375 in expected harm creates an expected gain of $175.

That conclusion does not depend on whether an accident actually occurs during the year. The company could install the system and still experience a collision. It could reject the system and have a year without one. Economic evaluation compares the choices using the information available when they were made, not merely the outcome later observed.

Additional safety is not free. Drivers can slow down, factories can install guards, physicians can order more tests, and manufacturers can add redundant components. Each precaution consumes time, money, attention, or useful performance. Eliminating the final increment of risk may require abandoning the activity altogether.


Quick Concept

Efficient Precaution

Additional precaution is worthwhile when it costs less than the reduction in expected harm it produces. Efficient precaution stops where the next increment would cost approximately as much as the expected harm it avoids.




[image: A rising precaution-cost curve and a falling expected-accident-harm curve sum to a U-shaped total-accident-cost curve with a marked minimum.]

Figure 7.1. Efficient precaution and the expected social cost of accidents. Additional precaution raises prevention cost but lowers expected accident harm. Total accident cost is minimized where the next increment of precaution costs approximately as much as the expected harm it avoids. The figure identifies an economic benchmark; it does not show which legal rule can reach it under real information and enforcement constraints.



The figure distinguishes accident prevention from accident elimination. At zero precaution, expected harm is high. As precaution increases, expected harm falls, but prevention cost rises. Their sum reaches a minimum before expected harm reaches zero.


Important Qualification

Efficient Accident Law Does Not Mean No Accidents

Some risk remains efficient when eliminating it would cost more than the harm prevented.



The simple graph contains only precaution cost and expected accident harm. A fuller institutional comparison also counts the value lost when useful activity is reduced and the cost of administering the rule. Slower deliveries may reduce accidents but also delay medicine or food. A safer product design may cost more, weigh more, or perform less well. Courts, insurers, regulators, lawyers, experts, and enforcement systems also consume resources.

The economic objective is therefore not “maximum safety.” It is to minimize the total social cost of accidents: expected harm, precaution, lost benefits from reduced activity, and administration. Fairness, rights, distribution, and legitimacy remain important, but they are not automatically answered by finding that minimum.



Who Bears the Loss?

Return to the truck and parked car. Begin with a deliberately simple assumption: only the trucking company can reduce the risk, damages equal the victim’s loss, payment is certain, and everyone understands the risk.

Under no liability, the car owner bears the loss. The trucking company does not pay when its truck damages the parked car. Because the company receives the benefits of fast delivery but does not bear the expected collision loss, a safety investment may look privately unprofitable even when it is socially worthwhile.

Under strict liability, the trucking company pays for harm caused by the truck without the victim having to prove that the company failed to use reasonable care. With perfect compensation and collection, the company bears the expected accident loss. The $200 monitoring system now saves the company $375 in expected damages, so the company installs it.

Strict liability in this model does not mean that the company acted wickedly or intentionally. It is a method of assigning accident cost. The economic question is whether placing that cost on the company improves the choices that determine risk.

Now change the facts. Suppose the truck cannot easily reduce the risk, but the car owner can use a secure garage costing $50 that avoids $300 in expected damage. No liability gives the owner a reason to use the garage. Perfect strict liability removes that private benefit because the trucking company will fully compensate any loss. The preferred rule in this stripped-down model changes with the location of the useful precaution.

The example illustrates reciprocal harm. Avoiding the accident may require slowing trucks, moving parked cars, changing routes, or reducing deliveries. Protecting one use can burden another. The fact that the truck physically struck the car does not by itself identify the cheapest way to reduce expected harm.


Quick Concept

Least-Cost Avoider

The least-cost avoider is the party who can prevent or reduce expected harm at the lowest cost.



Calabresi’s least-cost-avoider idea directs attention toward the party who can investigate, prevent, insure, or spread accident cost most effectively. That party may be the immediate actor, an employer, a manufacturer, an insurer, a victim, or another organization. Physical causation matters, but cost avoidance can extend beyond the person at the scene.

To predict incentives, identify the ultimate bearer of harm: the party left with the residual accident loss after liability and compensation operate. Under no liability, the victim is usually the ultimate bearer. Under strict liability with perfect compensation, the injurer is. The bearer has the strongest reason to account for the margins it controls.


Study and Learn

The Liability-Rule Audit


	Identify the parties and the precaution and activity margins they control.

	Find the efficient behavior by comparing precaution costs with expected harm avoided.

	Determine who bears the residual accident loss under the legal rule.

	Predict behavior and compare total social cost.





This audit is more reliable than memorizing that one rule is “pro-victim” and another is “pro-defendant.” The same rule can perform differently when the cheapest precaution, available information, or ability to pay changes.



Negligence and the Hand Rule

Most accident settings involve more than the choice between no liability and strict liability. Negligence makes liability depend on whether the potential injurer failed to use legally required care. A person who meets the required level of care, often called due care, ordinarily avoids negligence liability even if an accident occurs.

This structure creates a threshold. Below due care, the injurer expects to bear damages. At or above due care, the residual loss generally remains with the victim. If the legal standard is set at efficient precaution and courts apply it accurately, the injurer can minimize private cost by meeting the standard.

The familiar Hand rule organizes that comparison. In its shorthand form,

B<P×L,
B < P \times L,


where BB is the burden of precaution, PP is the probability of loss, and LL is the magnitude of loss. If the burden is smaller than the expected loss the precaution would prevent, failure to take it may be negligent.


Quick Concept

The Hand Rule

The familiar shorthand compares the burden of precaution with probability multiplied by loss. The more general economic question is whether the next precaution costs less than the reduction in expected harm it produces.



Translated into the marginal language of Chapter 2, the marginal benefit of precaution is the reduction in expected accident harm, and the marginal cost of precaution is the additional burden of taking it. Additional precaution is efficient while marginal benefit exceeds marginal cost. Efficient precaution is reached near the point where the two are equal. That is the social benchmark. If a negligence standard sets due care near that point, exposure to liability for falling short can give the potential injurer a private incentive to reach the benchmark.

The marginal version is more useful than treating the formula as one all-or-nothing calculation. A company might efficiently install a backup sensor but not a third backup. A driver might efficiently reduce speed from 50 to 35 miles per hour near a school but not to 2 miles per hour. Each increment of precaution should be compared with the expected harm it avoids.


United States v. Carroll Towing

The Hand formula is associated with Judge Learned Hand’s 1947 opinion in United States v. Carroll Towing Co. The case arose after the mooring lines of barges in New York Harbor were adjusted, the barge Anna C broke free, struck a tanker’s propeller, took on water, and sank. The bargee responsible for the vessel had been absent during working hours without explanation.

Hand described the owner’s duty using three considerations: the probability the barge would break away, the gravity of the resulting loss, and the burden of having a bargee aboard. The opinion treated the absence as relevant to responsibility for the sinking loss. It did not establish that every negligence case can be solved with precise numbers.

The case endures because it makes the economic structure of reasonable care visible. Precaution is justified by the expected harm it prevents. Yet the symbols organize judgment rather than eliminate it. Courts still must identify feasible precautions, estimate risks, value losses, decide what information was available, and determine whether the defendant caused the legally relevant harm.


Historical Note

Learned Hand and Practical Judgment

Learned Hand served for decades on the federal bench and became one of the most influential American judges never appointed to the Supreme Court. His writing often joined practical attention to facts with compact statements of legal principle.

The formula associated with his Carroll Towing opinion is sometimes presented as if Hand converted negligence into engineering arithmetic. Its better use is as a discipline for reasoning. Ask what precaution was available, what it would have cost, what risk it would have reduced, and what loss was foreseeable. Those questions expose weak arguments on both sides even when none of the quantities can be measured exactly.

The formula also illustrates a recurring feature of law and economics: legal standards can embed economic comparisons without requiring judges to describe themselves as economists.





Rules and Standards

A fixed speed limit is a rule: it specifies conduct in advance with relative precision. “Drive reasonably under the circumstances” is a standard: it permits a decision-maker to consider weather, traffic, visibility, road design, and other context after the fact.

Rules can be easier to understand and enforce. They reduce the cost of deciding what conduct is required, but they may be overinclusive on an empty dry highway and underinclusive in a crowded snowstorm. Standards adapt to context, but they require more information and create uncertainty about how a later court will judge conduct.

Negligence often operates as a standard because efficient care depends on facts. Regulation can supply more specific rules, such as equipment requirements, inspection schedules, or speed limits. Real accident governance commonly combines both.




When Both Parties Can Take Care

The unilateral model is useful, but many accidents are bilateral: both potential injurers and potential victims can reduce risk. Drivers can slow down and pedestrians can look before crossing. Manufacturers can improve a product and consumers can follow instructions. A hospital can maintain equipment and a patient can disclose medications.

Consider the following invented driver-pedestrian example. The numbers isolate precaution incentives; they are not empirical accident estimates.












	Precautions taken
	Precaution cost
	Expected accident harm
	Total expected cost





	Neither party
	$0
	$200
	$200



	Driver only
	$50
	$80
	$130



	Pedestrian only
	$20
	$120
	$140



	Both parties
	$70
	$40
	$110





Table 7.1. A bilateral-precaution benchmark. Driver care costs $50, pedestrian care costs $20, and both precautions together minimize total expected cost at $110. The values omit activity levels, insurance, litigation, incomplete compensation, and court error.

Both parties taking care is efficient because $110 is the lowest total. The liability-rule audit shows why pure no liability and pure strict liability can each miss that result.

Under no liability, the pedestrian bears accident loss. Pedestrian care costs $20 and reduces expected harm from $200 to $120, so the pedestrian takes care. The driver does not bear the remaining harm and lacks the same private incentive. Predicted total expected cost is $140.

Under strict liability with perfect compensation, the driver bears accident loss. Driver care costs $50 and reduces expected harm from $200 to $80, so the driver takes care. The fully compensated pedestrian no longer receives the private benefit of the $20 precaution. Predicted total expected cost is $130.

Under negligence with the driver-care standard set accurately at $50, the driver takes care to avoid liability. Once the driver complies, the pedestrian bears the residual harm. Pedestrian care then costs $20 and reduces expected harm from $80 to $40. Both take care, and total expected cost falls to $110.

This result explains the economic appeal of negligence in bilateral accidents. The negligence threshold gives the driver a reason to take due care. Conditional on compliance, residual loss gives the pedestrian a reason to take care too.


Contributory and Comparative Negligence

Contributory negligence is an all-or-nothing plaintiff-fault rule. In its basic form, a victim who failed to use required care can be barred from recovery. The rule creates a liability cliff: meeting the victim-care standard preserves recovery, while falling short can eliminate it.

Under strict liability with a contributory-negligence defense in the numerical example, the pedestrian takes the $20 precaution to preserve recovery. Given a careful pedestrian, the driver expects to bear residual accident harm and takes the $50 precaution. The idealized result is again $110.

The result is not simply about blaming victims. The defense changes the victim’s expected price of care. Its all-or-nothing structure can create strong incentives, but it can also produce harsh outcomes and magnify mistakes about whether a standard was met.

Comparative negligence generally reduces recovery according to allocated fault rather than imposing a complete bar. It softens the liability cliff and can keep both parties financially interested in precaution. But dividing damages does not mechanically produce efficient behavior. The result depends on the standards, shares, information, court accuracy, and how strongly each party responds.

Contributory and comparative-negligence regimes vary across jurisdictions. The principles-level distinction is enough here: contributory negligence is an all-or-nothing defense, while comparative negligence divides loss according to assigned responsibility.




Precaution Is Not the Only Margin

A delivery driver may buckle a seat belt, obey a speed standard, and maintain the vehicle on every trip. The company still chooses how many deliveries to make, how far to travel, which routes to serve, and how tight to make the schedule. These are activity-level choices.


Quick Concept

Activity Level

An activity level is the frequency or scale of risky conduct, such as miles driven, products sold, patients treated, or deployments made. A party may take reasonable care each time while still engaging in too much risky activity.



The distinction matters because a court can often observe whether a driver was speeding more easily than it can decide whether a company made too many low-value trips. A negligence rule may control observable care while leaving activity largely unpriced.

Consider an invented delivery-fleet example. Without due care, expected accident harm is $6 per mile. Due care costs $1 per mile and reduces expected harm to $2. Spending $1 to avoid $4 of expected harm is efficient under any chosen activity level.

The company is considering 2,000 optional miles that produce $4,000 in contribution before precaution and accident costs, or $2 per mile. With due care, each mile creates $2 of private contribution but costs society $1 in care and $2 in residual expected harm. The optional miles therefore lose $1 each, or $2,000 in total.













	Rule
	Predicted care
	Optional miles
	Company’s payoff from optional miles
	Social payoff from optional miles





	No liability
	No care
	2,000
	$4,000
	-$8,000



	Negligence with accurate due care
	Due care
	2,000
	$2,000
	-$2,000



	Strict liability with full collection
	Due care
	0
	$0
	$0





Table 7.2. Precaution and activity in an idealized delivery fleet. No liability leaves both precaution and accident harm outside the firm’s private calculation. Negligence induces due care, but a compliant firm does not bear residual harm and still adds low-value miles. Strict liability makes the firm compare each mile’s contribution with both precaution cost and residual expected harm.

Under no liability, the company receives $4,000 and bears neither the $12,000 in expected harm nor a legal care requirement, so it runs the routes without care. Under negligence, the company spends $2,000 on due care to avoid liability, but still earns a private $2,000 by adding the miles. Victims bear the $4,000 residual expected harm, so the optional routes reduce social value by $2,000. Under strict liability, the company anticipates $6,000 in care and residual accident cost and rejects routes that produce only $4,000.

This does not prove that strict liability is always superior. The example deliberately gives the firm control over both precaution and activity while giving victims no relevant margin. If customer choices, pedestrian behavior, or another victim activity matters, shifting all loss to the firm can weaken incentives elsewhere. Strict liability may also create more claims or difficult causation disputes.

The deeper lesson is that due care is not the same as an efficient activity level. A hospital may use reasonable care with every patient yet provide a treatment too often. A manufacturer may meet a design standard while selling too many units whose residual risk exceeds their marginal value. A negligence rule can work well on visible precautions and still miss an unobservable margin.

The basic liability rules can now be summarized. “Strong” means that the rule gives the identified party a substantial private stake under the model’s assumptions; it does not mean that behavior will be perfect in real institutions.













	Rule
	Residual bearer in the basic model
	Injurer precaution
	Victim precaution
	Principal activity implication





	No liability
	Victim
	Weak
	Strong
	Victim internalizes own activity; injurer does not



	Strict liability with perfect compensation
	Injurer
	Strong
	Weak
	Injurer internalizes own activity; victim does not



	Negligence
	Victim when injurer meets due care
	Strong up to due care
	Strong against residual loss
	Injurer may comply yet engage in too much activity



	Strict liability with contributory-negligence defense
	Injurer when victim meets due care
	Strong against residual loss
	Strong up to due care
	Victim may comply yet engage in too much activity



	Comparative negligence
	Divided according to assigned fault
	Depends on standard and share
	Depends on standard and share
	Activity incentives are divided and may remain incomplete





Table 7.3. Liability rules and affected margins. The table is a simplified incentive map, not a description of every jurisdiction. Its predictions assume rational response, correctly set standards, accurate adjudication, enforceable judgments, and compensation as stated.

No single row controls every margin. The rule that performs well depends on who has information, which precautions courts can observe, whose activity changes, and how expensive the rule is to administer.



From Ideal Models to Real Institutions

The models so far make strong assumptions: parties understand risk, standards are correct, harm is observable, causation is clear, damages equal loss, judgments are collected, and adjudication is free. Those assumptions reveal mechanisms. Relaxing them reveals institutional trade-offs.


Hindsight, Foreseeability, and Causation

Imagine that a surgeon selects a treatment with a 99 percent success rate after reviewing the available evidence. The rare adverse outcome occurs. The result is terrible, but the outcome alone does not prove that the earlier choice was unreasonable.


Important Qualification

A Bad Outcome Does Not Prove A Bad Decision

Precaution should be evaluated using the information available before the accident. Hindsight can make a reasonable risk appear obviously negligent after harm occurs.



Foreseeability helps connect responsibility to risks an actor could identify, investigate, and change before acting. Causation connects the defendant’s conduct to the plaintiff’s harm. Both concepts have detailed legal doctrines beyond this chapter. Economically, they keep liability focused on choices capable of responding to the legal signal.

If a risk was unknowable and unavoidable, imposing damages may compensate a victim but cannot induce that actor to take the nonexistent precaution. It might still encourage research, insurance, or activity reduction, but those are different margins and should be named explicitly.

Causation also limits administrability. Many factors can contribute to disease, software failure, financial loss, or a multi-vehicle collision. Expanding liability whenever an actor was somewhere in the chain may increase precaution, but it can also price conduct that did not change the probability of harm, encourage costly litigation, and make insurance difficult. A narrow rule can make claims manageable while leaving real external costs unpriced.



Damages, Detection, and Ability to Pay

Compensatory damages aim to compensate recognized loss. They can also make potential injurers internalize expected harm. The match is imperfect. Medical expenses and damaged property may be documented, but pain, lost relationships, reduced life quality, and future consequences are difficult to measure. Money may not restore the victim to the pre-accident position.

Punitive damages serve a different purpose. At a principles level, one economic argument arises when harmful conduct is detected or successfully pursued only with some probability. If an actor causes $10,000 of harm but expects to pay compensatory damages only one-fourth of the time, expected liability is $2,500. A probability-adjusted award of $40,000 in the successful case would produce expected liability of $10,000.

That arithmetic identifies a deterrence problem, not an automatic legal multiplier. Courts may be uncertain about the probability of escape, defendants may be risk averse or insolvent, awards may be unpredictable, and actual punitive-damages law has independent legal constraints. The example belongs to the same expected-value logic as Chapter 2, but real doctrine is more complicated.

A judgment-proof defendant cannot pay the full harm. A small firm may impose a catastrophic risk exceeding its assets. Limited liability, bankruptcy, missing insurance, or an unidentified actor can leave victims uncompensated and make nominal strict liability a weak deterrent. Safety regulation, mandatory insurance, bonding, licensing, capitalization requirements, or responsibility assigned to a solvent organization may then become relevant alternatives.

Litigation cost creates another gap. A valid $500 claim may cost more than $500 to pursue. Causation experts may cost more than the expected recovery. Delay and uncertainty may discourage claims. Chapter 9 will study those problems directly. For now, the key point is that a legal right changes behavior only when parties expect it to be usable.

Court error matters differently across rules. Strict liability relies heavily on correct causation and damages. Negligence also requires a court to identify and evaluate precaution. A mistaken due-care standard can induce too little care, too much care, or wasteful efforts to document compliance.


Important Qualification

Liability On Paper May Not Create Liability In Practice

Tort incentives weaken when harm is difficult to trace, damages are difficult to measure, litigation is too costly, courts make errors, or defendants cannot pay judgments.



These limitations do not show that tort law fails. They show why the correct comparison is not between a perfect liability rule and an imperfect alternative. Courts, regulators, insurers, firms, and private standards all make errors and incur costs.




Insurance, Firms, and Vicarious Liability

Liability assigns uncertain losses, and insurance reallocates them. A risk-averse driver may prefer a predictable premium to a small chance of a financially devastating judgment. An insurer can pool many risks and make aggregate losses more predictable.

Insurance can create moral hazard. If insurance pays every dollar, the insured may receive less benefit from precaution. But that is not the end of the analysis. Deductibles, coinsurance, exclusions, inspections, required safety practices, experience-rated premiums, cancellation, and subrogation can preserve or relocate incentives.

An insurer may possess loss data and safety expertise that an individual policyholder lacks. A commercial insurer can inspect electrical systems, require sprinklers, price fleet driving records, or help design claims procedures. Shifting some risk to the insurer may improve precaution if the insurer becomes the better monitor.


Case Study

When Supervised Automation Changes the Insurance Price

Tesla’s current insurance program illustrates how monitoring, risk pricing, and legal responsibility can separate. Tesla reports that vehicles using Full Self-Driving (Supervised) experience fewer collisions than Teslas driven manually. Its comparison uses company telemetry and a common reporting pipeline, but it is not a controlled experiment. FSD use can differ from manual driving by road, weather, time, and driver, and Tesla’s report counts collisions without assigning fault. The result is best treated as a meaningful safety signal rather than final proof that software outperforms an otherwise identical human driver.

As of August 2026, Tesla Insurance offers eligible customers in selected states a premium benefit tied to the share of miles driven with FSD (Supervised) engaged. One version provides a discount of up to 10 percent on certain coverages. Safety Score 3.0 instead assigns FSD-engaged miles a score of 100 and combines them with the score from manually driven miles. The same vehicle telemetry that identifies the control mode therefore becomes an insurance-pricing input.

The lower insurance price does not make the software the legal driver. Consumer FSD remains supervised Level 2 assistance. Tesla and the National Highway Traffic Safety Administration both state that the human driver must remain attentive and responsible for driving. Whether a particular traffic citation, civil loss, or product claim ultimately rests with the driver, owner, insurer, or manufacturer depends on the governing law and facts. FSD engagement alone does not answer that question.



This example separates three questions that are easy to collapse: Does automation reduce measured collision risk? Who can observe and price the control mode? Who remains legally responsible? Insurance can begin pricing a safer mode before tort or traffic law formally reallocates responsibility. Tesla’s business ecosystem combines vehicle manufacturing, software updates, telemetry collection, and insurance provision, giving the organization unusual information and several margins on which to improve safety.

Moral hazard can therefore be a cost or, in a broader sense, part of a useful transfer of responsibility. The question is not whether the original actor bears every dollar. It is whether the final arrangement places meaningful incentives on the parties who can act on them.

Firms create a similar issue. Suppose an employee driving a delivery van injures a pedestrian while making deliveries. The employee controlled the steering wheel, but the employer selected the driver, set the schedule, chose the vehicle, designed training, installed monitoring, bought insurance, and can discipline repeated unsafe behavior.

Vicarious liability assigns responsibility to a principal for an agent’s actionable conduct based on their relationship. The legal details vary, including questions about the scope of employment. Its economic rationale can include selection, training, equipment, monitoring, risk spreading, insurance, and solvency.

Vicarious liability does not make direct actors irrelevant. Employers can use wages, discipline, promotion, monitoring, and internal rules to pass incentives inward. The institution places external responsibility on an organization capable of building a prevention system rather than asking every victim to recover from an employee with limited assets.

The same logic will return in Chapter 12 on corporations and Chapter 15 on platforms. Responsibility may be assigned upstream when an organization can structure many downstream choices at lower cost. But broader liability can also produce overmonitoring, discourage useful delegation, or cause organizations to avoid relationships they cannot perfectly control.



Products, Warnings, and Consumer Information

Products connect tort law to property, contract, insurance, and regulation. A consumer voluntarily buys a product, but meaningful bargaining over every safety feature, warning, remedy, and hidden risk may be impossible. Standard-form terms, technical complexity, low-probability harms, and limited information weaken the simple claim that the purchase contract settled everything.

At a principles level, products-liability claims in the United States may involve three broad defect categories:


	A manufacturing defect occurs when a particular unit departs from its intended design.

	A design defect concerns the safety of the product’s intended design.

	A warning defect concerns missing or inadequate risk information or instructions.



Claims may proceed through negligence, strict liability, or warranty theories depending on jurisdiction. There is no single national products-liability rule that makes producers automatically responsible for every injury involving a product.

Consider an e-bike battery that can overheat. The manufacturer can redesign the battery, improve quality control, add a shutdown sensor, supply warnings, collect failure data, recall affected units, and insure. The consumer can use the correct charger, avoid damaged batteries, follow storage instructions, and respond to warnings. A retailer or platform may control product screening, notice, records, and the ability to stop distribution.

The liability-rule audit asks which actor controls each margin. A manufacturing defect may be almost impossible for a consumer to detect but relatively cheap for the producer to prevent through quality control. A clear warning can improve user behavior when the user controls the relevant precaution. A warning that consumers cannot understand or act upon may transfer legal language without transferring useful information.

Product liability also affects price and insurance. If a producer bears expected injury costs, those costs can enter the product’s price. Buyers then purchase a combined product-and-compensation arrangement, which resembles mandatory insurance. That can spread risk and give the producer stronger safety incentives. It can also make careful consumers subsidize careless ones, reduce consumer precaution, and raise prices for buyers who prefer another risk arrangement.

Reputation, warranties, safety certification, reviews, repeat purchases, retailer standards, and contract can supplement formal liability. None is universally sufficient. Severe injuries may be rare enough that reputation updates slowly. Consumers may not observe the defect. A manufacturer may disappear before the harm becomes known. On the other hand, legal liability can be slow, expensive, and prone to error.

Products liability is therefore not merely a transfer from companies to injured consumers. It is a system affecting design, manufacturing, warnings, user precaution, information, prices, insurance, product choice, and market entry.



Courts or Regulators?

Tort liability is often described as ex post because a claim follows harm. Safety regulation is described as ex ante because an agency or legislature can require conduct before harm occurs. The distinction is useful, but it can mislead. Both institutions act prospectively by changing incentives for future choices.

Tort can use information revealed by a particular injury and can harness victims and lawyers as decentralized enforcers. It can adapt to unusual facts that a general rule did not anticipate. Its weaknesses include delay, litigation cost, causation problems, inconsistent decisions, insolvency, and the fact that someone must suffer harm before a claim arises.

Regulation can gather technical information across cases, inspect before harm, require insurance or testing, and impose relatively uniform standards. Its weaknesses include incomplete information, slow updating, rigid categories, monitoring costs, political influence, and errors imposed across an entire market.

Insurance and organizational control add other information channels. Insurers observe claims across policyholders and can price or inspect risk. Firms can monitor employees, products, and internal data. Mixed systems combine these institutions, gaining multiple safeguards while risking duplication, conflict, and unclear authority.












	Mechanism
	Primary decision-maker
	Characteristic information advantage
	Characteristic limitation





	Tort liability
	Courts and claimants after harm
	Case-specific injury and private enforcement
	Causation, delay, litigation cost, insolvency



	Safety regulation
	Legislature or agency
	Specialized and aggregated technical information
	Rigidity, monitoring cost, political and approval error



	Insurance and contract
	Insurer and insured before loss
	Pricing, claims, monitoring, and repeated data
	Moral hazard, adverse selection, exclusions



	Mixed governance
	Courts, agencies, insurers, and firms
	Multiple information channels and safeguards
	Duplication, conflict, preemption, unclear responsibility





Table 7.4. Comparing accident-governance institutions. Timing matters, but the stronger comparison asks what each institution can know, whom it can motivate, how it enforces decisions, and which errors it is likely to make.


Key Point

Courts Or Regulators?

Product-risk disputes can be governed after the fact through tort liability, before the fact through agency review and safety rules, or through some combination. The comparison turns on information, incentives, speed, flexibility, legitimacy, enforcement, and error costs.




Monsanto Co. v. Durnell

The Supreme Court’s 2026 decision in Monsanto Co. v. Durnell provides a compact example of conflict inside a mixed system. The dispute involved a state failure-to-warn claim concerning the herbicide Roundup and a label approved under the federal pesticide regime.

The Court held that the Federal Insecticide, Fungicide, and Rodenticide Act expressly preempted the failure-to-warn claim at issue because the claim would have required labeling in addition to or different from the federally approved label. The judgment below was reversed and the case remanded.


Case Study

Who Decides What a Warning Label Must Say?

The economic issue is not whether glyphosate causes cancer; this chapter does not resolve that scientific question. The case instead exposes a choice of institutions.

A uniform federal label can draw on centralized agency review, reduce conflicting state requirements, and make nationwide production and communication easier. State tort claims can use decentralized litigation, information from particular injuries, and pressure to respond when plaintiffs believe a federal process has missed or undervalued a risk.

Allowing both systems to operate may create useful redundancy and accountability. It may also create inconsistent commands, duplicate review, and make an approved label an unreliable guide for producers. Preemption determines which institution has legal authority, but economic analysis separately asks which allocation of authority is likely to handle information, incentives, updating, and error most effectively.



The majority and dissent disagreed about the relationship among the federal label, federal misbranding provisions, and state tort duties. That legal disagreement illustrates a recurring institutional problem: one decision-maker may value uniformity and expert review, while another emphasizes decentralized correction and new information.

Chapter 13 will examine agency incentives, capture, instrument choice, and government failure more fully. For now, the lesson is modest. “Courts or regulators” is rarely a choice between no governance and perfect governance. It is a comparison among institutions with different information, incentives, procedures, and error costs.




Autonomous Systems and Distributed Responsibility

Imagine an autonomous delivery vehicle that strikes a cyclist after a software update. Saying “the AI caused the accident” does not complete the liability-rule audit.

The software developer may control model design, testing, update procedures, and known failure modes. A hardware manufacturer may control sensors and braking systems. A fleet operator may choose routes, weather limits, maintenance, remote supervision, and the number of deployments. An owner may defer updates. A human user may ignore an alert. A platform may control access or monitoring. An insurer may possess claims data. A regulator may set testing, reporting, or operating requirements.

Each actor has different information and precaution margins. Some choices are visible before deployment; others emerge only from field data. Some failures can be traced to one component; others arise from interactions among software, hardware, environment, and human oversight.

The canonical framework still works:


	Identify the parties rather than treating the system as one actor.

	Identify precaution and activity margins for each party.

	Compare the cost of each precaution with the expected harm it avoids.

	Ask which actor bears residual loss under each feasible liability rule.

	Add causation, observability, insurance, solvency, administration, and regulatory alternatives.



Assigning liability to the fleet operator may encourage route limits and monitoring but provide weaker incentives for upstream design. Assigning liability to the developer may improve testing and updating but price harms the developer cannot observe or control. Component-based negligence may target identifiable failures but leave interaction risks unpriced. Shared or layered responsibility may preserve several incentives while increasing litigation and contracting costs.

No general current legal rule for “AI liability” resolves every setting, and this chapter does not invent one. Autonomous systems are the culmination of the tort framework because they make distributed control visible. The central question remains human and institutional: who can foresee, prevent, monitor, insure, update, or stop the risky activity at lowest total cost?



Big Picture

Tort law governs risks that strangers and loosely connected parties usually cannot bargain over before harm occurs. It assigns accident costs, defines standards of care, provides remedies, and helps determine which precautions and activities become privately worthwhile.

The simple model begins with expected harm and efficient precaution. No liability places residual loss on the victim. Strict liability places it on the injurer under perfect compensation. Negligence creates a due-care threshold. In bilateral accidents, negligence and victim-care defenses can preserve incentives for both sides under demanding assumptions.

Activity levels reveal why correct care does not settle the problem. A party may comply on every occasion while engaging in too much risky activity. Causation, foreseeability, damages, court error, litigation cost, insurance, insolvency, and organizational control then determine whether the theoretical signal reaches behavior.

Products and autonomous systems widen the set of actors. Manufacturers, users, firms, insurers, platforms, courts, and regulators each possess different information and prevention capabilities. The best feasible arrangement may combine liability, safety rules, insurance, contract, monitoring, and organizational governance.

Torts is therefore the clearest demonstration of law as an implicit price system, but it is not only a price system. It is also an information, compensation, enforcement, and risk-allocation system. Good analysis asks not merely who caused harm, but which institution can reduce the total cost of accidents while respecting the other values law is asked to serve.



Chapter Study Map


	Core ideas: expected harm, efficient precaution, total accident cost, least-cost avoidance, ultimate bearer of harm, negligence, strict liability, bilateral precaution, activity levels, compensation, deterrence, and risk allocation.

	Figure: interpret why precaution cost rises, expected accident harm falls, and total accident cost reaches a minimum before risk reaches zero.

	Tables: use the bilateral-precaution table to compare rules; use the activity-level example to distinguish due care from efficient scale; use the liability map to identify residual loss; use the institutional table to compare courts, regulators, insurers, and firms.

	Reasoning tasks: perform the four-step liability-rule audit, identify both parties’ margins, distinguish ex ante choice from ex post outcome, and compare imperfect institutions.

	Common mistakes: seeking zero risk, equating physical causation with least-cost avoidance, ignoring victim precaution, assuming due care solves activity, treating compensation as deterrence, or assuming nominal liability will be collected.

	Required applications: parked car and truck, driver and pedestrian, delivery-fleet activity, Carroll Towing, insurance and vicarious liability, Tesla’s telemetry-based FSD insurance pricing, products and warnings, Monsanto v. Durnell, and distributed responsibility in autonomous systems.

	Optional enrichment: mass torts, probabilistic causation, automobile no-fault systems, workers’ compensation, vaccine risks, and joint liability.





Review Questions


	Why can tort law be described as law for high-transaction-cost accident externalities?

	Distinguish compensation, deterrence, and risk allocation.

	What is expected harm? Explain every term in E(H)=p×LE(H)=p \times L.

	Why does efficient accident law not seek to eliminate every accident?

	What is the difference between a potential injurer and a morally blameworthy actor?

	Define the ultimate bearer of harm.

	How do no liability and strict liability change precaution incentives in the unilateral model?

	What is a least-cost avoider, and why need it not be the person who physically caused the harm?

	State the four steps in the liability-rule audit.

	How does negligence differ from strict liability?

	Explain the Hand rule in words. Why is the marginal version more useful than a literal formula?

	What does United States v. Carroll Towing contribute to economic analysis of negligence?

	Compare a legal rule with a legal standard using speed regulation as an example.

	Why do pure no liability and pure strict liability fail to induce both precautions in the driver-pedestrian example?

	Distinguish contributory negligence from comparative negligence.

	What is an activity level? Why can a party take due care and still engage in too much risky activity?

	Why does a bad outcome not by itself prove that the earlier decision was negligent?

	How can insurance weaken, preserve, or relocate precaution incentives?

	What is the economic rationale for vicarious liability?

	Why is the choice between tort liability and safety regulation not captured fully by saying one is ex post and the other ex ante?

	In the Tesla FSD insurance example, why can insurance pricing change even while the human remains legally responsible for driving? Distinguish the safety evidence, monitoring mechanism, and legal rule.





Economic Reasoning Questions


	A warehouse can install a guard costing $8,000 that reduces annual injury probability from 5 percent to 1 percent. An injury would cause $150,000 in loss. Apply the liability-rule audit. Is the guard efficient? Predict the warehouse’s choice under no liability and strict liability with full collection.

	A homeowner’s tree may fall onto a neighbor’s garage. Pruning costs $300 and reduces expected damage by $700. The neighbor can move a vehicle out of the garage for an annual inconvenience cost of $100, reducing expected damage by another $250. Identify the efficient precaution combination and explain why bilateral precaution matters.

	Recalculate the driver-pedestrian example if pedestrian care costs $60 rather than $20. Which precautions are efficient? How do the predictions under no liability, strict liability, and negligence change?

	In the driver-pedestrian example, assume courts incorrectly set driver due care at a precaution costing $90 that produces no more safety than the $50 precaution. Predict the driver’s response and identify the standard-setting error cost.

	A ride service requires every driver to complete an effective safety checklist but does not charge drivers or the platform for residual accident harm. Explain why the checklist may control precaution without controlling hours driven or rides supplied.

	A chemical plant follows every specific regulatory requirement, but engineers privately know that an inexpensive additional valve would reduce a newly discovered risk. Compare how a fixed rule, a reasonable-care standard, and strict liability might use or fail to use that private information.

	A physician chooses a treatment that minimizes expected harm based on the best available evidence, but the patient experiences the rare adverse outcome. Explain the hindsight problem. What facts would be relevant to negligence analysis?

	A company causes $20,000 of harm each time it violates a safety rule, but only one violation in ten is detected and successfully pursued. Calculate the probability-adjusted award that would produce $20,000 in expected liability. Identify at least three reasons the arithmetic may not justify that award in practice.

	A startup creates an expected $5 million accident risk but has only $500,000 in assets and no insurance. Explain how the judgment-proof problem affects deterrence. Compare two institutional responses.

	An insurer covers a factory’s fire loss. It offers a lower premium if the factory installs sprinklers, accepts inspections, and retains a deductible. Explain how each term affects risk allocation and precaution.

	A delivery employee causes an accident after following an employer’s unrealistic schedule. Apply the liability-rule audit to the employee and employer. What prevention margins does each control, and what is the economic case for vicarious liability?

	A power tool includes a low-cost guard that users can remove to work faster. Compare producer design, warnings, user precaution, product price, and insurance under no producer liability and strict products liability. What additional facts would you need before choosing a rule?

	A federal regulator approves a uniform warning label, but later plaintiffs claim that state tort law requires stronger language. Identify the information and error-cost arguments for federal uniformity, state litigation, and mixed governance. Keep the scientific merits separate from the institutional comparison.

	An autonomous shuttle crashes after a sensor is obstructed, a software update is delayed, and the fleet operator disables a weather restriction. Identify at least four actors and their precaution or activity margins. Recommend a liability-and-regulation combination and state the assumptions driving your recommendation.

	An insurer observes that a supervised driving system has a lower collision rate and discounts miles driven with the system engaged, but traffic law continues to treat the human as the driver. Explain why the actuarial price and legal responsibility can diverge. What additional evidence would you want before concluding that the system itself caused the lower collision rate?





Law and Economics Lab


Design and Audit an Accident-Governance Regime

Choose a delivery fleet, consumer product, medical technology, recreational facility, e-scooter system, autonomous vehicle, AI-enabled service, or another risky activity approved by your instructor.

Your task is to design an accident-governance regime and then test it against realistic information and enforcement limits.


	Identify the actors. List potential injurers, victims, employers or principals, insurers, producers, platforms, and regulators.

	Identify the margins. For each relevant actor, identify precaution choices and activity-level choices. Distinguish visible from difficult-to-observe margins.

	Construct the benchmark. Estimate or create plausible precaution costs, accident probabilities, losses, and activity benefits. Explain every assumption.

	Find efficient behavior. Compare each additional precaution with the expected harm it avoids. Identify any activity whose marginal social cost exceeds its marginal benefit.

	Compare legal rules. Analyze no liability, negligence, strict liability, and a victim-care defense. For each rule, identify the ultimate bearer of harm and predict behavior.

	Add insurance and organization. Explain how deductibles, premiums, inspections, monitoring, employment rules, warranties, or platform controls change incentives.

	Add one regulatory alternative. Compare a safety standard, licensing rule, disclosure requirement, testing requirement, or operating restriction with tort liability.

	Stress-test enforcement. Change at least two assumptions involving causation, court error, incomplete damages, litigation cost, insolvency, or low detection probability.

	Separate objectives. Evaluate deterrence, compensation, risk spreading, fairness, legitimacy, and distribution separately before giving an overall recommendation.

	Audit an AI proposal. Ask an AI system to recommend a regime. Identify at least three hidden assumptions, verify every current legal claim using authoritative sources, and revise the proposal.



Conclude by recommending the best feasible institutional combination. Do not claim that one rule eliminates every accident or incentive problem. Explain why your design’s expected coordination benefits exceed its precaution, activity, information, enforcement, and error costs relative to the strongest realistic alternative.






Chapter 8: Contracts, Bargaining, and Enforcement


The Promise That Makes the Project Possible

A restaurant owner signs a lease for an empty storefront and hires a contractor to build a custom commercial kitchen. The restaurant is scheduled to open in four months. The owner pays a deposit, hires a chef, recruits servers, advertises an opening date, and begins taking reservations. The contractor orders specialized ventilation equipment, schedules electricians and plumbers, and turns down other work.

Neither side can complete this exchange in one instant. If the owner pays the full price first, the contractor could take the money and disappear. If the contractor completes the kitchen first, the owner could refuse final payment or demand a lower price after the equipment has been installed. Progress payments reduce the amount at risk at any one time, but they do not eliminate the problem. When three-quarters of a custom kitchen is attached to the owner’s building, replacing either party may be expensive.

This is not merely a dispute waiting to happen. The possibility of later opportunism changes behavior now. The owner may refuse to hire workers or advertise because completion is uncertain. The contractor may avoid ordering specialized equipment because payment is uncertain. Both parties may choose a smaller and less productive project. A valuable restaurant may never open.

A contract is an agreement that creates obligations the law may enforce. Contract doctrine determines which promises receive legal recognition, how incomplete agreements are interpreted, and what remedy follows breach. Economic analysis begins with a prior question: What useful cooperation becomes possible because the parties believe the promises?

The immediate exchange of an apple for cash is a spot exchange. Payment and delivery can occur together, so neither party remains exposed for long. Construction, employment, leases, loans, warranties, supply agreements, software subscriptions, and research partnerships involve delayed or repeated performance. One party must often act while the other party still has an opportunity to defect.

Chapter 4 showed that bargaining can create a cooperative surplus. That conclusion assumed that the parties could make an agreement and enforce it. This chapter opens that assumption. Promises can support cooperation only when each party expects the other to perform or bear a meaningful consequence for failing to do so.


Key Point

Promises Matter Before Breach

A promise creates value when belief in its enforcement causes parties to invest, specialize, reveal information, or cooperate in ways they otherwise would avoid. Formal and informal enforcement both matter because both change expectations before a dispute occurs.



The central economic function of contract is therefore not to punish disappointment. It is to make selected commitments credible enough that people can coordinate across time.



Why Promises Need Enforcement

A promise is easy to make when keeping it remains profitable. The harder problem arises when one party becomes vulnerable after the agreement.

Suppose the restaurant owner has signed the lease, hired workers, and announced the opening. The contractor now demands an additional $40,000 to finish, even though costs have not changed. Refusing leaves the owner with an unusable storefront and a missed opening. Paying rewards the contractor for waiting until the owner’s alternatives became worse.

The same problem can run in the other direction. Suppose the contractor has installed custom ductwork that has little value elsewhere. The owner threatens to withhold the final $40,000 unless the contractor accepts $20,000. Removing the equipment would be costly and might damage it. The owner can exploit the contractor’s reduced alternatives.

This is a hold-up problem. An investment creates value within the relationship but becomes vulnerable to appropriation after it is made. The possibility of hold-up can cause parties to underinvest even when no one ultimately behaves opportunistically.


Quick Concept

Relationship-Specific Investment

A relationship-specific investment is more valuable within a particular agreement than in its next-best use. That dependence can create cooperative surplus and expose the investor to hold-up.



Not every sunk cost is relationship-specific. Advertising a restaurant may be sunk once purchased, but it can still benefit the restaurant under another contractor. A ventilation hood built to fit one unusual building may have little value outside that particular project. The relevant question is how much value the investment loses when the relationship ends.

The parties would like to promise not to exploit each other later. Yet saying “I will not hold you up” does not make the statement credible. Once the other party invests, the short-run gain from renegotiating may remain. A credible commitment changes the future payoff or removes the future choice.


Quick Concept

Credible Commitment

A commitment is credible when the other party expects the promisor to perform or bear a meaningful consequence for nonperformance.



A damages remedy can make opportunistic breach costly. A deposit places money at risk. A performance bond gives a third party responsibility for payment after specified failure. Reputation threatens future business. Repeat dealing makes today’s defection costly tomorrow. A firm can discipline an employee. A platform can suspend an account. Code can release funds automatically after a verified event.

Each mechanism changes the expected payoff from keeping or breaking the promise. None is perfect. A court can make an error. Reputation can spread inaccurate information. A bond requires a trusted decision-maker. Automated execution can respond correctly to bad data. Contract economics compares these imperfect commitment technologies.


Historical Note

Oliver Williamson and Governance

Oliver Williamson developed transaction-cost economics by asking how different governance arrangements handle contractual hazards. His focus was not simply whether an exchange occurred in a market or inside a firm. He examined the details of the transaction: uncertainty, repeated adaptation, the difficulty of measuring performance, and especially investments that cannot be redeployed without losing value.

When investments are generic, either party can often change trading partners at modest cost. When investments are specific, the parties become bilaterally dependent. An incomplete agreement must then survive disturbances, disputed interpretations, and opportunities for strategic behavior. Long-term contracts, hostages, joint ownership, arbitration, and vertical integration can be understood as alternative safeguards.

Williamson’s framework shifts attention from an imaginary complete contract to comparative governance. The relevant question is which arrangement supports cooperation and adaptation at the lowest total cost, including bargaining, monitoring, enforcement, error, and organizational costs. That question will return in Chapter 12 when the firm itself becomes the institution being explained.





Formal and Informal Enforcement

People sometimes use enforcement as a synonym for filing a lawsuit. That is too narrow. A promise is enforced whenever breaking it triggers a consequence strong enough to affect behavior. The consequence may come from law, a private institution, a continuing relationship, a community, an organization, or a computer system.

Formal enforcement uses state-backed legal adjudication and remedies. Informal enforcement uses consequences such as lost trust, future business, or community standing without depending on an ordinary court judgment. Several institutions are hybrids. Private arbitration begins with agreement, produces a decision through a private forum, and may rely on courts or industry sanctions for enforcement. Platform rules are privately written but operate within a larger legal system. Automated transfers may be technically immediate while ownership and reversal remain legal questions.












	Institution
	Source of credibility
	Information advantage
	Characteristic limitation





	Repeat dealing
	Loss of future cooperation
	Parties observe the relationship over time
	Weakens near a known final interaction or when exit is easy



	Reputation and network sanctions
	Loss of future partners or standing
	Other traders can aggregate conduct across relationships
	Disputes may be hard for outsiders to verify; exclusion can create entry barriers



	Deposit, escrow, or performance bond
	Money or collateral is placed at risk
	A specified event or trusted decision-maker controls release
	Ties up assets and shifts the dispute to verification of the triggering event



	Merchant rules and arbitration
	Agreed forum plus industry sanctions or award enforcement
	Specialized decision-makers know trade practices
	May sacrifice public precedent, broad participation, or procedural safeguards



	Courts and legal remedies
	State-backed judgment and enforcement
	Public procedure can compel evidence and apply general law
	Litigation can be slow, costly, public, and error-prone



	Firm or platform governance
	Continued access, employment, account status, or internal discipline
	Organization observes activity within its own system
	Private power, conflicts of interest, opacity, and limited external review



	Automated execution
	Code transfers an asset when specified data satisfy a rule
	Fast and consistent treatment of machine-readable events
	Identity, authority, off-chain facts, mistake, fraud, and adaptation remain difficult





Table 8.1. Promise-enforcement institutions. Formal, informal, and hybrid institutions create credibility through different consequences and information channels. The appropriate comparison depends on the transaction; the table does not rank whole legal systems.

The mechanisms often complement one another. A contractor’s legal obligation supports a reputation for reliability. The reputation reduces the likelihood that the owner must sue. An arbitration clause can produce a specialized decision, while the possibility of court enforcement makes the resulting award more credible. A platform’s transaction records can improve both private dispute resolution and later legal proof.

Repeat dealing works best when future business is valuable and neither party knows exactly when the relationship will end. If the restaurant hires the same produce supplier every week, cheating today risks years of future sales. A known final transaction weakens that discipline because tomorrow’s retaliation disappears. Parties may respond by requiring final payment, collateral, inspection, or another safeguard before the relationship ends.

Reputation adds third parties. A builder who mistreats one customer may lose many future customers. But the information must be credible. A complicated construction dispute may leave outsiders unsure whether the contractor performed badly or the owner changed the requirements. Reviews can be manipulated, and a powerful network can exclude outsiders as well as discipline insiders.


Key Point

Formal and Informal Enforcement Work Together

Reputation, repeat dealing, bonds, arbitration, courts, organizations, platforms, and code can substitute for one another, but they often work as complements. A formal remedy can strengthen reputation, while a strong relationship can reduce the need to invoke the remedy.




Private Ordering in the Cotton Industry

Lisa Bernstein’s study of the cotton industry documents a setting in which private trade rules, merchant arbitration, information, and reputation supported commercial cooperation. Many transactions among merchants and mills were governed by industry rules and heard in merchant tribunals rather than litigated initially in ordinary public courts.


Case Study

Rules, Arbitration, and Reputation in Cotton Trading

Cotton contracts required agreement about quality, delivery, timing, and price in a specialized trade. Industry associations supplied standard terms and decision-makers familiar with commercial practice. Arbitration created a focused way to determine whether a party had complied. Information about conduct and awards could then affect reputation and future access to trading relationships.

The system did not show that law was absent. Parties contracted into the private process, associations operated within a legal environment, and formal enforcement could remain available at the boundary. Nor does one specialized industry establish that private arbitration is always cheaper, fairer, or more accurate than courts.

The case instead demonstrates institutional combination. Trade rules reduced drafting costs. Specialized arbitration produced information about disputes. Reputation and future business gave parties reasons to comply. Formal law remained part of the background that made private ordering possible.



The same design will not transfer automatically to consumers making one-time purchases. Cotton merchants had repeated interactions, commercial knowledge, and organizations capable of supplying rules and sanctions. A consumer may lack information, future leverage, or meaningful influence over the forum. Institutional performance depends on those surrounding conditions.




Designing the Relationship Before Breach

The best contract remedy is sometimes the one that never needs to be used because the agreement was designed to make performance and verification easier.

Return to the kitchen. A simple promise that says “build the kitchen for $100,000” leaves important questions unanswered. When are payments due? Who approves plans? What counts as completion? Who bears the risk of a delayed permit? How may the owner inspect work hidden behind walls? What happens if steel prices increase sharply? Which defects must the contractor correct? What if the restaurant changes the design?

Contract terms organize a sequence of decisions:


	A deposit gives the contractor evidence that the owner is committed and funds early purchases, but places the owner at risk.

	Progress payments limit either side’s exposure by linking payment to stages of work.

	Inspection rights improve verification before work becomes difficult to observe.

	Warranties allocate responsibility for quality discovered after completion.

	Change-order procedures distinguish authorized modifications from opportunistic demands.

	Price-adjustment clauses allocate specified input-cost risks without reopening the entire bargain.

	Termination rights identify circumstances in which one party may exit and what payment follows.

	Liquidated damages state an amount in advance when delay loss will be difficult to prove later.

	Bonds or escrow place assets under the control of a third party or specified rule.



These devices change more than the result after failure. Inspection rights encourage observable quality. Staged payments reduce the gain from taking money and disappearing. A warranty can signal confidence and give the seller a reason to improve durability, though it may also weaken buyer care. A price-adjustment clause permits adaptation while limiting strategic renegotiation.

Contract design also assigns information responsibilities. The owner knows whether a delayed opening will cause an unusually large loss. The contractor knows more about construction risk and scheduling. The equipment supplier knows more about the ventilation system. Disclosure, notice, testing, and documentation terms can move information to the party able to act on it.

Not every possible term belongs in the agreement. Drafting, reading, negotiation, and administration are costly. A fifty-page clause addressing an event with a one-in-a-million probability may cost more than the expected loss it prevents. Contracting is itself an economic activity governed by marginal benefit and marginal cost.


Study and Learn

The Contract-Enforcement Audit

Identify the valuable cooperation, the sequence of vulnerable actions, the formal and informal enforcement mechanisms, the omitted contingencies, and the incentives created by the remedy.



The audit begins before asking whether a breach occurred. It asks what the parties were trying to accomplish and which design features made their cooperation believable.



Which Promises Should Law Enforce?

Contract law does not enforce every statement about the future. A friend who says “I will call tomorrow” does not ordinarily create a legal obligation. A seller’s definite offer, accepted in exchange for payment, looks different. Law needs ways to identify agreements intended to create enforceable commitments and reasons to withhold enforcement when the apparent agreement does not reflect valuable voluntary cooperation.

At a principles level, students should recognize several formation terms. An offer proposes an exchange on terms that permit acceptance. Acceptance manifests agreement to the offer. Consideration refers to the bargained-for exchange supporting a promise. Assent concerns the parties’ objective manifestation of agreement. Capacity and lawful purpose also matter.

These categories help courts determine whether an agreement exists. They are not a complete economic theory. A promise may induce valuable reliance even without a conventional exchange. A bargain can involve deception or coercion. A signature can show assent while revealing little about attention or understanding.

The economic case for enforcement is strongest when parties want enforceability because it helps them make a credible commitment to mutually valuable cooperation. Enforcement can then expand the range of feasible exchanges. The presumption weakens when the agreement does not reliably reveal voluntary, informed choice or when performance harms people outside the bargain.

Several familiar defenses can be organized around recurring economic problems:


	Fraud undermines the information on which assent depends and can reward investment in deception.

	Duress allows a party to create or exploit a threat in order to extract agreement.

	Incapacity weakens the inference that the person could evaluate and choose the obligation.

	Mistake may mean that the parties agreed on different objects or shared a false premise.

	Impossibility or impracticability may arise when an unexpected event radically changes feasible performance, though increased cost alone does not automatically excuse a promise.

	Public policy and third-party harm limit the claim that benefits to the signers establish social value.



Consider the contractor who demands an extra $40,000 after deliberately waiting until the restaurant owner is vulnerable. Enforcing that modification can reward creation of the very hold-up problem the original contract was meant to prevent. Now change the facts: an unforeseeable structural defect is discovered, correcting it costs $40,000, and immediate action will save the owner’s project. A modification that finances productive adaptation is economically different from an opportunistic threat, even when both occur mid-performance.

Information creates another distinction. A buyer who invests in learning which industrial machine will use less energy may deserve to profit from productive research. A seller who conceals a known safety defect does not create the same information benefit. Contract law must avoid eliminating rewards for discovery while also avoiding rewards for deception and strategically produced ignorance.


Important Qualification

A Signature Is Not the End of the Analysis

Fraud, duress, incapacity, mistake, severe information problems, third-party harms, and unreadable or surprising standard terms can weaken the inference that enforcement supports mutually valuable cooperation.



The warning should not reverse into a presumption that judges can redesign every agreement more wisely than the parties. Courts also lack information and can make terms less predictable. The institutional question is when the benefits of refusing or modifying enforcement exceed the costs of error, uncertainty, and reduced ability to commit.



Contracts Cannot Specify Everything

Future states of the world are numerous, language is imperfect, and performance can be difficult to verify. Real contracts are therefore incomplete. They omit contingencies, use general terms, and rely on later interpretation.

Some gaps are accidental. The parties forgot to discuss what happens if a permit is delayed. Other gaps are rational. Negotiating the term costs more than its expected value. The parties may also prefer a general standard such as “commercially reasonable efforts” because detailed instructions would adapt poorly to conditions not yet known.

When a dispute reaches a court or arbitrator, the decision-maker may need to interpret language, determine whether a condition occurred, or fill a gap. A default rule supplies a term when the parties did not provide another one. Parties can ordinarily contract around a default. A mandatory term applies despite their contrary agreement.

One rationale for a majoritarian default is to supply the term many similarly situated parties would have chosen. That approach can reduce drafting costs. It does not guarantee the correct term for these particular parties, especially when preferences and risks differ.

A penalty default follows a different logic. It deliberately supplies a term that at least one party is likely to dislike so that the better-informed party has an incentive to disclose information or draft an explicit term. The framework is influential, but whether particular doctrines actually operate this way is contested.


Quick Concept

Default Rules and Mandatory Terms

Default rules fill gaps and can usually be changed by agreement. Penalty defaults encourage a better-informed party to disclose or draft around the rule. Mandatory terms cannot be waived and require a separate justification.



Mandatory terms may address defective assent, external harm, information failure, market power, or limits on enforcement. They can protect parties who cannot bargain effectively or protect third parties who were absent from the agreement. But mandatory terms can also block valuable variation, misidentify what parties need, or push exchange into less regulated forms.

Changed circumstances expose the tension between commitment and adaptation. If every cost increase excuses performance, promises offer little protection against ordinary risk. If no unexpected event permits adjustment, parties may waste enormous resources on performance that no longer creates value.

The parties can allocate some risks themselves. A construction agreement may index steel costs, assign permit risk, require insurance, or permit termination after a delay. Unallocated risks may require interpretation. A sensible institutional response asks which party could prevent, predict, insure, or diversify the risk at lower cost; whether the event was foreseeable; what the price already reflected; and how a rule will affect future contracting.

Incompleteness is not a defect that law can eliminate. It is a reason contracts operate within a larger governance system of default rules, interpretation, renegotiation, norms, and dispute resolution.



Remedies as Incentive Systems

When an enforceable promise is broken, a remedy determines the legal response. Remedies protect different baselines and therefore create different incentives.

Expectation damages seek to place the injured promisee in the economic position the promisee would have occupied if the promise had been performed. If the completed kitchen would have given the owner a net gain of $20,000, perfectly measured expectation damages replace that lost net value.

Reliance damages use the position before the agreement as the baseline. They seek to compensate expenditures or losses reasonably induced by the promise, subject to legal limits. The owner may have spent money on hiring, advertising, or preparations because completion was expected.

Opportunity-cost damages use the best forgone alternative agreement as the benchmark in the economic model. If the owner rejected another contractor who would have provided a net gain of $12,000, that opportunity differs from both the no-contract position and the $20,000 expected gain under the chosen contract.

Liquidated damages are selected in advance by the parties. A construction contract might state a reasonable daily amount for delay when proving actual lost sales later would be expensive. Legal treatment of liquidated damages and penalties varies, and an amount that appears unreasonably punitive may not be enforced.

Specific performance orders performance rather than substituting money. It becomes attractive when the promised object or service is unique, substitutes are poor, or money damages are especially difficult to measure. It can also require supervision and create difficult renegotiation if circumstances change.












	Remedy
	Protected baseline
	Principal incentive benefit
	Characteristic risk





	Expectation damages
	Position if the promise had been performed
	Can make the promisor account for the promisee’s net performance value
	Measurement error, incomplete compensation, and overreliance if recovery rises with actual reliance



	Reliance damages
	Position if the agreement had not been made
	Protects reasonable expenditures induced by the promise
	May omit expected gains and can reward excessive reliance if actual expenditures control recovery



	Opportunity-cost damages
	Position under the best forgone agreement
	Recognizes the alternative opportunity displaced by this contract
	Forgone opportunities are difficult to observe and may provide weaker performance incentives than expectation



	Liquidated damages
	Amount selected in advance by the parties
	Reduces later measurement cost and can make damages independent of additional reliance
	The amount may be poorly estimated, strategically imposed, or treated as an unenforceable penalty



	Specific performance
	Receipt of the promised performance
	Protects unique or difficult-to-value performance
	Supervision, rigidity, and bilateral-monopoly bargaining when circumstances change





Table 8.2. Contract remedies and incentive margins. The remedies protect different baselines and influence more than the decision to breach. Actual availability and calculation depend on governing law and facts; this is an economic comparison rather than a complete remedies taxonomy.

The table resists a common mistake: asking only which remedy gives the promisee the largest award. A larger remedy can strengthen the promisor’s incentive to perform and take precautions against breach. It can also encourage excessive reliance, discourage formation, or increase bargaining and litigation costs. A smaller remedy can weaken performance incentives while improving another margin.

The right question is not “Which remedy is strongest?” It is “How does this remedy change formation, performance, precaution, reliance, disclosure, mitigation, renegotiation, and enforcement cost?”



Efficient Performance, Breach, and Renegotiation

The phrase efficient breach is easy to misunderstand. It does not mean that any breach benefiting the promisor is efficient. It describes a conditional result: nonperformance can increase total surplus when the promisor’s cost of performance exceeds the promisee’s full loss and the injured party can be compensated without creating larger costs.

Return to the kitchen contract. Assume the completed kitchen is worth $120,000 to the owner and the contract price is $100,000. Performance would give the owner a net gain of $20,000. If the contractor breaches, perfectly measured expectation damages are therefore $20,000.

Let VV denote the owner’s value from completion and CC the contractor’s real cost of performance. The contract price is a transfer from the owner to the contractor, so it cancels when their gains are added. Total surplus from performance is:

S=V−C.
S = V - C.


The notation says that performance creates value when the completed kitchen is worth more than the resources required to build it. With V=120,000V = 120{,}000, performance is efficient whenever cost remains below $120,000.













	Contractor’s performance cost
	Total surplus from performance
	Contractor’s payoff from performance
	Contractor’s payoff from breach after $20,000 damages
	Efficient and private choice





	$90,000
	$30,000
	$10,000
	-$20,000
	Perform



	$110,000
	$10,000
	-$10,000
	-$20,000
	Perform



	$140,000
	-$20,000
	-$40,000
	-$20,000
	Breach





Table 8.3. Efficient performance and breach under perfect expectation damages. The completed kitchen is worth $120,000, the price is $100,000, and expectation damages equal the owner’s $20,000 net gain. The example omits reliance beyond that value, mitigation, litigation, collection, reputation, renegotiation, and third-party effects.

At a performance cost of $90,000, the project creates $30,000 of total surplus. The contractor earns $10,000 by performing and loses $20,000 by breaching, so both private incentive and total surplus favor performance.

At $110,000, performance remains efficient because it creates $10,000 of total surplus. The contractor loses $10,000 on performance but would lose $20,000 by breaching and paying damages. The remedy prevents the contractor from abandoning a project whose value still exceeds its cost.

At $140,000, performance destroys $20,000 of total surplus. The contractor would lose $40,000 by performing but $20,000 by breaching and compensating the owner. Breach preserves $20,000 relative to wasteful performance while leaving the owner with the promised net value under the assumptions.


Quick Concept

Efficient Breach

An efficient breach occurs when the gain from nonperformance exceeds the promisee’s loss and the injured party can be compensated without creating larger bargaining, measurement, or enforcement costs.



The private and social thresholds coincide at $120,000 because expectation damages perfectly equal the owner’s net loss. If damages are only $5,000, the contractor may breach when performance remains socially valuable. If damages are mistakenly set at $50,000, the contractor may perform when resources should be released. Accurate valuation does substantial work in the model.

The reason for breach matters because it can change other margins. An unforeseen cost shock may make performance genuinely wasteful. A contractor who deliberately creates delay to obtain another job imposes a different effect on future precautions and trust. A better outside offer may be socially valuable only after counting the promisee’s loss, substitute costs, and effects on other agreements.

Compensation also may be incomplete. Lost opening momentum, customer relationships, employee departures, financing stress, and personal plans can be difficult to prove or value. Litigation consumes time and money. A judgment may not be collected. Reputational harm to the contractor and the broader effect on willingness to rely are real even if they do not appear in the damages award.


Important Qualification

Efficient Breach Is a Conditional Result

Calling a breach efficient requires more than finding a better opportunity for the promisor. Count the promisee’s full loss, reliance, renegotiation costs, reputation effects, enforcement costs, and any failure of compensation.



Renegotiation can sometimes correct a poorly fitted remedy. If performance has become inefficient, the owner may release the contractor in exchange for a payment. If performance remains valuable but the contractor faces a temporary cash problem, the owner may revise the payment schedule. Chapter 4’s bargaining logic still applies.

But the original contract often exists because renegotiation is costly. Each party may misrepresent cost or loss to capture more of the surplus. Delay may destroy value while they bargain. A party can make an extreme demand, hoping the other side will yield. An agreement that simply requires the parties to renegotiate every hard question may recreate the commitment problem it was supposed to solve.



Reliance, Foreseeability, and Mitigation

The efficient-breach example focused on the promisor’s decision. The promisee also acts after the agreement. The restaurant owner hires workers, buys inventory, orders signs, and advertises. Those choices are reliance: changes in position induced by the promise.

Reliance can create value. Hiring and training workers before opening may make the restaurant productive immediately. Customizing service stations to match the kitchen can reduce operating costs. Waiting until completion is certain may sacrifice months of preparation.

Reliance also increases the loss if performance fails. Food spoils, advertising becomes useless, and workers may need to be paid before the opening. Efficient reliance accounts for the probability of performance rather than behaving as if success were certain.

Let pp be the probability of performance, ΔV\Delta V the added value an increment of reliance creates if performance occurs, and cc the cost of that reliance. The expected social value of the increment is:

p×ΔV−c.
p \times \Delta V - c.


The increment is efficient when its probability-weighted benefit exceeds its cost.

Suppose performance is 80 percent likely and the owner is considering two separate customization steps. The values are invented to isolate the incentive; they are not empirical estimates.














	Reliance increment
	Cost
	Added value if performance
	Expected social benefit at 80%
	Net social value
	Private net under the assumed remedy





	Basic customization
	$20.00
	$30.00
	$24.00
	+$4.00
	+$10.00



	Additional customization
	$20.00
	$22.00
	$17.60
	-$2.40
	+$2.00





Table 8.4. Efficient and excessive reliance. The assumed remedy increases dollar-for-dollar with the added performance value created by actual reliance. That simplifying assumption makes the owner treat the added value as certain even though performance occurs with probability 0.80.

For basic customization, multiplying 0.80 by $30 gives an expected social benefit of $24. Subtracting the $20 cost leaves $4 in expected net value, so the investment is efficient.

For additional customization, multiplying 0.80 by $22 gives an expected social benefit of $17.60. Subtracting the $20 cost leaves negative $2.40. The extra step is inefficient because its added value materializes only if the kitchen is completed.

Now assume damages rise with the owner’s actual reliance-created value. If performance occurs, basic customization creates $30. If breach occurs, damages replace that $30. The owner privately sees a certain $30 benefit and takes the investment because it costs only $20. That choice is also socially efficient.

The same remedy makes additional customization privately attractive: a certain $22 benefit exceeds its $20 cost. The owner takes the second step even though its expected social value is negative. Compensation has removed the owner’s reason to account for the 20 percent breach risk.


Important Qualification

Compensation Can Encourage Overreliance

If a promisee expects every reliance loss to be reimbursed, the promisee may invest as if breach were impossible. Efficient remedies should preserve useful reliance without encouraging reliance whose expected benefit is smaller than its cost.



Actual damages do not automatically reimburse every claimed reliance expenditure or every value the promisee says it created. Proof, causation, foreseeability, certainty, reasonableness, contract limits, and mitigation constrain recovery. The table isolates one economic problem: when the award increases with the promisee’s marginal reliance, the promisee may externalize the breach risk that reliance creates.

One response is to base compensation on reasonable or efficient reliance rather than every actual expenditure. Another is to specify liquidated damages that do not rise with later reliance. A third is for the promisee to disclose unusually valuable reliance and bargain over price, precautions, insurance, or limits before acting.


Hadley v. Baxendale

The classic foreseeability case is Hadley v. Baxendale, decided by the English Court of Exchequer in 1854. A crankshaft broke at a mill in Gloucester. The millers sent the broken shaft through a carrier so it could serve as a pattern for a replacement. Delivery was delayed, and the millers sought lost profits for the additional time the mill was unable to operate.

The full facts are more careful than the familiar shorthand. The millers’ servant told the carrier’s clerk that the mill was stopped and that the shaft should be sent immediately. The court nevertheless concluded that the special circumstances supporting the lost-profit award had not been communicated or known in a way that made those profits recoverable on the record. It ordered a new trial and stated a rule limiting contract damages to losses arising ordinarily from the breach or reasonably contemplated by the parties when they contracted.


Case Study

The Broken Mill and the Missing Information

The carrier observes an object of modest size and charges for transportation. The mill owner knows whether delayed delivery will stop an entire business. If carriers must pay every undisclosed extraordinary loss, they may raise prices or take expensive precautions on every shipment. If extraordinary loss is never recoverable, informed customers may lack protection even when extra precaution would be worthwhile.

A foreseeability limit can encourage the customer with unusual exposure to disclose it before the price and precautions are chosen. The carrier can then charge more, promise faster handling, buy insurance, limit liability, or decline the risk. The rule can therefore be understood as information forcing.

This is an economic interpretation, not the only historical purpose or doctrinal account of Hadley. Whether the rule should be labeled a penalty default is contested. Its durable lesson is that damage rules influence information before breach as well as compensation afterward.



Foreseeability connects private information with risk pricing. Suppose an ordinary one-day kitchen delay costs $1,000, but this owner will lose a $50,000 event contract if completion is one day late. The owner can disclose that unusual exposure. The contractor may charge for overtime, obtain a backup supplier, refuse the deadline, or negotiate a liability limit. Silence denies the contractor the opportunity to price and manage the risk.

The rule also has costs. Disclosure takes time. A party may not understand its own exposure. The promisor may exploit revealed dependence by raising the price. Courts may confuse unusual with unreasonable. A uniform limit may undercompensate real loss. Information forcing is a mechanism to evaluate, not a complete defense of every outcome.

Mitigation addresses behavior after notice of breach. If the contractor announces two months early that completion is impossible, the owner may seek a replacement, postpone advertising, reduce inventory, or reschedule hiring. The owner need not take absurd or ruinously expensive steps, but avoidable losses should not grow merely because someone else will be asked to pay them.

Mitigation preserves a private incentive to limit harm after breach. It also prevents a promisee from continuing performance or expenditure solely to enlarge damages. The promisor remains responsible for legally recognized loss caused by breach; the promisee remains responsible for reasonable adjustment once the problem is known.

Foreseeability, mitigation, and limits on reliance all reveal the same structure encountered in torts. Making one party fully responsible for loss can improve that party’s incentives while weakening the other party’s incentives. Good remedies make both sides account for the margins they control.




Specific Performance and Bargaining Breakdown

Damages protect the promisee through a liability rule: the promisor may breach while owing an amount determined by law or agreement. Specific performance resembles a property rule: the promisee can insist on the promised performance unless the promisee agrees to release it.

Specific performance becomes attractive when substitutes are poor or valuation is difficult. A buyer may contract for a unique parcel of land, a rare object, or specialized equipment needed within an integrated production process. A court may estimate market price but miss timing, location, compatibility, or subjective value.

The remedy can also create a bilateral monopoly after circumstances change. The promisor needs permission from one promisee to avoid performance, and the promisee can obtain release from only that promisor. Their possible bargain may contain a large cooperative surplus, but each has an incentive to capture it.

Suppose completing custom equipment now costs the contractor $300,000 because of an extraordinary shock. The equipment is worth $120,000 to the buyer, and no substitute exists. Performance would destroy $180,000 of value. Under specific performance, the buyer can insist on delivery. The contractor would pay as much as $300,000 for release, while the buyer would accept any amount above the $120,000 value of performance. The bargaining range is enormous.

That range makes agreement possible, but not automatic. The contractor claims the cost is $310,000. The buyer says the equipment is worth $250,000. Each delays to make the claim credible. Lawyers are hired, production plans remain unsettled, and a breakdown can force inefficient performance.

Damages can reduce the need for permission by allowing breach after payment. But damages transfer valuation to a court, which may know less than the buyer. Specific performance preserves the buyer’s control and encourages voluntary renegotiation, but that bargaining can be costly. The familiar property-rule and liability-rule comparison returns inside contract law.

The remedy choice should therefore consider uniqueness, valuation error, supervision, opportunism, substitute availability, renegotiation cost, and the parties’ ability to design a better term. There is no general rule that consent always favors specific performance or efficiency always favors damages.



Standard Forms, Clickwrap, and Meaningful Assent

The restaurant contract may be negotiated in detail because the stakes are large and the project is specialized. Many agreements are not. Software licenses, bank accounts, phone services, tickets, insurance policies, and platform accounts use standard terms offered to many users.

Standardization creates real value. Drafting every low-value transaction separately would be expensive. Common terms can coordinate payment, warranty, privacy, updates, dispute resolution, acceptable use, and termination. A firm can train employees and build systems around one agreement. Customers can receive a service immediately rather than hire a lawyer for every purchase.

The same economies create an attention problem. Few consumers read every term, and reading all terms may itself be irrational when the transaction is small, the language is long, and negotiation is unavailable. A visible price and product description may drive the decision while arbitration, data use, unilateral modification, automatic renewal, and liability limits remain obscure.

This does not mean standard forms have no value or that every unread term is inefficient. Competition can discipline some terms through price, reputation, comparison services, regulators, sophisticated intermediaries, and the choices of attentive marginal consumers. But those mechanisms may be weak when terms are difficult to compare, harms are delayed, switching is costly, or firms use similar provisions.

Electronic contracting places assent inside interface design. In Specht v. Netscape, the Second Circuit found insufficient reasonable notice and manifestation of assent on the record when license terms for downloaded software were available below the download button. In Meyer v. Uber, the same court found the app’s notice sufficiently conspicuous and the user’s registration sufficiently unambiguous under the governing law.

The cases do not produce one rule for every screen. They show why traditional contract questions remain important online. Could a reasonable user see that terms existed? Was the link presented near the action? Did the action communicate agreement? Could the drafter document which version applied? State contract law and interface facts matter.

The economic design problem is to preserve low-cost standardized exchange while improving notice where attention is valuable. Possible tools include concise summaries, layered disclosure, prominent treatment of unusual terms, standardized labels, version records, affirmative action, comparison tools, and limits on particular terms. Each tool can improve information while adding delay, clutter, compliance cost, or false confidence.

Meaningful assent is not identical to reading every word. Nor is clicking a button proof of informed understanding. Contract institutions need workable signals of agreement while recognizing that attention is scarce.



Smart Contracts and AI-Mediated Agreement

Imagine that the kitchen equipment supplier places the owner’s payment in a digital escrow. When an agreed data source reports delivery and an inspection device reports a passing result, code releases payment automatically. The arrangement is often described as a smart contract.

Automatic execution can reduce delay and the risk that a party withholds payment after verified performance. It can make a narrow commitment highly credible. But it moves attention to the trigger. Was the equipment merely delivered, or properly installed? Was the sensor calibrated? Who controlled the data source? Was the shipment stolen immediately after the report? Did the parties authorize a change?

Code is excellent at applying specified conditions to machine-readable inputs. Many contract disputes concern whether the conditions fit the world. Identity, authority, mistake, fraud, quality, causation, excuse, and changed circumstances require information and judgment that may not exist on the system executing payment.


Important Qualification

Automatic Enforcement Is Not Always Better Enforcement

Smart contracts can reduce execution costs, but they can be rigid when real-world performance, fraud, mistake, authority, identity, or changed circumstances require interpretation.



The best design may combine code with governance. Automated payment can handle ordinary verified delivery. A pause, appeal, multisignature approval, arbitrator, insurer, or court can handle contested cases. The choice repeats the chapter’s central institutional comparison: credibility and speed must be balanced against information, adaptation, and error correction.

AI systems may reduce the cost of drafting, comparing, monitoring, and administering contracts. A restaurant owner could ask a system to compare warranty terms across equipment suppliers. A contractor could generate a first draft of a price-adjustment clause. Software could flag missed milestones, summarize amendments, or recommend renegotiation after a supply disruption.

Lower drafting cost can make more tailored agreements worthwhile. It does not guarantee better terms. The system may omit a rare but important contingency, misunderstand the business, invent legal authority, or optimize for the party that selected it. Cheap complexity can produce agreements no human understands.

AI agents also may negotiate or execute transactions. Suppose the restaurant authorizes a purchasing agent to order up to $10,000 per transaction from approved suppliers. The agent places two related orders that together exceed the intended limit, accepts unfamiliar arbitration terms, or continues buying after the owner changes strategy. The economic and legal questions concern the surrounding institution:


	Who is the principal and what authority was delegated?

	How was the counterparty expected to verify that authority?

	Which goals, limits, and information did the agent receive?

	Who monitored the agent and could stop or reverse action?

	Which records show what the agent did and why?

	Who bears loss from error, manipulation, or unauthorized action?



The agent does not eliminate contracting costs. It changes their location. Negotiation may become cheaper while verification, delegation, monitoring, and responsibility become more important. Chapter 15 will develop these issues. Here they confirm the continuing value of the canonical framework: a new technology is another way to make, interpret, and enforce promises under incomplete information.



Big Picture

Contracts support cooperation that cannot be completed through simultaneous spot exchange. A credible promise allows one party to invest, specialize, disclose information, or perform while awaiting the other party’s response. Its value appears before breach because expected enforcement changes present behavior.

Enforcement is institutional rather than exclusively judicial. Repeat dealing, reputation, deposits, bonds, merchant rules, arbitration, courts, firms, platforms, and code create different consequences for nonperformance. They can substitute for one another, but often work together. Their performance depends on information, repeated interaction, verification, flexibility, cost, and error.

Contract design organizes the relationship before failure. Payment schedules, inspections, warranties, change procedures, termination, disclosure, and agreed remedies allocate risk and reduce opportunities for hold-up. Because drafting is costly and the future is uncertain, contracts remain incomplete. Defaults, mandatory terms, interpretation, and renegotiation form part of the surrounding governance system.

Remedies affect several margins. Expectation damages can align performance and breach in a simplified model, yet damages that rise with actual reliance can encourage overreliance. Foreseeability encourages disclosure of unusual loss. Mitigation preserves incentives to limit avoidable harm. Specific performance protects difficult-to-value performance but can create bilateral-monopoly bargaining.

Standard forms and automated agreements do not replace these problems. They change the cost of drafting, attention, execution, verification, and adaptation. AI can lower some transaction costs while increasing the importance of authority, monitoring, and responsibility.

Contract law is therefore a technology for credible commitment and adaptation. The economic task is not merely to enforce every promise or excuse every costly performance. It is to compare institutions that make valuable cooperation believable while controlling opportunism, excessive reliance, information failure, bargaining breakdown, enforcement cost, and error.



Chapter Study Map


	Core ideas: credible promises, sequential performance, formal and informal enforcement, relationship-specific investment, hold-up, contract design, incompleteness, default and mandatory terms, remedies, efficient breach, efficient reliance, foreseeability, mitigation, and renegotiation.

	Tables: use the enforcement-institutions table to compare sources of credibility; use the remedies table to identify protected baselines and incentive risks; use the efficient-breach and reliance tables to calculate private and social choices.

	Reasoning tasks: perform the contract-enforcement audit, identify the vulnerable sequence, compare commitment mechanisms, diagnose omitted contingencies, select a remedy, and trace its effects across performance, reliance, disclosure, mitigation, and bargaining.

	Common mistakes: treating enforcement as litigation only, calling any profitable breach efficient, ignoring the promisee’s reliance, assuming complete contracts are attainable, equating a signature or click with informed understanding, or assuming automatic execution removes the need for governance.

	Required applications: restaurant and kitchen contractor, cotton-industry private ordering, cost-shock breach, efficient and excessive reliance, Hadley v. Baxendale, specific performance, standard forms, clickwrap, smart contracts, and AI purchasing agents.

	Optional enrichment: detailed consideration doctrine, unconscionability, penalty clauses, comparative specific performance, franchise governance, sports contracts, and commercial arbitration law.





Review Questions


	Why does a spot exchange require less commitment than delayed or sequential performance?

	Explain how an enforceable promise can create value before anyone breaches.

	Define credible commitment.

	What is a relationship-specific investment? Why can it produce hold-up?

	Give one example of hold-up by a promisor and one by a promisee.

	Distinguish formal enforcement, informal enforcement, and a hybrid institution.

	Why can formal remedies and reputation be complements?

	What does Bernstein’s cotton-industry study illustrate about private ordering?

	How do progress payments, inspection rights, warranties, and bonds change incentives?

	Why do rational parties leave gaps in contracts?

	Distinguish a majoritarian default, a penalty default, and a mandatory term.

	Why is consideration useful vocabulary but not a complete economic theory of enforceability?

	How do fraud, duress, incapacity, and third-party harm weaken the economic case for enforcement?

	Compare expectation, reliance, opportunity-cost, liquidated-damages, and specific-performance remedies.

	State the conditions required for an efficient breach.

	In Table 8.3, why do the private and social performance thresholds both equal $120,000?

	What is efficient reliance? How can compensation create overreliance?

	What rule did Hadley v. Baxendale state, and how can foreseeability encourage disclosure?

	How does mitigation affect the promisee’s post-breach incentives?

	Why can specific performance both protect difficult-to-value performance and create bargaining costs?

	What economic benefits do standard-form agreements provide?

	Why does clicking to accept terms not necessarily establish informed understanding?

	What can automated execution verify well, and what contract questions remain difficult?

	How can AI lower some contracting costs while increasing delegation and monitoring costs?





Economic Reasoning Questions


	A bakery pays a designer a deposit for a custom oven installation. The designer must buy equipment with little resale value, while the bakery must renovate before delivery. Identify each party’s relationship-specific investment, possible hold-up strategy, and one safeguard for each side.

	A supplier and manufacturer expect to trade weekly for ten years. Explain how repeat dealing can support performance. Now assume both know the relationship will end next month. What changes, and which additional enforcement mechanism might become valuable?

	A trade association supplies standard quality grades, private arbitration, and notice of unpaid awards. Explain how each component supports promise credibility. Identify one possible cost or abuse of the system.

	A construction agreement leaves unexpected steel-price increases unaddressed. Compare strict enforcement, judicial excuse, and a court-supplied risk-allocation term. What information would you need to choose among them?

	The completed project is worth $200,000 to the buyer, the contract price is $160,000, and expectation damages perfectly equal the buyer’s net gain. Calculate damages. At what performance cost does breach become efficient in the stripped model? Explain every step.

	Repeat the previous problem when only half of the buyer’s true loss can be proved. Identify a range of performance costs in which the seller’s private breach decision differs from the efficient decision.

	A promisee can spend $1,000 on reliance that creates $1,400 of value if performance occurs. Performance probability is 60 percent. Is the reliance efficient? Predict the choice if damages guarantee the full $1,400 value in either state.

	A photographer sends ordinary-looking equipment through a carrier, but one-day delay will cause an unusual $80,000 loss. Compare nondisclosure, advance disclosure, insurance, a liability limit, and special handling using the information-forcing logic of Hadley.

	A contractor announces breach before the owner orders perishable supplies. The owner orders them anyway and seeks reimbursement. Apply mitigation and causation. What additional facts could justify the purchase?

	A rare machine is worth $500,000 to a buyer. Unexpected events raise the seller’s delivery cost to $900,000. Under specific performance, identify the bargaining range for release and explain why a positive cooperative surplus does not guarantee agreement.

	A software service displays a small terms link at the bottom of a registration screen and states that account creation constitutes assent. Apply notice, assent, transaction-cost, and attention reasoning without assuming a particular legal outcome.

	A platform automatically suspends sellers after a threshold number of complaints. Explain the commitment benefit and the risks of inaccurate information, strategic complaints, and limited appeal. Recommend one hybrid safeguard.

	A smart contract releases payment when a shipping database reports delivery, but the package contains the wrong component. Identify what the code verified, what it failed to verify, and how the agreement could combine automation with dispute resolution.

	An AI purchasing agent accepts a three-year contract outside the owner’s intended budget. Identify the principal, delegated authority, verification problem, monitoring system, and possible loss bearer. What contract or platform rules could reduce the risk?





Law and Economics Lab


Design and Audit a Commitment System

Choose a construction project, supply relationship, employment agreement, lease, software or cloud-service contract, sports or NIL agreement, platform transaction, smart contract, or AI-mediated purchase approved by your instructor.

Your task is to design a commitment system and test whether it supports valuable cooperation under realistic information and enforcement limits.


	Identify the cooperation. Explain what valuable activity requires a promise rather than a simultaneous spot exchange.

	Map the sequence. List the order in which parties pay, invest, disclose, verify, and perform. Mark the points at which each party becomes vulnerable.

	Identify specific investments. Explain which investments lose value outside the relationship and how hold-up could occur.

	Compare enforcement institutions. Analyze at least one formal mechanism, one informal mechanism, and one hybrid such as arbitration, platform governance, escrow, or automated execution.

	Design terms. Propose payment timing, inspection, warranty, notice, termination, disclosure, price-adjustment, mitigation, or liquidated-damages provisions. Explain the behavior each term changes.

	Identify incompleteness. Select two contingencies the contract should address and one it should rationally leave to a default, standard, or later renegotiation.

	Choose a remedy. Compare expectation, reliance, liquidated damages, and specific performance. Identify the baseline protected and the risks created by your choice.

	Construct a numerical test. Create plausible values for performance value, price, cost, breach loss, probability, and reliance. Calculate efficient performance and reliance, then compare them with private incentives under your remedy.

	Stress-test information and enforcement. Change at least two assumptions involving hidden quality, unusual loss, court error, insolvency, reputation, low attention, inaccurate data, or costly renegotiation.

	Audit an AI proposal. Ask an AI system to draft or improve the agreement. Identify at least three hidden assumptions, verify every legal claim with authoritative current sources, and identify any term that is clear to code but ambiguous in the real relationship.



Conclude by recommending the best feasible combination of terms and enforcement institutions. Separate efficiency, distribution, fairness, consent, and legitimacy before giving an overall assessment. Explain why your design is better than the strongest realistic alternative, not why it is perfect.






Chapter 9: Courts, Litigation, and Dispute Resolution


When a Contract Right Becomes a Dispute

The restaurant kitchen from Chapter 8 is finally complete, but it opened six weeks late. The restaurant owner claims that the contractor missed agreed deadlines, installed part of the ventilation system incorrectly, and caused $100,000 in lost profit and repair costs. The contractor responds that the owner repeatedly changed the design, provided late access to the building, and approved the disputed work.

Both sides can point to the contract. Both have emails, invoices, photographs, and witnesses. Neither has a complete record. Some instructions were given by telephone. A project manager left the contractor midway through construction. The owner announced an opening date before the permit schedule was certain. Each side believes the other is responsible.

Chapter 8 asked how enforceable promises make cooperation possible before breach. This chapter begins after cooperation has broken down. Saying that the owner has a contract right does not answer the practical questions:


	What claim can the owner prove?

	How much would a court award?

	What will it cost to obtain a decision?

	Can a judgment be collected?

	What information will appear before trial?

	Can the parties settle instead?

	Which institution should resolve the dispute?



A substantive right identifies what a person is legally entitled to demand or protect. A legal claim asks an institution to recognize and remedy an alleged violation of that right. A judgment is the formal decision produced by a court. Collection turns a monetary judgment into payment. Actual recovery is what the claimant ultimately receives after legal costs, delay, collection risk, and other obstacles.

Those stages should not be collapsed. A strong right can support a weak claim when evidence is missing. A winning claim can produce an uncollectible judgment. A collectible judgment can still cost more to obtain than it is worth.


Key Point

Rights Need Enforcement Institutions

Legal rules do not enforce themselves. The cost and reliability of dispute resolution shape the real value of legal rights.



This chapter studies the institutions between a right on paper and a recovery in practice. Courts matter, but trial is only one possible outcome. Parties investigate, make demands, exchange information, negotiate, mediate, arbitrate, settle, abandon claims, appeal, and sometimes use private dispute systems. Every step consumes resources and changes incentives.

The private parties and the legal system also ask different questions. The restaurant owner asks whether pursuing the claim will produce a positive expected payoff. The contractor asks whether resisting or settling will cost less. An institutional designer asks whether the process resolves disputes accurately enough, at reasonable cost, while preserving useful incentives for performance, precaution, and future cooperation.



The Social Cost of Resolving Disputes

Legal process is costly even when it works well. Parties spend time gathering documents, interviewing witnesses, consulting experts, negotiating, preparing arguments, and attending proceedings. Lawyers, judges, court staff, arbitrators, mediators, and enforcement officers use labor and physical resources. Delay can keep money, property, and business plans unsettled.

These are administrative costs: the resources used to prevent, process, decide, review, and enforce disputes. They include public costs borne by taxpayers as well as private costs borne by the parties.

Reducing administrative cost to zero would not produce a good legal system. A court that decides every case by flipping a coin would be inexpensive, but frequently wrong. A system with no opportunity to present evidence would be fast, but it could make rights almost meaningless.

An error cost is the social harm caused by an incorrect legal outcome. One error imposes liability when the defendant should not be liable. Another denies recovery when the defendant should be liable. The immediate mistake affects the parties, but its effects can extend forward. If courts routinely excuse late contractors who caused avoidable delays, future contractors may take less care. If courts routinely impose liability despite clear owner-caused changes, future contractors may charge more, refuse valuable projects, or waste resources documenting every conversation.


Quick Concept

Administrative Costs and Error Costs

Legal process uses resources to investigate, litigate, decide, and enforce disputes. Procedures can reduce mistaken outcomes, but additional accuracy is costly. Institutional design must consider both kinds of cost.



The economic objective is not maximum procedure or minimum procedure. It is to compare the expected reduction in error from an additional procedural safeguard with the added cost, delay, and strategic opportunity it creates.

Consider three possible procedures for the kitchen dispute:


	Decide immediately from the signed contract alone.

	Permit exchange of emails, invoices, photographs, and witness statements before decision.

	Require months of additional examination, multiple experts, and exhaustive review of every communication.



The second procedure may prevent important errors that the first would make. The third may uncover still more information, but the final increment of accuracy may cost more than it is worth. The point is marginal. Some additional process is valuable; more is not always better.

To identify error, economists sometimes use a perfect-information judgment as a benchmark. Imagine a decision-maker who knows the governing law, every relevant fact, and the true consequences of each action without spending anything to learn them. What outcome would that decision-maker reach?

The benchmark is a thought experiment, not a description of a real court. Actual judges and juries must work from incomplete evidence supplied through imperfect procedures. The substantive law itself may also be inefficient or unjust. The benchmark simply helps separate the outcome we would obtain with full information under the governing rule from errors caused by limited information and adjudication.

Efficiency is not the only value of legal process. Notice, participation, impartiality, public reasons, consistent treatment, dignity, and legitimacy matter even when their benefits cannot be reduced to lower error costs. Economic analysis contributes by forcing the tradeoffs into view. A procedure that sounds protective can still make valid claims prohibitively expensive. A cheap procedure can still be intolerably inaccurate or one-sided.



Is the Claim Worth Pursuing?

Return to the restaurant owner. Suppose the owner believes there is a 60 percent chance of obtaining a $100,000 judgment. If the judgment will be fully collected, the expected gross recovery is:

0.60×100,000=60,000.
0.60 \times 100{,}000 = 60{,}000.


This does not mean the court will award $60,000. The simplified model assumes two possible trial outcomes: the owner obtains $100,000 or obtains nothing. The $60,000 is the probability-weighted average used for a decision made before the uncertainty is resolved.

If pursuing the claim through trial will cost the owner another $25,000, the expected net value is:

60,000−25,000=35,000.
60{,}000 - 25{,}000 = 35{,}000.


Under these stripped assumptions, pursuing the claim has positive expected private value. The calculation is not a prediction that the owner will sue. Risk, delay, disruption, emotion, reputation, nonmonetary relief, relationships, and settlement possibilities may matter. It is a disciplined starting point.

Collection belongs in the calculation. A judgment against a solvent insurer-backed company is not economically equivalent to the same judgment against an insolvent shell. Let:


	pp represent the plaintiff’s estimated probability of obtaining the judgment

	qq represent the estimated probability of collecting the judgment if the plaintiff succeeds

	JJ represent the judgment if the plaintiff succeeds

	CPC_P represent the plaintiff’s remaining litigation cost



Then the simplified expected private value of the claim is:

VP=p×q×J−CP.
V_P = p \times q \times J - C_P.


In words: multiply the chance of winning by the conditional chance of collection and the judgment, then subtract the plaintiff’s cost. Each symbol represents an assumption that should be stated and questioned.


Quick Concept

Expected Value of a Legal Claim

A claim’s expected private value depends on the possible recovery, the probability of obtaining it, the probability of collecting it, and the costs required to pursue it. A valid right may still have negative expected private value.


















	Scenario
	Success probability pp
	Judgment JJ
	Collection after success qq
	Expected collectible recovery
	Plaintiff cost CPC_P
	Expected net value
	Private filing implication





	Restaurant dispute, base assumptions
	60%
	$100,000
	100%
	$60,000
	$25,000
	+$35,000
	Worth pursuing in the stripped model



	Small consumer claim
	80%
	$500
	100%
	$400
	$2,000
	-$1,600
	Not worth pursuing individually



	Restaurant dispute with collection risk
	60%
	$100,000
	25%
	$15,000
	$25,000
	-$10,000
	Not worth pursuing in the stripped model





Table 9.1. Expected private value of a legal claim. Litigation cost can make a small claim uneconomic even when success is likely, and collection risk can make a large nominal judgment worth little. The calculations omit settlement, appeal, delay, risk preferences, fee arrangements, reputational stakes, and nonmonetary remedies.

The small consumer claim exposes an enforcement gap. A customer may be highly likely to prove a $500 loss and still rationally decline to spend $2,000 pursuing it. The violation can be real even though an individual lawsuit is not privately worthwhile.

The collection-risk scenario exposes a different gap. A court may announce that the owner is entitled to $100,000, but a 25 percent collection probability reduces expected collectible recovery to $15,000. Subtracting $25,000 in legal cost produces an expected loss of $10,000.

Private filing value and social value are not the same. One successful claim may deter similar violations against many people. A claimant does not necessarily capture that benefit. Conversely, a privately profitable claim can consume public court resources, impose defense costs, or generate little useful deterrence. Contingency fees, class actions, insurance, public enforcement, fee shifting, and injunctions can change the relationship between private and social incentives.

The legal system therefore selects disputes before any judge decides them. Injury, legal merit, expected damages, evidence, wealth, access to lawyers, collection prospects, and procedural cost all affect which claims appear. Observing no lawsuit does not prove that no right was violated.



Settlement in the Shadow of Trial

Treat the restaurant owner as the potential plaintiff and the contractor as the potential defendant. Suppose both parties agree on the basic trial estimates. They believe the owner has a 60 percent chance of obtaining $100,000. The owner’s remaining trial cost is $25,000, and the contractor’s remaining defense cost is $20,000.

Trial is the fallback. The owner compares any proposed settlement with expected net trial recovery. The contractor compares the payment with expected liability plus the cost of defending through trial.


Quick Concept

Settlement

Settlement occurs when parties resolve a dispute by agreement rather than carrying it through a final court judgment.



Begin with the owner. Expected gross recovery at trial is $60,000. After subtracting the owner’s $25,000 trial cost, the owner’s minimum acceptable settlement is $35,000:

0.60×100,000−25,000=35,000.
0.60 \times 100{,}000 - 25{,}000 = 35{,}000.


Now consider the contractor. Expected liability is also $60,000. Going to trial would require another $20,000 in defense cost. The contractor should therefore be willing to pay as much as $80,000 to avoid trial:

0.60×100,000+20,000=80,000.
0.60 \times 100{,}000 + 20{,}000 = 80{,}000.


Any settlement from $35,000 through $80,000 leaves both parties at least as well off as trial under the assumptions. The interval is the settlement range.


[image: A horizontal settlement scale marks the plaintiff’s minimum at thirty-five thousand dollars and the defendant’s maximum at eighty thousand dollars, with the mutually acceptable settlement range between them.]

Figure 9.1. A settlement range in the shadow of trial. With a 60 percent expected chance of a $100,000 judgment, $25,000 in plaintiff trial cost, and $20,000 in defense cost, the plaintiff prefers any settlement of at least $35,000 and the defendant prefers any settlement no greater than $80,000. The interval represents possible gains from avoiding trial; it does not predict the final agreement or guarantee settlement.



The $45,000 width has a simple source:

80,000−35,000=45,000,
80{,}000 - 35{,}000 = 45{,}000,


which equals the parties’ combined avoided trial costs:

25,000+20,000=45,000.
25{,}000 + 20{,}000 = 45{,}000.


Trial would consume $45,000 in additional private legal resources. Settlement can preserve that amount as a cooperative surplus. The term means gains the parties can create by reaching agreement instead of using the costly fallback. It does not imply that the parties cooperate warmly or agree about who behaved badly.


Key Point

Settlement Creates a Cooperative Surplus

When both parties can avoid trial costs by resolving a dispute on mutually acceptable terms, settlement creates a cooperative surplus. Bargaining determines how that surplus is divided, and bargaining can still fail.



The model identifies a range, not a point. It does not tell us whether the parties settle for $40,000, $60,000, or $75,000. Bargaining power, patience, cash constraints, reputation, information, risk preferences, and negotiation skill can affect how the surplus is divided.

Settlement can reduce private and public administrative costs, but it is not automatically socially ideal. A confidential settlement may conceal information useful to future customers. A settlement can leave a dangerous practice unchanged, affect outsiders, or prevent an appellate court from clarifying a rule. Unequal resources can also affect the bargain. A mutually accepted agreement is evidence of private advantage under the parties’ constraints, not proof that every public interest has been served.



Why Settlement Can Fail

If trial is costly and a settlement range exists, why would rational parties ever fail to settle?

The first answer is that the range depends on beliefs. Suppose the owner estimates an 80 percent chance of winning, while the contractor estimates only a 30 percent chance that the owner will win. The owner calculates a minimum settlement of:

0.80×100,000−25,000=55,000.
0.80 \times 100{,}000 - 25{,}000 = 55{,}000.


The contractor calculates a maximum settlement of:

0.30×100,000+20,000=50,000.
0.30 \times 100{,}000 + 20{,}000 = 50{,}000.


The owner’s $55,000 minimum exceeds the contractor’s $50,000 maximum. Under their current beliefs, no bargaining range exists.

The parties may disagree honestly. Each has seen different evidence. Each may interpret the contract differently. Each lawyer may assess witness credibility or legal uncertainty differently. New information can reopen a range, but no amount of repetition guarantees agreement.

Private information creates a second problem. The contractor may know that a project manager’s records strongly support the owner’s claim but may not reveal that fact voluntarily. The owner may know that the restaurant’s claimed lost profits are speculative. Each side has reason to present information selectively while trying to infer what the other side is hiding.

Strategic behavior creates a third problem. An early concession can reveal urgency or a weak fallback. A party may demand more than it would accept, threaten trial, delay, or invest in appearing committed. These tactics can improve one side’s expected share of the surplus. They can also destroy the surplus if both sides refuse to move.

Optimism, anger, and perceived fairness matter as well. A party may overweight favorable evidence, treat compromise as an admission of wrongdoing, or value public vindication. These preferences do not make the dispute analytically irrelevant. They change the payoff from settlement and trial.

Finally, the negotiator may not bear the client’s payoff. A lawyer paid by the hour can earn more from additional litigation. A contingency-fee lawyer bears much of the cost of additional effort but receives only an agreed share of any increase in recovery. An insurer may control defense and settlement while the insured cares about reputation. An organization may require approval from people who did not attend negotiations.

Settlement bargaining therefore repeats the Coasean lesson. A cooperative surplus can exist while transaction costs prevent the parties from capturing it. Legal process does not merely decide who wins. It produces information, structures bargaining, and supplies a fallback that shapes every offer.



Discovery as Information Production

The owner says the contractor approved the opening schedule. The contractor says every deadline changed after the owner revised the kitchen design. Both claims depend on information held by the opposing side.

Discovery is the pretrial process through which parties obtain relevant information for claims and defenses under the governing procedural rules. At a principles level, its economic function is information production.


Quick Concept

Discovery as Information Production

Discovery requires parties to exchange relevant information before trial. It can reduce asymmetric information and promote settlement, but it can also be expensive or used strategically.



Suppose discovery produces an email in which the contractor’s project manager accepted a revised completion date after receiving the final design. The owner may raise the estimated probability of success. The contractor may do the same after seeing the document. Their estimates move closer, and settlement becomes more likely.

Now suppose the records show that the owner denied access to the building for twelve days. Both parties may revise in the opposite direction. Discovery does not inherently favor plaintiffs or defendants. It changes the information used to value trial.

Information can also narrow damages. Sales forecasts, reservations, payroll records, nearby restaurant performance, and the owner’s mitigation efforts may change the estimate of lost profit. A dispute that began as an all-or-nothing accusation may become a smaller disagreement about a defensible range.

But producing information is not free. Relevant documents must be located, preserved, reviewed, explained, and disputed. Electronic records can make search easier while increasing the volume of material. Experts may be needed to interpret construction quality, scheduling, or financial loss. A party can sometimes impose costs by requesting broad information or resisting reasonable disclosure.

Discovery therefore creates a two-sided design problem:


	Too little information increases error and may prevent settlement.

	Too much compulsory production increases administrative cost and strategic burden.

	Poorly targeted requests can make litigation cost itself a bargaining weapon.

	Weak enforcement of information duties can reward concealment.



The efficient amount of discovery depends on the stakes, complexity, information asymmetry, cost of production, and likely effect on accuracy and settlement. A $500 consumer dispute should not automatically receive the same process as a $100 million construction failure. Proportionality is an economic idea even when legal systems express it through procedural doctrine.

Mediation can sometimes help parties exchange information without reproducing every feature of litigation. An arbitrator can use procedures tailored by agreement or forum rules. A platform may already possess the transaction records. Institutional choice partly determines which information can be obtained and at what cost.



How Procedural Rules Select Claims

Every procedural price filters behavior. A filing fee, attorney fee, delay, evidentiary burden, discovery obligation, appeal cost, or risk of paying the other side changes which claims are brought and how they are resolved.

A very low filing cost can make more meritorious claims enforceable, but it can also permit claims whose expected legal value is less than the cost they impose on defendants and the court system. A very high filing cost can conserve public resources while screening out valid low-value claims. The design question is not whether to filter. Every system filters. The question is which claims are discouraged, which are encouraged, and at what total cost.


Who Pays the Lawyers?

Under the general American rule, each party ordinarily bears its own attorney fees, subject to important statutory, contractual, equitable, sanctions-based, and other exceptions. Winning the case therefore does not necessarily make a party financially whole.

Under a simplified loser-pays rule, the losing party bears some or all recoverable legal fees. That can discourage a person who expects to lose. It also increases the downside risk of bringing an uncertain but meritorious claim.

Neither rule wins by definition. Consider a risk-averse consumer with a strong but uncertain claim against a large business. Loser-pays may make the business take the claim more seriously because losing becomes more costly. The same rule may frighten the consumer because an erroneous loss could produce a crushing fee obligation. The result depends on information, risk aversion, wealth, recoverable amounts, settlement rules, court error, and the availability of insurance or financing.

The American rule limits exposure to the opponent’s ordinary fees, but it allows a weak claim to impose unavoidable defense costs. A defendant may spend $20,000 to defeat a demand for $5,000. Even if expected liability is near zero, paying $5,000 can be privately cheaper.

That is the logic of a nuisance claim: a weak claim can acquire settlement value from the cost of defeating it. The label describes a mechanism, not a conclusion about every low-dollar settlement. A defendant may settle a meritorious claim for many reasons, and outsiders usually cannot infer legal merit from the settlement amount alone.

Procedural safeguards can change the mechanism. Early review, sanctions for improper conduct, fee shifting, insurance, repeat-player reputation, or a credible refusal to settle may reduce nuisance pressure. Each safeguard can also add cost or deter valid claims. Again, institutional design moves several margins at once.



Lawyers as Financiers and Agents

Legal services are another input into enforcement. Hourly fees place much of the litigation cost and risk on the client. A contingency fee pays the lawyer an agreed share of recovery if the claim succeeds and commonly no ordinary fee from the client if it fails, subject to the actual agreement and governing rules.

Contingency arrangements can finance claims for clients who cannot or do not want to pay hourly fees. The lawyer screens cases, supplies expertise, advances effort, and shares risk. A claim with positive expected value can become feasible even when the client lacks cash.

Financing creates an agency relationship. The lawyer may prefer an early settlement that produces a reliable fee with limited additional work. The client may prefer trial for a chance at a larger recovery or public vindication. The reverse can occur when a lawyer values precedent, reputation, or a larger fee while the client wants the dispute to end. Hourly billing, organizational employment, insurance defense, and public representation create different incentive patterns.


Important Qualification

Lawyers and Clients May Want Different Things

Fee arrangements, effort costs, risk, reputation, and control over settlement can give lawyers and clients different incentives. Legal representation reduces some transaction costs while creating an agency relationship that must be governed.



The useful question is not whether lawyers help or exploit clients as a class. Lawyers can reduce information and bargaining costs, improve proof, and make rights usable. The institutional question is how fees, professional duties, client control, court oversight, reputation, competition, and review align the agent with the person represented.




Small Harms and Collective Enforcement

The $500 consumer claim in Table 9.1 has negative individual value. Now imagine that the same billing practice affects 200,000 customers. Each customer loses $20. No one has enough at stake to finance a separate lawsuit, but the aggregate harm is $4 million.

Without aggregation, the business may keep the gain even if the practice violates customers’ rights. The private price of the conduct can approach zero because enforcement is fragmented.

A class action is one legal mechanism for aggregating claims of multiple people through representative litigation when the governing requirements are satisfied. Aggregation can spread fixed legal costs, combine common evidence, avoid repetitive proceedings, and restore deterrence for individually small harms.


Key Point

Aggregation Can Make Small Rights Enforceable

Combining similar claims can spread litigation cost and make individually uneconomic harms worth pursuing. Aggregation also separates control from many affected parties and creates new agency, settlement, and error risks.



Aggregation changes the economics rather than simply enlarging the caption. An expert report that no consumer could rationally purchase alone can be used across the class. Common transaction records may establish a repeated practice. A legal team can invest in the claim because aggregate expected recovery supports the cost.

The solution creates new governance problems. Most affected people do not select the strategy, monitor the lawyers closely, or negotiate the settlement. The representative and lawyers may have different interests from some class members. A settlement may generate substantial fees while giving individuals small or difficult-to-use benefits. A mistaken aggregate judgment can magnify error. The threat of a very large loss can also create settlement pressure before disputed questions are resolved.

Legal requirements and judicial oversight attempt to manage these problems, but no procedural screen can eliminate them. Too little aggregation can leave repeated small violations unenforced. Too much or poorly governed aggregation can over-deter, magnify error, or transfer control away from the people affected.

Class actions illustrate a general institutional pattern. Solving one transaction-cost problem often creates an agency problem. The right comparison is between imperfect individual enforcement, imperfect aggregation, public enforcement, private compliance systems, and other realistic alternatives.



Trial, Proof, and Selection

Chapter 3 introduced the civil-dispute path and standards of proof. Here the question is economic: how do proof rules allocate the risk of error, and what can we learn from cases that reach trial?

A court can make two basic mistakes in a civil dispute:


	False liability: the court imposes liability when the defendant should not be liable.

	False nonliability: the court denies liability when the defendant should be liable.



A more demanding proof standard tends to reduce false liability while increasing the risk of false nonliability. A less demanding standard tends to move the tradeoff in the other direction. The appropriate balance depends partly on the relative social costs of the errors.

For the restaurant dispute, false liability can discourage contractors from taking uncertain projects, raise prices, or reward owners who create delays. False nonliability can weaken commitment, encourage careless scheduling, and leave owners unwilling to make relationship-specific investments. Procedure cannot usually eliminate both errors at acceptable cost.

The familiar legal phrases should not be translated into invented percentages. “Preponderance of the evidence” and “beyond a reasonable doubt” are legal standards, not probability values supplied by this book’s settlement model. The numbers parties use to estimate trial outcomes are subjective decision inputs, not definitions of proof law.

Trial results also come from a selected group. Many clear disputes settle because both parties predict the result similarly. Very weak claims may be abandoned. Cases reach trial when settlement fails, perhaps because law or facts are uncertain, beliefs diverge, stakes are asymmetric, bargaining breaks down, or a party values precedent or vindication.


Important Qualification

Tried Cases Are Selected Cases

Cases reaching trial are disproportionately disputes in which settlement failed. Trial outcomes therefore do not represent a random sample of injuries, claims, or filed cases.



Suppose plaintiffs win half of a small observed set of trials. That fact alone does not show that half of all underlying injuries involve liability, that half of filed claims are meritorious, or that legal rules favor neither side. The cases were filtered by injury, filing, legal representation, dismissal, information exchange, settlement, and strategic choice before trial began.

This selection point matters whenever someone uses reported cases to infer how law operates. Judicial opinions are visible. Abandoned claims, confidential settlements, informal resolutions, and harms never asserted are less visible. The public record is informative but incomplete.



Appeals, Precedent, and the Public Value of Rules

A trial court primarily develops facts and resolves a dispute under governing law. An appellate court reviews specified legal questions and may explain a rule that affects later cases. An appeal can therefore produce two different benefits:


	Error correction for the parties.

	Rule production for future disputes.



Imagine that the kitchen contract required written approval for change orders, but the parties routinely approved changes by email. The trial court treats email approval as insufficient and rules for the owner. On appeal, a court might affirm, reverse, or clarify how the written-approval term applies to the parties’ conduct.

The immediate value of reversal belongs largely to the contractor. The clarified rule may also help future owners, contractors, lawyers, insurers, and trial courts. They can draft better terms, predict outcomes more accurately, and settle similar disputes at lower cost.

That wider benefit gives precedent a public-good quality. The litigants pay much of the cost of producing the appellate decision, but they do not capture all of its value. A party may rationally settle rather than finance an appeal even when a clearer rule would benefit many outsiders.

The opposite problem can occur. A repeat player may pursue an appeal to obtain a favorable rule that affects many future cases, while the individual opponent cares mainly about one dispute. Unequal stakes can change bargaining and the development of law.

Appeal also costs time and resources. A mistaken precedent can spread error rather than correct it. Courts see disputes selected by private incentives, not a representative sample of every social problem. Legislatures and agencies can revise rules through different information and accountability processes.

These observations prepare the next chapter’s question: Does the common law tend toward efficient rules? Litigation, settlement, appeal, and precedent create possible evolutionary pressures, but none guarantees efficiency. The cases that challenge a rule, the parties able to finance appeals, the information courts receive, and the persistence of precedent all matter.



Courts and Their Alternatives

Public courts are one institution for resolving disputes, not the only one. Contracts can provide for arbitration. Parties can use mediation. Platforms can operate internal systems. Firms, trade associations, insurers, and professional organizations can supply rules and review.

The alternatives should not be ranked by slogans. “Private” does not automatically mean cheaper or less legitimate. “Public” does not automatically mean accurate or accessible. Institutional comparison begins with the dispute.

Adjudication gives a decision-maker authority to resolve contested issues and impose or declare an outcome under governing rules. A public court adjudicates through public legal authority. Arbitration uses a private adjudicator selected under an agreement or applicable framework; an award commonly depends on contract and public law at its boundaries. Mediation uses a neutral person to assist negotiation, but the parties retain control over whether they agree.

Mediation is especially useful for understanding bargaining failure. The mediator does not need to decide which side wins. The mediator may help the parties exchange information, separate legal disagreements from emotional ones, develop options, or recognize a settlement range. If no agreement emerges, mediation ordinarily supplies no imposed resolution merely by virtue of the mediator’s involvement.

Platforms often combine roles that public systems separate. A marketplace may write the rule, record the transaction, receive the complaint, screen evidence, freeze payment, decide the dispute, impose a refund, suspend an account, and operate the appeal. This integration can reduce enforcement cost because the platform already has transaction-specific information and technical control. It can also concentrate private power and make independent review difficult.


Sideline

Platform Dispute Resolution

Online marketplaces often resolve disputes internally, using rules, evidence screens, automated decisions, and account sanctions rather than courts.
















	Institution
	Decision process
	Information
	Enforcement mechanism
	Principal advantage
	Characteristic risk





	Public court
	Judge or jury applies public law through formal procedure
	Party evidence, compulsory process, public record, and legal argument
	State-backed judgment, injunction, or collection process
	General authority, public accountability, appeal, and precedent
	Cost, delay, legal error, complexity, and uneven access



	Arbitration
	Private adjudicator applies agreed and governing rules
	Evidence under the agreement and forum rules
	Award supported by contract and legal enforcement
	Expertise, procedural tailoring, privacy, or continuity when those features fit
	Limited public precedent or review, consent and repeat-player concerns, and variable cost



	Mediation
	Neutral assists negotiation; parties retain control over agreement
	Exchange aimed at identifying interests, facts, and options
	Party agreement, often formalized as an enforceable settlement
	Can reduce bargaining failure and preserve relationships without imposing an outcome
	Strategic nondisclosure, bargaining inequality, and no guaranteed resolution



	Platform system
	Platform staff, rules, or automated tools decide within the service
	Transaction records, account history, submitted evidence, and system data
	Refunds, payment holds, listing removal, account restrictions, or internal appeal
	Low-cost processing and direct access to transaction-specific information
	Conflicts of interest, opacity, automation error, limited review, and concentrated private power





Table 9.2. Dispute-resolution institutions. The institutions gather information, decide, and enforce in different ways. Their actual performance varies with the dispute, forum, contract, stakes, resources, and governing law; the table compares mechanisms rather than ranking whole systems.

The kitchen dispute might benefit from a court when compulsory access to evidence, a public remedy, or appellate clarification is important. An arbitrator with construction expertise may interpret technical records efficiently, depending on the agreement and procedure. A mediator may preserve a commercial relationship and help divide the settlement surplus. A platform-like system would fit poorly unless the transaction occurred inside an organization with relevant records and enforcement authority.

Choosing a forum before a dispute can reduce later bargaining cost, but consent deserves attention. Two experienced businesses negotiating an arbitration procedure differ from a consumer accepting a standard term with little understanding or practical ability to bargain. That difference does not determine the result, but it changes the information, agency, and legitimacy analysis.

Institutional alternatives also interact. Mediation can occur during litigation. Courts may enforce settlements and awards. Arbitration can use public legal rules. Platform decisions can generate later court disputes. Private ordering operates within a public legal environment rather than outside it.



Access, Automation, and Public Enforcement

Legal cost determines whose rights can be used. A person may lack money for counsel, time to gather records, language access, knowledge of possible remedies, or the ability to withstand delay. A small business may abandon a valid claim to preserve operations. Unequal resources can affect information production and bargaining even when the substantive rule is formally equal.

Technology may reduce some of those costs. Imagine a legal-assistance system that organizes the restaurant’s emails by date, identifies references to change orders, summarizes invoices, and generates a list of factual conflicts. Another system might translate a consumer complaint, explain the stages of a claim in plain language, or help screen whether documents are missing.

These uses can lower search, organization, drafting, translation, and triage costs. Lower cost can make some previously uneconomic claims usable. It can also increase the number of weak claims, automate one-sided screening, or make plausible errors cheap to reproduce.


Important Qualification

Lower Legal Cost Does Not Guarantee Better Legal Process

AI can lower the cost of finding information, organizing documents, drafting, translation, and claim triage. It can also reproduce error, omit authority, invent law, or obscure responsibility. Every legal claim and source still requires verification.



An AI-generated answer is not a judgment, verified authority, or accountable professional decision merely because it is fluent. The important governance questions are familiar:


	Which records did the system receive?

	What did it omit?

	Can a user inspect the source for each legal claim?

	Who checks jurisdiction and current law?

	Who protects confidential information?

	Who can correct an error?

	Who remains responsible for the decision?



Automation changes the location of cost. Document review may become cheaper while verification, privacy, oversight, and error correction become more important. A well-designed system can combine automated organization with human review and appeal. A poorly designed system can scale mistakes and make them harder to challenge.

Some enforcement problems exceed private claims altogether. A victim may be unknown, harm may be spread across thousands of people, a defendant may be judgment-proof, investigation may require public authority, or the desired sanction may not be a compensatory payment. Private parties may also settle in ways that leave broader risks unresolved.

Private enforcement depends primarily on affected parties or their representatives initiating and financing claims. Public enforcement uses government officials and public resources to investigate, prosecute, regulate, or sanction conduct. Each is an imperfect institutional bundle.

Private enforcement can use local information and align effort with a claimant’s stake, but small, diffuse, or uncollectible claims may receive too little enforcement. Public enforcement can pool resources and pursue harms beyond an individual recovery, but officials face budget constraints, imperfect information, political incentives, and their own agency problems.

The boundary among tort, crime, and regulation therefore cannot be explained by the harmful act alone. The systems bundle different initiators, proof standards, sanctions, settlement authority, information powers, and error risks. Chapter 11 will examine why some harmful conduct is addressed through public prosecution and punishment rather than private damages.



Big Picture

Property, tort, intellectual-property, and contract rights do not operate automatically. Their practical value depends on information, filing cost, legal representation, settlement, trial, collection, appeal, and enforcement. Procedure is therefore part of the economic substance of law.

Legal-process design balances administrative cost against error cost. More process can improve information and accuracy, but it can also consume resources, delay resolution, and become a strategic weapon. The perfect-information judgment is a benchmark for seeing error, not a promise that real institutions can know everything without cost.

Expected value explains why some rights are never asserted. Success probability, judgment size, collectability, and litigation cost determine whether a claim is privately worthwhile. Private and social value can diverge because deterrence, precedent, court subsidies, aggregation, and effects on outsiders extend beyond the immediate recovery.

Settlement is bargaining in the shadow of trial. When parties share expectations, avoided trial costs can create a cooperative surplus and a mutually acceptable range. The range does not determine the agreement, and disagreement, private information, commitment, emotion, bargaining power, and agency can still destroy the surplus. Discovery can move the range by producing information while simultaneously increasing cost.

Procedural rules select claims. Fee allocation, contingency financing, nuisance pressure, class aggregation, proof standards, and appeal rights change who brings disputes and how strongly parties bargain. Solving an access problem can create an agency problem; reducing one error can increase another.

Courts, arbitration, mediation, and platform systems combine information, decision, enforcement, and review differently. AI may reduce some legal-service costs without eliminating verification or responsibility. Private and public enforcement likewise address different failures while creating different risks.

The central lesson is simple: a right on paper is the beginning of institutional analysis, not the end. The economic task is to compare dispute systems by the behavior they induce, the information they produce, the costs they impose, the errors they make, and the realistic alternatives available.



Chapter Study Map


	Core ideas: practical recovery, administrative cost, error cost, perfect-information judgment, expected claim value, collectability, settlement range, cooperative surplus, bargaining failure, discovery, fee rules, contingency fees, nuisance claims, class actions, trial selection, proof, appeal, precedent, institutional alternatives, and private versus public enforcement.

	Figure and tables: use Table 9.1 to calculate expected collectible recovery and filing value; use Figure 9.1 to identify the plaintiff’s minimum, defendant’s maximum, and settlement surplus; use Table 9.2 to compare how dispute institutions gather information, decide, and enforce.

	Reasoning tasks: distinguish a right from recovery, calculate expected claim value, derive a settlement range, identify why bargaining fails, predict how discovery changes beliefs, analyze how procedural rules select claims, and compare realistic dispute institutions.

	Common mistakes: treating a nominal judgment as cash, assuming a high success probability makes every claim worth filing, treating settlement as automatic or socially ideal, inferring merit from a settlement amount, assigning numerical probabilities to proof standards, treating tried cases as representative, or ranking courts and private systems by slogans.

	Required applications: restaurant-kitchen dispute, small consumer claim, collection risk, differing settlement beliefs, discovery of change-order evidence, nuisance settlement, lawyer-client agency, repeated small harms, hypothetical appeal, mediation, arbitration, platform enforcement, AI-assisted legal work, and the private/public enforcement boundary.

	Optional enrichment: formal litigation decision trees, detailed discovery doctrine, offer-of-judgment rules, segmented trials, joint and several liability, forum shopping, empirical trial-selection models, and a settlement calculator.





Review Questions


	Distinguish a substantive right, legal claim, judgment, collection, and actual recovery.

	Why can a legally valid right have little private enforcement value?

	Define administrative cost and give three examples from litigation.

	Define error cost. Why can a mistaken judgment affect behavior beyond the parties?

	What is the perfect-information judgment, and why is it only a benchmark?

	Explain the expected-claim expression p×q×J−CPp \times q \times J - C_P in words.

	Why can a small claim be uneconomic even when the plaintiff is highly likely to win?

	How does collection risk change the value of a nominal judgment?

	Define settlement and settlement range.

	In the restaurant example, why is the plaintiff’s minimum $35,000?

	Why is the defendant’s maximum $80,000?

	Why does the $45,000 settlement-range width equal combined trial costs under the shared-belief assumptions?

	Why does a settlement range not predict the final settlement?

	Identify four reasons settlement can fail even when trial is costly.

	Explain discovery as information production.

	How can discovery both promote settlement and create strategic pressure?

	Compare the general incentive effects of the American rule and a loser-pays rule.

	What is a nuisance claim? Why does a low settlement not prove that a claim was weak?

	How can contingency fees improve access while creating an agency problem?

	Why can class aggregation make small rights enforceable?

	Which new agency and error risks can aggregation create?

	Distinguish false liability from false nonliability.

	Why should verbal standards of proof not be converted into exact probabilities?

	Why are tried cases a selected rather than random sample of disputes?

	How do appeals produce both private and public benefits?

	Why does precedent have public-good characteristics?

	Distinguish adjudication, arbitration, and mediation.

	What information and enforcement advantages can a platform possess?

	How can AI reduce legal costs without necessarily improving legal accuracy?

	Compare private and public enforcement as imperfect institutional alternatives.





Economic Reasoning Questions


	A tenant has a 70 percent chance of obtaining a $6,000 judgment, expects to collect 90 percent of any judgment, and faces $3,000 in remaining legal cost. Calculate expected collectible recovery and expected net claim value. Explain every step.

	A business expects a plaintiff to obtain a $40,000 judgment with 50 percent probability. The plaintiff faces $8,000 in trial cost, and the defendant faces $12,000. Calculate the plaintiff’s minimum settlement, defendant’s maximum, and settlement-range width under shared beliefs.

	Repeat the previous problem when the plaintiff estimates a 75 percent chance of success and the defendant estimates a 25 percent chance. Does a settlement range exist under their current beliefs?

	In the kitchen dispute, discovery reveals an email that both parties believe increases the owner’s success probability from 60 to 70 percent. Recalculate both endpoints. Does the width of the range change? Explain why.

	A customer has a strong $200 claim that would cost $1,000 to pursue. Identify a private enforcement gap and compare aggregation, fee shifting, platform resolution, and public enforcement.

	A defendant can defeat a weak $3,000 claim but must spend $15,000 to do so. Explain the private settlement incentive, the possible social cost, and two procedural responses. Identify a cost or error risk created by each response.

	A contingency-fee lawyer recommends accepting $50,000 today. The client prefers trial for a chance at $150,000 and values public vindication. Identify the principal-agent problem and the information needed to evaluate each recommendation.

	A billing practice allegedly costs each of 100,000 customers $15. Explain how aggregation changes fixed litigation cost, deterrence, bargaining pressure, and lawyer-client agency.

	A proposed procedure would sharply restrict evidence exchange to reduce litigation expense. Identify the likely administrative-cost benefit and two possible error or settlement costs.

	A court considers raising the proof burden for a category of civil claims. Explain how the change can affect false liability, false nonliability, filing, settlement, precaution, and prices without assigning a numerical probability to the legal standard.

	A trade association offers arbitration by industry experts, while a public court offers broader compulsory process and appellate review. Compare the institutions for a technical dispute involving two repeat businesses and then for a one-time consumer dispute.

	A marketplace automatically refunds buyers whenever a delivery scan is missing. Explain the information advantage, the seller’s incentive, opportunities for strategic behavior, and one meaningful review mechanism.

	An AI system organizes 50,000 documents for a lawsuit and flags 200 as important. Design a verification process. Who should inspect omissions, protect confidentiality, validate legal claims, and remain accountable?

	Two parties can settle a dispute, but doing so will keep a dangerous product defect confidential. Separate the parties’ private cooperative surplus from effects on consumers, regulators, and future precedent.





Law and Economics Lab


The Dispute-System Audit

Choose a contract, tort, consumer, platform, employment, property, or intellectual-property dispute approved by your instructor. Your task is to determine how the claimed right becomes enforceable and which dispute institution handles the problem best under realistic constraints.


	Identify the asserted right. State the source of the right, alleged violation, requested remedy, and information needed to establish each contested point.

	Map right to recovery. Distinguish claim, filing, information exchange, settlement, trial or private decision, appeal or internal review, judgment or award, collection, and actual recovery. Explain which stages may be skipped.

	Build an expected-value model. State a plausible success probability, judgment or remedy value, collection probability, plaintiff cost, and defendant cost. Calculate expected collectible recovery and private claim value. Label every assumption as an invented teaching value rather than a factual estimate unless supported by evidence.

	Calculate the settlement range. Find the claimant’s minimum and responding party’s maximum. Explain the cooperative surplus, then change at least two assumptions involving beliefs, cost, collection, risk, delay, or nonmonetary stakes.

	Audit information. Identify what each side knows, what remains private, what discovery or voluntary exchange could reveal, and what producing the information would cost.

	Audit claim selection. Explain how filing cost, fee allocation, legal financing, insurance, aggregation, wealth, and possible nuisance pressure affect whether the dispute appears.

	Compare institutions. Evaluate a public court and at least two alternatives such as arbitration, mediation, a platform system, an agency process, or an internal organizational procedure. Compare information, decision authority, enforcement, cost, error correction, access, and legitimacy.

	Test public effects. Identify deterrence, precedent, third-party harm, confidentiality, distribution, fairness, and access consequences that the parties may not include in their private bargain.

	Audit an AI analysis. Ask an AI system to produce a second dispute analysis. Verify every legal rule and authority against current primary or official sources. Identify unsupported assumptions, missing jurisdictional facts, invented authority, outdated information, and conclusions that require accountable human judgment.



Conclude by recommending the best feasible dispute system. Separate private incentives, total administrative cost, legal error, deterrence, distribution, fairness, access, and legitimacy before making the recommendation. Compare your choice with the strongest realistic alternative rather than with an imaginary perfect institution.






Chapter 10: Does the Common Law Tend Toward Efficiency?


The Pig Farm and the Moving City

For decades, a pig farm operated beyond the edge of a growing town. The farm employed local workers, supplied nearby processors, and used land that had once been inexpensive and remote. Then the town expanded. A developer bought neighboring acreage, divided it into residential lots, and sold homes to hundreds of families.

The new residents soon complained about odor, noise, insects, and truck traffic. They asked a court to restrict or close the farm as a nuisance. The farmer answered that the residents had moved toward an existing operation. Closing or relocating the farm would destroy a substantial investment. Why should a long-established user lose because newcomers chose to build nearby?

One economic story favors the farmer. Protecting established uses encourages investment and discourages developers from creating a conflict and then demanding that someone else pay to resolve it. Buyers who receive notice of the farm can incorporate the nuisance into the price of their homes. A rule against late-arriving complaints may therefore reduce strategic behavior and protect reasonable reliance.

Another economic story favors the homeowners. Land use changes as cities grow. Hundreds of homes may now create more value than one farm at that location. If the farm can impose odor and noise without bearing the resulting losses, it may have too little incentive to install controls, alter operations, or relocate. A remedy for the homeowners may internalize the farm’s effects on its new surroundings.

Both stories are plausible. That is the problem.

The choice is not limited to letting the farm operate unchanged or ordering it to close immediately. A court might award damages, issue an injunction after a delay, require particular precautions, or condition relief on compensation for relocation. Bargaining might produce a land purchase, an easement, operating limits, or a shared mitigation plan. The best response depends on information that the slogans leave out: notice, land values, mitigation costs, number of parties, bargaining barriers, health effects, reliance, and who could have prevented the conflict most cheaply.

Chapter 4 used conflicts like this to introduce reciprocal harm and transaction costs. Chapter 5 asked how entitlements and remedies govern land use. This chapter asks a different question. Suppose the legal system repeatedly confronts disputes of this kind. Will judge-made rules tend to develop toward solutions that reduce the joint costs of conflict and cooperation?

That proposition is the common-law efficiency hypothesis. It has been one of the most ambitious and controversial claims in law and economics. The hypothesis is not merely that economists can imagine an efficient rule. It is that something about judging, litigation, precedent, or legal evolution may select relatively efficient rules over time.


Important Qualification

A Plausible Story Is Not Yet Evidence

Once an analyst knows which rule the law adopted, it is often easy to invent an efficiency argument for that rule. The harder task is to compare plausible alternatives, identify the mechanism that would select among them, and state what evidence could show that the story is wrong.



The pig farm will remain with us because it prevents an easy conclusion. If either side can be defended in economic language, then an efficiency analysis must do more than redescribe the winner.



Three Different Claims

The common law develops when courts decide disputes and later courts follow, extend, limit, or distinguish the resulting precedents. Chapter 3 contrasted this process with statutes enacted by legislatures and rules made by agencies. The categories interact. Statutes can displace common-law rules, courts interpret statutes, and judge-made doctrines operate against a background of legislation and regulation. Still, case-by-case adjudication is distinctive enough to raise a question about legal evolution.

Before answering it, separate three claims.

The first is normative: What legal rule would be efficient? For the pig farm, that requires comparing the total costs produced by alternative entitlements and remedies. The analysis includes precaution, relocation, bargaining, land use, administration, error, and effects on future conduct.

The second is descriptive: Does the rule actually used by courts resemble the efficient rule? A doctrine may fit a transaction-cost explanation. That correspondence can be interesting even if no one knows why the doctrine arose.

The third is evolutionary: What process would move the law toward the efficient rule? Perhaps judges consciously consider social costs. Perhaps inefficient rules generate more litigation. Perhaps precedent preserves successful solutions. Perhaps courts adopt useful commercial norms. Each is a possible mechanism, and each has conditions under which it can fail.

Economist Steven Landsburg captures the shift with an old legal expression. Law students are often told to ask, “Whose ox is being gored?” That question directs attention to who wins, who loses, and who should bear an existing harm. In Landsburg’s summary of the efficiency theory, the economic question is also how many oxen will be gored. If prevention is costly, the goal is not necessarily zero gorings. Another goring should be prevented when the benefit of prevention exceeds its cost.

Judge Richard Posner made the strong version of this idea central to modern law and economics. In Economic Analysis of Law and related scholarship, he argued that many common-law doctrines can be understood as tending toward economic efficiency. This is a contestable hypothesis about broad legal patterns, not a claim that every decision is efficient or that judges consciously perform cost-benefit calculations. Posner’s contribution was to make the hypothesis systematic and testable across legal fields. The larger change in perspective is central to law and economics: deciding who bears an existing loss matters, but legal rules also affect precaution, activity, bargaining, and the number of future losses.


Quick Concept

The Common-Law Efficiency Hypothesis

The hypothesis is that judge-made legal rules may tend to develop toward arrangements that reduce the joint costs of conflict and cooperation. Possible mechanisms include judicial reasoning, selective litigation, precedent, and the incorporation of workable social norms.



These claims require different evidence. Showing that negligence can create efficient precaution incentives addresses the normative claim. Showing that negligence appears in common-law doctrine addresses the descriptive claim. Neither fact alone proves that legal evolution selected negligence because it was efficient.

There are also stronger and weaker versions of the hypothesis. A strong version might say that common-law rules generally maximize wealth. A weaker version says that common-law institutions contain pressures that sometimes move rules toward lower social cost. A methodological version says that asking what an efficient rule would look like helps us understand legal problems even when the historical or empirical claim remains uncertain.

This chapter defends the importance of the question without assuming the strongest answer. Efficiency is also not the only legal value. Courts must consider authority, fair notice, equal treatment, administrability, rights, distribution, and legitimacy. A rule can reduce measured social cost and still face serious objections. The narrower question here is whether common-law processes create a tendency toward efficiency, not whether efficiency should decide every case.



Why Judges Might Favor Workable Rules

The most direct mechanism begins with judges. Courts regularly confront waste, conflict, reliance, precaution, bargaining, and administrability even when judicial opinions do not use the vocabulary of economics. A judge deciding the pig-farm dispute may ask practical questions:


	Did the developer and buyers know about the farm?

	Could the farmer reduce the harm at reasonable cost?

	Would immediate closure destroy a large investment?

	Would damages leave residents exposed to continuing serious harm?

	Can the parties bargain, or are there too many owners and strategic obstacles?

	Which remedy can a court administer accurately?



Those questions overlap with transaction-cost analysis. A court might choose a workable rule through experience and common sense without calculating a formal social-cost function.

Judges also make rules for classes of future disputes. An appellate court deciding whether notice matters in nuisance cases can consider how a precedent will affect later developers, landowners, lenders, insurers, and residents. The immediate lawsuit is backward-looking, but the rule created by the decision is forward-looking.

Distribution through broad private-law rules can also be difficult. Suppose a court consistently interprets leases to favor tenants because tenants appear poorer than landlords. Landlords may respond by raising rent, changing screening, requiring larger deposits, reducing maintenance, or leaving the market. The intended transfer may be offset or reversed through price and behavioral adjustments. A judge who recognizes these responses may focus private-law doctrine on reducing joint costs while leaving broader redistribution to institutions with taxes, transfers, and budgets.

None of this proves that judges select efficient rules. Judges see a limited record produced by adversarial parties. They may misunderstand economic effects, disagree about values, or face doctrine that constrains their choices. A national loss spread over years does not appear on a judge’s balance sheet as a business loss appears on a firm’s accounts. Judicial feedback is delayed, noisy, and filtered through later cases.

The judicial-reasoning mechanism is therefore possible but incomplete. It tells us why efficiency might enter a decision. It does not show how reliably courts identify the efficient alternative or how strongly efficiency weighs against other legal concerns.



Selective Litigation: Can Disputes Improve Rules?

A second mechanism begins with litigants rather than judges. An inefficient rule creates avoidable losses. Parties bearing those losses may have stronger incentives to challenge the rule, distinguish an unfavorable precedent, finance a better argument, or return to court in a later dispute.

Suppose a rule assigns a valuable entitlement to the party who values it less. If bargaining is costly or impossible, the higher-valuing party has more at stake in changing the legal allocation. A rule that repeatedly blocks valuable transactions may generate repeated attempts to narrow it. A rule that works tolerably well may produce fewer challenges.

This is the logic of selective litigation: disputes reaching courts are not randomly selected, and the selection process may place greater pressure on costly rules than on workable ones.

The mechanism does not require every judge to maximize efficiency. It requires at least four links:


	Inefficient rules must create losses that identifiable parties bear.

	Those parties must recognize that changing or distinguishing the rule could benefit them.

	They must have the resources and legal opportunity to challenge it.

	Courts must sometimes replace, narrow, or reinterpret the rule in a direction related to the challenge.



If these conditions hold often enough, inefficient rules may face more tests than efficient rules. The law can then change through the accumulated results of privately motivated disputes.

Paul Rubin and George Priest developed distinct but related versions of this evolutionary idea in separate articles published in 1977. Robert Cooter and Lewis Kornhauser later examined whether litigation could improve law without judges consciously selecting efficient rules. The details differ, but the shared insight is powerful: legal development may result partly from which rules attract challenge, not only from what judges want.


Key Point

A Tendency Requires a Mechanism

Showing that a rule has desirable effects is not enough. The analysis must explain how litigation, judging, precedent, or norms would select that rule over plausible alternatives.



Return to the pig farm. If a rule always protects prior users, developers may repeatedly challenge it where urban expansion makes relocation much cheaper than enduring continuing harm. If a rule always closes established businesses, farms and factories may repeatedly litigate where newcomers had clear notice and could have located elsewhere. Repeated disputes can supply courts with new facts and alternative remedies.

But frequency alone does not guarantee improvement. A costly rule may reduce output, deter entry, or harm people who never become litigants. If the burden is dispersed across thousands of consumers, no one may have enough at stake to finance a challenge. The next sections examine why the evolutionary process can be much weaker than the simple account suggests.



Precedent, Stability, and Spillovers

Selective litigation changes law only if decisions reach beyond one dispute. Precedent supplies that connection. A court’s explanation can guide later courts, lawyers, firms, insurers, and citizens. A clear rule can reduce uncertainty, improve planning, and make settlement easier even for people who never enter a courtroom.

Stability has economic value. If ownership, liability, and contract rules changed unpredictably, parties would have difficulty pricing transactions or making long-lived investments. Following precedent can conserve legal information and reduce repeated decision costs. People can coordinate around a known rule even when a different rule might be slightly better in isolation.

Stability also creates path dependence. An early rule shapes contracts, investments, legal categories, professional expectations, and later doctrine. Changing it can disrupt reliance and require courts to revise connected rules. A doctrine may therefore persist because replacing it is costly, not because it remains the best rule for current conditions.

Precedent also has a public-good feature. The litigants pay much of the cost of producing an appellate decision, but the clearer rule may benefit many future parties. The private return from an appeal can therefore be smaller than its social value. A party may rationally settle after receiving an acceptable offer even when an appellate decision would improve the law for everyone else.

The reverse problem is possible. A repeat player may expect a favorable precedent to affect thousands of future transactions and may invest heavily in an appeal. The opponent may care about only one claim. The rule that receives the strongest appellate advocacy may reflect asymmetric stakes rather than total social value.

Chapter 9 showed that settlement can save litigation costs. Here we see another margin: settlement can also stop the production of precedent. There is no contradiction. A settlement may be privately beneficial and conserve administrative resources while leaving an uncertain or costly legal rule untouched.

Precedent is therefore both an engine and a brake. It transmits useful legal information, supports reliance, and allows improvements to spread. It can also magnify error and make adaptation expensive.



Social Norms and the Law Merchant

Courts need not invent every rule. People who interact repeatedly develop customs, standard terms, professional practices, and informal sanctions. Some norms solve coordination problems because participants can observe what works and abandon practices that cause recurring loss.

The traditional account of the law merchant illustrates the mechanism. Merchants engaged in repeated trade developed practices for credit, payment, and negotiable instruments. Specialized commercial understandings supplied information that generalist judges lacked. As public courts handled more commercial disputes, judges sometimes recognized and enforced practices that merchants already treated as binding.

The history is more complicated than a simple story in which merchants created a complete private legal system and courts merely copied it. The useful economic point is narrower. Courts can obtain decentralized information by looking to practices developed within communities that repeatedly face the relevant problem.

Modern examples include industry standards, exchange rules, construction practices, payment-network rules, and open-source licenses. A court interpreting an agreement may learn from what experienced participants ordinarily do. Legislatures and code drafters can use the same information; incorporating norms is not unique to common law.

Norms deserve no automatic presumption of efficiency. A practice may coordinate insiders while shifting costs to outsiders. An industry may develop a norm that reduces members’ expenses by concealing risks from customers. Powerful participants may define the custom. A stable norm can reflect exclusion or bargaining power rather than joint gain.

The conditions matter. Norms are more likely to support efficiency when participants interact repeatedly, can observe performance, can enter or exit, and bear most of the consequences. They are less reliable when harms fall on absent parties, information is hidden, membership is unequal, or exit is costly.

The same lesson now appears three times. Judicial reasoning, selective litigation, and social norms can each produce useful rules. None works independently of information, incentives, and institutional constraints.











	Mechanism
	Conditions favoring improvement
	Conditions favoring bias or persistence





	Judicial reasoning
	Courts can observe relevant costs, compare alternatives, and consider future behavior
	Information is incomplete, feedback is weak, or administrability and other values dominate



	Selective litigation
	Harmed parties internalize large stakes and can afford repeated challenge
	Harms are dispersed, procedural costs block claims, or organized interests control the litigation stream



	Precedent
	Appellate rules are clear, revisable, and transmitted to future cases
	Parties settle, precedent is underproduced, or reliance preserves an obsolete rule



	Social norms
	Repeat interaction disciplines participants and effects remain largely within the group
	Norms benefit insiders while shifting costs to outsiders or excluding weaker participants



	Institutional competition
	Parties can choose workable forms and poor rules lose users or disputes
	Switching is costly, jurisdiction is mandatory, or selection reflects wealth rather than social value





Table 10.1. Conditions shaping legal evolution. Each proposed efficiency mechanism depends on institutional conditions. A doctrine may face pressures from both columns at once.



Evidence from Property, Torts, Contracts, and Procedure

The common-law efficiency hypothesis is attractive partly because many broad legal patterns fit economic reasoning. The preceding chapters supplied examples before asking how the patterns emerged.

Property law ordinarily gives owners substantial authority to exclude and transfer. Voluntary exchange can move resources toward higher-valued uses when rights are clear and transaction costs are manageable. Liability rules become more attractive when prior bargaining is impractical and a court can estimate harm tolerably well. Necessity doctrines sometimes permit an urgent invasion while preserving an obligation to compensate. These patterns broadly fit the transaction-cost framework.

Tort law also contains rules that can be understood through incentives. Negligence encourages an injurer to take precautions that cost less than the expected harm they prevent. Contributory or comparative negligence gives potential victims reasons to take care as well. Strict liability can place accident costs on an activity and thereby affect both precaution and activity level. Special treatment of unusually hazardous activities may respond to risks that remain high despite reasonable care.

Contract law supplies information and commitment examples. The foreseeability limit on damages can encourage a party with unusual exposure to disclose it before performance. Expectation damages can support credible promises while allowing some breaches when performance becomes unusually costly. Default rules can reduce drafting costs by supplying terms most parties would choose or by encouraging informed parties to reveal information.

Procedure completes the picture. Settlement rules, discovery, fees, appeals, and precedent influence which claims appear and how legal rules develop. The same system that might filter costly substantive rules also filters litigants by wealth, evidence, and private stakes.

These examples are evidence of a kind, but their weight varies. A legal rule that would be catastrophic is unlikely to persist in any functioning system. The absence of obviously impossible rules does not prove fine-grained optimization. A broad pattern can fit an efficiency explanation while important details remain inefficient. And because researchers know the doctrine before constructing the theory, apparent correspondence may partly reflect after-the-fact selection.












	Domain
	Candidate efficiency logic
	Main complication
	What the example can establish





	Property
	Property and liability rules respond to bargaining cost and valuation problems
	Remedies also depend on information, administration, reciprocal harm, and distribution
	Some broad legal patterns fit transaction-cost reasoning



	Torts
	Negligence and strict liability allocate incentives for precaution and activity
	Courts cannot observe every margin; insolvency and reciprocal precaution matter
	Competing rules can be compared through expected social cost



	Contracts
	Foreseeability and default rules can encourage disclosure and efficient reliance
	Penalties, waivers, form terms, and mandatory protections remain contested
	A rule may economize on information without proving the whole system efficient



	Procedure
	Appeals and precedent can correct errors and guide future behavior
	Settlement, cost, public-good spillovers, and unequal resources select which rules receive review
	Legal process supplies both an evolutionary mechanism and reasons it may fail





Table 10.2. Evidence across private law and procedure. Doctrinal fit supports economic interpretation. It does not by itself establish that common-law evolution selected the rule because it was efficient.


Three Doctrines, Three Mechanisms

A few famous doctrines show both the appeal and the limits of efficiency explanations. Each addresses a recognizable coordination problem. None proves that legal evolution reliably selects the best rule.

General average: acting for a common venture. Suppose a ship is caught in a severe storm and the captain must sacrifice part of the cargo to save the vessel and the remaining property. A rule that forced the unlucky cargo owner to absorb the entire loss would make a sacrifice undertaken for everyone else’s benefit fall on one party. General average instead spreads a qualifying loss among the interests preserved by the sacrifice.

The economic logic is straightforward. An emergency leaves no practical time to negotiate with every cargo owner, and each owner would prefer that someone else’s property be sacrificed. A predetermined contribution rule permits the captain to act for the common safety while sharing the resulting loss among those who benefit. The doctrine does not eliminate disputes about whether a sacrifice was necessary, reasonable, or properly valued. Marine insurance and administrative costs also affect how valuable the rule is in practice. General average is maritime law, now commonly structured through standardized York-Antwerp Rules and shipping contracts, rather than a pure example of judge-made common law. It is therefore best understood as an adjacent example of law, custom, and contract solving an emergency bargaining problem.

Respondeat superior: assigning responsibility to the enterprise. Under the doctrine of respondeat superior, an employer may be liable for an employee’s tort committed within the scope of employment. Imagine a delivery driver who negligently injures a pedestrian while making deliveries. Liability placed on the delivery business can give the business incentives to select, train, equip, and monitor drivers. The business may also be better positioned to insure recurring risks and include accident costs in the price and scale of the activity.

This does not mean that employer liability is always efficient or unlimited. The strength of the economic case depends on the employer’s control, information, ability to spread or insure risk, and connection to the activity that produced the harm. Rules defining the scope of employment prevent the employer from becoming an insurer for every action an employee takes. The doctrine illustrates a recurring law-and-economics question: which actor can alter the relevant risk at lowest cost?

The T.J. Hooper: custom can lag. In the 1932 case The T.J. Hooper, tugboats lacked radio receiving sets that could have provided storm warnings. The absence of a settled industry custom requiring the equipment did not end the negligence inquiry. A court could conclude that reasonable precaution required more than the industry’s prevailing practice.

The economic lesson cuts in both directions. Industry custom can aggregate decentralized experience and supply courts with useful information. But an entire industry may delay adopting a worthwhile precaution because firms do not bear all accident costs, wait for competitors to move first, or simply follow an established practice. Courts may sometimes correct that lag. They may also misjudge hidden costs or technological reliability. The T.J. Hooper therefore supports neither automatic deference to custom nor automatic confidence in courts. It shows why the efficiency of a practice must be evaluated rather than presumed from its survival.

Counterexamples matter. Restrictions on negotiated penalty clauses can prevent parties from creating strong commitment even when they understand the bargain. Limits on waivers can block useful tailoring in some settings, although they may protect poorly informed parties in others. Damages rules may omit losses that matter for deterrence. Tort claims may be difficult to aggregate or transfer even when doing so could improve enforcement.

The purpose is not to place each doctrine permanently in an efficient or inefficient column. It is to identify the mechanism, compare realistic alternatives, and state the information needed to judge the rule.




Why Legal Evolution Can Go Wrong

The simple selective-litigation story begins with losses from an inefficient rule. The crucial question is who bears them.

Suppose a doctrine benefits one organized industry by $50 million while imposing an additional $1 on each of 100 million consumers. The rule produces a net social loss of $50 million. Yet the beneficiaries have $50 million at stake and can coordinate legal strategy. Each consumer has only $1 at stake and will rationally remain inactive. Litigation pressure can favor the inefficient rule.

The problem is not merely unequal wealth. It is the difference between private and social value. A party challenges a rule when expected private gain exceeds private cost. The legal system would want challenge when expected social improvement exceeds total social cost. Those calculations can diverge.

Several filters reinforce the divergence:


	Dispersed harm: no individual captures enough benefit from changing the rule.

	Procedural cost: a valid challenge may be too expensive to file or appeal.

	Settlement: a defendant can pay the current plaintiff without creating precedent for future parties.

	Repeat play: an organization can spread legal investment across many disputes while a one-time litigant cannot.

	Information: parties may not know that a rule caused their loss or that others face the same problem.

	Lawyer incentives: fee arrangements, specialization, and control over claims affect which arguments reach courts.

	Remedy limits: even a successful plaintiff may receive too little to justify producing a socially valuable rule.



Gillian Hadfield’s work on bias in legal evolution emphasizes a general lesson: differential litigation can shape law, but the resulting direction depends on who uses the system and what they seek. Selection is a mechanism, not a synonym for improvement.

Judicial information creates another limit. Courts decide concrete disputes from records built by parties. They may see detailed facts about two litigants but lack data about market-wide effects. A precedent can change prices, insurance, entry, precaution, contracting, and innovation in ways that appear only later. Courts also need rules that can be administered with available evidence. The theoretically ideal rule may perform poorly if judges cannot verify its conditions.

Feedback is weak. A business that repeatedly wastes resources may lose customers and capital. A court that adopts a costly doctrine does not receive a quarterly statement identifying the lost social surplus. Later disputes are selected and noisy. Legislatures and agencies also face severe information and incentive problems, but their failure does not make judicial feedback strong.

Technology makes path dependence especially visible. A rule developed for local physical transactions may fit poorly when conduct becomes digital, global, automated, or nearly costless to copy. Existing categories influence what courts notice and which analogies lawyers present. Incremental adaptation may be valuable because it protects reliance, but it may also be too slow.

Finally, not every departure from an economist’s preferred rule is an evolutionary failure. Courts may preserve notice, administrability, equal treatment, or limits on judicial power. A legal system needs authority and legitimacy as well as attractive incentive effects. The common-law efficiency hypothesis should not become a device for relabeling every competing value as error.


Key Point

Legal Evolution Is Not Perfect Optimization

Common-law evolution may create pressure toward workable rules, but it can also preserve inefficient or unfair doctrines when litigation incentives, precedent, access to courts, or weak feedback distort the process.





How to Test an Efficiency Explanation

Economic analysis is most valuable when it can be wrong. A useful explanation makes predictions, identifies relevant facts, and survives comparison with alternatives.

Begin by defining the problem before defending the observed doctrine. In the pig-farm dispute, list the costs of odor control, relocation, residential harm, bargaining, administration, and error. Identify the relevant behavioral margins: where developers build, what buyers investigate, how farms invest, and whether parties bargain before conflict.

Next, specify alternative rules. Protect the farm. Protect the homeowners. Award damages. Issue an injunction. Delay relief. Require mitigation. Allow compensated relocation. An efficiency claim gains meaning only relative to realistic alternatives.

Then predict behavior under each rule. If prior use always defeats a nuisance claim, will developers avoid conflicts or will established businesses ignore cheap mitigation? If homeowners always receive injunctions, will developers search carefully or intentionally build near valuable operations to obtain leverage? If courts award damages, can they estimate harm accurately? If the parties must bargain, are there too many owners for agreement?

After stating the predictions, examine selection. Who benefits from changing the rule? Who bears the cost? Is the effect concentrated or dispersed? Which disputes settle? Who can finance an appeal? Which relevant harms never enter litigation?

Finally, ask what evidence could discriminate among explanations. Useful comparisons might include:


	jurisdictions using different rules

	rule changes over time

	disputes before and after a technological change

	settings with few parties versus many parties

	harms concentrated on one litigant versus dispersed across outsiders

	rules adopted by courts compared with rules adopted by legislation or contract



These comparisons are not automatically causal. Jurisdictions differ in many ways, and legal change can respond to the same economic conditions that affect outcomes. But a comparison forces the analyst to move beyond a story tailored to one observed rule.

A disciplined evaluation can be summarized in seven steps:


	Define the relevant social costs and behavioral margins.

	Identify plausible alternative rules before defending the observed rule.

	Predict how each rule changes behavior, information, bargaining, enforcement, and error.

	Identify who gains, who loses, and who can litigate.

	State evidence that would distinguish efficiency from competing explanations.

	Compare jurisdictions, periods, technologies, or institutions with appropriate caution.

	Report uncertainty rather than treating coherence as proof.




Important Qualification

Do Not Grade a Rule Only After Seeing the Answer

An analyst who observes the doctrine first can unconsciously choose costs, benefits, and comparisons that favor it. State the mechanism and alternatives before deciding whether the rule fits.



This method applies beyond common law. Statutes, regulations, contracts, platform rules, and algorithms can all receive elegant after-the-fact explanations. The obligation to specify a mechanism and risk a failed prediction is general.



A Cautious Verdict

Does the common law tend toward efficiency? The strongest general claim remains unproven.

There are genuine efficiency-producing pressures. Judges sometimes recognize reciprocal costs and future incentives. Parties challenge rules that impose large internalized losses. Appeals can spread improved rules through precedent. Courts can learn from norms developed by people who repeatedly confront a problem. Stability allows coordination and investment.

There are equally genuine counterpressures. Harms can be dispersed. Organized interests can litigate repeatedly. Settlement can prevent rule production. Precedent can preserve error. Courts receive incomplete information and weak feedback. Legal change can lag behind technology. Other legal values can appropriately outweigh measured efficiency.

The best conclusion is conditional. Common-law evolution is more likely to move toward workable rules when affected parties bear the relevant costs, can identify and finance challenges, courts receive information about realistic alternatives, precedent can change without destroying valuable reliance, and outsiders do not absorb hidden effects. Remove those conditions, and the tendency weakens or reverses.

This conclusion is not a retreat from law and economics. It is law and economics applied to its own institutions. Courts and litigants respond to incentives, possess limited information, incur transaction costs, and operate through rules. The process that creates law must be analyzed with the same discipline as the conduct law governs.

The most durable contribution of the common-law efficiency project may therefore be methodological. Property, tort, contract, and procedure initially appear to be separate legal subjects. Economic analysis reveals recurring problems underneath them: reciprocal harm, costly bargaining, information, precaution, reliance, enforcement, public goods, and agency. A nuisance can become a transaction-cost problem; a contract rule can become an information rule; a procedural choice can become a problem of public-good production.

Even when the observed doctrine is not efficient, asking what an efficient rule would require organizes the inquiry. It identifies the relevant margins, exposes hidden costs, and gives us a benchmark for comparing imperfect institutions.



Big Picture

The common-law efficiency hypothesis contains three distinct propositions. The normative question asks which rule reduces joint social costs. The descriptive question asks whether observed doctrine resembles that rule. The evolutionary question asks what mechanism would select it. Evidence for one proposition does not automatically prove the others.

Judicial reasoning, selective litigation, precedent, and social norms supply plausible mechanisms. Judges can consider future behavior. Costly rules can attract challenge. Precedent can spread improvements. Courts can draw on decentralized practices developed by repeat participants.

Each mechanism is conditional. Judges have limited information and weak feedback. Dispersed harms may never finance litigation. Concentrated interests and repeat players may shape the cases and arguments courts see. Settlement can save resources while preventing precedent. Norms can benefit insiders at outsiders’ expense. Stability can become path dependence.

Property, tort, contract, and procedure contain broad patterns consistent with economic reasoning, but fit is not proof. Analysts who already know the legal rule can often construct a persuasive rationale for it. Serious evaluation requires alternatives, behavioral predictions, evidence that can discriminate among explanations, and explicit uncertainty.

The three compact doctrine examples reinforce the method. General average addresses emergency bargaining and shared sacrifice, respondeat superior assigns risk to an enterprise that may be able to control and insure it, and The T.J. Hooper shows why industry custom can inform a court without conclusively defining reasonable care. Each supplies an efficiency story and a reason to test it rather than presume it.

The cautious answer is that common law can face pressure toward workable rules under identifiable conditions. It does not operate as a general optimization machine. The deeper lesson is that economic analysis unifies legal domains by asking the same questions about incentives, information, transaction costs, and institutional alternatives.



Chapter Study Map


	Core ideas: common-law efficiency hypothesis, normative claim, descriptive claim, evolutionary claim, judicial reasoning, selective litigation, precedent, public-good spillovers, social norms, law merchant, path dependence, concentrated interests, dispersed harms, institutional feedback, selection bias, and discriminating evidence.

	Tables: use Table 10.1 to identify the conditions under which each evolutionary mechanism may improve or bias rules; use Table 10.2 to distinguish doctrinal fit from evidence of an evolutionary process.

	Reasoning tasks: separate three claims, identify a legal-evolution mechanism, compare alternative rules, trace who can finance litigation, distinguish private from social value, and design evidence that could disconfirm an efficiency explanation.

	Common mistakes: assuming that judges consciously maximize efficiency, treating a plausible rationale as proof, confusing selective litigation with random case selection, presuming that stable norms benefit outsiders, treating industry custom as automatically efficient, or interpreting efficiency as the only legal value.

	Required applications: pig farm and expanding subdivision, property and liability rules, tort precaution and activity levels, contract foreseeability, settlement and precedent, commercial norms, general average, respondeat superior, The T.J. Hooper, concentrated benefits and dispersed costs, and AI-generated opposing rationales.

	Optional enrichment: formal evolutionary models, deeper Posner scholarship, Rubin-Priest-Cooter-Kornhauser comparisons, historical law-merchant research, and modern computational analysis of precedent.





Review Questions


	What is the common-law efficiency hypothesis?

	Distinguish the normative, descriptive, and evolutionary claims.

	Why does evidence that a doctrine fits an efficiency rationale not prove that common-law evolution selected it?

	Distinguish strong, weak, and methodological versions of the hypothesis.

	How might judges favor workable rules without using formal economic vocabulary?

	Why is judicial feedback weaker and noisier than market feedback to a firm?

	Define selective litigation.

	Identify the four links required for selective litigation to improve legal rules.

	Why can an inefficient rule attract more litigation than an efficient rule?

	Why does more litigation not necessarily mean movement toward efficiency?

	How does precedent connect one dispute to future behavior?

	Why does precedent have public-good features?

	How can settlement conserve resources while reducing precedent production?

	Define path dependence and explain how precedent can create it.

	How can social norms supply courts with useful information?

	Under what conditions are social norms most likely to be efficient?

	Why can an efficient norm for insiders be inefficient for society?

	Give one candidate efficiency rationale from property law and one limitation.

	Give one candidate efficiency rationale from tort law and one limitation.

	Give one candidate efficiency rationale from contract law and one limitation.

	How does procedure supply both a mechanism for legal improvement and a source of bias?

	What emergency bargaining problem does general average address?

	Why is general average not a pure example of common-law evolution?

	What incentives can respondeat superior create for an employer?

	What does The T.J. Hooper teach about the relationship between custom and reasonable precaution?

	Explain how concentrated benefits and dispersed costs can bias legal evolution.

	Why might a repeat player invest more in precedent than a one-time litigant?

	How can technological change make an established rule obsolete?

	List the seven steps for testing an efficiency explanation.

	State the chapter’s cautious verdict on common-law efficiency.





Economic Reasoning Questions


	Apply the normative, descriptive, and evolutionary distinction to the pig-farm dispute. What separate evidence would each claim require?

	Suppose odor controls cost the farm $400,000, relocation costs $2 million, and continuing residential harm has a present value of $1.2 million. Compare an unchanged-use rule, a mitigation requirement, and relocation. What important costs or behavioral responses are missing?

	A legal rule gives one firm a $20 million annual benefit while imposing a $2 loss on each of 15 million consumers. Calculate the net effect. Then explain why litigation incentives may preserve the rule.

	Two parties settle a case that could have clarified an uncertain contract doctrine. Separate the private gains from settlement from the social value of precedent. What institution, if any, should respond?

	An appellate rule has remained stable for fifty years. Identify facts consistent with efficient stability and facts consistent with path-dependent error.

	A trade association develops a safety standard that lowers member costs but increases risks to nearby residents. Explain why repeated interaction among members does not establish social efficiency.

	A negligence rule appears to induce reasonable observable precaution but does not affect how often an activity occurs. Explain why the doctrine can be partly consistent with efficiency and still incomplete.

	A court refuses to enforce a negotiated penalty clause. Give the strongest efficiency rationale for enforcement and the strongest efficiency rationale for refusal. What evidence could distinguish them?

	Compare litigation pressure when a rule harms one business by $5 million with pressure when the same total harm is spread across one million people. Include aggregation and lawyer financing in the analysis.

	A captain sacrifices one cargo owner’s property to save a ship and all remaining cargo. Compare a rule placing the entire loss on that owner with a general-average contribution rule. What incentives and administrative costs does each create?

	A delivery driver injures a pedestrian while making deliveries. Compare employee-only liability, employer liability, and liability based on negligent supervision. Which facts determine the strongest economic case?

	An AI system produces persuasive defenses of both sides of a nuisance rule. Explain why that result is predictable and design a method for turning the outputs into a useful economic inquiry.

	Choose a doctrine from Chapters 5-9. Identify an efficient-rule benchmark before reviewing the current doctrine, then state one observation that would count against your preferred explanation.

	Compare common-law adjudication, legislation, and regulation as methods for adapting a rule to new technology. Discuss information, speed, feedback, capture, reliance, and error.





Law and Economics Lab


The Competing-Rationales Audit

Use the pig-farm dispute or another property, tort, contract, or procedural rule approved by your instructor. Your task is to determine whether an efficiency explanation survives adversarial analysis.


	Freeze the facts. Write a neutral description of the dispute. Identify the parties, contested conduct, claimed harm, possible remedies, and facts that remain unknown. Do not state which side should win.

	Generate opposing arguments. Ask an AI system to construct the strongest economic case for Rule A. In a separate prompt using the same facts, ask it to construct the strongest economic case for Rule B. Require each answer to identify behavioral margins, transaction costs, information problems, and institutional assumptions.

	Separate the claims. For each answer, label every major statement as normative, descriptive, or evolutionary. Flag any sentence that moves from one category to another without evidence.

	Audit the mechanisms. Identify whether each argument relies on judicial reasoning, selective litigation, precedent, social norms, institutional competition, or another mechanism. State the conditions the mechanism requires.

	Find omitted parties and margins. List people affected but not represented in the dispute. Check precaution, activity level, entry, exit, bargaining, information production, administration, error, and distribution.

	Construct alternatives. Add at least two remedies or rules beyond the AI system’s initial binary choice. Explain how each changes incentives and implementation costs.

	Audit litigation selection. Identify who has enough private value to file, settle, appeal, and invest in precedent. Compare that private value with the rule’s broader social value.

	Design a test. State at least one comparison across jurisdictions, time, technologies, party numbers, or institutions that could distinguish the competing explanations. Identify confounding factors.

	Verify sources. Verify every legal rule, case, historical claim, empirical result, and quotation against current primary or authoritative sources. Remove invented authorities and clearly label hypothetical values.

	Reach a conditional conclusion. Recommend a rule only after stating the facts on which the recommendation depends. Explain what new information would reverse it.



Conclude by answering two questions: Did the AI system help reveal mechanisms and alternatives? Did its fluency make any unsupported explanation appear stronger than the evidence justified? The goal is not to make AI choose the efficient rule. It is to use opposing outputs to expose how easily a legal rule can be rationalized after the fact.






Chapter 11: Crime, Punishment, and Social Order


One Harm, Two Legal Systems

During an argument outside a restaurant, one person deliberately punches another and breaks his jaw. The victim misses work, incurs medical bills, and suffers pain. He may bring a civil claim seeking compensation. But the assault can also lead to a criminal prosecution brought by the government, even if the victim would prefer to drop the matter.

Why use two legal systems for one event?

The civil case resembles the tort system studied in Chapter 7. The injured person controls the claim, usually faces a civil standard of proof, and seeks damages. The criminal case uses public prosecutors, a higher standard of proof, punishment, stigma, and the coercive authority of the state. A civil settlement can ordinarily end the victim’s claim. It does not necessarily end the government’s prosecution.

The difference cannot be that torts cause harm while crimes do not. Both do. Nor can the boundary be reduced to intent. Many crimes require a culpable mental state, but criminal law also reaches reckless conduct and some regulatory offenses. Civil law sometimes addresses intentional torts such as assault, fraud, and conversion. The same conduct can produce both civil and criminal proceedings.

Crime and tort are better understood as institutional bundles. Each bundle combines rules about who initiates enforcement, who pays for it, what information can be compelled, what must be proved, who controls settlement, what sanction follows, and who receives any payment. The bundles overlap because no single enforcement institution handles every harmful act well.

Chapter 10 asked whether common-law rules tend to reduce the number and cost of future injuries rather than merely determine whose ox was gored in a dispute that already occurred. The economic analysis of crime makes the same forward-looking move. It asks how legal rules change future offenses and what society must spend to obtain that change.

This perspective differs sharply from a view of criminal law concerned only with identifying guilt and imposing deserved punishment. Economics does not prove that justice, proportionality, rights, or condemnation are irrelevant. Those values help determine which policies are legitimate. Economic analysis adds another set of questions:


	How does the probability of punishment affect behavior?

	How does sanction severity affect behavior?

	Which stage of enforcement is the weak link?

	What does it cost to prevent another offense?

	Which sanctions transfer resources, and which destroy resources?

	How do false convictions and false acquittals affect social welfare?

	What does imprisonment accomplish through deterrence, incapacitation, or rehabilitation?

	Why does enforcement depend on victims, witnesses, communities, firms, and platforms as well as police and courts?



The answers begin with a simple model. The model is powerful because it forces the analyst to think forward and at the margin. It is limited because real people, crimes, and institutions are more complicated than one equation.


Important Qualification

Deterrence Is Not the Only Value at Stake

Punishment can deter crime, but criminal law also raises questions about proportionality, legitimacy, error, abuse, equality, and social order. Economic analysis clarifies trade-offs. It does not make those other values disappear.



Modern criminal law is largely statutory, even in countries whose private law developed through common-law decisions. Legislatures define offenses and authorized sanctions; agencies, police, prosecutors, juries, judges, corrections systems, and appellate courts implement those rules. Exact doctrines vary across jurisdictions. This chapter therefore stays at the principles level. Its object is not to teach a criminal code. It is to show how the economic framework organizes recurring problems of offending, enforcement, and punishment.



The Economic Choice to Offend

Gary Becker’s famous 1968 article treated crime as a subject for ordinary economic reasoning. The move was provocative. It did not assume that offenders are admirable or that all crimes are carefully planned. It asked whether choices to violate law respond to expected benefits and costs.

Consider a person deciding whether to steal a television worth $1,000. If the only consequence of being caught is returning the television, and only one thief in four is caught, theft remains attractive in the stripped model. The thief obtains $1,000 if not caught and merely gives back what was taken if caught. Returning stolen property is necessary, but it is not enough to make the expected gain negative when detection is uncertain.

A fuller choice includes several elements:


	BB is the perceived private benefit from the offense.

	OO is the lawful opportunity cost and other private cost of offending.

	pp is the perceived probability that a formal sanction is actually imposed.

	SS is the severity of the sanction if imposed.



The stripped model writes expected private gain as:

G=B−O−pS.
G = B - O - pS.


In words, subtract lawful opportunity cost and expected formal punishment from the perceived benefit. When GG is positive, the baseline predicts that offending is privately attractive. When GG is negative, the baseline predicts deterrence.

The symbols are not mysterious. They are a checklist. What can the offender gain? What legitimate opportunities would be sacrificed? What is the chance that punishment actually occurs? How severe would it be?

Opportunity cost matters because offending uses time, skill, and access that could be used elsewhere. A person with attractive lawful work may give up more by risking a job, license, reputation, or future earnings. A person facing weak lawful opportunities may give up less. This does not imply that poverty mechanically causes crime or excuses it. It means that legal opportunities belong in a model of choice alongside police and punishment.

Benefits also need not be monetary. Anger, status, revenge, excitement, group approval, or saving time can enter the perceived payoff. Costs can include shame, family disapproval, expulsion, job loss, immigration consequences, and lost future relationships. Formal law operates inside a larger system of incentives.


Quick Concept

Expected Punishment

Expected punishment depends on both the probability of being punished and the severity of punishment if caught. In the simplest model, expected formal punishment is p×Sp \times S.



The model does not claim that an offender opens a spreadsheet before acting. Consumers do not calculate demand curves before responding to a sale, and drivers do not solve equations before reacting to traffic. The model claims that behavior can respond systematically when expected costs or benefits change.

That prediction is about direction before magnitude. Chapter 2 called the relationship between expected punishment and offending the crime curve. Raising the expected cost of an offense should generally reduce its frequency, but responsiveness can be steep or flat. A planned tax-evasion scheme may respond strongly to audit probability and financial penalties. A violent act committed during panic, intoxication, or rage may respond less to a remote sentence increase. The empirical question is not merely whether incentives matter, but how much they matter for this offense, population, and institution.

The baseline must therefore be qualified:


	People may misunderstand the probability of punishment.

	A vivid arrest may receive more weight than a remote statistical risk.

	Present-biased people may heavily discount punishment that occurs months or years later.

	Risk attitudes differ.

	Addiction, emotion, impairment, or impulsivity may narrow attention.

	Social norms may make an act unthinkable for most people even without a formal sanction.

	Some offenders may value criminal status or accept risks that most people avoid.



These complications do not require abandoning economic analysis. They identify which assumptions need to be changed and which policy margins might matter.


Historical Note

Gary Becker’s Unconventional Move

Becker did not begin with a special psychology of criminals. He asked how a person chooses among lawful and unlawful opportunities when benefits, detection, punishment, and alternatives differ. The model’s value lies less in claiming perfect calculation than in forcing policy analysis to identify the behavioral margin. George Stigler later sharpened the framework by emphasizing optimal enforcement and marginal deterrence.





The Enforcement Chain

The symbol pp can conceal most of the legal system.

An offense may have to be reported or detected. A suspect may have to be identified and apprehended. A prosecutor may have to bring a viable case. Evidence may have to satisfy the proof standard. A conviction may have to survive review. A fine may have to be collected or a custodial sentence actually imposed.

A simplified sequence is:

offense -> detection -> apprehension -> prosecution and conviction -> sanction imposed or collected

Suppose, only for illustration, that an offense has:


	a 50 percent conditional probability of detection

	an 80 percent probability of apprehension after detection

	a 75 percent probability of conviction after apprehension

	a 90 percent probability that the announced sanction is imposed or collected after conviction



The final probability is the product of the conditional stages:

p=0.50×0.80×0.75×0.90=0.27.
p = 0.50 \times 0.80 \times 0.75 \times 0.90 = 0.27.


Only 27 percent of offenses produce the realized sanction under these teaching assumptions. If the sanction is equivalent to $10,000, expected formal punishment is:

pS=0.27×10,000=2,700.
pS = 0.27 \times 10{,}000 = 2{,}700.


The expected formal punishment is $2,700. That is not a fine a court would impose. It is a probability-weighted measure used before uncertainty is resolved.

The numbers are invented to demonstrate the logic. Real stages are more complicated and often correlated. Strong evidence may raise both apprehension and conviction probabilities. Plea bargaining can replace trial. Charges and sanctions can vary. Victims may not report. Appeals can delay punishment. A fine can be partly collected. The model is still useful because it exposes weak links.

Suppose detection rises from 50 to 60 percent while every other stage remains unchanged. The final probability becomes 32.4 percent. By contrast, raising the final conditional stage from 90 to 100 percent produces a final probability of only 30 percent. Improving a weaker early stage can matter more than perfecting an already-strong late stage.

This is why “more police” and “longer sentences” are not interchangeable policies. Police deployment may change visibility, detection, and perceived certainty. Prosecutorial resources may change case selection and conviction. Court capacity may change delay. Corrections policy may change the sanction actually served. A statute announcing a severe sentence can have little effect if people do not expect to be caught or do not know about the change.

Research reviews generally find more consistent evidence that crime responds to the perceived certainty of apprehension and visible police presence than to increases in already substantial sentence severity. That conclusion does not mean severity never matters. It means the policy margin and the institution producing pp deserve at least as much attention as the number written in a sentencing statute.


Key Point

Enforcement Is Costly

A legal rule does not enforce itself. Reporting, policing, investigation, prosecution, adjudication, punishment, monitoring, and error correction all use scarce resources. The relevant probability of punishment is produced by an enforcement system, not by statutory language alone.





How Much Deterrence?

If higher expected punishment reduces crime, why not keep raising it until crime disappears?

The answer begins with scarcity. Enforcement consumes labor, technology, court time, prison capacity, public attention, and trust. Punishment can destroy liberty, earnings, health, relationships, and human capital. Errors impose costs on innocent people and weaken legitimacy. Private precautions consume resources too. A society choosing crime-control policy faces trade-offs, not a free dial marked “deterrence.”

A simple social-loss framework includes:


	harm from offenses that occur

	private prevention and avoidance costs

	public detection and adjudication costs

	punishment and corrections costs

	error and abuse costs

	collateral effects on families, communities, firms, and future opportunities



The efficient policy minimizes the total, subject to legal and moral constraints. Preventing one more offense is worthwhile when the marginal social benefit of doing so exceeds the marginal social cost. That is the same marginal logic used for accident precaution, pollution control, and contract performance.

The phrase “optimal amount of crime” can sound callous. It does not mean murder or robbery becomes desirable. It means that eliminating the final offense may require unlimited surveillance, indiscriminate searches, enormous taxes, extreme punishment, or unacceptable restrictions on innocent conduct. A society can prefer zero murders as an outcome while rationally refusing methods whose additional costs and abuses exceed the harm they prevent.

Two distinct cases should not be confused.

First, some valuable activities create incidental risk. Driving produces mobility, employment, and exchange, but it also creates accident risk. The aim of a well-designed traffic sanction is not necessarily to eliminate driving, speeding by every amount, or every crash at any cost. It is to make drivers take more of the social cost into account when choosing speed, route, precaution, and whether to make a trip.

Second, some prohibited conduct has no comparable social benefit. Murder does not become socially valuable because the offender benefits. Yet achieving zero murders can still be prohibitively costly. The reason some offenses remain is then enforcement scarcity, not an efficient positive activity level.


Key Point

Internalization Is Not Elimination

When an activity creates benefits while imposing external costs, efficiency usually requires making the decision-maker confront more of the total social cost, not reducing the activity or its risks to zero. When the prohibited conduct itself has no offsetting social value, zero offenses may remain the ideal outcome, but achieving it can still require excessive enforcement and punishment costs.



Speeding illustrates the distinction. A sanction may operate partly like a price by making the driver bear more of the expected accident cost imposed on others. But a speeding ticket is not literally a market price purchasing permission to violate the law. Legal rules can also express categorical obligations, protect rights, simplify enforcement, and coordinate expectations. The economic analogy identifies an incentive effect; it does not erase the legal command.

Necessity supplies a different pressure test. Imagine a lost hiker facing a deadly winter storm who breaks into an empty cabin, uses a blanket, and calls for rescue. The entry is technically an invasion, but maximum deterrence would be perverse. The emergency benefit vastly exceeds the owner’s limited loss, and prior bargaining was impossible. A legal system can preserve the owner’s claim for damage while declining to treat the emergency like ordinary burglary. The example shows why legal categories need exceptions and why deterrence is not simply “make every violation prohibitively expensive.”



Marginal Deterrence

Deterrence operates across offenses as well as between offending and not offending.

Suppose armed robbery and armed robbery followed by killing a witness receive the same punishment. Once the robbery begins, the offender has no additional legal incentive to spare the witness. A sanction schedule should preserve a meaningful difference between lesser and greater harm.

This is marginal deterrence. The law should maintain incentives to stop, retreat, reduce harm, or choose the less serious offense after some violation has already occurred.


Quick Concept

Marginal Deterrence

Sanctions should preserve an incentive to avoid greater harm after a lesser offense has already occurred. If punishments are identical across offenses, an offender may have too little reason to stop short of more serious conduct.



The idea applies beyond violent crime. A tax penalty that is already maximal for a small underreporting error can weaken the incentive to avoid larger evasion. A cybersecurity rule that imposes the same sanction for late disclosure and permanent concealment can weaken incentives to report after a violation. A firm that has already breached one requirement should still gain by cooperating, mitigating loss, and providing accurate information.

Marginal deterrence creates tension with a simple strategy of raising every penalty. If the maximum feasible punishment is used for minor offenses, little room remains to distinguish greater ones. Proportionality can therefore support deterrence as well as justice. A graduated sanction schedule tells people not only “do not offend” but also “if you have begun, do not make the harm worse.”



What Is the Sanction Supposed to Do?

Legal responses are often discussed as if every payment performs the same function. They do not.













	Legal response
	Immediate recipient or effect
	Primary function
	Incentive question
	Main limitation





	Compensation
	Payment or restoration to the victim
	Move the victim toward the no-harm position
	Does the actor internalize expected harm?
	Full compensation may be impossible, uncollectible, or inadequate when detection is low



	Restitution
	Return of property or payment tied to the victim’s loss
	Restore a particular victim and reverse a wrongful transfer
	Does the offender expect to lose more than the gain if many offenses escape detection?
	Returning only what was taken may leave crime profitable



	Disgorgement
	Removal of the offender’s gain
	Eliminate profit from wrongdoing
	Does the offender expect to retain a gain after accounting for detection probability?
	Gain can be difficult to measure and can differ from victim harm



	Punishment
	Fine, confinement, stigma, restriction, or another burden
	Deter, incapacitate, condemn, or impose a deserved consequence
	How does the sanction alter future behavior and total social cost?
	Punishment is costly, error-prone, and constrained by wealth, rights, proportionality, and legitimacy





Table 11.1. Different legal responses perform different functions. A single remedy can perform more than one function, but compensation, restitution, disgorgement, and punishment should not be treated as synonyms.

Suppose a thief breaks a $300 window and steals a laptop worth $1,000 to its owner. Returning the laptop does not repair the window. Paying $300 repairs the physical loss but may not remove every gain from theft. If only a small fraction of thieves are caught, making the caught thief return what was taken leaves a positive expected payoff. Deterrence may require a sanction beyond restitution or disgorgement.


Key Point

Punishment Is Not Compensation

Civil damages often try to compensate victims. Criminal punishment usually makes the offender worse off and may not directly compensate the victim. That difference matters for fines, imprisonment, restitution, and deterrence.



The distinction also explains why civil and criminal cases can coexist. A victim’s compensation does not by itself answer the public question of deterrence, incapacitation, or condemnation. A criminal fine paid to the state does not by itself make the victim whole. Combining proceedings can serve multiple functions, although it also adds cost and creates coordination problems.



Fines, Imprisonment, and Punishment Cost

Economists often begin sanction design with a strong presumption in favor of fines. A collected fine harms the offender but transfers money to the government. Imprisonment harms the offender and requires society to spend additional resources operating a corrections system.

That comparison is useful but incomplete.











	Dimension
	Fine
	Imprisonment





	Deterrence
	Changes expected monetary payoff when credible and collectible
	Imposes loss of liberty and other costs that can deter



	Social resource cost
	Largely a transfer after collection and administration costs
	Requires facilities and staff while destroying liberty, time, earnings, and relationships



	Collectability
	Limited by wealth, hidden assets, income, and enforcement
	Can be imposed on offenders unable to pay a large fine



	Incapacitation
	Usually none
	Restricts opportunities to offend outside confinement



	Rehabilitation
	Does not itself provide a custodial program
	Effect depends on programs, conditions, offender, and post-release environment



	Error and reversibility
	Erroneous payment can sometimes be repaid, though consequences remain
	Lost liberty cannot be restored, though release can stop an ongoing error



	Collateral effects
	Can burden dependents and destabilize finances
	Can burden families, employment, health, communities, and reintegration



	Legitimacy and proportionality
	Extremely high or income-scaled fines raise equality and purpose questions
	Long or severe confinement raises proportionality, rights, and humane-treatment questions





Table 11.2. Fines and imprisonment create different costs and capabilities. Neither sanction is universally superior. The comparison depends on collectability, risk, incapacitation, institutional quality, collateral effects, and the policy objective.

A fine is not costless. Collection and adjudication use resources. A fine can push a family into hardship, reduce lawful employment, or create incentives to hide income. An erroneous fine can cause losses before repayment. If enforcement agencies retain the proceeds, revenue can distort their priorities. Still, the transfer feature gives fines an important advantage over sanctions that destroy resources without producing an offsetting receipt.

Fines face a wealth constraint. An offender cannot pay unlimited amounts. Hidden assets and unstable income make collection difficult. Once the desired monetary sanction exceeds ability to pay, the legal system must accept weaker deterrence, use another sanction, improve collection, or combine sanctions.

Imprisonment escapes the narrow collectability limit because liberty can be taken from a person with little wealth. It also incapacitates. But confinement is expensive in a much broader sense. It requires public expenditure and imposes lost liberty, time, earnings, family contact, health risks, and post-release consequences. Those losses help make prison a punishment; they are also real social costs.

The correct comparison is therefore not “fines are cheap, prison is bad.” It is: which feasible sanction produces the desired deterrence, incapacitation, restitution, condemnation, and legitimacy at the lowest total cost and error risk?



Probability, Severity, and Risk

Becker’s stripped model creates a famous puzzle. Suppose a 20 percent chance of a $10,000 fine deters an offense. Why not use a 10 percent chance of a $20,000 fine? Expected monetary punishment remains $2,000, but the government needs to catch and process only half as many offenders. Repeating the logic seems to recommend an extremely severe penalty imposed with an extremely small probability.

The conclusion fails once the assumptions are relaxed.

First, offenders may be unable to pay the larger fine. Second, risk attitudes matter. Third, errors become more destructive as sanctions grow. Fourth, severe penalties may be disproportionate, unconstitutional, inhumane, or politically illegitimate. Fifth, people may misperceive very small probabilities. Sixth, rare punishment can weaken the visibility and credibility of enforcement. Seventh, punishment itself can create collateral harm.

Return to the risk example from Chapter 2. Compare:


	a $200 sanction imposed with certainty

	a one-in-one-thousand chance of a $200,000 sanction



Both have expected monetary value of $200:

1.00×200=0.001×200,000=200.
1.00 \times 200 = 0.001 \times 200{,}000 = 200.


Most risk-averse people would strongly prefer the certain $200 loss to the tiny chance of catastrophe. The rare severe sanction may therefore deter more than its expected monetary value suggests. But the additional deterrence comes partly from forcing people to bear risk. Risk is a social cost, not free punishment.


Important Qualification

Risk Is Not Free Punishment

Two penalties with the same expected monetary value need not be equivalent. A rare catastrophic sanction may strongly deter a risk-averse person, but it also imposes risk-bearing, error, proportionality, and legitimacy costs. The cheapest deterrent in a stripped-down model may therefore be unacceptable or inefficient in a real legal system.



Do not assume every offender is risk-averse. Some may be risk-neutral or risk-seeking. Some may focus on the immediate benefit and heavily discount future punishment. Others may believe, accurately or not, that they are unusually unlikely to be caught. Policy must distinguish preferences over risk, perceptions of probability, and discounting of delay.

A sentencing lottery exposes the same problem without using money. Suppose 100 otherwise similar convicted offenders must collectively serve 100 years. One policy gives every offender a one-year sentence. Another randomly gives 90 offenders no prison and 10 offenders ten years each. The average sentence is one year under either policy, but the policies are not equivalent. The lottery concentrates risk and error, incapacitates a different group for much longer, and can undermine equal treatment and proportionality. Potential offenders may also respond differently to a small chance of a long sentence than to a certain short one. Holding average punishment constant does not hold the institutional consequences constant.

The theoretical probability-severity trade-off remains useful because it identifies a real allocation problem. Resources spent raising detection cannot be spent elsewhere. Severity can sometimes be increased at lower administrative cost. The optimal combination depends on behavioral response, punishment cost, wealth, error, proportionality, and credibility.



Should a Rich Driver Pay More?

Finland supplies a provocative sanction-design example. Current official materials distinguish fixed traffic penalty fees for lower-level violations from income-based day fines for specified traffic crimes, including sufficiently serious speeding. The number of day fines reflects the seriousness of the offense, while the monetary amount of each day fine depends on the driver’s income after specified adjustments.

At first, the policy appears to conflict with the externality framework. Holding speed, road, vehicle, traffic, and weather fixed, a wealthy driver’s car does not create more physical accident harm merely because the driver earns more. If the fine is only a Pigouvian price for expected external damage, scaling it by income is difficult to justify.

But that is only one possible objective.











	Objective
	Relevant question
	Does income matter directly?





	Externality pricing
	What expected external accident cost does the driving choice impose?
	Not merely because the same physical harm is caused by a richer driver



	Equal behavioral deterrence
	What monetary fine changes behavior across people with different benefits from time and marginal utility of money?
	Potentially



	Proportional punishment
	What burden counts as comparably severe across offenders?
	Potentially



	Redistribution or revenue
	Should traffic enforcement raise or redistribute funds?
	By design, but the instrument must be defended



	Administration and equality before law
	Can income be measured, updated, bounded, and applied consistently?
	Income creates information and implementation questions





Table 11.3. Income-based fines can pursue different objectives. Economic analysis cannot evaluate the rule until the analyst identifies whether the fine is functioning as an externality price, behavioral deterrent, proportionate punishment, revenue instrument, or some combination.

A fixed fine may barely affect a wealthy driver’s behavior while imposing severe hardship on a poorer driver. An income-based fine can seek a more equal deterrent effect or a more equal punitive burden. The wealthy driver may also place a higher money value on time saved, which changes the private benefit of speeding even though it does not change physical external harm.

Administration complicates the analysis. Income must be measured and updated. People with volatile earnings, assets but little current income, foreign income, or family obligations can be difficult to classify. Very large fines can raise proportionality and equality concerns of their own. Enforcement priorities can change if fines produce revenue.


Case Study

Should a Rich Driver Pay More?

Finland’s day-fine system reveals why sanction design requires a stated objective. Externality pricing asks about harm. Deterrence asks about behavioral response. Proportional punishment asks about burden. Public finance asks about revenue and redistribution. The policy cannot be evaluated coherently until those rationales are separated.



The correct lesson is not that income-based fines are plainly efficient or plainly irrational. It is that “economic logic” does not select a fine until the analyst identifies the objective, behavioral margin, information requirement, and realistic alternative.



Intent, Attempts, and Outcome Luck

Criminal law often cares about mental state in ways that ordinary accident liability does not. A careful driver, a negligent driver, a reckless driver, and a person who deliberately uses a car to injure someone may cause the same physical loss. Their behavior creates different concerns.

Intent can matter economically for several reasons.

An intentional offender may conceal the act, choose a vulnerable victim, disable precautions, destroy evidence, or repeat the conduct when another opportunity appears. The act may have an obvious market substitute. A person who values someone else’s laptop can offer to buy it; theft bypasses consent and triggers defensive expenditures. Intent can therefore signal that simple compensation will not create adequate deterrence.

Intent also affects information and condemnation. Deliberate harm can reveal something useful to future employers, trading partners, neighbors, or victims. Criminal conviction and stigma transmit information, although stigma can overshoot, persist after formal punishment ends, and burden reintegration. Mental state also matters to proportionality: accidental, negligent, reckless, knowing, and purposeful conduct need not deserve identical sanctions.

The economic model should not pretend these distinctions are easy to observe. Intent is private information. Legal systems infer it from actions, statements, preparation, knowledge, and surrounding facts. More demanding mental-state requirements can protect innocent or careless actors from severe punishment, but they can also make intentional wrongdoing harder to prove.

Attempts reveal another role for intent. Suppose a person deliberately shoots at another person and misses. Ex post, the intended victim is uninjured. If punishment depended only on realized physical harm, the failed shooter might face little sanction while an otherwise identical shooter whose bullet happened to strike would face severe punishment.

That difference would make liability depend heavily on luck.

From an ex ante perspective, both shots created a serious risk of death. Punishing the attempt changes incentives before the next trigger is pulled. It treats intentional dangerous conduct as a proper object of deterrence even when chance prevents the intended result.

The argument does not imply that thoughts should be criminal. Legal tests require conduct beyond mere imagination or remote preparation, and the exact threshold varies across jurisdictions. The principles-level point is narrower: attempt liability can respond to dangerous choice and intent rather than waiting for the worst possible outcome.

The distinction connects crime to Chapter 7. Speed limits, drunk-driving rules, and safety requirements regulate risky conduct before an accident. Attempt law can operate similarly, although the conduct is often discovered only after the attempt fails. Ex ante and ex post rules can be combined because they use different information and reach different margins.



Proof, Error, and State Power

Criminal punishment is coercive, stigmatizing, and often difficult to reverse. A false conviction can take liberty, employment, reputation, family contact, and sometimes life. A false acquittal can leave harm unpunished, reduce deterrence, expose future victims, and weaken confidence in law.

The criminal proof standard allocates these error risks. Raising the standard reduces false convictions but can increase false acquittals. Lowering it can make enforcement easier while increasing the chance that innocent people are punished.


Important Qualification

Proof Standards Allocate Error Risk

A higher proof standard reduces false convictions but may increase false acquittals. Criminal procedure places unusual weight on avoiding wrongful conviction because punishment is coercive, stigmatizing, and often difficult to reverse.



This is not a formula for converting “beyond a reasonable doubt” into a numerical probability. Chapter 3 warned against that shortcut. Evidence differs across cases, and legal standards communicate institutional commitments rather than actuarial thresholds alone.

Error cost also interacts with sanction severity. The expected harm from a false conviction rises when the punishment becomes more destructive. A rare catastrophic sanction does not merely create more risk for guilty offenders. It makes mistakes more costly and can increase the incentive to fabricate evidence, coerce pleas, corrupt officials, or use prosecution strategically.

The state possesses powers that private plaintiffs generally do not: investigation, arrest, compulsory process, confinement, and force. Those powers can solve serious enforcement failures. They also create a reason for procedural constraint. An efficient enforcement system is not one that maximizes convictions. It is one that reduces the total costs of offending, enforcement, punishment, and error while remaining within rights and legitimacy constraints.



Valuing Reductions in Death Risk

Crime policy sometimes asks how much society should spend to reduce small mortality risks. Should a city add officers at dangerous locations? Should a corrections system invest in violence prevention? Should a road rule reduce fatal-crash risk if compliance and enforcement are costly?

Economists use value of statistical life reasoning to discipline such choices. The term is easily misunderstood. It is not the price of an identified person’s life.

Suppose 10,000 people would each pay $100 for a policy that reduces each person’s annual probability of death by one in 10,000. Across the group, the expected reduction equals one statistical death. Aggregate willingness to pay is $1 million. Under the invented assumptions, the implied value of a statistical life is $1 million.

The calculation aggregates willingness to pay for small risk changes. It does not say that an identifiable person can be sacrificed for $1 million. Actual estimates raise difficult questions about income, information, involuntary risk, distribution, age, baseline risk, and whose preferences count.


Quick Concept

Value of Statistical Life

Value-of-statistical-life reasoning estimates how people trade money for small changes in mortality risk. It is not the price of an identifiable person’s life; it is a way to discipline policy choices involving risk reduction.



For this chapter, the concept has one limited role. Crime prevention uses scarce resources. Avoided deaths and injuries must count as benefits even though they do not arrive with market prices. Risk valuation makes the comparison explicit without pretending to settle every moral or distributional issue.



Does Prison Work? First Define “Work.”

Few policy questions generate more slogans than imprisonment. One side says prison works because a confined offender cannot victimize the public and severe punishment deters. Another says prison does not work because recidivism remains high, long sentences have weak deterrent effects, and confinement damages future opportunities.

Both claims are incomplete. Prison can affect crime through several different channels.













	Channel
	Whose behavior changes?
	When is crime affected?
	Evidence needed
	Common confusion





	General deterrence
	Other potential offenders exposed to the threatened sanction
	Before an offense
	Behavior responding to a credible change in expected punishment
	Mistaken for crimes mechanically prevented by confinement



	Specific deterrence
	The punished person’s later choices
	During later opportunities after punishment
	Post-sanction behavior attributable to experiencing punishment
	Mistaken for rehabilitation or incapacitation



	Incapacitation
	The confined person’s available opportunities and victims
	Primarily during confinement
	Offenses that would have occurred under release or another sanction
	Mistaken for a permanent change in preferences



	Rehabilitation
	The punished person’s skills, opportunities, habits, health, or preferences
	Primarily after release
	Persistent changes tied to treatment or institutional experience
	Assumed to follow automatically from confinement





Table 11.4. Four ways prison can affect crime. The mechanisms operate on different people and time horizons. A study of one channel does not automatically establish the others.


Quick Concept

Four Ways Prison Can Affect Crime

The threat of prison may deter potential offenders, the experience of punishment may change the same offender’s later behavior, confinement may remove opportunities to offend outside prison, and rehabilitative programs may change post-release skills or choices. These are different mechanisms and require different evidence.



General deterrence asks how the threat of imprisonment affects people who have not yet offended. A sentence enhancement may reduce current offenses before the newly lengthened terms have kept anyone confined longer. That timing can help identify deterrence.

Specific deterrence asks how experiencing punishment changes the same person’s later behavior. Prison could make future punishment more salient and discourage reoffending. It could also weaken lawful employment, expose people to criminal networks, damage health, or make another prison term less frightening. The sign is an empirical question.

Incapacitation asks what offenses do not occur outside prison because the person is confined. It does not require the prisoner to change preferences. Its size depends on what the person would have done under the realistic alternative: immediate release, probation, electronic monitoring, treatment, or a shorter sentence. A high-rate repeat offender can generate a large incapacitation benefit. Keeping an aging low-risk prisoner for one additional year may generate little.

Rehabilitation asks whether incarceration changes post-release behavior by improving skills, treating addiction or mental illness, creating work habits, or otherwise expanding lawful opportunities. Rehabilitation is not synonymous with imprisonment. It depends on what happens inside the institution and during reentry.

Prison can also express condemnation, impose deserved punishment, and reassure the public. Those may be legitimate purposes, but they should not be mislabeled as evidence that crime fell. Conversely, a high recidivism rate does not prove that incarceration produced no incapacitation while the person was confined.



What the Evidence Can and Cannot Say

Empirical work on incarceration faces a basic identification problem. Places with more crime often imprison more people. A simple correlation between prison populations and crime rates cannot reveal whether prison reduced crime, crime increased prison, or another force changed both.

Researchers therefore look for comparisons that alter incarceration or sentence severity for reasons less directly connected to current offending: court orders, policy thresholds, staggered adoption, differences in judge assignment, or targeted rules. Each design estimates a particular margin.













	Study or synthesis
	Setting and variation
	Main channel
	Student-level finding
	Main limit





	DiIulio and Piehl
	Early New Jersey and Wisconsin offender samples
	Incapacitation potential
	Reported about 12 nondrug offenses per prisoner-year while free
	Historical selected samples are not a current national marginal estimate



	Levitt (1996)
	U.S. prison-population changes linked to overcrowding litigation
	Combined contemporaneous prison effect
	One fewer prisoner was associated with roughly 15 additional Index I crimes per year at that historical margin
	Instrument, period, incarceration level, and offense categories matter



	Kessler and Levitt (1999)
	California sentence enhancements
	Short-run deterrence, later incapacitation
	Covered crimes fell about 4 percent in the first year and 8 percent after three years
	One law and offense group do not identify every sanction effect



	Vollaard (2013)
	Dutch sentence enhancement for prolific offenders
	Targeted incapacitation
	Theft fell about 25 percent, with diminishing returns as the policy expanded
	Targeting high-rate offenders differs from untargeted incarceration growth



	Bhuller and coauthors (2020)
	Norwegian cases assigned across judges with different incarceration tendencies
	Rehabilitation and post-release behavior
	Imprisonment reduced reoffending and improved employment for an important subgroup
	Norway’s prison conditions and programming are part of the treatment



	Lee and McCrary; National Research Council
	U.S. adult-sanction threshold and broad evidence review
	Marginal deterrence from severity
	Found weak response to substantially harsher adult sanctions and weak evidence for extending already-long sentences
	Does not imply zero incapacitation or zero benefit from every incarceration decision





Table 11.5. Selected incarceration studies estimate different margins. The rows should not be treated as competing estimates of one universal prison effect. They study different people, institutions, policies, outcomes, and alternatives.

The early DiIulio-Piehl estimate and Levitt’s overcrowding study make an important point that students sometimes do not hear: incarcerating active offenders can prevent a substantial number of offenses. It is too strong to say that prison does not reduce crime.

The later studies deepen rather than erase that conclusion. Kessler and Levitt used timing to distinguish immediate deterrence from incapacitation that appears later. Vollaard found large benefits from targeting prolific offenders but also found diminishing returns. Bhuller and coauthors found that a Norwegian prison system emphasizing rehabilitation reduced reoffending for a significant group, demonstrating that institutional design is part of the treatment.

The counterevidence matters too. Lee and McCrary found little behavioral change when Florida offenders crossed into much harsher adult sanctions at age eighteen. The National Research Council concluded that the large U.S. expansion of incarceration did not clearly produce comparably large crime reductions and found especially weak evidence for extending already-long sentences.

These findings can coexist. The first prison bed can be used for a high-rate dangerous offender; an additional bed in a much larger system may be used for someone with a lower expected offense rate. The first years of confinement may cover a high-risk period; later years may hold a person after age and circumstances have reduced offending. A targeted rehabilitative institution differs from an overcrowded institution with little programming. A threat to people still deciding whether to offend differs from holding someone who would already be imprisoned.

The economic question is always marginal:


What changes if this person is incarcerated, released, diverted, or held one year longer under this institution and this realistic alternative?



The benefits include offenses prevented through all relevant channels. The costs include facilities, staff, lost liberty, foregone work, family effects, health, error, prison crime, and post-release consequences. The estimate must identify the population, policy change, institution, and time horizon before it can guide policy.


Case Study

Does Prison Work? First Define “Work.”

Research does not support either universal slogan. Some studies find substantial crime reduction through deterrence, incapacitation, or rehabilitation; others find weak effects from longer sentences or at current policy margins. Ask which people, offenses, sentence change, alternative sanction, institution, and time horizon the estimate describes.



The balanced conclusion is not indecision. Prison plainly can prevent crime, and the benefits can be large for some offenders and margins. It does not follow that every incarceration, every sentence extension, or every prison system passes a benefit-cost test. Both statements are necessary for serious analysis.



Why Enforcement Becomes Public

If a harmful act creates a victim with a legal claim, why not let the victim enforce it as a tort?

Private enforcement can work well when the victim is identifiable, the claim is large enough to finance litigation, evidence is accessible, the defendant can pay, and a civil remedy can create adequate deterrence. Chapter 9 showed why those conditions often fail.

Some victims are dead, missing, frightened, or unable to finance prosecution. Some offenses produce diffuse harm or many small claims. Some offenders are judgment-proof. Some crimes are deliberately concealed. Investigating them may require warrants, forensic capacity, cross-jurisdiction cooperation, or coercive authority unavailable to private parties. A victim may accept a settlement that leaves other potential victims exposed. A civil payment may be too small to deter when detection is rare.

Public prosecution pools resources and can pursue sanctions independent of a victim’s wealth or recovery. It can also produce public information and condemnation. But public enforcement creates its own agency problems. Officials allocate limited budgets, choose cases, bargain over charges, and respond to career, political, organizational, and revenue incentives. Victims can lose control. Public power can be abused.

The tort-crime boundary therefore compares imperfect institutions. Public enforcement becomes more attractive when private incentives underproduce investigation or deterrence. Private enforcement becomes more attractive when victims have strong information and incentives and when state intervention would be slow, politicized, or excessive. Many legal systems combine the two.

Tax evasion illustrates the public rationale. The loss is spread across taxpayers and public services. An individual taxpayer has little incentive or authority to investigate another person’s return. The state can aggregate the public stake, audit records, and impose sanctions. Yet audit selection, privacy, administrative burden, settlement, and enforcement equality remain institutional questions.



Private Precaution, Displacement, and Cooperation

Public law is only one input into social order. Potential victims install locks, alarms, cameras, passwords, fraud filters, and cybersecurity systems. Firms screen employees and transactions. Neighbors report suspicious activity. Witnesses cooperate. Communities transmit norms. Insurers and platforms impose private conditions.

Private precautions can have three different effects.

A visible deadbolt may redirect a burglar toward another house. It creates crime displacement rather than reducing total crime. A loud alarm may protect one house and increase the chance that a burglar is caught, deterring offenses against nearby houses as well. It creates a positive spillover. An unobservable interior lock may change the expected payoff after entry without warning the offender beforehand. Its effect differs again.

The distinction matters for policy. A homeowner chooses precaution based primarily on personal benefit. The homeowner may invest too much in a device that shifts crime to neighbors or too little in a device that produces public deterrence. Subsidies, building codes, information sharing, policing, or collective arrangements can address those spillovers, but they bring administrative and privacy costs.

Social order also depends on cooperation. Police solve fewer cases when victims do not report, witnesses expect retaliation, or communities distrust officials. Prosecutors need credible testimony. Courts need jurors. Corrections systems need lawful administration. Enforcement probability is partly produced by ordinary citizens.

Cooperation can display multiple equilibria. If people expect others to report and expect officials to respond fairly, cooperation may be individually sensible and crime less attractive. If people expect silence, retaliation, corruption, or indifference, reporting can be dangerous and ineffective. The same formal law can produce different outcomes under different expectations.

This creates a deeper reason legitimacy matters. Fair and competent enforcement can increase cooperation, which raises detection and deterrence. Abusive or arbitrary enforcement can destroy information and trust, reducing effective capacity even when formal powers expand. Legitimacy is not merely an external value added after an efficiency calculation; it can be one of the inputs into successful enforcement.



Coercion, Capacity, and Constraint

Modern states generally claim authority to use legitimate coercion: arrest, detention, compulsory process, and punishment. Concentrating this power can prevent private retaliation, vendettas, and competing systems of force. It can make rights enforceable against powerful offenders and provide a common process for disputes that private bargaining cannot resolve.

The same concentration creates danger. A weak state may be unable to protect rights. An unconstrained state may violate them. Effective criminal law therefore requires both capacity and constraint.

Capacity includes trained personnel, information, credible courts, corrections resources, cross-jurisdiction cooperation, and the ability to carry out lawful sanctions. Constraint includes defined offenses, proof requirements, defense rights, review, transparency, proportionality, independent adjudication, and political accountability.

The law-and-economics comparison is not state versus no state in the abstract. It is among realistic enforcement arrangements. A private platform may act quickly but lack independent review. A local police force may have information but face conflicts. A national agency may have technical capacity but weak local knowledge. Courts may protect procedure but act slowly. Institutions can complement one another.



Digital Crime and Layered Enforcement

Consider a ransomware attack on a regional business. An attacker gains access through a stolen password, encrypts operating records, and demands payment through a digital channel. The event brings the chapter’s mechanisms together.

The business can invest in private precaution: authentication, backups, software updates, employee training, network separation, and incident response. Some precautions reduce total offending by making attacks less profitable. Others redirect attackers toward weaker targets. Security information shared across firms can create public benefits, while secrecy can protect reputation and sensitive systems.

A platform or payment intermediary may observe accounts, transactions, device identifiers, or patterns that no individual victim can see. It can freeze transfers, suspend accounts, preserve evidence, and impose access sanctions quickly. Those capabilities lower enforcement cost. They also concentrate rulemaking, investigation, adjudication, and punishment in one private institution.

Public authorities can aggregate reports across victims, compel information under law, coordinate across jurisdictions, and impose criminal sanctions. Yet attribution can be difficult, offenders can operate abroad, and investigation can require technical expertise. Victims may avoid reporting because they fear disruption, liability, or reputational loss.

Automation can improve detection by screening large volumes of activity. False positives can also freeze innocent users, misdirect investigators, or burden groups whose conduct resembles a risk pattern. More sensitive detection can reduce false negatives while increasing false positives. Proof and review remain necessary even when an algorithm produces a confident score.

The right institutional response is layered:


	users and firms take precautions based on information close to the activity

	platforms use transaction-specific data and technical control

	insurers and vendors price and monitor risk

	public agencies investigate organized and cross-border offenses

	courts authorize coercive measures and review disputed sanctions

	appeal and correction procedures address error



No layer is sufficient by itself. Private systems can move quickly but may externalize harm or lack legitimacy. Public systems possess coercive authority but may lack speed or technical information. Automation scales detection and error together. Digital crime changes tools and geography, but it does not replace the chapter’s economic logic.

The recurring questions remain: Who has information? Who has incentives to act? Who bears the cost of error? What sanction is feasible? Can the decision be reviewed? Which form of enforcement reduces total harm without creating greater abuse?



Big Picture

Crime and tort are overlapping institutional bundles. Tort usually relies on private claims and compensation. Criminal law uses public prosecution, heightened proof, punishment, stigma, and coercion. The boundary reflects enforcement problems, not merely a clean moral classification of harmful acts.

Becker’s model begins with expected choice. A potential offender compares perceived benefit, lawful opportunity cost, formal and informal consequences, and the probability and severity of punishment. The model does not require perfect calculation. It identifies the margins to investigate.

Probability is produced by an enforcement chain. Detection, apprehension, prosecution, conviction, and realized sanction are distinct stages. A weak link can make an announced punishment largely irrelevant. Certainty, delay, information, and institutional capacity therefore matter alongside severity.

Optimal enforcement does not mean maximum enforcement. Crime causes harm, but prevention, punishment, error, and surveillance also cost resources and can violate rights. Internalizing the cost of valuable risky activity differs from trying to eliminate conduct with no offsetting social value. Even then, eliminating the final offense can be excessively costly.

Marginal deterrence preserves incentives to avoid greater harm after a lesser violation has occurred. Compensation, restitution, disgorgement, fines, and imprisonment perform different functions. Fines often conserve resources but face wealth and collection limits. Imprisonment is costly but can incapacitate and sometimes rehabilitate.

Attempts show why law responds to ex ante danger rather than realized harm alone. Proof standards allocate error risk under coercive state power. Value-of-statistical-life reasoning helps compare small mortality-risk reductions without pricing an identified person.

Prison affects crime through general deterrence, specific deterrence, incapacitation, and rehabilitation. Evidence shows that incarceration can prevent substantial crime at some margins. It also shows heterogeneity, diminishing returns, institutional dependence, and weak deterrence from some sentence extensions. The correct question concerns the marginal offender, sentence, institution, and alternative.

Public enforcement addresses diffuse harm, weak private claims, difficult investigation, and judgment-proof offenders. It depends on private precautions, reporting, civic cooperation, and legitimacy. Digital systems add platforms, automation, and cross-border problems, but the underlying framework survives.

Criminal law is ultimately a technology for social order. It changes expected payoffs, produces public information, coordinates cooperation, and concentrates coercive authority. Its success depends not only on the power to punish, but also on information, restraint, error correction, and public trust.



Chapter Study Map


	Core ideas: crime/tort institutional bundles, Becker’s choice model, lawful opportunity cost, expected punishment, enforcement chain, optimal enforcement, internalization versus elimination, marginal deterrence, punishment cost, fines, imprisonment, day fines, intent, attempts, proof standards, value of statistical life, general and specific deterrence, incapacitation, rehabilitation, public enforcement, private precaution, displacement, cooperation, state capacity, and legitimate coercion.

	Equations and tables: explain G=B−O−pSG = B - O - pS in words; calculate the overall enforcement probability from conditional stages; use Table 11.1 to distinguish legal responses; use Table 11.2 to compare fines and imprisonment; use Table 11.3 to separate day-fine objectives; use Tables 11.4 and 11.5 to distinguish prison mechanisms and evidence.

	Reasoning tasks: identify the relevant behavioral margin, distinguish probability from severity, locate an enforcement weak link, compare marginal benefit and cost, preserve marginal deterrence, separate sanction objectives, distinguish incarceration mechanisms, interpret an empirical design, and compare public with private enforcement.

	Common mistakes: assuming offenders must perform explicit calculations, treating an announced sentence as the probability of punishment, equating internalization with permission, assuming optimal enforcement means zero crime, treating fines as costless, treating every prison effect as deterrence, transporting one study across populations, or assuming automated enforcement eliminates error.

	Required applications: assault and the crime/tort overlap, theft and low detection, tax evasion, speeding, Finland’s day fines, missed-shot attempt, necessity, fines versus prison, incarceration evidence, locks and alarms, community reporting, and ransomware enforcement.

	Optional enrichment: impossible attempts, formal optimal-enforcement models, drugs, guns, capital punishment, historical crime trends, current crime statistics, a sentencing calculator, or a detailed jurisdictional survey.





Review Questions


	Why can one assault produce both a tort claim and a criminal prosecution?

	What does it mean to call tort and crime institutional bundles?

	How does the forward-looking economic question differ from asking only who deserves punishment?

	Define BB, OO, pp, and SS in the Becker model.

	Explain G=B−O−pSG = B - O - pS entirely in words.

	Why does lawful opportunity cost belong in a model of offending?

	Give three nonmonetary benefits or costs that can affect an offense decision.

	Why does the model not require offenders to perform explicit arithmetic?

	Distinguish the direction of a deterrence response from its magnitude.

	List the stages in the simplified enforcement chain.

	Why can a weak link sharply reduce the final probability of punishment?

	Why are longer sentences and higher detection probabilities not interchangeable policies?

	Explain why optimal crime control does not necessarily mean eliminating every offense.

	Distinguish internalizing the external cost of driving from trying to eliminate murder.

	Why is a traffic fine not literally a price purchasing permission to speed?

	How does necessity challenge a policy of maximum deterrence?

	Define marginal deterrence and give an example.

	Distinguish compensation, restitution, disgorgement, and punishment.

	Why can returning stolen property fail to deter theft?

	Why do economists often prefer fines to imprisonment in a stripped model?

	Identify four limitations of fines.

	Identify four social costs or capabilities of imprisonment that fines do not share.

	Why can equal expected monetary penalties create different deterrence and welfare effects?

	Separate risk aversion, probability misperception, and present bias.

	What different objectives might justify or challenge Finland’s income-based day fines?

	Why does attempt liability focus on ex ante danger rather than outcome alone?

	Why are thoughts or remote preparation not equivalent to an attempt?

	How do proof standards allocate the risks of false conviction and false acquittal?

	Why should a verbal proof standard not be converted into an exact probability?

	What does value-of-statistical-life reasoning measure?

	Distinguish general deterrence, specific deterrence, incapacitation, and rehabilitation.

	Why does a high recidivism rate not prove that prison produced no incapacitation?

	Why do the incarceration studies in Table 11.5 not estimate one universal prison effect?

	What is meant by the marginal prisoner or marginal sentence year?

	Why can incarceration produce diminishing crime-reduction returns?

	Identify five reasons private enforcement may underprovide deterrence.

	Distinguish private deterrence, public deterrence, and crime displacement.

	How can legitimacy affect the practical probability of enforcement?

	Why does public coercive capacity require institutional constraint?

	What information and enforcement advantages can a digital platform possess, and what risks accompany them?





Economic Reasoning Questions


	A person expects a $4,000 benefit from an offense, gives up $600 in lawful earnings and other opportunities, faces a 20 percent chance of a $12,000-equivalent sanction, and expects $500 in informal and reputational costs. Calculate the expected private gain. State what the model predicts and identify two omitted considerations.

	An enforcement system detects 40 percent of offenses, apprehends 75 percent of detected suspects, convicts 80 percent of apprehended suspects, and realizes the sanction in 90 percent of convictions. Calculate the final punishment probability. Which stage would you investigate first, and why is the answer not determined by arithmetic alone?

	Using the previous probabilities and a $20,000 sanction, calculate expected formal punishment. Recalculate it if detection rises to 60 percent. Then recalculate the original case if sanction severity rises to $30,000. Compare the changes while identifying costs the calculation omits.

	A city can spend $1 million on additional detection expected to prevent 100 burglaries, or use the same funds to lengthen sentences expected to prevent 30 burglaries through deterrence and incapacitation. What information is needed before choosing? Include displacement, error, and collateral effects.

	A fine is $500 for both shoplifting and armed robbery. Explain the marginal-deterrence problem and design a graduated schedule without assuming that severity is the only policy instrument.

	A lost hiker breaks into an empty cabin during a deadly storm and causes $800 in damage. Compare compensation, restitution, disgorgement, and punishment. Which economic facts support a necessity exception?

	Two drivers create the same expected external accident harm, but one earns ten times as much as the other. Analyze equal fixed fines and income-based fines under externality pricing, equal deterrence, proportional punishment, redistribution, and administration.

	Compare a certain $500 fine with a 1 percent chance of a $50,000 fine. They have the same expected monetary value. Explain how risk attitudes, wealth, error, legitimacy, and probability perception can produce different conclusions.

	A defendant cannot pay more than $5,000. Compare a fine, probation, electronic monitoring, community service, and imprisonment as possible sanctions. Identify deterrence, resource cost, collectability, incapacitation, and collateral effects.

	Two people intentionally fire identical shots at intended victims. One misses; the other kills. Explain the ex ante and ex post differences. What arguments support punishing both, and what arguments support different sanctions?

	A proposal lowers the criminal proof standard to increase conviction. Trace likely effects on false convictions, false acquittals, deterrence, cooperation, guilty pleas, legitimacy, and enforcement cost.

	Ten thousand people would each pay $250 for a policy that reduces each person’s annual mortality risk by one in 10,000. Calculate aggregate willingness to pay and the implied value per statistical life. Explain what the result does not mean.

	A study finds that adding one year to sentences reduces offending among people who have not yet been convicted. Which prison channel does it estimate? A second study finds fewer offenses only while people remain confined. Which channel does that estimate?

	A prison education program reduces post-release offending and increases employment. Explain why comparing participants with nonparticipants may be misleading. What kind of research design would improve the comparison?

	A targeted incarceration policy produces large initial crime reductions but smaller reductions as it expands. Explain diminishing returns using offender heterogeneity, age, offense rates, and alternative sanctions.

	A homeowner chooses among visible window bars, a loud alarm, and a hidden interior lock. For each, explain whether it is most likely to deter total crime, protect only the homeowner, or displace crime. What evidence would distinguish the effects?

	Residents stop reporting offenses because they expect retaliation and distrust officials. Use the enforcement chain and multiple-equilibrium logic to explain how crime can rise even though statutory sanctions remain unchanged.

	A platform freezes transactions whenever an automated system assigns a fraud score above a threshold. Explain the trade-off between false positives and false negatives, identify relevant private information, and design a meaningful review process.





Law and Economics Lab


The Crime-Control Design and Evidence Audit

Choose one offense approved by your instructor, such as theft, tax evasion, reckless driving, fraud, assault, ransomware, or illegal dumping. Analyze one concrete enforcement change rather than discussing crime policy in general.


	Define the conduct and institution. Identify the prohibited act, intended or likely harm, relevant jurisdiction, current enforcement institution, and whether civil, criminal, regulatory, platform, or mixed enforcement applies.

	Build the choice model. Identify perceived benefit, lawful opportunity cost, formal punishment, informal consequences, risk, delay, information limits, and behavioral qualifications. Use invented teaching values only when clearly labeled.

	Map the enforcement chain. Separate reporting or detection, identification, apprehension, prosecution, conviction, review, and realized sanction. State which probabilities are conditional and identify the likely weak link.

	Specify the behavioral margin. Decide whether the proposed change affects participation in the offense, offense frequency, seriousness, victim choice, concealment, cooperation, precaution, or displacement.

	Compare sanctions and institutions. Evaluate at least three feasible responses. Include a monetary response and a nonmonetary response. Compare deterrence, incapacitation, rehabilitation, compensation, collectability, administrative cost, error, proportionality, distribution, and legitimacy.

	Preserve marginal deterrence. Explain how the rule rewards stopping, reporting, mitigating harm, cooperating, or choosing a less serious action after a violation begins.

	Audit private and public enforcement. Identify victim incentives, private precautions, spillovers, reporting, public investigation, platform control, and realistic coordination problems.

	Find evidence. Locate at least one primary or official source describing the rule and two credible empirical studies or evidence reviews relevant to the proposed change. Record population, period, comparison, outcome, mechanism, and limitations.

	Separate prison channels when relevant. State whether each claim concerns general deterrence, specific deterrence, incapacitation, rehabilitation, or another social purpose. Reject evidence that does not identify the claimed channel.

	Use AI adversarially. Ask an AI system to make the strongest economic case for the proposed change and then the strongest case against it. Require citations. Verify every legal and empirical claim against current primary, official, or scholarly sources. Identify invented authority, transported estimates, omitted alternatives, and hidden value judgments.

	Recommend and qualify. Compare the proposed rule with the strongest realistic alternative. State expected benefits, enforcement and punishment costs, error risks, distributional effects, rights or legitimacy constraints, and the evidence that would change your conclusion.



Submit the enforcement-chain model, evidence table, corrected AI claims, and recommendation. The final analysis must distinguish a fluent argument from a verified one and must state whose behavior changes, through which mechanism, at which margin.






Chapter 12: The Corporation as a Legal Technology


The Factory That Must Outlive Its Investors

A group of entrepreneurs wants to build a specialized factory. The project requires land, a production building, custom equipment, trained workers, long-term supply relationships, and years of product development. The assets will be far more valuable when used together than when sold separately.

The founders can supply the original idea and some capital, but not enough to build the plant. They need money from many investors. Those investors will not all remain for the life of the business. One may retire. Another may die. A third may need cash unexpectedly. Some will disagree with management. New investors may enter long after the factory begins operating.

This creates a problem that is easy to miss. How can investors change while the productive organization remains intact?

Suppose every investor directly owns a fraction of every machine, contract, bank account, and parcel of land. An investor who wants to leave might demand a corresponding part of the equipment. A personal creditor of that investor might try to seize a machine. Every transfer could require new deeds, assignments, signatures, and approvals. The factory’s legal identity and asset base would change whenever an investor entered, exited, died, or became insolvent.

The parties could try to solve these problems with contracts. They could promise not to withdraw assets, appoint managers, specify voting procedures, limit authority, and require consent before transfer. But the arrangement must bind changing investors, personal creditors, business creditors, workers, suppliers, customers, and courts. It must continue through events the founders cannot fully anticipate. A pile of bilateral promises may not create a stable organization at tolerable cost.

Corporate law supplies a different architecture. A separate legal entity can own the factory and enter contracts in its own name. Investors can own transferable shares in that entity rather than direct slices of its machines. The entity can continue while particular investors change. Decisionmaking can be delegated to a board and managers. Business creditors can look to an identifiable pool of corporate assets. Investors can ordinarily limit the personal wealth exposed to corporate debts.

These features sound familiar because corporations are common. Familiarity can hide how remarkable they are. The corporation is not a building, a group of managers, a ticker symbol, or merely a large business. It is a legal technology for organizing assets, claims, authority, liability, and continuity.

That technology solves some coordination problems while creating others. Managers may control resources owned by the corporation without bearing every consequence of their decisions. Controlling shareholders may exploit minority investors. Owners may receive gains while creditors or tort victims bear losses. Boards, voting, fiduciary duties, disclosure, compensation, debt, exit, and takeovers attempt to control these conflicts, but none works perfectly.

The economic question is therefore not whether corporations are good or bad. It is comparative:


	Which transactions should occur through markets, and which should be organized inside a firm?

	What does the corporate legal form add to the economic organization?

	Which costs does the corporate architecture reduce?

	Which agency and externality problems does it create?

	Which governance mechanisms perform well enough under real information and enforcement limits?



The answers begin by separating three concepts that ordinary conversation often collapses.



Markets, Firms, and Corporations

A market coordinates exchange among separate parties through prices and contracts. A factory can buy standard bolts from competing suppliers, hire a trucking company for a shipment, borrow from a bank, and sell finished goods to customers. Each exchange crosses an organizational boundary.

A firm is an economic organization that coordinates some productive activity internally. The factory may employ engineers, technicians, accountants, and salespeople under a continuing structure rather than negotiate a separate market contract for every task. Authority, routines, teams, budgets, and internal information help coordinate their work.

A corporation is a legal form. It supplies an entity that can own assets, contract, borrow, sue, be sued, issue transferable shares, and delegate management through legally recognized governance arrangements. The legal form can be used by a one-person consulting business or a multinational manufacturer.

The concepts overlap, but they are not synonyms. Not every firm is a corporation. A firm can be organized as a sole proprietorship, partnership, limited liability company, cooperative, or another form. Not every corporation corresponds neatly to one economic firm. A corporate group may place different divisions in separate subsidiaries, while a network of legally separate corporations may coordinate production so closely that economists analyze them as one enterprise for some purposes.

The founders of the specialized factory therefore face several distinct choices. They can purchase an activity through repeated market contracts or bring it inside through employment and internal authority. They can operate personally, share ownership through a partnership, use a limited liability company, or incorporate. Those legal forms differ in continuity, liability, management, transferability, and the treatment of committed assets. No form is universally best. The chapter focuses on the corporation because its architecture made especially durable and scalable enterprise possible.

Markets also exist inside and around corporations. A corporation buys inputs, hires labor, raises funds, licenses technology, and sells output. Internal divisions may even use transfer prices or compete for budgets. Incorporation does not replace exchange. It changes the legal framework within which exchange and organization occur.












	Layer
	Main coordination method
	Characteristic advantage
	Characteristic cost or failure





	Market
	Prices and contracts among separate parties
	Flexibility and strong individual incentives
	Search, bargaining, specification, adaptation, and enforcement costs



	Firm
	Employment, internal authority, and organizational routines
	Coordinated adaptation and team production
	Administration, monitoring, influence, and agency costs



	Corporation
	Legal entity, separate asset pool, transferable shares, and delegated management
	Continuity, durable investment, and scalable capital
	Formal governance, agency conflicts, and possible risk shifting





Table 12.1. Three layers of economic coordination. One enterprise can use all three layers. The table distinguishes the market-firm boundary from the choice of legal form.

Return to Factory Corp. It buys ordinary office supplies through market transactions. It employs production engineers inside the firm. It uses a corporation to hold the factory, raise capital, and structure authority. The three choices answer different questions.

The first major question is why the organization brings some transactions inside at all.



Why Put a Transaction Inside the Firm?


Comparative Coordination Costs

Ronald Coase asked a deceptively simple question: If markets coordinate resources through prices, why do firms exist?

Using a market is not free. A buyer must find potential sellers, compare offers, negotiate terms, specify performance, monitor quality, adapt when conditions change, and enforce the agreement. These are transaction costs. An organization can sometimes replace a series of separate negotiations with a continuing relationship and internal direction.

Factory Corp. does not need to bargain over a new contract every time the production manager asks an employee to move from one machine to another. The employment relationship defines a range of tasks and an authority structure. Internal records can transmit information that the parties would hesitate to disclose to an outside supplier. A common budget can make coordinated adaptation faster.

But internal organization is not free either. Managers can make mistakes. Employees may hide information or protect their departments. Approval chains can be slow. Internal prices may be weak. A division protected from competition may become complacent. As an organization grows, senior decisionmakers can become farther removed from local knowledge.

The make-or-buy decision therefore compares imperfect alternatives. Factory Corp. should not produce every input merely because market contracting is costly. It should not outsource every task merely because hierarchy is costly. The boundary belongs where the additional costs of market exchange and the additional costs of internal organization balance most favorably under the circumstances.

This is the same comparative-institutional method used throughout the book. The relevant choice is not market perfection versus organizational perfection. It is one real arrangement versus another.



Team Production and Monitoring

Some production occurs in teams. Suppose several technicians operate a continuous manufacturing process. Output depends on calibration, maintenance, timing, troubleshooting, and cooperation. When quality falls, it may be difficult to identify whose effort caused the problem. Each worker can receive the benefit of reduced effort while spreading the resulting loss across the entire team.

This is a monitoring problem. Armen Alchian and Harold Demsetz emphasized that team production can create demand for someone who observes inputs, coordinates work, and has a reason to monitor effectively. Connecting the monitor’s reward to the residual return can strengthen that incentive.

A residual financial claim is the claim to what remains after fixed or promised claims have been paid. If workers, lenders, suppliers, and tax authorities receive specified payments, the residual claimant receives what is left, which may be positive or negative. The prospect of that residual can motivate monitoring and adaptation.

Monitoring does not eliminate shirking or reveal every individual contribution. Monitors can also shirk, pursue private goals, or manipulate measures. The arrangement relocates an information problem and tries to improve incentives around it.



Asset Specificity and Vulnerability

Now suppose an outside supplier must build a production line designed only for Factory Corp.’s unusual component. Before investing, the supplier and factory may expect a profitable long-term relationship. After the line is built, much of its value depends on continued business with this particular buyer.

That is asset specificity. An investment is specific when it loses substantial value outside a particular relationship, location, use, or sequence. Specificity can create a bargaining vulnerability after costs are sunk. Factory Corp. may threaten to demand a lower price. The supplier may threaten to delay delivery at a critical moment. Anticipating this conflict, either side may invest too little in a relationship that could have created substantial joint value.

The parties have several possible responses. They can write a longer contract, use minimum-purchase commitments, post collateral, divide ownership, create adjustment procedures, rely on reputation, or integrate the activity within one firm. Integration may improve coordinated adaptation, but it also introduces administrative and agency costs. Asset specificity makes governance important; it does not mechanically prove that common ownership is best.



Incomplete Contracts and Residual Control

Imagine that Factory Corp. and the specialized supplier sign a detailed agreement. Two years later, a new production method makes it possible to use the supplier’s equipment either to improve Factory Corp.’s component or to serve a new customer. The original contract says nothing about this exact opportunity. Who decides?

Real contracts are incomplete. The parties cannot identify every future state, describe every required action, verify every fact to an outsider, and enforce every promise at reasonable cost. Some decisions will remain open.

Ownership matters in part because it allocates residual control rights: authority over uses and decisions the contract did not assign expressly. If Factory Corp. owns the equipment, it generally has greater ability to decide how the equipment will be used when the contract is silent, subject to law and any remaining agreements. If the supplier owns it, the supplier holds that residual authority.

The allocation changes investment incentives. Giving control to Factory Corp. may encourage it to develop production methods that increase the equipment’s value. The same allocation may weaken the supplier’s incentive to develop complementary knowledge if the supplier expects Factory Corp. to capture more of the gain. Ownership can strengthen one party’s bargaining position while weakening another’s.


Quick Concept

Incomplete Contracts and Residual Control

An incomplete contract does not specify what must happen under every future circumstance. Ownership matters partly because it allocates authority over uses and decisions that the contract leaves open.



Residual control rights should not be confused with a residual financial claim. One concerns decision authority when agreements are silent. The other concerns the financial return left after other claims are paid. They often interact, but they are not the same concept.

Coase, team production, asset specificity, and incomplete contracts are complementary lenses. One directs attention to market and administrative costs. Another emphasizes joint output and monitoring. Another identifies relationship-specific investment and opportunism. Another explains why ownership matters when future decisions cannot be fully contracted. No single lens determines every boundary.

They also do not yet explain the corporation. A partnership, cooperative, nonprofit, family business, or limited liability company can organize activity inside a firm. The next question is what corporate law adds.




What Corporate Law Adds


A Separate Legal Person

Factory Corp. can own land, equipment, cash, intellectual property, and contractual rights in its own name. It can borrow and promise repayment. It can hire employees and purchase insurance. It can bring a legal claim and can have a claim brought against it. Its existence can continue despite changes among shareholders, managers, and workers.

Delaware law supplies one concrete illustration, not a universal definition. Its corporation statute authorizes perpetual succession and permits a corporation to own property, make contracts, and sue or be sued in its own name. It ordinarily places management of the business and affairs under a board and treats shares as transferable personal property. Other jurisdictions and organizational forms implement these functions through different rules.

Calling the corporation a legal person does not claim that it is a human being. Legal personality is an organizational tool. It gives law a stable point to which assets, obligations, authority, and procedures can attach.

The standard corporate form is commonly described through five features:


	legal personality

	limited liability

	transferable shares

	delegated management under a board structure

	investor ownership



Exact implementation varies across jurisdictions and firms. Shares can have different voting and financial rights. Transfer can be restricted. Investors can contract for additional liability. Boards operate under statutes, charters, bylaws, contracts, and fiduciary standards. The five features identify a functional architecture, not an exceptionless definition.



Who Owns the Factory?

Ordinary speech says that shareholders own the corporation. That shorthand can mislead.

Factory Corp. owns the factory, machines, cash, and contracts. Its shareholders own shares. Those shares can carry voting rights, rights to declared distributions, rights associated with major transactions, and a residual financial interest. Shareholders have important governance and economic claims, but they do not each hold direct title to a proportional piece of every corporate asset.

If an investor owns 10 percent of Factory Corp.’s shares, the investor cannot ordinarily remove 10 percent of the machinery. If the investor sells those shares, the factory does not need to sign a new deed transferring 10 percent of its land. The shareholder changes; ownership of the factory remains with the corporation.


Important Qualification

Shareholders Own Shares, Not Corporate Assets

The corporation owns its factory, equipment, cash, and contracts. Shareholders own transferable shares carrying financial and governance rights; they do not directly own a proportional piece of each corporate asset.



This distinction makes continuity possible. It also makes asset partitioning possible.



Two Asset Pools

Asset partitioning separates the assets associated with an organization from the personal assets of its owners. The separation works in two directions.

Limited liability protects shareholder personal assets from corporate claims, subject to important exceptions and qualifications. If Factory Corp. cannot pay a supplier, the supplier ordinarily claims against corporate assets rather than the shareholders’ houses and savings.

Entity shielding protects corporate assets from shareholder personal creditors. If one shareholder defaults on a personal loan, that creditor may reach the shareholder’s personal assets and shares. The creditor does not ordinarily seize a particular factory machine merely because the debtor owns shares in Factory Corp.


[image: A diagram separates shareholder personal assets and shares from the corporation’s factory and other assets, while showing personal claims, corporate claims, and a transfer of shares.]

Figure 12.1. Asset partitioning, share transfer, and capital lock-in. Corporate creditors ordinarily claim against corporate assets, while a shareholder’s personal creditors ordinarily claim against the shareholder’s personal assets and may reach the shares. When the shares change hands, the factory remains owned by the corporation.



Read the figure from top to bottom. Investor A owns personal assets and shares in Factory Corp. A personal creditor can pursue the personal assets and may acquire or force a transfer of the shares. That changes who holds the investor claim. It does not transfer a particular corporate machine out of Factory Corp.

On the lower side, a lender, supplier, or tort claimant directs a corporate claim toward the corporate asset pool. If the claim exceeds that pool, limited liability may prevent recovery from shareholder personal assets. This is a benefit for investors and a potential cost for claimants.

The two protections are not identical. Limited liability protects owners from business creditors. Entity shielding protects the business asset pool from owners’ creditors. Confusing them makes it difficult to see what organizational law contributes.


Quick Concept

Entity Shielding

Entity shielding protects the corporation’s assets from the personal creditors of its shareholders. It is the reverse side of asset partitioning from limited liability, which protects shareholders’ personal assets from corporate creditors.





Why Contract Alone Is Not Enough

The founders might try to reproduce entity shielding by contract. Every investor could promise every corporate creditor that personal creditors will not reach corporate assets. Each investor might also negotiate with every personal creditor. The promises would have to remain effective as shares and debts changed hands.

The practical problem is that the arrangement changes the rights of third parties who are not all present at the same bargaining table. A new personal creditor might never have agreed to subordinate its claim. A new shareholder might have a different set of creditors. A business creditor wants stable priority in the entity’s assets despite these changes.

Organizational law supplies that stable pattern through law rather than requiring a new web of promises after every transfer. This is why the corporation is more than a standardized contract. It creates property-like relations among the entity, investors, and multiple classes of creditors.


Key Point

Organizational Law Does More Than Supply Contract Terms

Entity shielding creates a stable asset pool for business creditors while protecting that pool from the personal creditors of changing investors. Reproducing those third-party priority rules through ordinary contracts would be costly or impracticable.





Capital Lock-In and Transferable Shares

Long-lived production becomes difficult if every investor can withdraw contributed assets at will. The corporation separates investor exit from asset withdrawal. A shareholder who wants to leave ordinarily sells shares to another investor rather than taking a piece of the operating business.

This is capital lock-in. The term does not mean corporate assets can never move. A corporation can distribute cash, sell equipment, pledge collateral, merge, reorganize, enter bankruptcy, or dissolve under applicable rules. It means an individual shareholder ordinarily cannot force the return of a proportional share of productive assets simply by choosing to exit.


Quick Concept

Capital Lock-In

Corporate assets ordinarily remain committed to the entity when an individual shareholder wants to leave. The shareholder exits by selling shares rather than withdrawing a proportional piece of the operating business.



Transferable shares make this commitment less burdensome. Investors can obtain liquidity by selling their claims while the entity retains the productive assets. Transferability also lets ownership change without renegotiating every contract held by the corporation.

Capital lock-in can support firm-specific investment and long planning horizons. It can also trap value under poor management. Corporate law therefore combines continuity with governance mechanisms that let investors vote, sell, litigate, or support a change in control. Stability and accountability must be designed together.



Delegated Management

Large numbers of shareholders cannot manage every production decision. The corporate form ordinarily delegates direction to a board, which appoints or oversees managers. Shareholders select directors through voting arrangements and may have rights over specified fundamental changes, but they do not vote on every purchase, hire, price, or product design.

Delegation economizes on collective decision costs. It allows informed managers to act quickly and coordinate specialized information. It also separates those who supply much of the risk capital from those who exercise daily control. That separation creates the central governance problem developed later in the chapter.


Key Point

Corporations Are Coordination Systems

Corporate law makes large-scale enterprise possible by defining legal personality, liability, ownership, control, and governance.






Limited Liability and Risk Shifting

Limited liability is often treated as the corporation’s defining feature. It is important, but its effects are not one-sided.


Quick Concept

Limited Liability

Limited liability means investors generally risk only the amount they invest, not their entire personal wealth, when the corporation fails.




Why Investors Value Limited Liability

Suppose an investor can place savings in small ownership interests across twenty corporations. Without limited liability, the investor might need to investigate every corporation’s operations and every other shareholder’s wealth because a single catastrophic loss could reach the investor’s home, retirement savings, and future income.

Limited liability makes the maximum direct exposure more predictable. The value of the shares can fall to zero, but ordinary corporate debts do not automatically become unlimited personal debts of the shareholder. This supports passive investment and diversification.

Diversification matters because investors differ from entrepreneurs and workers. Factory Corp.’s founders may concentrate their wealth, time, and knowledge in the business. An outside investor can spread risk across many enterprises. Transferable shares and limited liability make that strategy easier, which can lower the cost of raising capital for productive projects.

Limited liability can also reduce monitoring costs among shareholders. An investor does not need to investigate whether another shareholder is wealthy enough to pay a future corporate judgment. Share prices can reflect the expected value of the corporate claim without depending directly on the identity and personal balance sheet of every co-owner.

These benefits help explain why limited liability complements transferable shares. If a share transfer could expose every remaining shareholder to the unknown personal risk tolerance and wealth of the new holder, a liquid market in shares would be harder to sustain.



Voluntary Creditors Can Sometimes Adjust

A bank or sophisticated supplier can respond to limited liability before extending credit. It can charge a higher interest rate, require collateral, restrict dividends, demand financial reporting, purchase insurance, shorten the contract, or obtain a personal guarantee from an owner.

These protections are not free. Information may be incomplete. Bargaining power may differ. Covenants require monitoring and enforcement. Collateral can reduce the firm’s flexibility. A small supplier may accept standard terms because it needs the customer. Even voluntary creditors cannot perfectly price every risk.

The important point is comparative. Some creditors know they are dealing with a limited-liability entity and can negotiate at least part of the risk into the exchange.



Involuntary Claimants Cannot Bargain First

Now suppose Factory Corp.’s hazardous process releases a chemical that injures nearby residents. Those residents did not choose to lend to the company. They did not negotiate an interest rate, inspect its insurance, demand collateral, or write a covenant before exposure.

If expected liability exceeds corporate assets and insurance, shareholders may receive the gains from a risky activity while part of the expected loss falls on victims. This is a judgment-proof problem of the kind introduced in Chapter 7. Formal liability can create weak deterrence when the responsible entity cannot pay the harm it causes.

The problem can affect activity as well as precaution. Owners of a thinly capitalized corporation may choose a hazardous scale of operation because their downside is bounded while the upside remains available through share value and distributions. Even if managers take every legally required observable precaution, the enterprise may undertake too much risk-producing activity.


Important Qualification

Limited Liability Can Shift Risk

Limited liability can support investment and diversification, but it may also leave creditors or tort victims bearing losses when the corporation cannot pay. Voluntary creditors can sometimes bargain for protection; involuntary claimants usually cannot.



Possible responses include insurance requirements, minimum capitalization, bonding, safety regulation, guarantees, restrictions on distributions, liability for particular responsible actors, and carefully defined exceptions to limited liability. Each has costs. Capital rules can be crude. Insurance can create moral hazard or exclude difficult risks. Broad personal liability can discourage useful investment and make diversification harder. Regulation can be captured, rigid, or poorly enforced.

The goal is not to recite every legal response. It is to recognize that limited liability changes incentives and the allocation of loss. Whether the benefits exceed the costs depends on the type of creditor, the observability of risk, the firm’s assets and insurance, and the performance of complementary institutions.




Delegation and the Three Agency Problems

Factory Corp. now has hundreds of investors. Those investors cannot jointly approve daily production schedules, negotiate supplier changes, evaluate every engineer, or respond to every market shock. They delegate authority to a board and managers.

Delegation creates value because specialized decisionmakers can act on information without assembling all investors. It creates a problem because the decisionmaker may not bear all the gains and losses produced by the decision.


Quick Concept

Agency Costs

Agency costs arise when one person or group makes decisions on behalf of another but does not bear all the consequences of those decisions.



Agency costs include more than money stolen or wasted. They include resources spent monitoring decisionmakers, resources agents spend assuring others that they will behave, and the residual loss that remains when incentives are still imperfect. Some governance cost is the price of obtaining the benefits of delegation.

Corporate agency is not one conflict. At least three relationships recur.


Managers and Shareholders

Managers may value salary, leisure, job security, status, staff, private benefits, or control over a larger organization. Shareholders generally value the financial and governance rights attached to their shares. The interests overlap because a successful corporation can benefit both groups, but they are not identical.

A manager might avoid a valuable risky project to protect a secure position. Another might pursue growth for prestige even when expansion costs more than it adds. A compensation plan might reward short-term revenue while ignoring long-term product risk. None of these possibilities proves misconduct. They identify margins along which delegated control and investor interests can diverge.



Controlling and Minority Shareholders

Concentrated ownership can improve monitoring. A family or blockholder with a large stake has more reason to study management and enough votes to intervene. But control also creates opportunities to shift value from minority investors.

A controlling shareholder might cause the corporation to buy services from another controlled company at an inflated price, approve unequal transactions, direct opportunities elsewhere, or preserve control at the expense of share value. Minority shareholders bear part of the loss but may lack the votes or information to prevent it.

This is an institutional tradeoff. Dispersed ownership can weaken monitoring of managers. Concentrated ownership can strengthen monitoring while intensifying conflict between controlling and minority owners. There is no ownership concentration that eliminates every agency problem.



Shareholders, Creditors, and Third Parties

Shareholders hold a residual financial interest. If a project succeeds, share value can rise substantially. If it fails, limited liability may cap the loss at the investment. Creditors often receive fixed promised payments. This difference can produce conflict after debt is issued.

Shareholders may favor a very risky project because they receive much of the upside while creditors bear part of the downside through a greater probability of default. The firm might borrow more, substitute riskier assets, distribute cash, underinsure, or resist safety spending. Employees, customers, and tort victims can face related risks, although their claims and bargaining positions differ from those of lenders.












	Conflict
	Characteristic risk
	Illustrative conduct
	Principal responses





	Managers versus shareholders
	Managers do not bear all gains and losses from their decisions
	Low effort, private benefits, empire building, distorted pay or risk choices
	Board oversight, incentives, disclosure, voting, exit, takeovers, fiduciary duties



	Controlling versus minority shareholders
	A controller can redirect value on terms minorities cannot match
	Self-dealing, unequal transactions, diversion of opportunities
	Independent review, voting rules, disclosure, approval procedures, fiduciary duties



	Shareholders versus creditors and third parties
	Owners receive upside while part of the downside can fall elsewhere
	Excess leverage, asset substitution, distributions, underinsurance, tort risk
	Covenants, collateral, insurance, capital rules, regulation, liability rules





Table 12.2. Three recurring corporate agency conflicts. A governance arrangement that reduces one conflict can worsen another. The responses constrain rather than eliminate agency costs.

The table also shows why saying “shareholder control” is not a complete solution. More shareholder power may discipline managers while increasing the ability of a controlling shareholder to exploit minority investors or shift risk to creditors. Governance must be evaluated as a system.




Governance as a Portfolio

No single governance mechanism can observe every action, align every interest, and correct every error. Corporate governance therefore operates as a portfolio of partial controls.


Boards and Appointment Rights

A board creates a smaller decision body between dispersed investors and operating managers. Directors can appoint executives, approve major strategies, monitor performance, ask for information, and replace managers.

Boards economize on the cost of having thousands of shareholders make decisions. Their effectiveness depends on information, incentives, time, expertise, and independence. Directors often rely on information produced by the managers they monitor. A board close enough to understand the business can become too close to challenge it. A board far removed from management can lack the knowledge needed to evaluate complex choices.



Voting and Voice

Voting gives shareholders a method for selecting directors and deciding specified fundamental matters. Voice can make management and boards responsive to investors. It can also reveal disagreement and support collective action.

But voting is costly. A small shareholder captures little of the gain from becoming informed while bearing the full cost of research. Many rationally remain passive. Institutional investors may have stronger incentives but also face conflicts of their own. Controllers may dominate the outcome. Rules about information, nomination, voting power, and approval therefore shape the practical value of formal voice.



Fiduciary Duties and Open-Ended Standards

Corporate participants cannot specify every future conflict in advance. A contract cannot list every form of self-dealing, information misuse, divided loyalty, reckless process, or unexpected opportunity that may arise over decades.

Fiduciary duties respond with open-ended legal standards. At a principles level, the duty of loyalty addresses conflicts such as self-dealing and appropriation of corporate opportunities. The duty of care addresses attention and decision process. Exact doctrine, remedies, and procedural rules vary, but the economic function is clear: fiduciary standards govern conduct too varied and difficult to describe completely in advance.

Open-ended standards create their own risk. Judges evaluate decisions after outcomes are known. A failed project can look obviously foolish in hindsight even when the decision was reasonable based on information available at the time. Aggressive judicial second-guessing can make directors excessively cautious and replace delegated business judgment with litigation-driven decisionmaking.

Business-judgment deference responds to that concern. In broad terms, courts often avoid substituting their own business decision for a sufficiently informed, disinterested, good-faith board decision. The principle protects delegated authority and reduces hindsight error. It is not a general immunity for disloyalty, bad faith, or every defective process.

Fiduciary duty and deference therefore work together. One supplies a flexible standard where contracts are incomplete. The other limits the danger that a flexible standard will make judges the routine managers of corporations.



Information and Disclosure

Monitoring requires information. Accounting, audits, internal controls, public disclosure, analyst research, and creditor reporting can make performance and conflicts easier to observe. Better information can improve pricing, voting, contracting, and board oversight.

Disclosure is not the same as understanding. Reports can be complex, delayed, strategically framed, or focused on what is measurable. More pages can obscure rather than clarify. Useful disclosure must balance comparability, relevance, cost, verification, and the risk that sensitive information will harm the enterprise or overwhelm users.



Incentive Compensation and Ownership

Compensation can link managerial reward to corporate outcomes. Shares and options can make managers benefit when investors benefit. Bonuses can focus attention on selected goals. Promotion and reputation can reward long-term performance.

Every metric is incomplete. Rewarding reported earnings may encourage manipulation or deferred investment. Rewarding stock price may encourage short horizons or excessive risk. Rewarding growth may encourage empire building. Options can amplify upside without imposing an equal downside. A good incentive contract must consider what is measured, what is omitted, how easily the measure can be manipulated, and which risks the manager can actually control.



Debt, Covenants, and Creditor Monitoring

Debt can discipline managers by requiring regular payments and external review. Creditors can demand reports, collateral, limits on additional borrowing, or restrictions on distributions. These covenants respond directly to the shareholder-creditor conflict.

Debt also creates costs. Fixed obligations can make useful adaptation harder, intensify distress, and encourage risk shifting when the corporation approaches default. Creditor protection can preserve value while also constraining projects that would benefit the enterprise as a whole.



Exit and the Market for Corporate Control

Transferable shares let an investor exit without withdrawing corporate assets. Exit reallocates capital and can lower the share price when investors expect poor performance. Falling prices can affect compensation, financing, reputation, and vulnerability to a change in control.

Henry Manne emphasized the market for corporate control. If assets are worth more under different management, an acquirer may buy enough shares to replace control and capture part of the improvement. The possibility can discipline managers even before a bid occurs.

Takeovers are not a perfect corrective mechanism. Acquirers can be mistaken, self-interested, or overconfident. Transactions are costly. Managers may resist efficient bids or defend the corporation against opportunistic ones. A bid can redistribute value among shareholders, employees, creditors, and managers. The mechanism belongs in the governance portfolio, not above it.



Product, Labor, and Reputation Markets

Governance does not occur only through corporate law. Poorly managed firms can lose customers, workers, suppliers, financing, and managerial reputation. Competition can reveal errors and reward better organizations.

These pressures may be weak when a corporation has market power, information is slow, switching is costly, or failure occurs only after large losses. Product-market discipline can punish a bad strategy without identifying which manager caused it. Labor markets can reward visible performance while missing quiet long-term value. Market discipline is useful but noisy.












	Function
	Illustrative mechanisms
	Main strength
	Main limitation





	Monitoring
	Board oversight, audits, creditor monitoring
	Detects or deters poor decisions and self-dealing
	Monitors can lack information, independence, or effort



	Voice
	Voting, appointment rights, shareholder proposals
	Lets affected investors influence decisionmakers
	Collective action and unequal control weaken participation



	Standards
	Fiduciary duties and judicial review
	Reaches conduct too varied to specify in advance
	Litigation is costly and hindsight can distort review



	Information
	Disclosure, accounting, independent analysis
	Improves pricing, monitoring, and comparison
	Information can be complex, delayed, or strategically presented



	Incentives
	Compensation, ownership stakes, promotion, debt covenants
	Aligns payoffs with selected outcomes
	Measured targets can be incomplete or manipulated



	Exit
	Transferable shares and redemption where available
	Lets investors reallocate capital without dismantling the firm
	Exit may discipline price more than internal conduct



	Market discipline
	Takeovers, product markets, labor markets, reputation
	Outside alternatives can punish persistent underperformance
	Discipline may be noisy, delayed, costly, or blocked





Table 12.3. Governance as a portfolio. The mechanisms can complement or substitute for one another. Each improves some margins while creating information, incentive, enforcement, or error costs of its own.

The portfolio perspective changes the question. Instead of asking whether boards work or takeovers work, ask how a particular combination performs against the relevant conflict. A closely held family corporation faces different monitoring and minority-protection problems from a widely held public corporation. A highly leveraged hazardous enterprise raises different creditor and tort concerns from a well-capitalized professional-services firm.

Good governance is not the maximum amount of every mechanism. More monitoring can slow decisions. More disclosure can bury important information. Stronger pay incentives can encourage manipulation. More creditor control can block adaptation. Easier takeovers can discipline managers while shortening planning horizons or inviting opportunistic bids. The economic task is to design a portfolio whose marginal benefits exceed its marginal costs.




Berle and Means, Then Stigler and Friedland

Adolf Berle and Gardiner Means made the separation of ownership and control central to the study of the modern corporation. In a large public company, thousands of shareholders might supply capital while professional managers exercise practical control. Each small shareholder has weak incentives to monitor, and collective action is difficult.

The mechanism is plausible. If managers face weak owner control, they may pay themselves more, pursue growth or security instead of profitability, consume private benefits, or avoid difficult changes. The argument became a foundational account of corporate governance.

But a plausible mechanism is not an estimate of its magnitude.

George Stigler and Claire Friedland later asked what the period evidence could establish. If management-controlled firms gave executives greater freedom at shareholders’ expense, compensation or profitability might differ systematically across firms classified by control type.

Their results did not provide the simple confirmation the famous narrative might suggest. They found no systematic compensation relationship across three salary data sets. In profitability tests, the control-type coefficient was statistically significant in only one of five regressions.


Case Study

Berle and Means, Then Stigler and Friedland

Berle and Means argued that dispersed ownership weakened shareholder control over managers. Stigler and Friedland later found little evidence in period data that management-controlled firms systematically paid executives more or performed worse. The comparison teaches students to separate a plausible incentive mechanism from evidence about its actual magnitude.



The evidence does not prove that agency costs were zero. The control categories were crude. Compensation and profitability do not measure every managerial objective. The data came from a particular historical period. Boards, debt, reputation, product markets, shareholder exit, and takeover threats may have constrained managers. Firms may also have chosen dispersed ownership when diversification and financing gains were especially valuable.

Selection matters. Suppose the corporate form and dispersed ownership create both a financing benefit and an agency cost. Firms will be more likely to adopt the arrangement when the expected financing benefit exceeds the expected governance cost. Observing no large performance gap after that choice does not establish that agency problems are imaginary. It may show that governance constrained them, that markets priced them, or that firms selected the form where its net benefit was positive.

The episode is a broader lesson in law and economics. A compelling story can identify a mechanism and generate a prediction. The next step is to ask what evidence could distinguish that prediction from alternatives. Institutional analysis becomes stronger when theory and evidence discipline each other.



Returning to Factory Corp.

Factory Corp. began with a problem of continuity. It needed a productive organization that could survive changes among investors. By the end of the chapter, the corporation has solved much more than that single problem.

The firm boundary allows some activities to be coordinated internally when repeated market contracting, team production, relationship-specific investment, or adaptation makes hierarchy attractive. Corporate personality gives the organization a stable legal identity. Entity shielding creates a durable asset pool for business creditors. Capital lock-in keeps the factory together when an investor leaves. Transferable shares permit the investor claim to move without transferring each underlying asset. Limited liability makes diversified and passive investment easier. Delegated management allows specialized decisionmakers to act without obtaining consent from every investor.

These gains come with costs. Internal organization can become bureaucratic. Incomplete contracts leave control in the hands of people whose incentives differ. Managers may not maximize investor value. Controllers may exploit minority shareholders. Limited liability can shift loss to creditors and tort victims. Stability can preserve a bad strategy. Scale can produce political influence or market power.

The governance portfolio responds through boards, voting, fiduciary duties, disclosure, incentive pay, debt, exit, takeovers, competition, and reputation. These mechanisms make the corporation workable, but they do not make it self-correcting.

This conclusion bridges to the next chapters. Chapter 13 asks when private governance is insufficient and how regulation performs under its own information and incentive constraints. Chapter 14 distinguishes productive scale and integration from monopoly, exclusion, and durable market power. Chapter 15 asks whether platforms, code, smart contracts, and AI agents reproduce corporate functions or create new arrangements for authority and responsibility.

The traditional corporation must come first. A token, algorithm, or digital voting mechanism can automate specified decisions. It does not automatically create legal personality, an asset pool, creditor priority, judgment under incomplete conditions, or legitimate public enforcement. Understanding the corporation gives students a benchmark for evaluating claims that technology can replace organization or law.



Big Picture

The corporation is a coordination technology built from law.

It separates an enterprise’s assets from the personal assets of changing investors. It lets the entity own property and make contracts. It keeps productive assets together while shares move. It supports delegated management and large-scale finance. It allows a firm to survive its founders.

The same architecture produces governance problems. Decisionmakers may not bear every consequence of their choices. Controlling owners can discipline managers or exploit minority investors. Limited liability can encourage investment or shift losses to people who never agreed to bear them. Governance mechanisms reduce these costs imperfectly and at a price.

The central law-and-economics lesson is comparative. Markets, firms, corporations, courts, creditors, regulators, and competitive pressures each coordinate information and incentives differently. The corporation is valuable not because it eliminates transaction costs, but because it reorganizes them in a way that can make durable, specialized, large-scale production possible.



Chapter Study Map


	Core ideas: market, firm, corporation, comparative coordination cost, team production, monitoring, asset specificity, incomplete contracts, residual control rights, residual financial claims, legal personality, investor ownership, asset partitioning, entity shielding, limited liability, capital lock-in, transferable shares, delegated management, agency costs, fiduciary duties, business-judgment deference, and market for corporate control.

	Figure: use Figure 12.1 to identify who owns each asset, trace personal and corporate claims, distinguish entity shielding from limited liability, and explain why a share transfer does not remove the factory from the entity.

	Tables: use Table 12.1 to distinguish markets, firms, and corporations; Table 12.2 to diagnose the three agency conflicts; and Table 12.3 to design and criticize a governance portfolio.

	Reasoning tasks: compare make-or-buy arrangements, identify team-production and asset-specificity problems, locate residual control, distinguish ownership of shares from ownership of corporate assets, trace risk shifting, and match governance mechanisms to conflicts.

	Common mistakes: treating every firm as a corporation, treating shareholders as direct owners of each corporate asset, confusing entity shielding with limited liability, treating residual control and residual financial claims as identical, assuming asset specificity always requires integration, assuming separation of ownership and control proves poor performance, or assuming one governance mechanism eliminates agency costs.

	Required applications: specialized factory, standard versus specialized inputs, team production, unforeseen equipment use, personal and corporate creditors, shareholder exit, hazardous enterprise, widely held corporation, family-controlled corporation, fiduciary standards, incentive pay, debt covenants, and takeover discipline.

	Optional enrichment: detailed business-form comparison, corporate-finance models, modern ownership-concentration evidence, takeover doctrine, bankruptcy priority, corporate-purpose debates, and formal incomplete-contract models.





Review Questions


	Distinguish a market, a firm, and a corporation.

	Why can one enterprise use all three coordination layers at once?

	What question did Coase ask in “The Nature of the Firm”?

	List five costs of using market exchange.

	Why does internal organization not eliminate coordination costs?

	Define team production.

	Why can team production create a monitoring problem?

	Define a residual financial claim.

	Define asset specificity and give an example.

	Why can a specific investment create bargaining vulnerability after investment?

	Define an incomplete contract.

	What are residual control rights?

	Distinguish residual control rights from a residual financial claim.

	Why does ownership affect investment incentives when contracts are incomplete?

	Identify the five common features of the standard corporation.

	What does legal personality accomplish?

	Why is saying “shareholders own the corporation” potentially misleading?

	What do shareholders own, and what does the corporation own?

	Define asset partitioning.

	Define entity shielding.

	Define limited liability.

	Explain why entity shielding and limited liability operate in opposite directions.

	Why is entity shielding difficult to reproduce through ordinary contracts alone?

	Define capital lock-in.

	How do transferable shares make capital lock-in less burdensome for investors?

	Why does a board structure reduce collective decision costs?

	Define agency costs.

	Identify the three recurring corporate agency conflicts.

	How can concentrated ownership reduce one agency problem while worsening another?

	Why can shareholders and creditors prefer different levels of project risk?

	How can limited liability support diversification and passive investment?

	Why do voluntary and involuntary creditors present different risk-shifting problems?

	What economic function do fiduciary duties perform under incomplete contracting?

	What problem does business-judgment deference attempt to reduce?

	Why is incentive compensation necessarily incomplete?

	How can debt covenants constrain shareholder-creditor conflict?

	How can transferable shares discipline management without changing corporate asset ownership?

	What is the market for corporate control?

	What did Berle and Means predict about dispersed ownership and managerial control?

	What did Stigler and Friedland’s evidence show, and what did it not prove?





Economic Reasoning Questions


	A manufacturer buys standard screws under short-term contracts but makes a patented sensor internally. Identify facts that could justify the different boundaries. Do not assume the current arrangement is efficient.

	Four technicians jointly operate a production line. Output is observable, but individual effort is not. Explain the team-production problem and propose two monitoring arrangements. What new agency problem does each create?

	A supplier must spend $2 million on equipment worth only $300,000 outside one buyer relationship. Explain the asset-specificity problem. Compare a long-term contract, buyer ownership, supplier ownership, and joint ownership.

	A contract assigns every anticipated use of a machine but says nothing about a new product invented five years later. Explain how ownership affects residual control and investment incentives.

	Investor A owns 20 percent of Factory Corp. and defaults on a personal loan. Use Figure 12.1 to identify what the personal creditor may pursue and what ordinarily remains with the corporation.

	Factory Corp. cannot pay a supplier. Use Figure 12.1 to distinguish the supplier’s claim from a claim against the shareholders’ personal assets. Which facts could alter the simplified result?

	A shareholder wants to leave Factory Corp. Compare withdrawal of 15 percent of the machines with sale of the shares. Explain the role of capital lock-in and transferability.

	A bank lends voluntarily to a hazardous corporation, while nearby residents face accident risk. Compare the protections each group can arrange before a loss.

	A controlling family improves monitoring but causes the corporation to purchase services from another family company. Identify the agency problems reduced and created. Design a governance response.

	Managers can choose a stable project worth $100 million or a risky project that benefits shareholders if successful but makes default more likely. Explain why shareholders, managers, and creditors may rank the projects differently.

	A compensation plan rewards quarterly sales. Managers increase sales by offering poor-quality credit and delaying maintenance. Diagnose the measurement problem and redesign the incentive portfolio.

	A court reviews a failed acquisition after a severe recession. Explain hindsight bias and the economic case for business-judgment deference. What facts would strengthen the case for judicial intervention?

	A corporation has an independent board, extensive disclosure, and performance pay but no large shareholder. Explain why agency costs can remain. Then identify costs created by adding a controlling shareholder.

	An acquiring company offers to buy Factory Corp. and replace its managers. Give one efficiency explanation and one alternative explanation for the bid. What evidence would distinguish them?

	Suppose management-controlled firms and owner-controlled firms have equal measured profitability. Give four explanations consistent with positive agency costs.

	Compare a corporation with a web of contracts that attempts to reproduce legal personality, entity shielding, transferable investor claims, and continuity. Which relations can contract reproduce most easily, and which require legal support involving third parties?

	Design a governance portfolio for a closely held hazardous-waste processor. Address managers, controlling owners, minority investors, lenders, workers, and involuntary claimants.

	A technology entrepreneur claims that software voting and automatic payments make corporate law obsolete. Use the chapter’s framework to identify which corporate functions the software may reproduce and which remain unresolved.





Law and Economics Lab


The Corporate-Architecture and Governance Audit

Choose or construct an enterprise that requires durable assets, several participants, and outside financing. It may be a manufacturer, restaurant group, biotechnology laboratory, logistics company, energy project, software service, or another enterprise approved by your instructor.


	Define the enterprise. Identify its product, long-lived assets, workers, suppliers, investors, creditors, customers, and people exposed to accidental harm.

	Map the transactions. Identify which activities occur through markets and which occur inside the firm. Do not assume the current boundary is efficient.

	Compare coordination costs. For at least three important transactions, identify search, bargaining, specification, adaptation, monitoring, enforcement, administration, and error costs.

	Separate the mechanisms. Identify any team-production, asset-specificity, and incomplete-contract problems. Explain why the labels are not interchangeable.

	Locate residual control. Choose one important asset and describe an unforeseen decision that the parties’ agreement does not resolve. Identify who controls the asset and how that allocation affects investment incentives.

	Select a legal architecture. Explain which features of a partnership, LLC, corporation, cooperative, or another form address the enterprise’s actual coordination problems. Verify jurisdiction-specific legal claims before relying on them.

	Map the asset pools. Create a diagram showing entity assets, investor personal assets, shares or membership interests, business creditors, personal creditors, and involuntary claimants.

	Trace entry and exit. Explain how an investor enters, exits, dies, or becomes insolvent. State what happens to the enterprise’s productive assets in each event.

	Diagnose agency conflicts. Analyze managers versus investors, controlling versus minority owners, and owners versus creditors or third parties. Give one concrete behavioral margin for each.

	Design a governance portfolio. Use monitoring, voice, standards, information, incentives, exit, and market discipline. For every mechanism, identify its main cost, information requirement, and likely failure.

	Run an AI audit. Give an AI system the frozen enterprise facts and ask it to propose a legal form and governance structure. Require it to distinguish contract terms from legal-entity features and to identify affected parties.

	Challenge the output. Check whether the AI invented legal rules, treated shareholders as owners of particular corporate assets, confused limited liability with entity shielding, ignored involuntary claimants, or assumed that fiduciary duty eliminates agency costs.

	Compare the strongest alternative. Evaluate the AI proposal against a realistic alternative architecture. State which arrangement performs better under the facts and which missing evidence would reverse the conclusion.

	Verify the law. Confirm every current legal claim through an official statute, court, regulator, or other authoritative source. Label invented numerical assumptions and distinguish them from evidence.



Conclude with a one-page institutional diagnosis. Identify the coordination problem the chosen architecture solves best, the largest agency or externality cost it leaves behind, and the governance mechanism most likely to fail. The purpose is not to discover a universally best legal form. It is to connect legal architecture to the specific transactions, information, incentives, and enforcement problems of an enterprise.






Chapter 13: Regulation and Public Choice


Two Plants, One Airshed

A city sits downwind from two manufacturing plants. Both plants release the same harmful substance into the air. Residents bear health risks, cleaning costs, and lost enjoyment of their homes. The plants pay for labor, fuel, equipment, and raw materials, but they do not automatically pay residents for every additional unit of pollution.

City officials agree that the emissions should be reduced. Agreement ends there.

One proposal requires both plants to install the same control technology. A second proposal limits emissions but lets each plant choose how to meet the limit. A third charges a fee for each unit emitted. A fourth caps total emissions and lets the plants trade permits. Residents propose allowing lawsuits for pollution damage. An industry group recommends voluntary certification. A neighborhood organization wants both plants closed.

The two plants are not identical. Plant A can eliminate its first units of pollution cheaply by adjusting its production process. Plant B uses older equipment and faces much higher control costs. The agency knows that the plants differ, but it does not initially know their costs. Each plant knows more about its own equipment, but each also has a reason to describe control as unusually expensive.

The dispute presents three questions that must not be collapsed into one.

First, why intervene? Pollution costs are missing from the plants’ private calculations. That supplies a possible efficiency rationale for law.

Second, how much reduction is worthwhile? Cleaner air is valuable, but pollution control uses labor, capital, energy, and other resources. The efficient objective is not automatically zero emissions. It is to continue reducing pollution while the benefit of another reduction exceeds its cost.

Third, which institution and instrument should act? A technology rule, performance standard, tax, permit market, lawsuit, insurance requirement, or private standard uses different information and creates different incentives. Even a well-designed rule can be altered by enforcement limits, political organization, administrative delay, or legal constraints on who may decide.

These are the central problems of regulation. Public choice adds another question: how will voters, officials, agencies, firms, workers, consumers, and organized groups behave inside the regulatory process? The answer cannot begin by assuming that markets are perfect. It also cannot end by assuming that public officials possess perfect information and pursue only the public interest.

Law and economics compares imperfect institutions.



Why Regulate?

Chapter 2 introduced a competitive-market baseline. When decisionmakers bear the costs and receive the benefits of their actions, prices help coordinate decentralized choices. A buyer deciding whether another unit is worth its price and a seller deciding whether another unit covers its cost can move resources toward higher-valued uses.

The baseline can fail when important effects do not enter those calculations. Pollution is the most familiar example. If a plant does not bear the harm imposed downwind, its private cost is below the social cost of production. It may produce too much output, choose an unnecessarily dirty process, or take too little precaution.

This is an externality. The conventional Pigouvian response is to make the decisionmaker account for the external cost. A tax, liability rule, emissions limit, or another institution may bring private incentives closer to social cost.

Coase supplied the essential caution. Harm is reciprocal in the economic sense. Preventing emissions may protect residents while reducing production, employment, or other valuable activity. Calling the conflict reciprocal does not deny physical causation or legal responsibility. It means that every feasible response has costs and that the relevant comparison is among alternatives.

Externalities are only one rationale for regulation.


Public Goods and Collective Action

A public good is difficult to exclude people from using, and one person’s use may not substantially reduce what remains for others. National defense is the standard example. Disease surveillance, some forms of basic research, and information about common hazards can share aspects of the problem.

Voluntary contributions may be too small because each person can hope that others will pay. The resulting free-rider problem can justify taxation, public provision, compulsory participation, or another collective arrangement. Yet identifying a public good does not determine the correct scale, provider, or funding mechanism.



Information and Quality

Consumers often cannot observe product quality, professional competence, financial risk, or environmental danger before making a choice. Sellers may know more. If buyers cannot distinguish high quality from low quality, they may refuse to pay enough to support high-quality supply. Reliable goods and services can then leave the market or never enter it.

Disclosure rules, testing, licensing, certification, warranties, reputation systems, and liability can respond to this information problem. A credible quality floor may make exchange possible between strangers. But each response differs. Disclosure preserves choice but may be ignored or misunderstood. Licensing screens before entry but may exclude capable providers. Liability acts after harm and depends on proof and collection. Private certification can adapt quickly but may have conflicts of interest.



Coordination and Compatibility

Some valuable activities require people to use compatible rules or standards. Traffic signals, electrical specifications, building conventions, payment systems, and communication protocols coordinate behavior. A common rule can lower the cost of exchange even when no participant has caused a conventional external harm.

Standards can emerge through markets, professional organizations, insurers, platforms, or government. A public standard can make compatibility credible and widely available. It can also freeze an inferior design or make entry depend on persuading a centralized authority.



Natural Monopoly

An industry may have large fixed costs and low costs of serving an additional customer. Building several overlapping water pipes or electricity distribution networks can be wasteful. One network may serve the market at lower total cost than several.

This is a possible natural monopoly. It creates a genuine problem: competition inside the market may duplicate infrastructure, while one provider may possess durable power over price, quality, access, and investment. Public ownership, rate regulation, franchise bidding, cooperative ownership, and contractual governance are possible responses. Economies of scale identify the problem; they do not choose the institution.



Efficiency, Distribution, and Paternalism

Not every regulation is justified as a correction of market failure. Law may pursue distributional goals, protect rights, express public values, or prevent people from taking risks to themselves. These objectives can be important, but they should be stated rather than smuggled into an efficiency argument.

A wage rule may be defended as redistribution. A drug restriction may be defended as paternalism. A nondiscrimination rule may rest on equal citizenship as well as economic effects. Economic analysis can clarify behavioral responses, incidence, enforcement costs, and tradeoffs. It cannot convert every legal objective into the correction of an externality.


Key Point

A Rationale Is Not An Instrument

Identifying an externality or information problem explains why intervention may help. It does not determine whether the best response is a standard, tax, disclosure rule, lawsuit, private certification system, or something else.



The distinction is the first discipline of regulatory analysis. Diagnose the problem before choosing the cure.




Which Instrument?

A regulatory instrument is the mechanism used to change behavior. Instruments that address the same problem can place decisions in different hands, demand different information, and generate different errors.


Quick Concept

Regulatory Instrument

A regulatory instrument is the mechanism used to change behavior, such as a performance standard, tax, disclosure rule, licensing requirement, tradable permit, or liability rule.



Return to the two plants.


Technology Mandates and Performance Standards

A technology mandate specifies what a regulated party must use or do. The agency might require a named type of filter or scrubber. Compliance may be relatively easy to observe: either the equipment is installed or it is not.

The cost is rigidity. Plant A may have a cheap process change that eliminates more pollution than the required equipment. Plant B may face a different engineering constraint. A mandate can suppress those alternatives and weaken the incentive to invent a better method after the rule is written.

A performance standard specifies an outcome instead. Each plant may emit no more than a stated amount, while choosing its own technology. This preserves flexibility, but it requires measurement. If emissions are difficult to monitor, the apparent freedom may become an invitation to manipulate tests, move pollution across time, or optimize only what the rule records.

The choice is not simply command versus freedom. A technology mandate economizes on outcome measurement when an effective method is known. A performance standard economizes on the regulator’s need to know each firm’s production process. Each uses different information.



Corrective Taxes and Tradable Permits

A corrective tax places a price on the harmful activity. If the emissions charge is $300 per unit, a plant will reduce a unit whenever doing so costs less than $300. The firm uses its private knowledge of control costs, while the regulator sets the price and measures the taxable activity.

The tax does not tell officials how much pollution will remain. If control is cheaper than expected, plants reduce more. If it is expensive, they pay more and reduce less. The regulator still needs information about harm to set the tax and must update it as conditions change.

A tradable-permit system begins with a total quantity. Government creates permits corresponding to the allowed emissions. A plant can reduce its own pollution or acquire a permit from another source. Trading directs reductions toward firms with lower control costs, provided emissions are measurable and the permits are transferable in a functioning market.

Permits do not make the government disappear. Public authority defines the cap, the covered sources, the permit, the monitoring system, the initial allocation, and the penalty for noncompliance. Location can also matter. A trade that preserves total emissions may create a local pollution concentration if damages differ across places.

Chapter 4’s spectrum example illustrates the broader point. Coase proposed auctioning legally defined spectrum licenses rather than relying only on administrative assignment. The auction used a price mechanism to help allocate scarce permissions, but public institutions still had to define frequency, power, geography, duration, transfer, and interference rules. A market-based instrument depends on legal architecture.



Disclosure, Licensing, and Liability

A disclosure rule requires information rather than a particular choice. Labels, warnings, financial reports, pollution inventories, and standardized risk measures can help consumers, investors, workers, insurers, or voters respond. Disclosure works best when the information is meaningful, comparable, credible, and connected to a decision people can actually change.

A licensing rule requires permission before a person or firm may enter or continue an activity. Licensing can screen competence before a patient, client, or customer suffers harm. It can also reduce supply, limit mobility, and protect incumbents. The central questions are what competence is difficult to observe, whether the screen predicts it, and whether less restrictive alternatives can supply credible information.

Tort liability ordinarily acts after harm. A plaintiff brings a claim, evidence is developed in a concrete dispute, and damages may make the injurer bear costs it would otherwise externalize. Liability uses decentralized enforcement and case-specific facts. Its limitations include delay, litigation expense, causation problems, insolvency, inconsistent outcomes, and the inability to prevent irreversible harm before it occurs.

Private institutions remain part of the menu. Insurers inspect risks and set coverage conditions. Certification organizations test products or professionals. Contracts allocate duties. Reputation systems aggregate experience. These arrangements may use specialized or repeated information, but they can suffer weak competition, conflicts of interest, incomplete coverage, and limited authority over third-party harm.

Building safety shows why the comparison is often between portfolios rather than isolated tools. A public building code can establish a widely enforceable minimum. Private inspectors and certification bodies can apply specialized knowledge. Insurers can price recurring risks and require precautions as a condition of coverage. Contractor reputation and tort liability add further discipline. The useful question is which institution should perform each task, not whether safety must be exclusively public or private.

The comparison can be summarized without pretending that one column identifies a winner.












	Instrument
	What it directly controls
	Characteristic advantage
	Characteristic information or implementation risk





	Technology mandate
	Required method or equipment
	Easy to observe when the method is known
	Ignores cheaper methods and can slow innovation



	Performance standard
	Emissions or another measured outcome
	Leaves firms flexibility over methods
	Requires measurement and an administrable target



	Corrective tax
	Price imposed per unit of harmful activity
	Uses firms’ private abatement-cost information
	Regulator must set and update the price



	Tradable permits
	Total permitted quantity
	Holds the cap while reallocating reductions
	Requires monitoring, allocation, and a functioning permit market



	Disclosure or labeling
	Information supplied to decisionmakers
	Preserves choice when information can change behavior
	Information may be misunderstood, ignored, or strategically framed



	Licensing
	Permission to enter or continue an activity
	Can screen minimum competence before harm
	Can restrict entry and protect incumbents



	Tort liability
	Responsibility after harm
	Uses case-specific evidence and decentralized enforcement
	Delay, causation, litigation cost, and inconsistent outcomes



	Private certification or insurance
	Eligibility, price, or coverage conditions
	Uses repeated market and claims information
	Conflicts of interest, weak competition, and incomplete coverage





The correct instrument depends on the margin. If the harm comes from emissions, regulating the installation of a visible machine may be an imperfect proxy. If quality cannot be observed before irreversible injury, disclosure alone may be weak. If a harm is rare, case-specific, and readily traceable, liability may outperform a large permanent agency. Instrument design begins with what must change and who can observe it.




How Much Protection?

Political debate often treats protection as a contest between more and less. Economic analysis asks a more precise question: what happens at the next margin?

Suppose the first pollution reductions are inexpensive and prevent serious harm. Those reductions have high net benefits. As the city becomes cleaner, additional reductions may prevent smaller harms or require increasingly costly controls. The city should continue while the marginal benefit of another unit of reduction exceeds its marginal abatement cost.

In notation,

MBR=MACR
MB_R = MAC_R


marks the efficient benchmark. Read the expression in words. RR means pollution reduction. MBRMB_R is the benefit created by one additional unit of reduction. MACRMAC_R is the cost of producing that additional unit. The benchmark is where the two are equal.


[image: A downward-sloping marginal-benefit curve and an upward-sloping marginal-abatement-cost curve intersect at the efficient amount of pollution reduction.]

Figure 13.1. Marginal benefit and marginal abatement cost. Additional pollution reduction is worthwhile while its marginal benefit exceeds its marginal abatement cost. The efficient reduction occurs where the two are equal. The schematic benchmark does not imply zero pollution or determine which regulatory instrument will achieve the reduction at least cost.



To the left of R*R^*, stopping leaves worthwhile protection unrealized. To the right, another reduction costs more than the benefit it produces. The graph therefore rejects two crude rules: “pollution is bad, so eliminate all of it” and “pollution control is costly, so do none of it.”

Zero pollution can be efficient when even a small remaining amount causes catastrophic harm or when elimination is cheap. Positive pollution can be efficient when the final reductions are extremely costly relative to the harm they prevent. The conclusion comes from the comparison, not from a presumption for or against regulation.

The same logic applies beyond pollution. Another inspection, safety device, disclosure field, licensing hour, or product test is justified by the additional harm it prevents relative to its additional social cost. Administrative cost belongs in that calculation. So do delay, reduced output, foregone innovation, and predictable error.


Risk-Risk and Error Tradeoffs

A regulation can reduce one risk while increasing another. A product restriction may remove a hazard while delaying a valuable substitute. An extremely costly safety requirement may raise prices enough to change consumption, employment, or investment. A rule aimed at preventing false claims may suppress accurate but uncertain information.

This does not mean every regulation causes offsetting harm large enough to defeat it. It means that the comparison must include responses. People and firms adjust to legal rules.

Regulators also face false positives and false negatives. A false negative allows a harmful product or activity to continue. A false positive blocks a safe or valuable one. A stricter screen usually changes both. The preferred balance depends on the magnitude and reversibility of each error, available correction procedures, and who bears the loss.

Ex ante protection can be especially valuable when harm is catastrophic or irreversible. Ex post correction becomes more attractive when risks are heterogeneous, learning is rapid, and erroneous prohibition is difficult to reverse. Many systems combine a minimum ex ante floor with liability, monitoring, and later revision.




The Same Target at Different Cost

Figure 13.1 asks how much total pollution reduction is worthwhile. A separate question asks where that reduction should occur.

Assume each ton of reduction creates $300 of marginal benefit over the relevant range. The plants face these invented costs:




	Reduction
	Plant A’s marginal cost
	Plant B’s marginal cost





	First ton
	$100
	$500



	Second ton
	$200
	$600





Plant A should remove two tons. The first costs $100 and the second $200, each below the $300 benefit. Plant B should remove none because even its first ton costs $500.

The efficient two-ton reduction costs $300 in total. Now impose a uniform command requiring each plant to remove one ton. Total reduction remains two tons, but the cost becomes $100 at Plant A plus $500 at Plant B, or $600.

The command reaches the same environmental target at twice the cost. The problem is not that officials selected too much or too little total reduction. The problem is that the rule ignored heterogeneous marginal abatement costs.

A $300 emissions charge gives Plant A a reason to make both reductions and Plant B a reason to pay rather than undertake a $500 reduction. A permit market can produce a similar reallocation if Plant A can reduce and sell a permit more cheaply than Plant B can reduce. Both approaches use private cost information.

The example is deliberately simple. Real emissions can differ by location, timing, toxicity, affected population, and interaction with existing pollution. One plant’s reduction may not be an adequate substitute for another’s. Monitoring and trading cost money. The lesson is conditional: when reductions are genuinely substitutable and costs differ, equalizing marginal abatement costs can achieve a target more cheaply than uniform source-level commands.



Who Ultimately Pays?

A statute may say that firms must comply. Economic incidence asks who ultimately bears the cost.

A plant may raise product prices, reduce wages, renegotiate supplier terms, lower dividends, delay investment, or lose asset value. Which adjustment dominates depends on demand and supply responsiveness, market structure, time, and the regulatory instrument. Legal incidence and economic incidence need not match.

This matters for both efficiency and distribution. A rule advertised as a charge on a large corporation may be borne partly by consumers or workers. A subsidy advertised as assistance to buyers may be captured partly in seller prices. These possibilities are not reasons to ignore distribution. They are reasons to trace it.


Fixed Costs, Entry, and Scale

Compliance costs can be fixed or variable. A $1 million testing system costs $1 million whether a firm sells ten thousand units or ten million. The cost per unit is therefore much higher for a small entrant.

Uniform rules can have unequal competitive effects even when every firm faces the same words. An incumbent may already own a compliance staff, laboratory, data system, or distribution network. A new firm must build them before its first sale. The rule can improve safety while also raising the scale required to enter.

That result does not prove capture. The fixed cost may be necessary to produce a credible quality floor. But it belongs in the analysis, especially when less restrictive testing, insurance, staged entry, mutual recognition, or third-party certification could achieve similar protection.



Regulatory Lag

Rules are written using current information. Technology, costs, and risks change.

A mandate for the best available filter in one decade can become a barrier to a cleaner process in the next. A disclosure designed for paper forms may fit automated transactions poorly. A license tied to an old occupational method may exclude a new service model that produces the same outcome differently.

Review clauses, pilot programs, waivers, experimental zones, and sunset provisions can preserve learning. They also create uncertainty. A firm may hesitate to make a long-lived investment if the rule can change abruptly. Regulatory design therefore balances stability against revision rather than treating either as free.




Information Before Incentives

It is tempting to explain every regulatory failure through capture or bad motives. That is too quick.

Imagine an agency staffed entirely by competent officials committed to the public interest. They still must estimate harms, compare technologies, anticipate responses, select measurements, and update rules. Much of the relevant knowledge is local, private, changing, or not yet produced.

Plant engineers know details about machinery that agency officials do not. Residents know local exposure and behavior that firms do not. Insurers observe claims across firms. Scientists understand mechanisms but may disagree about uncertain magnitudes. Consumers possess information about their own preferences. No participant holds the complete picture.

Hayek emphasized that social knowledge exists in dispersed and sometimes contradictory pieces rather than as data already assembled for one decisionmaker. The regulatory question is therefore not simply whether officials are intelligent. It is how an institution generates, reveals, tests, and updates information.

Prices can reveal scarcity and willingness to pay without requiring a central planner to know every production plan. Liability can induce parties with a large stake and case-specific evidence to bring disputes forward. Agencies can assemble scientific expertise, compel disclosure, standardize measurements, and compare risks across many cases. Courts can test opposing claims through procedure. Insurers can pool loss information. Professional organizations can use specialized knowledge.

Each information system is incomplete. Prices omit external costs when rights and liability do not transmit them. Lawsuits may be too expensive or arrive after irreversible harm. Agencies may rely on the firms they oversee for technical data. Courts may lack expertise and see only selected disputes. Private certifiers may depend financially on those they certify.

The right comparison is institutional. Who possesses the information? What incentive exists to reveal it accurately? Can claims be challenged? How quickly does feedback arrive? Who can revise an error?


Key Point

Compare Imperfect Institutions

Law and economics asks whether an intervention performs better than realistic alternatives after accounting for information, enforcement, administrative, error, and political costs.



Information limits exist before public choice enters. Public choice asks what happens once the people and organizations inside the process have interests of their own.



Public Choice: Incentives Enter the Agency

Economics does not assume that business owners are self-interested and public officials are disembodied guardians of welfare. Nor does it assume that every official is corrupt. It asks how ordinary motives operate inside different rules.


Quick Concept

Public Choice

Public choice applies economic reasoning to political and administrative decisionmaking. It studies the incentives and information of voters, officials, agencies, firms, and organized groups.



Officials may care about public service, professional reputation, ideology, reelection, career advancement, budgets, jurisdiction, or avoiding visible blame. Firms may seek efficient rules, favorable transfers, entry barriers, or delay. Advocacy groups may supply neglected information while emphasizing the harms central to their missions. Voters may remain rationally uninformed when one person’s probability of changing a large policy is tiny.

These motives affect the information process. A plant has reason to investigate abatement methods when lower costs save money under an emissions tax. It may have less reason to discover a cheap method when discovery will cause an agency to impose a stricter command. A regulated industry may be the agency’s best source of technical information and also have reason to frame that information strategically.

The information story and the incentive story are distinct, but they interact.


Concentrated Benefits and Dispersed Costs

Suppose an entry restriction gives 100 incumbent firms an expected benefit of $500,000 each. The total benefit is $50 million. Suppose it imposes an expected cost of $6 on each of 10 million consumers. The total consumer cost is $60 million.

In the simplified accounting, the policy loses $10 million. Yet each firm has a $500,000 stake in organizing, learning the details, hiring counsel, submitting comments, and contacting officials. Each consumer has only a $6 stake. A consumer who spends an hour studying the rule may incur more cost than the expected personal loss.

The policy can therefore attract intense organized support and weak individual opposition even though the dispersed group loses more in total.

Mancur Olson’s collective-action analysis explains the asymmetry. Large groups face free riding: each member can hope others will bear the cost of organization. Small groups with large individual stakes may monitor members, coordinate action, and offer selective benefits more easily.

Concentration is not destiny. Consumers can organize through associations, media, political entrepreneurs, class actions, or repeated institutions. Some industries are fragmented. Moral commitment can motivate action beyond financial stakes. Transparency can lower information costs. The mechanism predicts pressure, not an automatic result.



Stigler, Peltzman, and Becker

George Stigler treated regulation as a valuable good supplied through politics. The state can restrict entry, support prices, direct subsidies, impose standards, or create advantages unavailable through ordinary market exchange. Organized groups therefore have reason to demand regulation, not merely resist it.

This does not require a cash bribe. A licensing rule can be publicly defended as quality protection while also limiting competitors. An environmental standard can reduce harm while favoring a technology produced by an organized supplier. Motives and effects can be mixed.

Sam Peltzman complicated a simple industry-capture account. Political decisionmakers may balance support from producers, consumers, workers, and other groups. A regulator who pushes prices or burdens too far can provoke opposition. Regulation may reflect a political equilibrium among competing constituencies rather than the maximization of one industry’s profit.

Gary Becker emphasized competition among pressure groups. Organization, political productivity, and the deadweight cost of transfers affect which demands succeed. A highly wasteful privilege can create stronger counterpressure than a small transfer. Public choice therefore does not imply that firms always win or that political competition never constrains them.

The three perspectives form a progression. Stigler tells students to look for political demand for regulation. Peltzman adds balancing among constituencies. Becker adds competition among organized groups. None guarantees an efficient outcome, but none supports the claim that every rule is a one-directional gift to industry.



Rent Seeking

A transfer is not itself necessarily a net social loss. If government takes $1 million from one group and gives it to another, one group loses what the other receives. Distribution changes.

The process of obtaining the transfer can consume real resources. Firms hire lobbyists, design strategic applications, litigate, delay rivals, and seek favorable classifications. Opponents spend resources resisting. Officials administer the contest. Gordon Tullock’s rent-seeking insight is that the opportunity to obtain a valuable privilege induces costly competition for it.

An entry restriction can create two losses. First, reduced competition may raise price, reduce output, or suppress innovation. Second, firms may spend resources acquiring and defending the restriction. The prospect of monopoly profit changes behavior before the privilege is awarded.

Rent-seeking analysis should also remain disciplined. Advocacy can produce useful information. Litigation can improve rule accuracy. Participation can expose hidden costs. Expenditures are wasteful only to the extent that they are directed toward obtaining transfers or privileges rather than producing socially useful information, accountability, or better decisions.



What Counts as Capture?

Regulatory capture occurs when regulation is persistently shaped toward the interests of a regulated group rather than the public purposes offered for the regulation.


Quick Concept

Regulatory Capture

Regulatory capture occurs when regulation is persistently shaped to advance the interests of a regulated group rather than the public purposes offered for the regulation.



The word is often used too casually. An agency consultation with industry is not by itself capture. Technical dependence is not proof of capture. A decision that benefits a firm is not enough. The firm may possess indispensable information, and the decision may also advance the statutory objective.

A serious diagnosis asks what mechanism redirected the agency and what evidence distinguishes that account from expertise, legal constraint, public disagreement, or ordinary error. Relevant evidence might include repeated one-sided access, suppression of contrary information, rules that systematically protect incumbents without serving the stated purpose, or a decision process structured to exclude affected outsiders.


Important Qualification

Capture Is Not The Only Political Mechanism

Regulatory outcomes can reflect industry influence, but also consumer organization, public-interest advocacy, legislative control, agency expertise, judicial review, and competition among political groups. Capture should be explained and evidenced, not presumed.



Public choice is strongest when it identifies mechanisms. Used merely as a label for disliked policy, it explains very little.




Occupational Licensing: Protection and Entry

Occupational licensing brings the information and political stories together.

A patient cannot easily evaluate a surgeon’s training before treatment. A homeowner may have difficulty judging whether electrical work creates a hidden fire risk. A client may not know whether a professional has mastered a body of technical knowledge. Minimum education, testing, ethical duties, and discipline can create a credible quality floor.

The value of that floor depends on the occupation and the design of the rule. Licensing can improve information and induce investment in competence. It can also exclude capable providers, reduce mobility across jurisdictions, limit service variety, and raise prices. Incumbents may favor requirements that they already satisfy but new entrants must pay to acquire.

The economic analysis should proceed in steps.

First, identify the quality problem. What harm is difficult for customers to observe before purchase? How serious and reversible is it?

Second, identify the screen. Does the required training, examination, or experience predict the relevant competence? A requirement can be demanding without measuring what matters.

Third, identify the entry effect. Which providers, service models, and customers are excluded? A broad license may prevent lower-cost providers from supplying limited tasks they can perform safely.

Fourth, compare alternatives. Certification informs customers while preserving entry. Bonding and insurance provide financial assurance. Inspections target observable outputs. Scope-of-practice rules can reserve dangerous tasks while allowing simpler services. Reputation and warranties may work where consumers make repeated choices and harm is reversible.

Fifth, examine the political process. Who writes the exam, controls the board, supplies evidence, and benefits from the boundary? Industry participation can improve technical quality while also creating opportunities to protect incumbents.

The conclusion should not be “licensing is good” or “licensing is a cartel.” Licensing can solve a real information problem and create a real entry problem at the same time. The design question is whether the quality benefit exceeds the access, competition, administration, and political costs relative to realistic alternatives.



Natural Monopoly and Competition for the Field

Return to the water network. It may be inefficient to dig several sets of pipes under every street. Once one network exists, the provider can possess substantial power over customers who cannot switch.

Rate regulation is one response. A commission can review costs, approve prices, set service standards, and require access. The commission may pool expertise and protect customers from monopoly pricing. It must also distinguish efficient cost from waste, value long-lived assets, assess quality, and preserve incentives for maintenance and innovation.

If a regulated return rises with the recognized capital base, a utility may favor capital-intensive choices even when a cheaper method exists. If officials hold prices too low, maintenance and investment may deteriorate. If prices are too high, consumers bear monopoly-like costs. The theoretical instruction “set an efficient price” hides the information problem.

Harold Demsetz challenged the inference from natural monopoly to administered prices. Even if one firm should operate the network, firms might compete for the right to serve it. A government could auction or solicit bids for a franchise, comparing price and quality commitments before granting a limited term.

This is competition for the field rather than competition inside the field. It can reveal information and discipline monopoly rents. It does not solve everything. A long-term contract cannot specify every future quality, investment, emergency, and technological change. Assets may become specific to the relationship. Few credible bidders may remain at renewal. Renegotiation can recreate bilateral monopoly between the government and franchisee.

Public ownership, rate regulation, franchise competition, customer cooperatives, and mixed arrangements each relocate decision rights and risks. Natural monopoly is therefore an invitation to institutional comparison, not a proof that one governance form dominates.



Public Choice Has a Constitutional Level

The discussion so far has asked how people behave within regulatory institutions. James Buchanan pressed a prior question: what rules should govern the political process itself?


Key Point

Public Choice Has A Constitutional Level

Public choice explains how people behave within political institutions. Constitutional political economy asks which rules should govern delegation, interpretation, enforcement, adjudication, review, and removal.



A legislature can enact a detailed rule, state a broad objective and delegate implementation, or leave an issue to courts and private ordering. An agency can combine rulemaking, investigation, enforcement, and adjudication, or those functions can be separated. Agency leaders can be insulated from removal or placed under closer presidential control. Courts can defer to agency interpretations or exercise independent judgment.

These are not merely technical legal arrangements. They allocate decision rights. They influence information, speed, consistency, expertise, participation, accountability, and error correction.

A broad delegation allows specialists to adapt policy as facts change. It can also weaken the connection between major choices and elected lawmakers. Agency independence can protect expertise and continuity from short-term political pressure. It can also reduce presidential control. Judicial review can correct legal overreach and protect procedure. It can also delay action and transfer policy consequences to generalist judges.

Buchanan’s perspective does not tell us that one branch should always win. It tells us to analyze the rules that structure choice before evaluating a particular policy result. Officials, judges, presidents, legislators, and voters all operate under incentives and information limits.



Who Controls the Regulators?

Recent Supreme Court decisions make this allocation problem unusually visible. They should not be read as a sequence of isolated case holdings. Each asks who has authority to make, interpret, enforce, adjudicate, review, or supervise a regulatory decision.


Delegation and Major Questions

In West Virginia v. EPA, the Court required clear congressional authorization for the broad regulatory power the agency claimed. Biden v. Nebraska applied the same general major-questions principle to the student-loan cancellation program at issue.

The economic tradeoff is recognizable. Broad language can let an agency respond to new problems using specialized knowledge. Requiring clearer legislative authorization can improve accountability for major choices. It can also make policy less adaptable when legislatures move slowly or cannot specify future conditions.

The decisions do not establish that regulation is inefficient. They constrain which institution may make certain decisions without clearer authorization.



Legal Interpretation After Loper Bright

For decades, the doctrine associated with Chevron sometimes required courts to defer to a reasonable agency interpretation of an ambiguous statute. In Loper Bright Enterprises v. Raimondo, the Court overruled Chevron and held that courts applying the Administrative Procedure Act must exercise independent judgment on legal questions.

The distinction between legal deference and epistemic respect is crucial.

An agency may understand fisheries, pharmaceuticals, communications, or environmental science better than a generalist court. That expertise can make its reasoning persuasive. It does not automatically determine the legal meaning of a statute. Loper Bright also recognized that Congress may expressly delegate policymaking authority and did not make prior holdings based on Chevron automatically invalid.


Key Point

Expertise Is Not Authority

An agency may possess better technical information without possessing final authority over every legal question. Institutional design must decide who makes policy, interprets statutes, adjudicates violations, reviews errors, and controls public officials.



Independent judicial interpretation can constrain agencies that stretch statutory language. It can also produce inconsistent decisions, reduce national uniformity, and place technical context before courts with limited expertise. The question is not whether expertise matters. It is what role expertise plays and who has final authority over which type of question.



Adjudication, Review, and Removal

Other cases separate additional decision rights.

In SEC v. Jarkesy, the Court held that the defendant had a Seventh Amendment right to a jury trial when the SEC sought civil penalties for the securities-fraud claim at issue. Specialized administrative enforcement can be faster and more expert; an independent court and jury supply a different form of process and legitimacy.

In Axon Enterprise, Inc. v. FTC, the Court allowed structural constitutional challenges to the FTC and SEC to proceed in federal district court without waiting for completion of the agencies’ review processes. In Corner Post, Inc. v. Board of Governors, the Court held that the limitations period for the APA claim at issue began when the plaintiff was injured by final agency action. Easier access to review can improve error correction while increasing delay and instability.

In Trump v. Slaughter, the Court held that the FTC’s for-cause removal provision violated separation-of-powers requirements. The decision increased presidential control over principal officers exercising executive power. That can make responsibility more visible to voters. It can also reduce agency independence and increase the effect of presidential priorities.

Constraining an independent agency does not mechanically reduce government. It may transfer control to the president, Congress, courts, or juries. Public-choice analysis must follow the authority.

The Court has not rejected every challenged arrangement of modern administration. It sustained the CFPB funding mechanism challenged in CFPB v. Community Financial Services and rejected broad nondelegation challenges to the universal-service program in FCC v. Consumers’ Research. The resulting pattern is one of contested boundaries, not a simple declaration that the administrative state always loses.












	Case
	Decision right
	Principles-level holding
	Institutional tradeoff





	West Virginia v. EPA and Biden v. Nebraska
	Delegation
	Major policy claims require clear congressional authorization
	Legislative accountability versus adaptive agency action



	Loper Bright v. Raimondo
	Statutory interpretation
	Courts exercise independent judgment rather than apply Chevron deference
	Judicial control versus agency expertise and national consistency



	SEC v. Jarkesy
	Adjudication
	The civil-penalty claim at issue carried a Seventh Amendment right to a jury trial
	Independent adjudication versus specialized administrative enforcement



	Axon v. FTC and Corner Post v. Board of Governors
	Access to review
	Structural challenges and some newly accrued claims can reach court without the older barriers asserted
	Error correction versus delay and instability



	Trump v. Slaughter
	Removal and supervision
	The FTC’s for-cause removal protection was unconstitutional
	Presidential accountability versus agency independence



	CFPB v. Community Financial Services and FCC v. Consumers’ Research
	Structural limits
	The challenged funding and delegation arrangements survived
	Constraints are substantial but not categorical



	Monsanto v. Durnell
	Federal uniformity and preemption
	The failure-to-warn claim at issue was preempted by the federal pesticide-labeling regime
	Uniform expert review versus decentralized state-law correction





The table is a map of institutional authority, not a substitute for doctrine. Each holding is bounded by the claim and legal setting before the Court. The deeper lesson is that institutional safeguards trade one set of costs for another.




Regulation and Liability Can Collide

Product safety can be governed before sale through agency review, after harm through tort litigation, or through a combination.

Agency review can assemble scientific expertise, examine data across products, create uniform labels, and act before widespread injury. Tort litigation gives injured parties an incentive to bring case-specific evidence, exposes decisions to adversarial testing, and can reveal information missed by centralized review. Insurers, professional standards, contracts, and reputation add other layers.

The combination can be complementary. A federal minimum rule may establish a floor while tort liability addresses negligent implementation or harms the rule did not anticipate. It can also create conflict. A manufacturer may face one federally approved label and a state-law verdict effectively requiring a different warning.

Monsanto Co. v. Durnell presented that conflict. John Durnell alleged that long-term use of Roundup caused his illness and that Monsanto should have included a cancer warning. The federal pesticide regulator had approved a label without that warning. The Supreme Court held that federal pesticide law expressly preempted the state failure-to-warn claim at issue because it would require labeling in addition to or different from the federal requirement.


Key Point

Regulation And Liability Can Collide

A product can be governed by a federal regulator and state tort law at the same time. The combination may improve accountability, but it can also create inconsistent obligations, duplicate review, and unclear signals for firms.



The case should not be used to settle the underlying scientific dispute. Its value here is institutional. Federal uniformity can reduce conflicting obligations and pool expertise. State tort law can provide decentralized correction and compensation. Preemption allocates authority between those systems.

Federalism presents a similar tradeoff more generally. National rules can create uniformity, support interstate exchange, and pool expertise. State and local variation can incorporate local conditions, permit experimentation, and reveal alternatives. Variation can also fragment markets and expose regulated parties to inconsistent demands.

The optimal level depends on spillovers, economies of scale in expertise, the value of experimentation, mobility, and the cost of conflicting rules. “National” and “local” are instruments of institutional design, not conclusions.



Designing a Regulatory Institution

The chapter’s pieces can now be assembled into a practical sequence.


	Diagnose the problem. Identify the externality, public good, information failure, coordination problem, market power, distributional goal, or paternalistic objective.

	Specify the margin. State what behavior or outcome must change. Avoid regulating a visible proxy merely because it is easy to observe.

	Compare instruments. Consider rules, performance standards, prices, quantities, information, entry controls, liability, insurance, private standards, and mixed systems.

	Choose the amount. Compare marginal benefit with marginal compliance, administrative, error, and innovation cost.

	Trace information. Ask who knows harms, costs, technologies, and local conditions; who can reveal that information; and how it will be tested and updated.

	Trace incidence and entry. Identify consumers, workers, suppliers, owners, entrants, and third parties who ultimately bear costs or receive benefits.

	Apply public choice. Identify organized stakes, free riding, rent seeking, dependence, and plausible capture mechanisms without presuming them.

	Allocate authority. Identify who authorizes, writes, interprets, enforces, adjudicates, reviews, supervises, and revises the rule.

	Build feedback. Specify monitoring, appeal, evaluation, experimentation, and revision.

	Compare the strongest realistic alternative. Markets, courts, agencies, legislatures, private governance, and mixed systems all fail in characteristic ways.



This sequence rejects both automatic regulation and automatic deregulation. It asks what the actual institution will do under realistic constraints.



Big Picture

Regulation exists because markets, lawsuits, and private ordering do not solve every coordination problem. Externalities can leave social costs outside private decisions. Public goods invite free riding. Buyers may lack information. Industries may require compatibility. Natural monopoly can make ordinary rivalry difficult. Agencies can pool expertise, set common standards, act before harm, and organize collective responses.

The case for intervention is the beginning, not the end.

Regulatory instruments change different margins. Technology mandates control methods. Performance standards control measured outcomes. Taxes set prices. Permits set quantities. Disclosure changes information. Licensing controls entry. Liability assigns responsibility after harm. Private standards and insurance add decentralized governance.

Efficient protection is marginal. Additional control is worthwhile while its benefit exceeds its cost. The same total target can be achieved at very different cost when regulated parties have different abatement opportunities. Legal incidence does not reveal economic incidence, and fixed compliance costs can burden entrants more heavily than incumbents.

Information and incentives create two distinct cautions. Even public-spirited agencies act with incomplete and changing knowledge. Public choice then asks how organization, career concerns, political support, and rent seeking shape which information enters the process and which rule emerges. Capture is one mechanism, not a universal explanation.

Constitutional political economy moves the analysis to the rules themselves. Delegation, interpretation, adjudication, review, removal, preemption, and federalism allocate decision rights among imperfect institutions. Expertise can deserve respect without settling legal authority. Judicial or presidential control can constrain agencies while creating different concentrations of power and different error risks.

The central conclusion is comparative. Regulation is neither an omniscient correction to market failure nor merely a disguise for private interest. It is a coordination technology with characteristic strengths, information demands, incentive problems, and constitutional boundaries.

The next chapter applies the same discipline to competition policy. Regulation can constrain market power, but it can also create entry barriers and monopoly privileges. Antitrust asks when legal intervention protects rivalry and when it mistakes difficult competition for unlawful exclusion.



Chapter Study Map


	Core ideas: market-failure diagnosis, externalities, public goods, information problems, coordination standards, natural monopoly, regulatory instruments, technology mandates, performance standards, corrective taxes, tradable permits, disclosure, licensing, liability, marginal protection, marginal abatement cost, incidence, fixed compliance cost, regulatory lag, dispersed knowledge, public choice, concentrated benefits, collective action, rent seeking, capture, constitutional political economy, delegation, interpretation, adjudication, review, removal, preemption, and federalism.

	Figure: use Figure 13.1 to distinguish pollution reduction from remaining pollution, identify the efficient intersection, and explain why efficient protection does not automatically mean zero pollution.

	Tables and numerical examples: use Table 13.1 to compare regulatory instruments by the behavior controlled and information required; use the two-plant calculation to distinguish the efficient total target from least-cost allocation; use the concentrated-benefits example to explain organization incentives; and use Table 13.2 to map recent Supreme Court cases by decision right rather than memorize them as isolated holdings.

	Reasoning tasks: diagnose the problem before selecting an instrument, identify the target margin, compare marginal benefit and cost, equalize marginal abatement costs when reductions are substitutable, trace incidence, separate information from incentive problems, identify a capture mechanism, and compare who should authorize, decide, review, and revise.

	Common mistakes: assuming market failure proves regulation will improve welfare, treating command-and-control as the only form of regulation, equating the efficient amount with elimination of harm, confusing legal incidence with economic incidence, treating every agency error as capture, treating expertise as automatic legal authority, describing recent Court decisions as the abolition of regulation, or assuming courts and presidents lack public-choice problems.

	Required applications: two plants and one airshed, instrument comparison, heterogeneous abatement costs, fixed compliance costs, occupational licensing, natural monopoly and franchise competition, concentrated benefits and dispersed costs, the information-to-incentives transition, recent administrative-law decisions, and Monsanto v. Durnell.

	Optional enrichment: detailed benefit-cost methodology, current regulatory-budget totals, formal price-versus-quantity analysis under uncertainty, agency staffing data, occupation-specific licensing estimates, utility-rate cases, and a full administrative-law survey.





Review Questions


	Why does an external cost create a possible rationale for regulation?

	What does reciprocal harm add to the pollution analysis?

	Give one example each of a public-good, information, coordination, and natural-monopoly rationale for regulation.

	Why should distributional and paternalistic objectives be distinguished from efficiency rationales?

	Define a regulatory instrument.

	Why does identifying a market failure not select an instrument?

	Distinguish a technology mandate from a performance standard.

	What information does a technology mandate require?

	What information does a performance standard require?

	How does a corrective tax change a firm’s pollution-control decision?

	How does a tradable-permit system differ from a corrective tax in what government initially fixes?

	Why do taxes and permits not eliminate the need for public institutions?

	Under what conditions can disclosure improve decisions?

	What characteristic problem does licensing address, and what characteristic problem can it create?

	Compare ex ante regulation with ex post tort liability.

	What does MBR=MACRMB_R = MAC_R mean in words?

	Why does the efficient amount of pollution reduction not generally imply zero pollution?

	Distinguish the efficient total amount of reduction from the least-cost allocation of that reduction across sources.

	In the two-plant example, why is requiring one ton from each plant more costly than requiring two tons from Plant A?

	What limits the claim that pollution reductions should always be shifted toward the lowest-cost plant?

	Distinguish legal incidence from economic incidence.

	Why can a uniform compliance rule affect small and large firms differently?

	What is regulatory lag?

	How do stability and learning conflict in regulatory design?

	Why can a public-spirited agency still face an information problem?

	What does it mean to say knowledge is dispersed?

	Define public choice.

	How can public-choice incentives alter an agency’s information problem?

	Explain concentrated benefits and dispersed costs.

	Why can a smaller group organize more effectively even when a larger group has more at stake in total?

	How does Stigler’s account of regulation differ from a simple public-interest account?

	What do Peltzman and Becker add to a one-industry capture story?

	Define rent seeking and distinguish it from the transfer being sought.

	What evidence would be needed to diagnose regulatory capture rather than ordinary error or expertise?

	Why can occupational licensing produce both quality benefits and entry costs?

	What is competition for the field?

	Why does franchise bidding not eliminate every natural-monopoly problem?

	What is constitutional political economy?

	Distinguish epistemic respect for agency expertise from legal deference.

	What institutional decision right was central to Loper Bright?

	Why does greater presidential control over an agency not necessarily mean less government power?

	What does Monsanto v. Durnell illustrate about regulation and liability?

	Compare national uniformity with state experimentation.

	Why must public-choice analysis be applied to courts, legislatures, and presidents as well as agencies?





Economic Reasoning Questions


	A city observes repeated flooding from development but immediately proposes a ban on new construction. Identify the possible externality, then compare a ban, performance standard, impact fee, tradable development rights, insurance requirement, and liability rule. What information does each require?

	An agency requires every factory to install the same filter. Factory A can achieve the required emissions reduction through a cheaper process change. Factory B cannot reliably measure emissions. Compare the information advantages and disadvantages of a technology mandate and a performance standard.

	Three plants can remove one unit of pollution at marginal costs of $80, $220, and $450. Each unit creates $300 in marginal benefit. Identify the efficient reductions. Then compare a uniform one-unit command with a $300 emissions charge.

	A permit market reduces total emissions at low cost but concentrates the remaining emissions near one neighborhood. Explain why equal marginal abatement cost is not sufficient when damages vary by location. Propose two modifications.

	A new safety rule costs every firm $2 million to implement. An incumbent sells 20 million units, while an entrant expects to sell 100,000. Calculate the compliance cost per unit for each. Explain why the calculation does not by itself establish that the rule is inefficient.

	A regulation legally requires manufacturers to pay a fee. Demand for the product is relatively unresponsive, while supply can move easily to other jurisdictions. Predict possible incidence and identify information needed for a stronger conclusion.

	A building code requires a material that was considered safest ten years ago. A new material appears safer and cheaper, but the approval process takes four years. Diagnose the regulatory-lag problem. Compare automatic approval, agency waiver, private certification, and periodic rule revision.

	An agency relies on industry engineers to understand a complex production process. Explain why this can reflect both efficient use of expertise and a possible pathway to capture. What procedures could preserve information while reducing one-sided influence?

	One hundred firms each gain $500,000 from a rule, while ten million consumers each lose $6. Calculate total gains and losses. Then explain why the policy might still attract stronger organized support than opposition.

	A professional licensing board requires 2,000 training hours for a service involving low and reversible consumer harm. Design a less restrictive alternative. Then identify evidence that could justify retaining the requirement.

	A state eliminates licensing for an occupation and replaces it with voluntary certification. Predict effects on entry, prices, quality variation, consumer search, insurance, and provider investment. Explain why the direction of every effect cannot be established from theory alone.

	A city has one water network. Compare municipal ownership, rate regulation, a twenty-year franchise auction, customer cooperative ownership, and an unregulated private monopoly. For each, identify one information advantage and one governance failure.

	A legislature directs an agency to ensure “safe and fair digital services” without defining either term. Explain the advantages and disadvantages of broad delegation. Which choices should require clearer legislative authorization, and why?

	An agency has superior scientific expertise, but a dispute concerns whether its statute authorizes a nationwide mandate. Use the distinction between epistemic respect and legal authority to assign roles to the agency, court, and legislature.

	A structural constitutional challenge can proceed immediately in court rather than after a long agency process. Identify the error-correction benefit and the delay, strategy, or instability costs.

	An independent commission is placed under at-will presidential removal. Explain how the change affects accountability, continuity, political control, expertise, and capture risk. Do not describe the change simply as deregulation.

	A federal agency approves a product label. A state jury later finds that a different warning was legally required. Compare preemption, concurrent regulation and liability, and a federal minimum-floor approach. Who bears the characteristic error under each?

	A student claims that every regulation favoring incumbent firms proves capture. Construct three alternative explanations and identify evidence that would distinguish them.

	Design a regulatory response to an AI-enabled medical service using the Chapter 13 framework, but reserve the technical AI analysis for Chapter 15. Compare licensing, sector-specific standards, disclosure, audits, tort liability, insurance, and a mixed system.

	Choose a regulation you support. Make the strongest public-choice criticism of it. Then choose a regulation you oppose and make the strongest information or coordination argument for it. Explain what evidence would change each conclusion.





Law and Economics Lab


The Regulatory-Institution Audit

Select a proposed or recently completed agency rule from an official public record. Use the rulemaking materials rather than a news summary as the factual base.


	Freeze the proposal. Record the agency, date, statutory authority, regulated conduct, compliance date, and exact version of the rule or proposal.

	Diagnose the problem. Identify the stated externality, public good, information failure, coordination problem, market power, distributional goal, or paternalistic objective. Separate the agency’s stated rationale from your evaluation.

	Specify the margin. State exactly what behavior, outcome, information, entry decision, or risk the rule attempts to change. Identify any proxy used because the desired outcome is difficult to observe.

	Construct alternatives. Compare the selected instrument with at least three realistic alternatives, including one private or ex post mechanism when plausible.

	Apply marginal analysis. Identify the expected benefit of additional protection and every important compliance, administrative, enforcement, error, delay, and innovation cost. Label quantities that cannot be credibly measured.

	Map information. Identify what the agency knows, what regulated parties know, what affected outsiders know, and what no participant knows. Explain how the process elicits, tests, and updates each kind of information.

	Trace incidence. Identify the formal regulated party and the consumers, workers, suppliers, owners, entrants, taxpayers, or third parties who may ultimately gain or pay.

	Examine entry and scale. Separate fixed from variable compliance costs. Explain whether the rule changes minimum efficient scale, mobility, market access, or the position of incumbents.

	Apply public choice. Identify concentrated and dispersed stakes, organization problems, the principal commenters, and any plausible rent-seeking or capture mechanism. Do not infer capture solely from participation or a favorable outcome.

	Map decision rights. Identify who authorized, wrote, interprets, enforces, adjudicates, reviews, supervises, and can revise the rule. Note any relevant federalism or preemption issue.

	Design feedback. Propose an observable outcome, evaluation date, appeal or correction mechanism, and revision or sunset rule. Explain the cost of making the policy more adaptable.

	Run an AI comparison. Give an AI system the frozen rule, statutory source, and agency evidence. Ask it to classify the rationale, propose alternatives, identify beneficiaries and cost bearers, and generate the strongest argument on each side.

	Audit the AI. Verify every legal and factual assertion. Identify omitted actors, invented authorities, unsupported causal claims, collapsed information and incentive problems, and any assumption that agency expertise settles legal authority.

	Reach a conditional conclusion. Compare the adopted rule with the strongest realistic alternative. State which arrangement you prefer under the current evidence and identify the fact most likely to reverse your conclusion.



The final submission should include a one-page institutional map and a concise source appendix linking every factual claim to the official record or another authoritative source. The purpose is not to produce a slogan for or against regulation. It is to determine which institution can address the actual problem at the lowest total cost under realistic information, incentive, enforcement, and legal constraints.






Chapter 14: Antitrust, Competition, and Market Power


The Town’s Only Milk Processor

A farming town once had three businesses that bought raw milk from nearby farms, pasteurized and packaged it, and sold it to grocery stores. After years of falling demand and rising equipment costs, only one processor remains.

The surviving company is efficient. Its modern plant wastes less milk, uses less energy per gallon, and tests for contamination more reliably than the smaller plants it replaced. Running one plant near capacity may cost less than running three partially empty plants. Grocery stores value dependable delivery. Consumers value safety and a product that stays fresh.

The company is also powerful. It is the only nearby buyer equipped to handle the farmers’ raw milk. It supplies nearly every local grocery store. Retail milk prices have increased, payments to farmers have fallen, and several stores have signed contracts that make it difficult to carry a new processor’s product. The company says the price increase reflects fuel, labor, and safety costs. It says the store contracts justify investments in refrigerated delivery. Farmers and consumers see the same facts differently.

A town council member proposes breaking up the processor. Another proposes regulating its prices. A third wants to subsidize a new entrant. The company warns that dividing the plant would destroy scale economies and raise costs. A neighboring processor says it might enter if the town relaxed a licensing rule and stores made shelf space available. No one agrees on what counts as the relevant market. Is it packaged milk sold in town? All dairy products? Milk supplied within a two-hour drive? Does the processor compete with distant plants, private-label suppliers, plant-based drinks, or direct sales from farms?

The dispute cannot be resolved by observing that the company is large or that some rivals disappeared. It cannot be resolved by observing that the plant is efficient. At least five questions must be separated.


	What is the market? Which products, buyers, sellers, places, and time periods provide meaningful competitive alternatives?

	Does the company possess durable market power? Can it worsen terms without losing enough business to make the strategy unprofitable?

	What conduct or transaction is challenged? Growth, merger, exclusive contracts, licensing restrictions, predatory conduct, and an explicit cartel require different analysis.

	What is the mechanism of harm? Higher price, lower output, suppressed payments to farmers, blocked entry, and reduced quality are possible outcomes, but the analysis must explain how the challenged conduct produces them.

	What would a remedy improve? A breakup, access rule, injunction, damages award, new license, or decision to do nothing creates its own costs and risks.



These questions define the economic method of antitrust. Antitrust is law directed at the competitive process. It asks when agreements, mergers, or conduct create or preserve market power, and when intervention would instead punish efficient organization, low prices, product improvement, or ordinary success.

The field is difficult because the same visible practice can have competing explanations. A merger can eliminate rivalry and lower production costs. An exclusive contract can foreclose entrants and protect a relationship-specific investment. A free product can discipline an incumbent market and help a platform defend a bottleneck. A large firm can be the survivor of intense competition or the beneficiary of a legal privilege.

The right starting point is not “big is bad” or “antitrust usually harms.” It is mechanism, evidence, and institutional comparison.



What Competition Does

Competition is often described as a force that lowers price. That is important, but incomplete. Sellers can compete over output, quality, reliability, location, privacy, service, product design, innovation, and delivery speed. Employers can compete over wages, benefits, flexibility, training, and working conditions. Buyers can compete to obtain farm products, creative work, components, or access to scarce inputs.

Competition also produces information. A new entrant tests whether customers value a different product. A low-cost firm reveals that an incumbent’s production method is not necessary. A dissatisfied employee who can move to another employer communicates information through exit. Prices, profits, losses, entry, and switching help participants discover alternatives that no central decisionmaker needed to specify in advance.

This does not mean that every market is highly competitive. Search costs, scale economies, network effects, switching costs, regulation, control of bottlenecks, and strategic conduct can weaken rivalry. Nor does it mean that every rival must survive. Competition is a selection process. A firm that offers a better product or lower cost can gain customers and injure competitors.

That distinction is central to antitrust.


Key Point

Protect Competition, Not Competitors

Lower prices, better products, and successful innovation can injure rivals while benefiting the competitive process. Harm to a competitor is therefore not enough to establish harm to competition.



Suppose the milk processor develops a packaging method that lowers spoilage and takes customers from a less efficient rival. Protecting that rival would weaken competition. Suppose instead that the processor threatens stores with loss of all deliveries if they test an entrant’s milk, and the contracts block the only practical route to consumers. The rival’s injury may then be evidence of a broader mechanism that protects market power. The difference lies in how the business was won and what alternatives remain.


What Should Antitrust Protect?

Antitrust policy is often organized around consumer welfare: price, output, quality, choice, and innovation for buyers. That focus disciplines analysis by requiring an account of competitive effects rather than a simple objection to size.

Other concerns do not disappear. A merger among employers can suppress wages or worsen working conditions. A merger among agricultural buyers can reduce payments to farmers. A platform may charge consumers a zero monetary price while worsening privacy, quality, or terms for sellers. An exclusionary practice can affect future innovation before its effect appears in current prices.

Total-welfare analysis asks about gains and losses to all participants rather than only the buyer side. A competitive-process approach asks whether rivalry, entry, and decentralized choice remain effective. Broader traditions have also worried about concentrated private power, small-business independence, and political influence.

These objectives are related but not identical. A merger could lower production cost while raising consumer prices. A practice could benefit current consumers while weakening a future competitive threat. A labor-market restraint could leave product prices unchanged while reducing compensation. Labels alone do not resolve the tradeoffs.

For this chapter, the operational discipline is straightforward: identify a competitive-harm mechanism, identify any plausible productive benefit, specify the evidence that distinguishes them, and evaluate the feasible remedy. Broader objectives can remain visible without replacing analysis.




What Market Power Costs


Quick Concept

Market Power

Market power is the durable ability to worsen trading terms, such as by raising price, reducing output or quality, suppressing compensation, or excluding rivals, without losing enough business to make the strategy unprofitable.



A single seller facing no close substitutes does not take a market price as given. It chooses among price-quantity combinations along the demand curve. A higher price usually means fewer units sold. A lower price usually expands sales.

For a single-price seller, marginal revenue from another unit is below the price of that unit. Selling the additional unit requires lowering the price not only on the new unit but also on earlier units. The seller expands output while the marginal revenue from another unit exceeds its marginal cost and stops at the quantity where the two are equal.

The resulting quantity is below the competitive benchmark in the standard model. Some buyers who value the product above its marginal cost do not purchase it because the monopoly price is higher. Those unrealized transactions create deadweight loss.


[image: A monopoly-welfare graph shows demand, marginal revenue, marginal cost, monopoly and competitive quantities, retained consumer surplus, monopoly profit, and deadweight loss.]

Figure 14.1. Monopoly price, output, transfer, and deadweight loss. A single-price monopolist chooses QMQ_M where marginal revenue equals marginal cost and charges PMP_M on the demand curve. Region A is consumer surplus retained under monopoly. Region B is producer surplus or profit in this constant-cost benchmark and is largely a transfer from buyers on units still sold. Region C is deadweight loss from mutually beneficial units between QMQ_M and QCQ_C that are not produced. The schematic model does not by itself establish market power or an antitrust violation in a real case.



The distinction between B and C matters. The higher price transfers surplus from consumers to the producer on units that are still sold. Distribution may matter greatly, but a transfer is not automatically a loss of total surplus. Region C is different. It represents gains from trade that disappear because units valued above marginal cost are not produced.

Real cases are more complicated. Market power can reduce product quality rather than increase a posted price. An employer with buyer power can suppress wages and employment. A platform can charge zero on one side and increase fees on another. A firm may spend less on service or innovation when competitive pressure weakens. The diagram supplies a benchmark, not a complete list of harms.


Rent Seeking and Legal Privilege

The standard deadweight-loss triangle can also understate the social cost of monopoly. When monopoly returns are available, firms and organized groups may spend resources trying to obtain or preserve them. They may lobby for an exclusive license, litigate to delay entry, influence a standard, or seek a rule that raises rivals’ costs.

These efforts are rent seeking when resources are used to obtain a transfer or privilege rather than to create corresponding social value. If the town’s milk processor spends heavily to preserve a rule excluding qualified entrants, the resulting legal fees, political effort, and delayed investment can be additional costs. The monopoly return being sought is a transfer; the resources dissipated in seeking it are not.

Chapter 13 showed that regulation can create entry barriers as well as correct market failures. Antitrust and public choice therefore overlap. Private conduct may protect market power, but government can also grant or reinforce it.



Scale Economies and Natural Monopoly

High concentration can reflect cost conditions. If one milk plant can process the town’s entire output at much lower average cost than three smaller plants, dividing the plant may sacrifice scale economies. A water network, payment rail, or technical platform can present an even stronger version of the problem.

Natural-monopoly conditions do not eliminate concern about power. They change the institutional comparison. Rivalry inside the market, competition to obtain a franchise, price regulation, public ownership, cooperative ownership, access requirements, and periodic rebidding each create different information and incentive problems. Antitrust cannot make scale economies disappear.

The next task is therefore empirical and conceptual: identify where meaningful competitive constraints actually come from.




How Market Power Is Identified

Market power is always power with respect to something. A company is not a monopoly in the abstract. It may face strong competition in one product and weak competition in another, or strong competition today and little threat of entry tomorrow.


Substitution and the Relevant Market

A relevant market is an analytical frame for identifying practical substitutes and competitive constraints. It normally has a product dimension and a geographic dimension.

For the milk processor, product questions include whether consumers would switch from fresh milk to shelf-stable milk, other dairy products, or plant-based drinks if price increased modestly. Geographic questions include how far packaged milk can be shipped economically and how far farmers can transport raw milk before spoilage or transport cost becomes prohibitive.

The market can differ on each side of the same business. Consumers may have several beverage substitutes, while dairy farmers may have only one practical processor. A company could therefore face limited seller power over consumers but substantial buyer power over farmers.

Market definition should not be a ritual designed to produce a preferred share. Ask what customers would do, what suppliers could do, how quickly alternatives could expand, and which costs or contracts impede switching. Internal business records, customer behavior, capacity, transportation, bidding patterns, and past entry can be more informative than labels.



Shares, Concentration, and Direct Evidence

Market share and concentration can be useful screens. A firm with a small share usually cannot profitably worsen terms if customers can switch easily. A merger among the only two suppliers in a well-defined market deserves attention.

But a share does not prove durable power. A firm may hold a large current share because it introduced a superior product while rivals can expand rapidly. Another firm may hold a more modest share while controlling a bottleneck that entrants cannot bypass. Direct evidence of higher prices, reduced output, suppressed compensation, degraded quality, or exclusion can supplement structural measures.

Entry matters, but the word possible is not enough. Entry must be timely enough, likely enough, and sufficient enough to constrain the challenged conduct. A distant processor that would need four years, a new plant, multiple permits, and access to every grocery chain may not discipline today’s milk price. An existing plant with spare capacity and ordinary delivery access might.

Durability separates market power from temporary success. Profits can attract entry. Technology can destroy a bottleneck. Customers can coordinate migration to a new standard. Yet network effects, switching costs, accumulated data, control of complements, regulation, and long-term contracts can make power persist.


Quick Concept

Monopsony or Buyer Power

Buyer power is the durable ability of a buyer to worsen terms for workers, suppliers, or other providers without losing enough inputs to make the strategy unprofitable. Monopsony is the one-buyer benchmark; meaningful buyer power can exist with more than one buyer.



Consider a town with one hospital system employing most specialized nurses. The hospital may not literally be the only employer. Moving costs, licensing, family ties, job-specific training, and differences among workplaces can still make labor supply to the hospital relatively unresponsive. If the hospital lowers compensation, some nurses leave, but not enough to make the reduction unprofitable. The hospital has buyer power.

This is not the same as a wage-fixing agreement. Several employers that agree not to compete for nurses create a buyer cartel. A single employer that unilaterally faces weak worker alternatives presents a monopsony problem. Both can suppress compensation, but the conduct, legal theory, and remedy differ.




Old Statutes, Modern Economics, and the Legal Map

Federal antitrust law rests on short statutes written in broad language. Their terms do not reproduce a modern economics textbook. Courts and agencies have developed legal frameworks around agreements, monopolization, mergers, market definition, competitive effects, business justifications, and remedies.

Four provisions supply a principles-level map.

Sherman Act Section 1 addresses agreements that unreasonably restrain trade. Price fixing, wage fixing, bid rigging, and market allocation are the clearest examples.

Sherman Act Section 2 addresses monopolization and attempts to monopolize. Possessing monopoly power is not enough. The central concern is acquiring or maintaining power through exclusionary conduct rather than superior performance or ordinary competition.

Clayton Act Section 7 addresses mergers and acquisitions whose effect may substantially lessen competition or tend to create monopoly. Merger review is prospective. It asks what rivalry, entry, coordination, and efficiencies are likely after a transaction.

Federal Trade Commission Act Section 5 prohibits unfair methods of competition and supplies the FTC with a distinct enforcement authority. Its exact reach is a legal question beyond this chapter’s scope.












	Authority
	Primary target
	Core question
	Clearest chapter example





	Sherman Act Section 1
	Agreements that unreasonably restrain trade
	Did separate actors agree to suppress rivalry?
	Price fixing, wage fixing, bid rigging, or market allocation



	Sherman Act Section 2
	Monopolization or attempted monopolization
	Was durable power acquired or maintained through exclusion rather than competition on the merits?
	Microsoft and the middleware threat



	Clayton Act Section 7
	Mergers and acquisitions
	May the transaction substantially lessen competition or tend to create monopoly?
	JetBlue-Spirit



	FTC Act Section 5
	Unfair methods of competition
	Does the challenged method fall within the FTC’s statutory competition authority?
	Enforcement supplement; no separate case study





Table 14.1. A principles-level map of federal antitrust law. Each provision addresses a different category of conduct or transaction. The table organizes the chapter; it does not replace statutory text, case law, or jurisdiction-specific legal advice.


Per Se Rules and the Rule of Reason

Some agreements have such a predictable tendency to suppress rivalry and so little plausible productive purpose that courts treat them as unlawful without a full market-effects inquiry. Naked price fixing among competitors is the standard example. This is per se treatment.

Other restraints can either harm or support competition depending on their setting. A sports league must agree on rules and schedules to produce games. A technical standard can make products compatible. A distribution restraint can encourage retailer services or protect market power. These arrangements are generally analyzed through a more contextual rule of reason.


Quick Concept

Per Se Rule and Rule of Reason

A per se rule condemns a narrow category of restraints without a full inquiry into market effects because experience makes their harmful tendency sufficiently predictable. The rule of reason compares competitive harm, market context, and plausible procompetitive explanations.



The distinction reflects error costs. A simple rule can deter and punish clear cartels without forcing courts to reconstruct an entire market. Applying the same rule to cooperation needed to create a product could destroy value. Legal categories try to direct detailed inquiry toward the situations in which competing explanations are material.


Historical Note

Old Statutes, Modern Economics

The Sherman and Clayton Acts use broad language about restraints, monopolization, and substantially lessened competition rather than the later vocabulary of consumer surplus, deadweight loss, marginal cost, or welfare standards. Courts and agencies later incorporated market definition, substitution, welfare effects, efficiencies, and other economic tools. The evolution creates a rules-level question about adaptive interpretation, legislative authorization, predictability, and accountability.



Modern welfare analysis has made antitrust more economically disciplined, but it does not map perfectly onto every concern surrounding the statutes’ enactment. One can favor economically coherent policy and still ask whether Congress should state modern objectives more explicitly.

Clearer legislation could improve democratic authorization and predictability. It could specify how price, output, innovation, workers, suppliers, and administrability should be weighed. It could also freeze concepts that markets soon outgrow or invite politically negotiated exceptions. Broad language permits adaptation but gives courts and agencies more responsibility for shaping policy. Chapter 13’s institutional lesson applies again: who should decide is part of the economic problem.




Cartels and Horizontal Restraints

Suppose four construction companies agree which one will submit the low bid for each town project. The designated winner submits a high bid. The others submit deliberately higher bids or decline to participate. They rotate the winning position and threaten to punish any member that undercuts the arrangement.

The companies have replaced competition with coordination. The town may observe several bids, but the bids no longer reveal independent costs or willingness to perform. Taxpayers pay more, projects may be delayed or reduced, and efficient outsiders may be excluded.


Quick Concept

Cartel

A cartel is an agreement among otherwise competing firms or buyers to reduce rivalry, such as by fixing prices or wages, allocating customers, limiting output, or rigging bids.



Cartel economics recalls Chapter 2’s prisoner’s dilemma. The firms can earn higher joint profit if all restrict competition. Each firm can often earn more in the short run by cheating: cutting price, winning extra customers, or secretly offering better terms. A successful cartel therefore needs ways to observe behavior, detect deviations, punish cheating, and exclude outsiders.

Repeated interaction can help. If firms expect to meet in many future bids, the loss of future cartel returns can make short-run cheating less attractive. Transparent prices, stable demand, similar products, frequent contact, and easy monitoring may support coordination. Rapid innovation, secret discounts, changing demand, many participants, and easy entry can destabilize it.

These conditions do not prove an unlawful agreement. Firms in a concentrated market can react independently to the same costs and demand. If every gas station observes a wholesale price increase, parallel retail increases need not reflect a conspiracy. The economic risk of coordination can still matter in merger analysis, but Section 1 requires an agreement rather than parallel conduct alone.

Buyer cartels follow the same logic. Employers that agree on wages or agree not to recruit one another’s workers suppress competition for labor. Competing purchasers that rig bids for farmers’ output suppress competition among buyers. The affected trading party changes; the coordination problem does not.

Not every horizontal agreement is a naked cartel. Competitors can pool research, create a payment standard, share a sports schedule, or jointly manufacture a product none could efficiently produce alone. The relevant question is whether the restraint helps create an integrated product or mainly suppresses rivalry that could remain.



Mergers

A cartel coordinates firms that remain legally separate. A merger changes ownership and organization. It can eliminate independent decisionmaking more completely, but it can also combine complementary assets, lower cost, improve management, and speed investment.

A horizontal merger joins firms that compete at the same stage. If the only two milk processors merge, a close competitive constraint disappears. The merged firm no longer fears losing sales from one plant to the other. It may raise price or reduce output unilaterally. Concentration can also make coordination among the remaining firms easier.

A vertical merger joins firms at different stages, such as a milk processor and a grocery distributor. Integration can reduce contracting costs, assure supply, coordinate investment, and eliminate double marginalization. It can also give the integrated firm control over an input or route to market needed by rivals.

Merger analysis is forward-looking. It asks several connected questions.


	How closely did the firms compete before the merger?

	What alternatives will customers, workers, or suppliers have afterward?

	Can existing rivals expand or new firms enter in time?

	Does the merger eliminate a potential or nascent competitive threat?

	Are claimed efficiencies credible, specific to the merger, and likely to affect the competitive outcome?

	Can a narrower transaction or remedy preserve the efficiencies without the competitive harm?




The Williamson Tradeoff

Oliver Williamson emphasized a basic economic tension. A merger can increase market power and reduce production cost at the same time.

Suppose lost rivalry reduces gains from trade by $12 million, while merger-specific production savings equal $15 million. A static total-surplus calculation produces a $3 million gain. If the savings are only $8 million, the same calculation produces a $4 million loss.

The arithmetic is easy. The real work is not. Are the savings verifiable? Could they be achieved by contract or a smaller transaction? Will entry replace the lost rivalry? Will lower costs reach consumers through lower prices or improved quality? Does the governing legal standard focus on harm in the affected market rather than a free-floating total-welfare gain elsewhere? What happens to innovation over time?

The numerical example supplies intuition, not a shortcut around evidence or law.



JetBlue and Spirit

JetBlue’s proposed acquisition of Spirit Airlines made the tradeoff unusually visible. Spirit was not simply another carrier with some market share. Its ultra-low-cost model and stripped-down fares exerted a distinctive competitive pressure on particular routes and travelers. The government’s case emphasized the loss of that head-to-head and disruptive rivalry.

The airlines offered a different account. They argued that a combined carrier could challenge the largest airlines more effectively, expand a higher-quality product, and achieve efficiencies unavailable to the separate firms. The case therefore presented two recognizable mechanisms: eliminating a distinctive low-fare rival versus creating a stronger challenger.

A federal district court blocked the acquisition in January 2024, and the parties terminated the agreement in March. The useful lesson is not that mergers in concentrated industries always fail. It is that market shares alone could not decide the case. The court examined the firms’ business models, route-level substitution, customer groups, likely entry, claimed efficiencies, and whether the transaction would preserve or eliminate a particular form of rivalry.

Merger law also illustrates institutional uncertainty. Enforcement agencies publish guidelines explaining how they analyze concentration, head-to-head rivalry, coordination, entry, platforms, and competing buyers. The guidelines structure enforcement but do not create an independent statute and do not bind courts. The legal rule, agency framework, economic model, and evidence must remain distinct.




Monopolization and Exclusion


Key Point

Monopoly Is Not Monopolization

A firm may lawfully become dominant through a better product, lower cost, innovation, or historic accident. Antitrust asks whether market power was acquired or maintained through conduct that harms the competitive process.



This distinction protects both sides of competition. If monopoly status alone triggered punishment, firms would have weaker incentives to invent products, lower costs, or serve customers better. If every act by a dominant firm were treated as ordinary competition, control of a bottleneck could be used to disable the forces that might erode its power.

The economic problem is to distinguish competition on the merits from exclusion.


Exclusionary Mechanisms

An exclusionary practice makes actual or potential rivals less effective in a way that protects durable power rather than simply winning customers through better terms. Possible mechanisms include:


	exclusive contracts that deny rivals enough customers or inputs to reach viable scale

	tying that protects a bottleneck by limiting access to a complementary product

	control of compatibility information or interfaces needed for entry

	retaliation against distributors that carry a competitive threat

	acquisition of a nascent rival before it develops

	strategic use of regulation or licensing to raise rivals’ costs

	below-cost pricing that sacrifices current returns to drive out rivals and permits later recoupment



The list does not establish liability. Each practice can have another explanation. Exclusive contracts can assure supply or support investment. Integration can improve a product. A refusal to share an asset can preserve investment incentives. A low price ordinarily benefits consumers.


Important Qualification

One Practice Can Have Competing Explanations

Exclusive dealing, tying, vertical integration, and resale restrictions can sometimes exclude rivals. They can also assure supply, control quality, prevent free riding, integrate complements, or reduce contracting costs. The analysis requires a mechanism and evidence.





Predatory Pricing

Predatory-pricing stories are intuitively powerful. A large firm cuts price, smaller rivals disappear, and the firm later raises price. The story is incomplete unless the strategy is rational.

The alleged predator must sacrifice current profit by pricing below an appropriate measure of cost. It must then have a reasonable prospect of recouping those losses through later supracompetitive terms. If entry will occur as soon as price rises, or if the firm cannot preserve power long enough, the sacrifice does not make economic sense.

The demanding inquiry reflects an error-cost problem. Low prices are normally the result antitrust seeks. Calling a price predatory because a rival cannot match it would protect inefficient competitors at consumers’ expense. At the same time, below-cost sacrifice can be exclusionary when barriers make later recoupment plausible.



Government-Created Power

Exclusion can be public as well as private. An incumbent can lobby for a license that new firms cannot obtain, a technical rule tailored to its equipment, a ban on alternative business models, or an exclusive franchise. The resulting power may be enforced by government rather than by a private contract.

Return to the milk processor. If no entrant can satisfy a legitimate safety requirement, the barrier may reflect real cost. If a qualified neighboring processor is excluded by a rule written to preserve the incumbent, public choice and antitrust concerns converge. Diagnosing the source of power changes the remedy. Breaking up the incumbent may do little if the legal barrier remains.




Vertical Restraints and Productive Cooperation

Vertical arrangements connect different stages of production or distribution. Their effects are especially difficult to infer from form because coordination across stages can create value.


Integration and Double Marginalization

Suppose a manufacturer with market power sells to an independent retailer that also adds a markup. Each firm ignores how its markup reduces profit at the other stage. The combined price can be higher and output lower than an integrated firm would choose. Vertical integration can eliminate this double marginalization and benefit both the firm and consumers.

Integration can also coordinate quality, timing, inventory, and investment. A processor may build refrigerated trucks only if it can secure enough grocery distribution. A store may reserve shelf space only if delivery is reliable. Ownership or long-term contracts can solve a commitment problem.

The concern arises when control of one stage can deny rivals a critical input or outlet. The question is not whether the arrangement is vertical. It is whether rivals have realistic alternatives, how much of the market is foreclosed, how long commitments last, what investment they support, and how output, quality, price, and entry respond.



Resale Restrictions and Free Riding

A manufacturer may want retailers to demonstrate a complicated product, maintain trained staff, or provide attractive showrooms. A discount seller can free ride on those services. Customers inspect the product at the full-service retailer and then buy from the discounter. If service cannot be funded, it may disappear even when customers value it.

A resale-price or distribution restriction can preserve retailer margins and encourage service. The same restriction can also reduce price competition, support dealer coordination, or exclude a new distribution model. The showroom story is a mechanism to investigate, not a universal defense.



Tying and Metering

A seller ties products when access to one product is conditioned on obtaining another. An early business-machine example involved requiring users of a machine to purchase compatible cards or supplies. The arrangement could meter intensity of use, support price discrimination, protect quality, recover fixed cost, or simplify responsibility for malfunction.

It could also extend control from a bottleneck into a complementary market or deny scale to rival suppliers. Analysis requires asking whether the products have meaningful separate alternatives, how the tie changes usage and entry, and whether a less restrictive method could achieve the claimed benefit.



Cooperation That Creates the Product

A sports league cannot produce games unless teams agree on rules, schedules, eligibility, and some sharing arrangements. Technology firms can create compatibility only by agreeing on a standard. Banks can operate a payment network only by coordinating procedures.

Agreement is therefore not synonymous with harm. Some restraints make the product possible. Others go farther than production requires and suppress competition that could remain. The rule of reason exists partly because productive integration and harmful coordination can be intertwined.













	Category
	Competitive-harm mechanism
	Plausible efficiency or lawful explanation
	Evidence that separates the stories
	Remedy focus





	Cartel or naked restraint
	Rivals agree to suppress price, wages, output, customers, or bidding
	Usually no integrated production requiring the restraint
	Communications, bidding patterns, monitoring, punishment, and departures from independent incentives
	Stop and deter the agreement



	Merger
	The transaction removes rivalry or raises coordination risk
	Lower cost, better integration, or a stronger product
	Substitution, head-to-head rivalry, entry, merger-specific efficiencies, and likely pass-through
	Preserve rivalry or restructure the transaction



	Monopolization
	A firm protects durable power by impairing an actual or potential competitive constraint
	Superior product, lower cost, integration, or ordinary competition for distribution
	Power and durability, the threatened constraint, conduct, business justification, and less restrictive alternatives
	Remove the exclusionary mechanism without punishing success



	Vertical restraint
	Control across stages forecloses inputs, outlets, or customers
	Assured supply, investment, quality control, lower contracting cost, or reduced free riding
	Share foreclosed, contract duration, alternatives, investment incentives, quality, and output
	Restore access or rivalry while preserving efficiencies





Table 14.2. A conduct diagnostic. The categories organize economic inquiry rather than state complete legal tests. Multiple mechanisms can coexist, and the remedy must respond to the mechanism supported by evidence.




Microsoft: Better Competition or Bottleneck Protection?

The Microsoft browser case is valuable because neither “dominant firm crushes rival” nor “government attacks innovation” captures it. The conduct produced immediate consumer benefits and raised a serious question about preserving an operating-system bottleneck.


The Operating-System Bottleneck

The historical case concerned operating systems for Intel-compatible personal computers. Windows benefited from an applications barrier to entry. Users preferred an operating system with many useful applications. Developers preferred to write for an operating system with many users. The feedback made entry difficult even if another operating system was technically capable.

Netscape’s Navigator browser and Sun’s Java technology posed an indirect threat. They were forms of middleware: software that could expose interfaces used by applications across different operating systems. If developers could write to middleware rather than directly to Windows, the stock of Windows applications might become less decisive. The browser was therefore not merely another application competing for current sales. It might weaken the mechanism protecting the operating-system monopoly.



Immediate Consumer Benefits

Microsoft responded aggressively. Internet Explorer was offered without a separate monetary price, improved rapidly, and integrated with Windows. Consumers received a browser as part of a product they already used. Browser rivalry accelerated features and distribution.

Those benefits matter. A theory that treats free distribution, product improvement, or integration as self-proving harm would invert the purpose of competition. Harm to Netscape was not enough.

The benefits also did not settle the case. Product improvement and exclusion can coexist. The question was whether Microsoft won browser use through a better offer or used control over Windows to impair a middleware threat in ways a browser competitor could not match on the merits.



Distribution and the Compaq Episode

Desktop placement was scarce and valuable. Computer manufacturers decided which icons, defaults, and promotions users would encounter. Browser firms competed for that distribution.

The district court found that Microsoft threatened Compaq’s Windows license unless Compaq restored specified Microsoft icons to the desktop. Microsoft later offered favorable terms for default, preferred, or exclusive Internet Explorer promotion. Netscape also supplied value to obtain distribution. These facts support two interpretations.

Benjamin Klein’s competition-on-the-merits account emphasized that giving away and improving Internet Explorer, integrating it into Windows, and paying for distribution can be vigorous competition. Firms routinely pay for scarce shelf space, defaults, advertising, and preferred placement. Under this view, antitrust risked converting hard competition into exclusion merely because a dominant firm competed effectively.

The government’s bottleneck account focused on leverage. A browser company could bid for placement with money or services. Microsoft could also make access to the dominant operating system depend on treatment of its browser. If that leverage impaired middleware capable of weakening the applications barrier, the conduct protected operating-system power rather than merely winning browser distribution.

The distinguishing question is counterfactual: what terms would have prevailed if Windows and Internet Explorer had been controlled independently? Ordinary payment for distribution could remain. The operating-system company would have less reason to sacrifice Windows licensing returns to protect an applications business from a platform threat.


Case Study

Microsoft: Better Competition or Bottleneck Protection?

The case combines a free and improving browser, competition for scarce distribution, a middleware threat to the Windows applications barrier, and operating-system leverage over computer manufacturers. The strongest analysis must state both the competition-on-the-merits and bottleneck-protection accounts before evaluating the evidence and remedy.





Structure, Conduct, and Remedy

The district court initially ordered Microsoft divided into an operating-systems company and an applications company. The structural logic was economic. Separate ownership could remove the applications company’s incentive to protect Windows from middleware and remove the operating-system company’s incentive to favor one applications business.

The breakup was not implemented. The appellate court vacated the remedy, and the final judgment imposed conduct restrictions instead. Those restrictions addressed retaliation, licensing, defaults, and disclosure of technical information.

The contrast previews the remedy problem. Structural separation changes incentives and boundaries but can destroy integration and is difficult to reverse. A behavioral decree preserves the organization but requires courts and monitors to define discrimination, evaluate technical disclosures, update obligations, and respond to evasion. The second approach begins to resemble regulation.

Microsoft is therefore more than a technology case. It joins market definition, network effects, potential competition, vertical integration, exclusion, error costs, and institutional competence. It also warns against morality plays. A dominant firm can create real consumer value while engaging in some conduct that protects a bottleneck. Antitrust must disaggregate the acts rather than assign one character to the company.




Digital and AI Markets

Digital markets change the evidence and mechanisms of competition, but not the need for economic reasoning.

A multi-sided platform serves interdependent groups. A payment system needs merchants and cardholders. An app store needs developers and users. A search or social service may connect users, advertisers, publishers, and data suppliers. A change in participation or price on one side changes value on another.

The platform may charge zero on one side to attract participation and earn revenue elsewhere. Zero monetary price does not establish an absence of market power. Quality, privacy, attention, advertising load, seller fees, default placement, interoperability, and innovation may carry the competitive effect.

Network effects can make a service more valuable as participation grows. Switching costs can make departure expensive. Data can improve quality, attract users, and generate more data. These feedback loops can produce efficient scale and durable advantage. They do not by themselves prove exclusion. The analysis still asks what alternatives exist, whether users can multihome, whether data or interfaces can be reproduced, what prevents entry, and which conduct changes those constraints.

AI markets add linked layers: advanced chips, cloud infrastructure, compute, data, models, developer tools, and distribution. Scarcity at one layer can raise cost throughout the stack. Vertical integration can coordinate enormous investments and assure supply. It can also create a route for discriminatory access, tying, or foreclosure.

The right question is not whether AI infrastructure is concentrated. Scale economies may make concentration unsurprising. The questions are which bottleneck is durable, what competitive threat exists, what conduct impairs it, what efficiency the arrangement creates, and what remedy would preserve investment and innovation.

Algorithmic pricing presents another application. Software can make prices more responsive to demand and reduce decision cost. Shared algorithms or data channels can also facilitate coordination. Traditional cartel doctrine still requires attention to agreement. “An algorithm raised prices” is not a substitute for identifying who coordinated, what information was shared, and how the system altered independent incentives.


Key Point

Digital Markets Still Require Economics

Network effects, zero prices, data, and platform scale change how market power is measured, but they do not eliminate the need to identify substitution, entry barriers, competitive harm, efficiencies, and workable remedies.



Chapter 15 will treat platforms as private rule systems and examine code, smart contracts, and AI agents more directly. Here the limited lesson is that new technology changes the form of bottlenecks and rivalry without repealing the old questions.



Remedies, Error Costs, and Institutional Limits

Finding a competitive problem does not complete the analysis. A remedy must change the relevant incentive or constraint without destroying more value than it preserves.

Antitrust errors run in two directions. A false positive condemns conduct that is beneficial or competitively neutral. It can deter low prices, integration, contracting, and innovation. A false negative permits harmful coordination or exclusion. It can allow a bottleneck to become durable and make later correction more difficult.











	Decision
	Conduct is harmful to competition
	Conduct is beneficial or competitively neutral





	Intervene
	Correct intervention: stop harm, subject to remedy and enforcement cost
	False positive: deter low prices, integration, contracting, or innovation



	Do not intervene
	False negative: permit exclusion, coordination, or gatekeeping to become durable
	Correct restraint: preserve beneficial conduct and avoid administrative cost





Table 14.3. Antitrust error costs. The size, duration, reversibility, and detectability of an error matter more than simply counting errors. Technology can make premature intervention costly and delayed intervention difficult to reverse.


Important Qualification

Antitrust Errors Run Both Ways

False positives may deter low prices, efficient integration, and innovation. False negatives may allow exclusion and concentration to become durable, making later correction harder.



Error-cost analysis should not become a reason always to intervene or never to intervene. A pricing rule that mistakenly condemns ordinary discounts may generate recurring false positives. A decision to wait while an incumbent closes every route to a network market may create an irreversible false negative. Evidence, timing, legal clarity, and remedy feasibility determine which risk is larger in a particular setting.


Matching Remedy to Mechanism

A cartel injunction can order firms to stop communicating and punish future agreement. A merger can sometimes be blocked before assets are combined. Exclusion may require ending a contract, opening access, changing defaults, or separating businesses. Damages can deter and compensate after harm but may not recreate a competitive market.












	Remedy
	Mechanism
	Characteristic advantage
	Characteristic implementation risk





	Structural separation or divestiture
	Change ownership or organizational boundaries
	May remove the incentive and ability tied to the harmful structure
	Valuation, lost integration, boundary design, and irreversibility



	Behavioral restriction
	Prohibit specified contracts or conduct
	Can target the practice while preserving the firm and its integrations
	Monitoring, evasion, technical change, and continuing judicial supervision



	Access, portability, or interoperability
	Open a bottleneck or reduce switching barriers
	Can enable entry without breaking up the incumbent
	Pricing, security, quality, updating, and regulator dependence



	Damages and private enforcement
	Make harmful conduct costly after the fact
	Uses decentralized plaintiffs and can compensate proven injury
	Causation, measurement, litigation cost, and overdeterrence





Table 14.4. Antitrust remedies and implementation risks. A remedy should address the mechanism supported by evidence. Every remedy changes incentives and requires information; none is a costless instruction to “restore competition.”

Structural remedies can be attractive when common ownership creates the incentive and ability to exclude. They may reduce the need for continuing supervision. But legal separation does not guarantee economic independence, and a breakup can destroy useful integration, create new bargaining problems, or divide technology along unstable boundaries.

Behavioral remedies can be narrower. A court can prohibit retaliation, discriminatory contracts, or particular defaults. The price of precision is administration. The decree must define compliance, collect information, adapt to new technology, and distinguish evasion from innovation.

Access, portability, and interoperability rules can lower switching costs and open a bottleneck. They also require decisions about price, security, privacy, quality, capacity, and technical updating. The court or agency may become an ongoing manager of the interface.

This is the bridge back to Chapter 13. A behavioral antitrust remedy can become regulation through a decree. It faces the same dispersed information, capture, delay, authority, and revision problems as an agency rule. A court may be well positioned to adjudicate past conduct but poorly positioned to design a changing software interface. An agency may have technical expertise but face its own incentives and legal limits.

The final comparison is therefore institutional. Is the proposed remedy more likely to restore rivalry than to administer the market indefinitely? Can it be monitored? Can firms evade it? Will it preserve useful investment? What happens when technology changes? How does the remedy compare with entry, private contracting, regulation, or a decision not to intervene?

Antitrust is not a command to make every market look competitive. It is a legal technology for protecting rivalry under conditions in which both private power and public correction are imperfect.




Big Picture

Competition coordinates more than price. It disciplines output, quality, service, wages, supplier terms, innovation, and entry. It also produces information by letting firms, workers, suppliers, and consumers test alternatives. Successful competition can eliminate rivals, so injury to a competitor is not the same as injury to the competitive process.

Market power is the durable ability to worsen terms without losing enough business to make the strategy unprofitable. In the standard single-price monopoly model, restricted output creates deadweight loss because mutually beneficial units are not produced. The higher price also transfers surplus on units that remain. Rent seeking can add another social cost when resources are spent obtaining or defending monopoly privilege.

Power must be identified in a market. Product and geographic substitution, direct evidence, shares, concentration, entry, capacity, switching costs, network effects, and bottlenecks help identify the available constraints. A market label applies to a market, not to a company in the abstract. The same business can face strong rivalry in one activity and durable power in another.

Buyer power follows the same logic. Employers, processors, platforms, and other purchasers can worsen terms for workers and suppliers. A wage-fixing agreement among employers is a buyer cartel. Unilateral power held by a dominant employer is a monopsony problem. Similar outcomes do not imply the same conduct or remedy.

The federal legal map separates agreements, monopolization, mergers, and unfair methods of competition. Per se rules handle narrow categories of restraints with predictable anticompetitive effects. Rule-of-reason analysis handles practices with materially competing explanations. The broad statutes predate modern welfare language, leaving courts and agencies to incorporate economic analysis and leaving Congress with the option, and risk, of greater specificity.

Cartels seek the joint return from reduced rivalry but face cheating. Monitoring, repeated interaction, punishment, and entry affect their durability. Parallel conduct can arise without agreement. Cooperation can also create products, standards, networks, and leagues that would not otherwise exist.

Mergers can remove rivalry and create efficiencies. The Williamson tradeoff makes the tension visible but does not decide the legal result. JetBlue-Spirit showed why business models, customer substitution, entry, and merger-specific efficiencies matter more than a concentration label alone.

Monopolization is not monopoly status. The key distinction is between power gained or maintained through competition on the merits and power protected through exclusion. Low prices, integration, exclusive contracts, tying, and distribution payments can create value or impair competitive threats. An economic account must identify both stories and the evidence that separates them.

Microsoft brings the chapter together. Internet Explorer was free, improving, and widely distributed. Navigator also represented a middleware threat that might weaken the Windows applications barrier. Competition for distribution was real, and control of the operating-system bottleneck could supply leverage unavailable to an ordinary browser competitor. The case cannot be understood by counting harmed competitors or immediate consumer benefits alone.

Digital and AI markets preserve the framework while changing its application. Zero price, multi-sided participation, network effects, data, switching costs, chips, cloud, compute, and model distribution complicate measurement. They do not eliminate the need to identify substitution, durability, conduct, harm, efficiency, and remedy.

Finally, antitrust intervention is an institutional choice. False positives can deter low prices, integration, and innovation. False negatives can allow exclusion or coordination to harden. Structural remedies change ownership. Behavioral and access remedies require continuing administration. Damages act after harm. Every remedy needs information and creates incentives.

The central habit is diagnostic:


	define the competitive arena

	identify durable power

	specify the challenged conduct or transaction

	state the mechanism of harm

	state the strongest efficiency or competition-on-the-merits explanation

	identify evidence that distinguishes the stories

	compare remedies and error costs



The next chapter carries this framework into private digital governance. Platforms do not only compete in markets. They define rules, assign access, rank speech and trade, settle disputes, and increasingly delegate decisions to code and AI agents. Antitrust asks whether rivalry remains open. Platform governance asks how power is exercised within the system.



Chapter Study Map


	Core ideas: competition as price and nonprice rivalry, market power, monopoly output restriction, transfer versus deadweight loss, rent seeking, market definition, direct evidence, concentration, entry, durability, monopsony, buyer cartels, Sherman Act Sections 1 and 2, Clayton Act Section 7, FTC Act Section 5, per se rules, rule of reason, cartel stability, horizontal and vertical mergers, efficiencies, monopolization, exclusion, predatory pricing, vertical restraints, double marginalization, free riding, tying, productive cooperation, multi-sided platforms, error costs, and remedy design.

	Figure: use Figure 14.1 to identify monopoly quantity and price, distinguish regions A, B, and C, and explain why the diagram supplies an economic benchmark rather than an antitrust verdict.

	Tables and numerical example: use Table 14.1 to map federal antitrust provisions; use the $12 million loss and $15 million savings example to introduce the Williamson tradeoff; use Table 14.2 to compare competing explanations; use Table 14.3 to classify intervention errors; and use Table 14.4 to connect remedies to implementation risks.

	Central cases: use JetBlue-Spirit to analyze lost rivalry and merger-specific efficiencies; use Microsoft to compare competition for distribution with protection of an operating-system bottleneck and to compare structural with behavioral relief.

	Reasoning tasks: define the candidate market, identify durable power, distinguish harm to a competitor from harm to competition, separate agreement from parallel behavior, specify an exclusionary mechanism, construct an efficiency explanation, identify discriminating evidence, and match a feasible remedy to the mechanism.

	Common mistakes: treating size as proof of monopoly, treating monopoly as monopolization, treating every horizontal agreement as a cartel, treating every vertical arrangement as efficient or exclusionary, assuming low price proves predation, using concentration as the conclusion, treating guidelines as statutes, equating zero monetary price with no competitive harm, and discussing a remedy without its information and monitoring costs.

	Required applications: the town’s milk processor, a procurement cartel, a local labor market, the Williamson merger calculation, JetBlue-Spirit, exclusive dealing, resale services, tying, government-created entry barriers, productive cooperation, Microsoft, a zero-price platform, AI infrastructure, and structural versus behavioral remedies.

	Optional enrichment: formal HHI calculations, advanced oligopoly models, detailed antitrust standing and damages doctrine, the full history of welfare standards, sector-specific merger thresholds, current technology litigation, and jurisdiction-specific competition law outside the United States.





Review Questions


	What dimensions other than price can firms use to compete?

	Why can the disappearance of a rival be consistent with successful competition?

	Explain the instruction to protect competition rather than competitors.

	Define market power.

	Why must market power be durable?

	Distinguish consumer welfare, total welfare, and protection of the competitive process.

	Why can a zero-price service still present a competition problem?

	Why does marginal revenue lie below price for a single-price monopolist?

	How does a monopolist identify quantity and price in Figure 14.1?

	What does region A represent in Figure 14.1?

	Why is region B principally a transfer rather than deadweight loss in the benchmark?

	What does region C represent?

	Why does the monopoly-welfare diagram not establish an antitrust violation?

	Define rent seeking and distinguish the resources spent seeking a privilege from the privilege’s transfer.

	Why can scale economies make a breakup costly?

	What is a relevant market?

	Why can the same milk processor face different competitive constraints as a seller and as a buyer?

	What can direct evidence add to market shares and concentration?

	What characteristics make entry an effective competitive constraint?

	Define monopsony or buyer power.

	Distinguish unilateral employer power from a wage-fixing agreement among employers.

	What conduct is addressed by Sherman Act Section 1?

	Why is monopoly status alone not the offense addressed by Sherman Act Section 2?

	What transaction is addressed by Clayton Act Section 7?

	What is the role of FTC Act Section 5 in the chapter’s legal map?

	Distinguish a per se rule from the rule of reason.

	Why can repeated interaction make a cartel more stable?

	Why does parallel conduct not by itself establish a cartel agreement?

	Distinguish a horizontal merger from a vertical merger.

	What are unilateral and coordinated merger effects at a principles level?

	Explain the Williamson merger tradeoff.

	Why are cost savings not automatically a complete merger defense?

	What competing accounts were presented in JetBlue-Spirit?

	Distinguish monopoly from monopolization.

	What evidence is needed to make a predatory-pricing theory economically plausible?

	How can government create or preserve market power?

	What is double marginalization, and how can vertical integration reduce it?

	How can resale restrictions both support services and reduce competition?

	Give three possible efficiency explanations for tying.

	Why does a sports league illustrate productive cooperation among competitors?

	What was the Windows applications barrier to entry?

	Why could Navigator matter as middleware even if it was only one application from a user’s perspective?

	What immediate consumer benefits complicated the Microsoft case?

	State Benjamin Klein’s strongest competition-on-the-merits interpretation of Microsoft’s browser conduct.

	State the government’s bottleneck-protection interpretation.

	Why did the Compaq episode matter to the competing interpretations?

	Compare the economic logic of the proposed Microsoft breakup with the final conduct remedy.

	Why can a multi-sided platform charge zero on one side and still possess market power?

	Why do network effects not by themselves establish unlawful exclusion?

	Distinguish a false positive from a false negative in antitrust.

	Why can delay be especially costly when a bottleneck is becoming durable?

	Compare structural, behavioral, access, and damages remedies.

	Why can a behavioral antitrust decree begin to resemble regulation?

	What seven-step diagnostic closes the chapter?





Economic Reasoning Questions


	The town’s milk processor charges consumers more and pays farmers less after two competitors close. Construct an efficiency explanation, a seller-power explanation, a buyer-power explanation, and a government-entry-barrier explanation. Identify one fact that would strengthen each.

	A student defines the milk market as “all beverages in the United States.” Explain why that definition may be too broad. Then explain why “whole milk sold at one grocery store on Tuesday” may be too narrow. Propose a defensible starting market and a substitution test.

	One hospital employs 65 percent of a town’s nurses. Identify three reasons the share might overstate buyer power and three reasons it might understate buyer power. What worker behavior would provide direct evidence?

	Four firms repeatedly bid on municipal paving contracts. Prices are similar, but costs and demand are also similar. Explain why parallel bids do not prove agreement. Identify evidence that would distinguish coordination from independent responses.

	A cartel member can earn $4 million each year by cooperating, $7 million in a year it secretly cheats, and $2 million in later years after cheating causes the cartel to collapse. Explain how patience, detection probability, and punishment affect the incentive to cheat without constructing a full payoff matrix.

	A merger eliminates $18 million in gains from trade but reduces production cost by $25 million. Calculate the static total-surplus change. Then explain why the calculation does not determine consumer effects, legal outcome, innovation, or remedy.

	Two airlines overlap on only a subset of routes, but one uses a distinctive low-fare model. Explain why national market shares can miss competitive significance. What evidence would test whether other carriers would replace the lost model?

	A dominant manufacturer signs five-year exclusive contracts covering 70 percent of distributors. Construct a foreclosure account and an investment-protection account. Identify the evidence needed to distinguish them and propose a narrower contract.

	A manufacturer prevents retailers from discounting a complicated medical device. Apply the showroom and free-riding account. Then construct an anticompetitive account. What change in service, output, and entry would each predict?

	A software company bundles a security tool with its operating system. Analyze quality control, product integration, metering, price discrimination, and exclusion. Which facts would determine whether the products are meaningfully separate and whether rivals have routes to users?

	A retailer prices below a smaller rival’s average cost for six months. Explain why this fact alone does not establish predatory pricing. What cost measure, sacrifice, barrier, and recoupment evidence would be needed?

	A city permits only one ride service because it claims that multiple services would create congestion and inconsistent safety standards. Separate the externality and coordination rationales from a monopoly-privilege account. Compare an exclusive franchise, per-ride charge, safety standard, and open entry.

	A sports league limits the number of games and restricts athlete movement. Explain which cooperation is necessary to create the product and which rivalry might remain possible. Design a less restrictive alternative to one rule.

	In the Microsoft case, suppose computer manufacturers accepted Internet Explorer placement because Microsoft offered the most valuable package. Explain the competition-on-the-merits inference. Then add operating-system license pressure and explain how the inference changes.

	Compare two Microsoft remedies: separating operating systems from applications and requiring nondiscriminatory interface disclosure. For each, identify the incentive changed, information required, integration cost, evasion risk, and response to technical change.

	A platform charges users zero, charges sellers 20 percent, controls default search placement, and permits users to use competing platforms. Identify the relevant sides, cross-side effects, possible market definitions, nonprice dimensions, and evidence of power.

	A cloud provider owns data centers, designs AI accelerators, trains models, and operates a model marketplace. Construct an integration-efficiency account and a foreclosure account. Explain why concentration and scale economies do not resolve the comparison.

	Competing landlords use the same third-party pricing software. Construct three arrangements ranging from clearly independent use to explicit coordination. For each, identify what agreement and information evidence would matter.

	A court is uncertain whether a new distribution practice is exclusionary. Intervention can stop a platform bottleneck early but may prohibit a useful integration. Apply Table 14.3 using the magnitude, duration, reversibility, and detectability of each error.

	Congress considers replacing broad antitrust language with a detailed statutory welfare standard. Give the strongest argument for clearer authorization and the strongest argument for adaptive interpretation. Explain how public choice complicates both choices.





Law and Economics Lab


The Two-Sided Competition Memo

Select a completed antitrust case or merger challenge from an official court or enforcement-agency record. Use a decision, complaint, findings, competitive-impact statement, final judgment, or other primary record rather than beginning with a news summary.


	Freeze the record. Identify the parties, jurisdiction, challenged agreement, conduct, or transaction, procedural result, and date. Distinguish allegations, trial evidence, findings, holdings, agency guidance, and economic commentary.

	Define the arena. State the candidate product or service, trading sides, geographic scope, and time horizon. Identify plausible substitutes without assuming the official market definition is correct.

	Diagnose power. Record shares or concentration only when supported. Add direct evidence, switching behavior, entry conditions, capacity, contracts, network effects, regulation, and durability.

	Specify the harm mechanism. Explain exactly how the challenged conduct could change price, output, quality, compensation, innovation, entry, or another competitive dimension. Do not use “large,” “unfair,” or “rivals were harmed” as the mechanism.

	Construct the strongest alternative account. Identify a cost saving, integration benefit, product improvement, investment commitment, free-riding solution, ordinary competition for distribution, or other lawful explanation supported by the record.

	Find discriminating evidence. List the facts predicted by each account. Identify documents, testimony, customer behavior, natural comparisons, timing, or internal decisions that separate the stories.

	Map the law. Identify whether the case principally concerns agreement, monopolization, merger review, or another competition authority. State whether per se treatment, rule-of-reason analysis, or a different framework applies at a principles level.

	Separate welfare dimensions. Analyze consumer or buyer effects, total resource effects, workers or suppliers, innovation, entry, and distribution. State which standard the decision actually uses rather than selecting one silently.

	Design remedies. Compare at least one structural, behavioral, access or interoperability, and damages or enforcement response when plausible. Identify the mechanism each remedy changes.

	Apply institutional limits. For every remedy, identify information needs, monitoring, delay, evasion, technical change, lost integration, litigation cost, and the institution responsible for revision.

	Run the error-cost matrix. Describe the principal false positive and false negative. Evaluate their magnitude, duration, reversibility, and detectability.

	Use AI to pressure-test the memo. Give an AI system the frozen primary materials. Ask it to propose alternative markets, harm mechanisms, efficiencies, evidence, and remedies. Require a citation to the supplied record for every case-specific assertion.

	Audit the AI. Identify invented facts or authorities, confusion between allegations and findings, unsupported market definitions, one-sided stories, missing buyer or worker effects, and remedies that assume away administration.

	Reach a conditional conclusion. State the strongest case for intervention and the strongest case against it. Choose the better course under the verified record and identify the fact most likely to reverse your conclusion.



The final submission should include a concise source appendix linking every factual and legal claim to the official record. The purpose is not to prosecute or defend a company. It is to practice the central antitrust discipline: define the competitive process, state competing mechanisms, identify evidence that separates them, and compare remedies that real institutions could administer.






Chapter 15: Platforms, Code, and AI: New Questions for Law and Economics


The Replacement Part

Late on a Thursday afternoon, a small manufacturer loses the control module that keeps its main cutting machine calibrated. Without a replacement, production will stop after the remaining work in progress is completed. The owner could spend the evening searching suppliers, comparing model numbers, reading delivery promises, checking return policies, and arranging payment. Instead, she gives the task to the firm’s AI purchasing agent.

Her instruction seems clear: obtain a compatible replacement for no more than $4,000, from a seller able to deliver by Monday, using the firm’s usual marketplace account. The agent searches thousands of listings, compares technical descriptions with the machine’s maintenance records, selects a highly rated seller, and accepts the marketplace’s standard terms. Payment is placed in automated escrow. The transaction appears to combine extraordinary convenience with unusually strong safeguards.

On Monday morning, a carrier records the package as delivered. That record is accurate: a box is sitting on the factory’s loading dock. The carrier’s database sends the delivery signal used by the escrow system, and payment is released to the seller.

The box contains the wrong revision of the module. Its product number differs by one character from the required part. It fits physically, but its control protocol is incompatible with the machine. The seller’s listing used the broader product-family number in its title and placed the revision limitation deep in the specifications. Whether the listing was misleading, merely ambiguous, or accurately read by the purchasing agent is disputed.

The owner requests a refund through the marketplace. An automated appeal checks the order, the seller’s shipment record, and the carrier’s delivery confirmation. It reports that the seller satisfied the verified condition and denies the claim. The owner now confronts a transaction in which nearly every step worked as designed and the overall result still failed.

Who made the contract? Did the purchasing agent remain within the authority the owner intended to grant? Which terms became part of the agreement? Did the escrow system verify satisfactory performance or only delivery? Who chose that proxy? Who can reverse the payment? Should responsibility fall on the owner, seller, platform, developer, deployer, carrier, insurer, or some combination? What happens when the cheapest process for ordinary transactions produces an expensive error?

The example is a near-future hypothetical, not a description of one company’s current product. Nothing in it requires a machine to become a legal person. It combines technologies that already have familiar ancestors: purchasing software, online marketplaces, standard-form contracts, electronic records, escrow, automated claims processing, and delegated employees. AI makes the delegation broader and less continuously supervised. Code makes execution faster and more literal. The platform joins matching, rulemaking, payment, and dispute resolution inside one private institution.

The novelty is therefore real but bounded. The transaction changes the cost of finding, agreeing, paying, verifying, and disputing. It does not eliminate the economic problems that made contract, tort, agency, insurance, courts, and regulation necessary. It rearranges them.


Key Point

Technology Moves Transaction Costs

Automation can reduce search, bargaining, monitoring, and execution costs while increasing the importance of verification, delegated authority, system governance, and error correction.




[image: A transaction map separates the small firm, AI purchasing agent, platform marketplace, automated escrow, seller, carrier data, private appeal, physical performance, and public-law review.]

Figure 15.1. The Replacement Part transaction and its governance layers. An AI purchasing agent can search, select, and accept platform terms while coded escrow releases payment after a carrier reports delivery. The delivery signal establishes only what the system is designed to read; it does not establish that the replacement part satisfies every contractual requirement. Platform rules provide an initial remedy system, while public law remains available to determine attribution, rights, responsibility, and review.





The Instruction

The transaction begins before the agent visits a marketplace. It begins when the owner translates an economic objective into an instruction.

The owner wants the machine operating on Tuesday. That objective contains more than a model number and a price ceiling. Speed matters. Reliability matters. A return right matters. Compatibility with existing equipment matters. The owner might accept a more expensive part from an established supplier rather than risk another day of shutdown. She might refuse a seller outside the country because return shipping would be slow. Some of these preferences can be stated in advance. Others become apparent only when alternatives are compared.

A human purchasing employee faces the same problem. An employer rarely specifies every permissible tradeoff. The employee is expected to exercise judgment within a role, and the firm uses selection, training, supervision, spending limits, audit, and discipline to shape that judgment. An AI purchasing agent changes the technology of delegation, not the basic existence of delegation.


Quick Concept

AI Agent

An AI agent is a software system that can pursue assigned objectives and take actions with some degree of autonomy. Economic autonomy does not by itself establish legal personhood or erase the responsibility of people and organizations.



The important word is assigned. The agent does not originate the firm’s economic objective. People and organizations choose the system, supply information, set permissions, decide where it can transact, and determine whether a human must approve a purchase. Developers influence the system through its design and training. A deploying firm influences it through instructions, data, tools, access limits, and monitoring. The user influences it through the particular task. These actors may have different information and incentives.

Suppose the owner says, “Buy the cheapest compatible module available for Monday delivery.” The instruction may create several margins of error. Does compatible mean the same family number, the same revision, or verified operation with this machine? Does cheapest refer only to posted price or include expected delay, return costs, and shutdown risk? May the agent accept a no-return term? May it reveal the machine’s serial number to a seller? The economic objective and the machine-readable instruction are not necessarily the same thing.

The problem resembles incomplete contracting. Writing a more detailed instruction can prevent some mistakes, but specification is costly. A rule requiring human approval for every purchase reduces unauthorized commitments but sacrifices much of the speed that justified the agent. A broad instruction preserves flexibility but gives the system more room to select an unintended tradeoff. The efficient level of control is not perfect control. It balances the expected reduction in error against the cost of delay, supervision, and lost discretion.

The same balance helps explain spending permissions. A $100 autonomous limit may be sensible for office supplies and useless for industrial parts. A $100,000 limit may reduce approval delay while exposing the firm to rare but severe mistakes. Permissions can also vary by seller, product category, risk, reversibility, or confidence. The design question is marginal: where does another unit of oversight prevent more expected harm than it costs?

AI may also change the boundary of the firm, but not in one predictable direction. If an agent can search suppliers, compare contracts, monitor delivery, and switch vendors cheaply, buying from outside firms becomes easier. Lower market transaction costs can support more outsourcing. If the same technology makes internal communication, scheduling, supervision, and knowledge sharing cheaper, coordination inside a firm also becomes easier. Lower internal organization costs can support a larger firm. The observed boundary depends on which costs fall, for which activities, and by how much.

This is the Coasean question in a new setting. The choice is not “firm or AI.” Firms and markets can both use AI. The question is whether a particular transaction is organized more cheaply through internal direction, an outside contract, a platform, or some combination.


Authority Without Personhood

When a human employee orders a part, the law does not need to treat the employee as the firm. Agency law asks whether the employee had authority to affect the principal’s legal relations. Similar concepts can organize analysis when software takes the immediate action.

Actual authority concerns authority the principal gives the agent, expressly or through the circumstances. The owner may authorize purchases under $4,000 that satisfy specified constraints. A system that buys a $6,000 part may exceed that authority. A system that buys the wrong revision for $3,500 may act within its spending authority while performing the task badly. Authority and competence are different questions.

Apparent authority concerns what a principal’s manifestations reasonably communicate to a third party. If a firm gives a system credentials, places it in an approved marketplace account, and allows it to place orders repeatedly, sellers may reasonably understand that the system can commit the firm within the role presented. Secret internal limits do not necessarily communicate themselves. The precise legal result depends on governing law and facts, but the economic problem is familiar: commerce becomes costly if every counterparty must investigate every hidden internal instruction.

This creates a tradeoff. Protecting principals against every unauthorized automated action can make counterparties reluctant to rely on agents. Binding principals to every machine output can weaken incentives to design permissions and safeguards. A workable rule allocates verification duties between the principal who selected and presented the system and the counterparty who may observe warning signs.

The federal E-SIGN Act reflects one limited but important baseline: a contract or record cannot be denied legal effect solely because an electronic agent participated and no individual reviewed the particular transaction. The Uniform Electronic Transactions Act, a model law enacted in varying form across states, similarly contemplates contracts formed through electronic agents. Neither principle answers whether this agent had authority, whether assent was valid, whether a term was unconscionable, or what remedy follows from mistake. Electronic participation does not end ordinary contract analysis.




The Marketplace

The purchasing agent does not search the entire world directly. It enters a marketplace that has already organized the world into listings, rankings, seller identities, product categories, payment options, and acceptable forms of proof.

That organization creates value. A small manufacturer can find distant sellers it would never discover independently. Reviews and transaction histories can make an unfamiliar seller less risky. Standard terms reduce the cost of negotiating routine issues. Identity checks, payment processing, escrow, fraud detection, and return procedures make exchange possible among parties who do not know one another. The platform is not merely a digital bulletin board. It supplies institutional infrastructure.


Quick Concept

Private Governance

Private governance occurs when a non-state institution creates and enforces rules that structure behavior.



The marketplace governs through at least six levers.


	Access: it decides who may open an account, list a product, purchase, or use an automated agent.

	Information: it decides what sellers must disclose, how products are categorized, and which claims require substantiation.

	Ranking: it determines which listings appear first and how price, delivery, reviews, sponsorship, and predicted fit affect recommendations.

	Reputation: it defines which transactions count toward ratings, how fraud is detected, and whether disputed reviews remain visible.

	Payment and remedies: it sets release conditions, return windows, refund procedures, and evidence requirements.

	Sanctions: it can warn, demote, suspend, delist, withhold funds, or terminate participants.



These functions resemble rulemaking, monitoring, enforcement, and adjudication. They remain contractual and private, but their economic significance can be substantial. The seller may depend on the marketplace for customers. The buyer may depend on it for trusted identity and payment. A participant formally free to leave may face the loss of reviews, transaction history, integrated software, established counterparties, and access to a large network.

Chapter 14 analyzed competition among platforms. That inquiry asks whether users have meaningful substitutes, whether network effects or switching costs protect market power, and whether conduct excludes rivals. The present inquiry asks how a platform governs transactions within its system. The two questions interact but should not be collapsed. A platform can govern well while possessing market power, govern badly while facing competition, or use governance rules to protect its competitive position.


The Platform’s Information Problem

The marketplace knows more than a court would know at the beginning of a dispute. It observes searches, listings, messages, payments, delivery records, past complaints, and account histories. It can resolve a small claim in seconds rather than months. It can also change future behavior immediately by modifying a listing, freezing funds, or suspending an account.

Yet the platform knows less than its interface may suggest. It does not inspect every replacement part. It may not understand every technical compatibility requirement. Ratings can be manipulated. Sellers can relabel products, buyers can make false claims, and automated agents can amplify small classification mistakes. The platform sees what its system records, and that record is shaped by rules chosen in advance.

Standardization is both the source of economy and a source of error. A platform handling millions of transactions needs categories. “Delivered” is easier to verify than “satisfied the buyer’s contractual purpose.” “Returned within thirty days” is easier to verify than “the defect could not reasonably have been discovered earlier.” A simple rule lowers administrative cost and makes outcomes more predictable. It also treats unlike cases alike.

The replacement-part dispute turns on this gap. The platform’s product taxonomy groups several revisions together. Its delivery system records the physical arrival of a box. Its appeal system treats that signal as strong evidence of completion. Each choice may be reasonable for most purchases. Their combination is poorly fitted to this purchase.


Important Qualification

Lower Coordination Costs Can Increase Private Power

The same platform or automated system that makes exchange easier may also control access, information, remedies, and exit.



Private governance should therefore be compared institutionally, not idealized or dismissed. A platform may resolve disputes more cheaply than a court, possess better transactional data, and react faster to fraud. It may also write the rule, collect the fee, investigate the violation, impose the sanction, and decide the appeal. Exit, reputation, contractual safeguards, competition, insurance, public law, and procedural requirements can discipline that concentration to different degrees.




The Agreement

The purchasing agent finds a listing that appears to satisfy the instruction. It clicks the platform’s purchase control and accepts standard terms incorporated through the account. The ease of the action hides several distinct agreements.

There may be a sale contract between the firm and seller, a platform agreement between the firm and marketplace, a seller-platform agreement, payment terms governing escrow, a service agreement with the AI provider, and insurance or warranty arrangements. These documents allocate different risks. One may require arbitration. Another may limit consequential damages. A warranty may cover a defective part but not production losses. A platform guarantee may be narrower than the buyer’s rights against the seller.

The law already handles transactions in which no one reads every term. Standard forms reduce bargaining and drafting costs by supplying defaults for recurring questions. Their use also creates concerns about notice, surprise, one-sided modification, and market power. An AI agent does not remove those concerns. It may change them.

An agent can compare terms more cheaply than a human consumer. It could reject sellers with short return periods, calculate the expected cost of warranty exclusions, or prefer platforms with reliable appeals. If many agents do this, terms that humans rarely read can become dimensions of competition. A seller can no longer assume that complexity makes an unfavorable clause invisible.

But automated assent can also make standard forms more powerful. A system may optimize price and delivery while treating legal language as a fixed background. Platforms may design interfaces and machine-readable terms that favor the attributes they control. A firm may authorize rapid purchases without understanding the frequency with which the agent accepts arbitration, data-use rights, unilateral modification, or limits on recovery.

The relevant question is not whether the machine literally clicked. It is whether the legal and institutional system should attribute that action to the firm and which terms should govern. Attribution can depend on authority, notice, authentication, mistake, fraud, and mandatory law. Efficient rules make reliable exchange possible while preserving incentives to design safeguards and disclose material terms.


Mistake and Error Safeguards

Automated transactions make error safeguards especially important because the same mistake can repeat at low marginal cost. A person may mistype one order. A misconfigured agent may place ten thousand orders before the error is noticed.

The Uniform Electronic Transactions Act supplies a useful design intuition. Its treatment of some electronic-agent errors gives legal importance to whether a system offered a reasonable method to prevent or correct the mistake and whether the mistaken party promptly notified the counterparty and avoided retaining the benefit. The exact rule varies with governing law and context, but the economic structure is broader.

First, prevention and correction are substitutes at the margin. A confirmation screen, spending limit, duplicate-order check, compatibility warning, or delay before irreversible payment can reduce expected loss. Second, a party able to detect an error cheaply should have reason to act promptly. Third, a counterparty should not receive both the goods and a windfall from a known mistake. Fourth, a safeguard that interrupts every low-risk transaction may cost more than the errors it prevents.

For the replacement part, the marketplace could require the buyer to confirm the exact revision when listings combine variants. The agent provider could flag a mismatch between the maintenance record and seller specification. The owner could require approval for parts whose failure would halt production. The seller could disclose compatibility in a structured field. No single precaution is free. The liability and remedy system affects which actor finds each precaution worth taking.



Monitoring the Delegate

Delegation requires feedback. A firm cannot evaluate an agent solely by whether it completed many purchases at low prices. That measure may reward hidden quality reductions, excessive risk, or terms that shift costs into the future. The lesson is the same as in corporate governance: measurable performance can be an incomplete proxy for the principal’s objective.

Monitoring can occur before, during, or after action. Ex ante controls limit tools, counterparties, categories, or spending. Concurrent controls require approval for unusual transactions. Ex post controls audit samples, compare outcomes, investigate complaints, and update the system. Logs can improve auditability, but a long record of machine activity is not automatically an intelligible explanation.

The efficient governance system will ordinarily mix these controls. High-frequency reversible purchases may receive broad autonomy and sample audits. Rare, consequential, or difficult-to-reverse transactions may require human approval. The right rule depends less on whether the actor is called AI than on expected harm, observability, reversibility, and the comparative ability of actors to prevent error.




The Automatic Payment

The firm and seller do not rely entirely on a promise to pay later. The buyer’s funds enter escrow, and the system is instructed to release them when the carrier reports delivery. Automation makes the seller more confident that payment will arrive and makes the buyer more confident that funds will not be released before shipment reaches the stated destination.


Quick Concept

Smart Contract

A smart contract is code that automatically performs a specified action when stated machine-readable conditions are met. It may execute part of an agreement without resolving every legal question surrounding the transaction.



The name can mislead in two directions. A coded transaction need not use a blockchain. A bank, marketplace, insurer, employer, or ordinary server can execute a rule automatically. Conversely, code can perform one part of a legally significant arrangement without containing the entire contract. The sale may include promises about compatibility, title, delivery, warranties, return rights, and remedies even if code automates only payment.

Automation can serve as a commitment device. Once the condition occurs, a party may be unable to delay, renegotiate, or opportunistically refuse performance. This can reduce enforcement and collection costs. A seller dealing with an unknown buyer may accept a lower price if escrow makes payment reliable. The buyer may transact with an unknown seller if the release rule protects funds until a specified event.

Rigidity is part of the commitment. If either party can casually stop execution, the promise is weaker. If neither party can stop it, mistakes and unforeseen events become harder to correct. The economically useful degree of reversibility depends on the threat being controlled. A short delay, multi-party approval, emergency stop, insurance fund, or later legal remedy can preserve much of the commitment while limiting catastrophic error.


Verification Is Not Trust

Automated systems are sometimes described as replacing trust with verification. That statement is only partly correct. The system can verify that a specified digital condition appears in its data. Participants still rely on the source of that data, the code that processes it, the governance system that can change it, and the institutions that respond when the recorded condition differs from the legally relevant event.


Quick Concept

Oracle Problem

An oracle problem arises when code needs reliable information about an event outside the digital system. Automation cannot make the external fact verify itself.



In the hypothetical, the carrier database acts as an oracle. It reports that the package was delivered. The report is true. The difficulty is not false data but incomplete data. Delivery is one fact about performance. It does not establish that the package contains the promised item, that the item is functional, that it matches the required revision, or that a delay is excused.

This is a central lesson. Better data integrity cannot solve a poorly specified question. A tamper-resistant record proving that a box reached the loading dock still does not prove conformity with the contract. The system must decide which observable signal will trigger which action. That design embeds a judgment about what ordinarily matters and who bears the risk when the proxy fails.

Other transactions reveal the same structure. Automated crop insurance may use recorded rainfall even though conditions vary across a farm. A royalty system may count streams without deciding whether accounts are fraudulent. A shipping contract may respond to a port closure without determining whether a party could have used another route. A medical-payment system may verify that a procedure code was entered without deciding whether treatment was necessary.

Oracles can be improved through multiple data sources, inspections, sensors, attestations, randomized audits, reputation, bonds, or human review. Each adds cost and creates another possible point of failure or influence. The efficient system does not verify everything. It selects verification intensity according to expected stakes, manipulability, and the cost of correction.



Incomplete Contracts in Code

The urge to put the whole agreement into code confronts the same problem as complete written contracts: the future contains too many possible states. Parties may not foresee a new kind of defect, supply interruption, regulatory order, cyberattack, illness, or change in purpose. Even when they foresee an event, they may be unable to describe it in a form a machine can observe cheaply.

Legal language often uses standards such as reasonable effort, good faith, material breach, substantial performance, and commercial reasonableness. These terms are less mechanically predictable than a timestamp. They are also adaptable. They allow context to matter when writing an exhaustive list would be impossible or wasteful.

Code excels when the relevant condition is clear, observable, and appropriately tied to the desired action. It is less complete when meaning depends on purpose, credibility, custom, fault, excuse, or proportionality. A legal system can interpret, reform, excuse, enjoin, or award damages after a coded action occurs. The code may be practically difficult to reverse while its legal consequences remain contestable.


Important Qualification

Execution Is Not Interpretation

Code can carry out an instruction, but legal institutions also determine authority, interpret ambiguous facts, handle exceptions, correct mistakes, and assign responsibility.



Smart legal contracts therefore combine code with legal text, institutional roles, and remedial rules. A carefully designed agreement might state what the code will do, what source supplies data, who bears a data error, how a party pauses execution, which terms control if code and prose conflict, and what remedy follows from unintended performance. Automation becomes one component of contracting rather than a replacement for contract law.




The Failure

The part arrives. The machine remains idle. Payment has left escrow. The appeal system says delivery was confirmed. The failure is economically useful precisely because no single component must be fraudulent or broken.

The owner’s instruction may have been too loose. The purchasing agent may have over-weighted price and delivery. The seller’s listing may have combined incompatible revisions. The platform’s categories may have hidden the difference. The escrow rule may have used an incomplete trigger. The appeal system may have treated the same trigger as conclusive. The owner may have skipped a readily available approval setting. Several actors could have prevented the loss, and responsibility need not be all or nothing.

Law and economics asks how alternative rules affect behavior before the next transaction. Assigning the current loss also creates incentives for precaution, information disclosure, insurance, monitoring, product design, and activity level.


Who Could Avoid the Loss?

The owner knows the cost of downtime and the importance of exact compatibility. She can set a narrower instruction, require approval, limit sellers, or insure business interruption. But she may not know how the agent interprets technical descriptions or how the platform structures variants.

The seller knows what part it possesses and may know that the product family contains incompatible revisions. It can photograph the label, use a structured specification, or contact the buyer when a machine serial number suggests uncertainty. But the seller may reasonably rely on an order containing an exact listed number.

The AI developer or provider can test error patterns, build confirmation rules, preserve logs, issue updates, and make uncertainty visible. It can spread the cost of a general safeguard across many users. Yet it may lack transaction-specific knowledge, and overbroad warnings can make the system unusable.

The deploying firm can configure tools, permissions, data access, approval thresholds, and monitoring. In some settings the developer and deployer are the same organization; in others they are not. Separating them matters because control and information may be divided.

The platform controls listing fields, identity, ranking, payment, appeals, and transaction records. It can require revision-level identifiers or create a specialized process for high-value technical goods. It may be best positioned to detect repeated complaints across sellers and buyers. It also faces incentives to keep transactions fast and appeal costs low.

The carrier can accurately report delivery but ordinarily cannot inspect contractual quality. Making the carrier liable for incompatible contents would place the loss on an actor poorly positioned to avoid it, unless the carrier separately undertook inspection.

An insurer can pool residual risk and price coverage. Insurance does not prevent every error, but underwriting, deductibles, exclusions, audits, and claims data can influence precaution. Coverage can also solve a compensation problem when a responsible actor is insolvent or difficult to identify.

The least-cost avoider is not always one actor for every margin. The seller may cheaply disclose the revision. The platform may cheaply require a field. The owner may cheaply require approval for critical parts. The developer may cheaply block a known mismatch. A legal rule can divide duties when precautions are complementary.



Precaution, Scale, and Activity Level

Automation changes not only the chance of error per transaction but the number and speed of transactions. Suppose an agent’s error rate is one-tenth of a human buyer’s. If the system conducts one thousand times as many transactions, aggregate errors can still increase. Cheap action can expand activity.

This is the activity-level problem from tort law. A system can take reasonable precaution on each transaction and still create excessive expected harm by operating too widely, too quickly, or in settings where mistakes are difficult to reverse. A rule focused only on a technical safety standard may not give the actor reason to reconsider whether the activity belongs in a high-risk domain at all.

Strict liability can place accident costs on the actor controlling activity level, but only if causation and responsibility can be identified and liability is collectible. Negligence can encourage specified precautions while leaving some activity-level decisions outside the legal standard. Regulation can restrict high-risk uses or require ex ante testing, but regulators face information, delay, and public-choice problems. Insurance can price some risks but may struggle with correlated failures and rapidly changing systems.

The proper institutional bundle depends on the harm. A mistaken $40 supply order may be handled through refunds and account controls. An automated system that can move industrial equipment, approve medical treatment, trade with borrowed funds, or affect third parties may justify stronger permissions, monitoring, insurance, or public oversight. The word AI does not supply the threshold. Expected harm, reversibility, observability, and who bears the consequences do.



Contract Harm and Third-Party Harm

The replacement-part dispute principally concerns parties connected by agreements. Contract can allocate quality, warranties, payment, limitation of liability, and dispute procedures. Contracting parties can price some risks and choose counterparties.

Automated systems can also harm people who never agreed to the system’s terms. A purchasing agent might order a hazardous substance shipped improperly. A delivery system might injure a pedestrian. An automated pricing or access rule might affect market participants outside a particular contract. Tort and regulation become more important when victims cannot bargain in advance, identify the responsible system, or monitor its operation.

The distinction matters because platform terms cannot automatically settle every external claim. A buyer and platform may allocate losses between themselves, but their contract does not by itself eliminate a third party’s rights. Private governance operates inside a public legal order that defines which arrangements receive enforcement and which duties cannot be contracted away.




The Private Appeal

The owner opens the marketplace’s dispute interface. The system requests a reason code, photographs, the listing, delivery information, and a short explanation. It compares those materials with the transaction record. Because the package was delivered and the listing included the product-family number, the automated appeal denies a refund.

The platform can process the claim at a fraction of the cost of ordinary litigation. The disputed amount is too small to justify extensive discovery or expert testimony. The system possesses the listing and payment record already. A fast refund can preserve trust and keep trade moving. Private dispute resolution is one of the marketplace’s products.

Its design affects behavior. If buyers always receive refunds, opportunistic claims rise and sellers increase prices or leave. If delivery confirmation always defeats a claim, sellers have weaker incentives to describe quality accurately. If the platform bears refund costs, it may invest in prevention but also deny meritorious claims. If sellers bear every claim, the platform may advertise generous protection without internalizing the full cost.

The platform can use more than money. It can correct a listing, reduce ranking, require additional verification, hold reserves, suspend an agent, delist a seller, or warn similar buyers. Because it observes repeated transactions, it may detect patterns that one court case would miss. Reputation and access sanctions can be more effective than damages against a seller with few reachable assets.


Procedure as an Economic Design Problem

An appeal system must decide how much procedure to buy. Notice tells a participant what rule or fact matters. Explanation allows a party to identify a mistaken input or interpretation. An opportunity to respond supplies information held by the affected party. Human review can address unusual cases. Independence can reduce the risk that the initial decision simply validates itself. Each safeguard costs time and money.

A useful system may sort disputes. Routine low-value claims can receive automated resolution with a simple path to correction. Cases involving inconsistent data, repeated allegations, high stakes, account termination, or difficult interpretation can receive human review. Random audits can test whether automated decisions systematically miss a category of harm. An emergency process can pause an irreversible action.

The National Institute of Standards and Technology’s AI risk framework organizes governance around functions such as mapping risk, measuring it, managing it, and governing the process. At a principles level, the important elements are familiar: identify responsible roles, monitor performance after deployment, permit appeal or override, document change, and deactivate a system when necessary. These are organizational controls, not proof that every decision was correct.

The owner in the hypothetical needs more than a longer automated explanation that says “delivery confirmed.” She needs a review path capable of recognizing that delivery and conformity are different facts. That may require a human with authority to examine the specification, a specialized seller warranty process, independent inspection, or a temporary reversal of payment.

Private appeal and public adjudication are not perfect substitutes. Platform procedure is cheap, fast, and integrated with the transaction. A court offers public authority, broader remedies, procedural protections, and an institution not controlled by the marketplace, but at much higher cost and delay. Arbitration, ombuds services, insurance adjustment, chargeback, administrative review, and small-claims court occupy intermediate positions. Good governance can combine them.



Exit and Voice

A platform may defend its appeal process by observing that dissatisfied users can leave. Exit is important, but its strength is empirical. A manufacturer with transaction history, integrated purchasing software, supplier relationships, and established reputation may incur substantial switching costs. A seller may need access to the platform’s buyer network. Multi-homing across marketplaces can strengthen exit; exclusive rules or data incompatibility can weaken it.

Voice can supplement exit. Participants may appeal, supply feedback, vote through associations, negotiate enterprise terms, or seek public rules. Transparency can help users compare systems, but disclosure alone may be ineffective if terms are complex or alternatives are weak. Competition, contractual governance, collective action, and legal oversight are complementary constraints on private power.

The chapter’s claim is not that platforms should copy courts. A marketplace handling routine transactions would destroy much of its value if every dispute received a trial. The claim is that procedure should match error costs, stakes, and information. Automation lowers the cost of an initial decision. It does not make review worthless.




The Legal Aftermath

After the platform denies the claim, public law becomes more visible. It was present all along.

Law helped determine whether the seller owned the part, whether electronic records and signatures could form an agreement, whether the firm could delegate purchasing authority, whether standard terms were enforceable, whether escrow could hold and transfer funds, whether warranties could be limited, whether a platform could suspend an account, and whether an injured party could seek a remedy. Most successful transactions never reach a court, but they occur in the shadow of legal entitlements and backstops.

This is the same relationship seen throughout the book. Property rights support exchange. Contract law supports commitment. Tort law addresses accidental and third-party harm. Corporate law organizes delegated activity and asset pools. Courts supply authoritative dispute resolution. Regulation sets ex ante conditions when private ordering and ex post liability are inadequate. Antitrust protects the competitive process that makes exit and entry meaningful. Technology changes how these institutions operate; it does not begin outside them.


Attributing the Transaction

The first legal question is attribution. Was the purchase an act of the firm? Relevant facts include the authority granted, credentials supplied, marketplace presentation, prior practice, seller knowledge, warning signs, and any safeguard that failed. Treating the AI agent as a separate legal person would not make those facts disappear. It might instead create an undercapitalized entity between the injured party and the people or organizations that selected, designed, benefited from, and controlled the system.

Existing principles can handle many cases by asking whose agent or instrument the system was, what authority was communicated, and which actor had a duty to monitor. New rules may be useful where scale, opacity, or divided control makes those principles difficult to apply. The need for adaptation should be shown through a specific failure, not assumed from the label AI.

The law must also preserve reasonable reliance. If a firm knowingly releases an automated buyer into commerce with credentials and broad permissions, it may be efficient to place some unauthorized-transaction risk on the firm. The firm can change permissions and spread costs across its transactions. If a seller exploits an obvious malfunction, concealment or opportunism changes the analysis. Rules should not reward parties for ignoring cheap evidence that the transaction is mistaken.



Allocating Responsibility

Responsibility can be allocated through contract, tort, product liability, agency, insurance, regulation, and platform rules. No universal formula identifies the correct defendant. A disciplined economic analysis asks several questions.


	Control: who could change the relevant behavior, model, data source, permission, listing, payment rule, or appeal?

	Information: who could identify the risk before or after deployment, and at what cost?

	Least-cost avoidance: which precaution could prevent the harm most cheaply?

	Loss spreading and insurance: who can pool the residual risk, and will coverage preserve incentives through premiums, deductibles, limits, or audit?

	Activity level: who decides how widely and rapidly the system operates?

	Causation and proof: can an injured party trace the failure, or does one actor control the relevant logs and evidence?

	Innovation and entry: would liability induce useful safety investment, or create an uninsurable burden that protects incumbents without improving care?



These questions can point to more than one actor. The seller may owe a remedy for nonconforming goods. The owner may bear production losses excluded by a valid limitation. The platform may promise a narrower guarantee. The agent provider may be responsible if a known compatibility bug caused the purchase. An insurer may compensate first and pursue recovery later. A court may interpret the agreement even though payment already executed.

The allocation should follow the failure mechanism. Calling every participant part of an “AI supply chain” is not enough. Liability directed at an actor with no relevant control can raise price without improving precaution. Immunity for an actor controlling a system-wide risk can produce underinvestment in safety. The task is to connect a rule to a margin.



Ex Ante Rules, Ex Post Liability, and Insurance

Ex ante oversight acts before harm. It can require testing, documentation, security, capital, human approval, restricted uses, data controls, or licensing. It is attractive when harm could be catastrophic, difficult to reverse, widely dispersed, or hard to prove after the fact. It can also freeze an early design, favor large incumbents able to bear compliance costs, and rely on regulators with incomplete information.

Ex post liability preserves flexibility. Actors can choose precautions and pay when their choices cause legally recognized harm. This can use decentralized information and adapt across technologies. It performs poorly when causation is opaque, victims cannot sue, defendants are judgment-proof, harms are diffuse, or litigation is too slow to affect design.

Insurance can compensate and monitor. Insurers may develop claims data across firms, price risk, require controls, and spread losses. They may also exclude uncertain risks, misprice correlated failures, or become dependent on the same models and data as insured firms. Mandatory insurance can ensure a compensation pool but may block small entrants if coverage is scarce.

Mixed systems are normal. A platform can require seller verification and maintain reserves; a firm can impose approval limits; an insurer can audit controls; tort and contract can allocate losses; courts can review disputes; regulators can prohibit a narrow high-risk use. The right comparison is among feasible bundles, not between “innovation” and “regulation.”



Public Law and Private Runtimes

The automated transaction operates through a runtime: a system that receives instructions, reads inputs, applies rules, and produces actions. The platform’s runtime includes software, terms, databases, human administrators, appeal procedures, and access sanctions. Public law supplies a larger runtime of rights, attribution rules, remedies, institutions, and limits.

The two systems interact. Public law can recognize electronic contracting, enforce platform terms, refuse an unlawful term, compel evidence, assign liability, or require review. Platform governance can prevent a dispute from ever reaching public institutions. Code can perform a remedy before a judge could schedule a hearing. A court can later determine that the automated performance did not discharge a legal obligation.

This complementarity corrects two opposite errors. The first is technological romanticism: the belief that sufficiently good code makes legal interpretation, authority, and enforcement unnecessary. The second is legal romanticism: the belief that public courts can supply all needed governance without the cheaper rules, reputation, monitoring, and dispute systems created by private organizations.

Institutions specialize. Code is strong at repeated execution of specified rules. Platforms are strong at organizing transactions and using system-wide data. Firms are strong at purposeful adaptation under delegated authority. Insurers are strong at pooling and pricing some risks. Courts are strong at authoritative interpretation and remedies. Regulators can set general ex ante constraints and investigate system-wide harms. Each institution also has characteristic failures.



A Brief Return to Competition

If many firms use the same platform, data source, or automated decision service, governance within one system can affect competition outside it. A platform’s ranking rule may favor its own product. A common pricing tool may facilitate coordination. A purchasing agent may steer buyers toward sellers that pay for access. A technical standard may make switching difficult.

These possibilities return us briefly to Chapter 14, but technology does not eliminate the need to specify an antitrust mechanism. Similar prices can reflect common data and independent optimization or an agreement to coordinate. A large platform can result from network value or exclusion. Algorithmic action is evidence to investigate, not a substitute for identifying market power, agreement, harm, efficiency, and remedy.

The deeper connection is institutional. A platform can simultaneously reduce transaction costs for participants and become a bottleneck governing their access. Antitrust may protect competition among systems. Contract, procedure, regulation, and private ordering govern conduct within a system. Neither inquiry should silently absorb the other.




What the Replacement Part Teaches

Return to Figure 15.1. The owner delegates authority. The AI agent lowers search and comparison costs. The platform lowers matching, trust, bargaining, payment, and dispute costs. Escrow makes a promise more credible. The carrier supplies a machine-readable signal. The seller receives reliable payment. Private appeal offers a cheap initial remedy. Public law supplies attribution, responsibility, and authoritative review.

Every layer adds value. Every layer also leaves something unresolved.

The owner’s instruction cannot state every tradeoff. The agent can act without perfectly sharing the owner’s objective. The platform’s categories and rules simplify transactions while allocating power. The agreement contains legal obligations beyond the code. The carrier can establish delivery without establishing quality. Escrow can execute a condition without interpreting material performance. The appeal system can be fast while relying on the same incomplete proxy. A court can correct some errors but at a cost that exceeds many claims.

The efficient system is therefore not the one with the most automation or the most law. It is the one that places each decision with an institution comparatively able to make it, supplies incentives to prevent and insure against error, and preserves a proportionate path to correction.

This conclusion is less futuristic than it first appears. Law and economics has always studied technologies of coordination. Property defines control. Contract supports promises. Tort assigns accident costs. The corporation organizes delegated action. Courts and regulators create procedures for decision and review. Platforms, code, and AI are new instruments inside the same enduring problem.

The problem is not how to choose between human judgment and machines in the abstract. It is how to combine people, organizations, markets, code, and public institutions under scarcity, limited information, conflicting incentives, and error.



The Big Picture

Platforms, automated execution, and AI agents should be analyzed as interacting institutional layers. A platform is both an intermediary and a private governor. It lowers search and trust costs by defining access, information, ranking, reputation, payment, remedies, and sanctions. Those same functions can create dependency and concentrated private power, especially when network effects and switching costs weaken exit.

An AI agent is a delegated economic actor, not automatically a legal person. Its use raises familiar questions of objective setting, authority, monitoring, apparent authority, error safeguards, and organizational responsibility. AI can lower the cost of outside contracting and the cost of internal coordination, so its effect on firm boundaries is not predetermined.

Automated execution can make commitments faster and more credible. A smart contract can perform a specified action when a machine-readable condition occurs. It does not necessarily contain the entire agreement or use a blockchain. The oracle problem appears whenever code relies on information from outside its system. Accurate data may still answer the wrong legal or economic question.

The distinction between execution and interpretation is central. Code can release payment after delivery is reported. It cannot infer from that fact alone that the goods conform, that an exception applies, or that a party possessed authority. Legal standards, amendment, excuse, review, and remedies remain useful because contracts and instructions are incomplete.

Failures should be traced to actors and margins. Users, developers, deployers, platforms, sellers, data providers, and insurers possess different control and information. Responsibility should consider least-cost avoidance, monitoring, insurance, activity level, causation, evidence, and effects on innovation and entry.

Private appeal can resolve ordinary disputes cheaply and use information already inside a platform. It can also combine rulemaking, enforcement, and review. Notice, explanation, correction, escalation, audit, and meaningful exit help discipline private procedure. Public adjudication remains a backstop with broader authority but greater cost and delay.

The institutions are complements. Ex ante rules, ex post liability, insurance, platform governance, code, and courts each handle different problems. Technology lowers some transaction costs and relocates others. The central question is always comparative: which institution should make, execute, review, and revise which decision?



Chapter Study Map


	Core ideas: technology as a change in transaction costs, delegated authority, actual and apparent authority, AI agents, firm boundaries, platform intermediation, private governance, access, ranking, reputation, standard terms, automated assent, error safeguards, smart contracts, automated execution, commitment, verification, the oracle problem, incomplete contracts, code rigidity, least-cost avoidance, activity level, private appeal, exit and voice, attribution, insurance, ex ante oversight, ex post liability, institutional competence, and mixed governance.

	Continuous case: use the Replacement Part transaction to separate the owner’s objective, the agent’s instruction, platform rules, seller performance, carrier data, coded payment, private appeal, and public-law review.

	Figure: use Figure 15.1 to follow delegated authority, search and assent, automated payment, physical delivery, the inaccurate inference from an accurate signal, private appeal, and public-law backstops.

	Legal baselines: electronic contracting can have legal effect even without contemporaneous human review; ordinary questions of authority, assent, mistake, enforceability, and remedy remain. UETA is a model law enacted in varying form across states rather than one identical national code.

	Reasoning tasks: identify the cost lowered by each layer, distinguish delivery from contractual conformity, connect a failure to a responsible margin, compare prevention with correction, test whether exit is meaningful, and choose among private rules, code, insurance, liability, courts, and regulation.

	Common mistakes: treating AI as a legal person by default, assuming a user’s objective is identical to a system instruction, treating platforms as neutral bulletin boards, equating data integrity with factual or legal completeness, defining smart contracts as blockchains, assuming code interprets the agreement it executes, assigning all responsibility to the nearest actor, and selecting one governance instrument in isolation.

	Optional enrichment: technical blockchain consensus, decentralized autonomous organizations, detailed jurisdictional agency doctrine, current platform statutes, sector-specific AI regulation, and prediction-heavy claims about future capabilities.





Review Questions


	What makes the Replacement Part transaction a useful law-and-economics problem even if every system component operates as designed?

	What does it mean to say that technology moves transaction costs?

	Define an AI agent at the principles level.

	Why does an AI agent’s economic autonomy not establish legal personhood?

	Why can the owner’s economic objective differ from the instruction given to the agent?

	What is the marginal tradeoff involved in requiring human approval?

	How can AI lower market transaction costs?

	How can AI lower internal organization costs?

	Why is there no predetermined effect of AI on firm size or boundaries?

	Distinguish actual authority from apparent authority.

	Why can secret internal limits create a reliance problem for counterparties?

	What limited baseline do E-SIGN and UETA provide for electronic-agent transactions?

	What legal questions remain after electronic participation is recognized?

	Define private governance.

	Identify six ways the marketplace governs participants.

	Distinguish governance within a platform from competition among platforms.

	Why can standardization both reduce cost and create error?

	Why may a formal right to exit provide weak discipline?

	How might an AI agent make standard contract terms more competitive?

	How might automated assent strengthen the effects of standard terms?

	Why are error safeguards especially important for automated transactions?

	Distinguish ex ante, concurrent, and ex post monitoring.

	Define a smart contract.

	Why is blockchain neither necessary nor sufficient to define automated contracting?

	How can automated execution operate as a commitment device?

	Define the oracle problem.

	Why is the accurate carrier report insufficient to establish satisfactory performance?

	Why can better data integrity fail to solve an oracle problem?

	How do legal standards respond to incomplete contracts differently from rigid code?

	Explain the warning that execution is not interpretation.

	Identify the preventive margin controlled by the owner, seller, developer, deployer, platform, and insurer.

	How can automation reduce error per transaction while increasing aggregate harm?

	Why does activity level matter for automated systems?

	Why can platform dispute resolution be superior to court for ordinary claims?

	What incentive problem arises if buyers always receive refunds? If delivery confirmation always defeats a claim?

	What procedural functions do notice, explanation, response, escalation, and audit serve?

	Why are platform appeal and public adjudication complements rather than perfect substitutes?

	What facts determine whether exit from a platform is meaningful?

	What seven questions can guide allocation of responsibility for an automated-system failure?

	When is ex ante oversight more attractive than ex post liability?

	What governance functions can insurance perform besides compensation?

	Why is a mixed governance system usually more realistic than a choice between innovation and regulation?

	In what sense was public law present before the Replacement Part dispute reached a court?

	Why does algorithmic action not eliminate the need to identify an antitrust mechanism?

	State the chapter’s central institutional-choice question.





Economic Reasoning Questions


	The owner tells the purchasing agent to buy the “cheapest compatible part.” Identify four dimensions hidden inside that instruction. Design a more precise instruction, then explain what flexibility your design sacrifices.

	Compare a $100 autonomous spending limit with a $100,000 limit. Explain how transaction value, reversibility, frequency, seller reputation, and potential third-party harm should affect the threshold.

	A firm uses AI to search outside suppliers and to coordinate its own employees. Construct one path by which the firm becomes smaller and one by which it becomes larger. State the transaction-cost comparison in each.

	A purchasing agent exceeds a secret $5,000 limit and places a $5,500 order through credentials the firm publicly presents as authorized. Analyze actual authority, apparent authority, counterparty verification, and the firm’s control over risk. Do not assume a legal result without a jurisdiction.

	A platform introduces a machine-readable warranty score. Explain how the score could make contract terms more competitive. Then explain how the platform’s control of the scoring method could distort competition or hide important differences.

	A seller lists one product-family number covering five incompatible revisions. Identify precautions available to the seller, buyer, agent provider, and platform. Which precaution appears cheapest, and what additional fact could reverse your answer?

	An escrow rule releases payment when three independent sensors report that refrigerated goods stayed below a threshold. Explain what this verifies. Identify two legally relevant facts it does not verify and two new governance problems created by using three data sources.

	A smart contract is made fully irreversible to prevent opportunistic cancellation. Construct the strongest argument for irreversibility and the strongest argument for an emergency stop. Design a compromise and identify who controls it.

	An automated buyer has one-tenth the error rate of human buyers but executes one hundred times as many transactions. Calculate the change in expected number of errors, holding everything else constant. Explain why severity and correlation also matter.

	A platform pays refunds itself. Compare its incentive to prevent bad listings with a system in which sellers fund every refund and a system in which buyers bear every loss after delivery. Include fraud and participation effects.

	Design a three-level appeal process for transactions worth $50, $5,000, and $500,000. Explain how procedure should change with stakes, factual complexity, irreversibility, and precedent effects.

	A platform gives a detailed explanation for every automated denial but no opportunity for correction or human review. Explain why explanation can reduce error costs and why it may still be insufficient.

	Allocate a loss among owner, seller, AI provider, platform, and insurer under three alternative facts: a misleading listing, a known software bug, and an ignored owner approval setting. Tie each allocation to future incentives rather than fairness labels alone.

	A proposed law makes AI developers strictly liable for every loss involving their systems. Construct the strongest precaution and compensation argument for the rule. Then identify control, causation, insurance, entry, and activity-level problems. Propose a narrower alternative.

	Competing sellers use the same automated pricing service and prices move together. Construct an independent-response explanation and a coordination explanation. Identify evidence needed before reaching an antitrust conclusion.

	A dominant marketplace offers excellent dispute resolution but prevents sellers from carrying their transaction histories to rivals. Separate the private-governance benefits from the competition concern. Compare portability, multi-homing, antitrust enforcement, and doing nothing.

	The seller’s contract limits recovery to the purchase price, while the owner’s factory loses $80,000 from downtime. Explain how foreseeability, pricing, insurance, information, and moral hazard enter an economic analysis of the limitation. Do not resolve the doctrine without governing law.

	Compare four institutions for the replacement-part claim: automated platform appeal, human platform review, arbitration, and court. For each, identify information, cost, speed, independence, remedy, error correction, and ability to influence future transactions.

	A regulator proposes requiring human approval for every AI-initiated contract. Identify the harms the rule could prevent, the transactions it would burden, and a risk-based alternative. Explain how a regulator would update the threshold as technology changes.

	Map one ordinary online purchase you have made into Figure 15.1. Identify which layers were visible to you, which were hidden, and which public-law backstops mattered even though no dispute occurred.





Law and Economics Lab


The Technology-Governance Audit

Select or construct a transaction involving a platform, automated execution, and an AI-assisted decision. The transaction may concern purchasing, work, transportation, housing, finance, insurance, creative licensing, health administration, or another setting. Keep the factual scenario stable throughout the audit.


	Map the system. Identify every person, firm, platform, software system, data source, insurer, and public institution. Draw the direction of authority, information, payment, performance, and review.

	State the economic objective. Explain what the principal wants. Then state the actual instruction or metric supplied to the automated system. Identify at least two ways the instruction could diverge from the objective.

	Define authority. Identify who selected and deployed the system, what permissions it received, how it appeared to counterparties, and which actions require human approval. Separate actual authority from reasonable third-party reliance.

	Inventory the agreements. Identify the promises, standard terms, warranties, platform guarantees, payment rules, liability limits, dispute procedures, and insurance. Distinguish the agreement from the action performed by code.

	Locate private governance. Record rules for access, information, ranking, reputation, payment, appeals, and sanctions. Explain who writes and changes each rule.

	Identify costs reduced. For every technology layer, state which search, bargaining, trust, monitoring, execution, enforcement, or dispute cost it lowers. Do not count speed as a benefit without identifying whose time or resources are saved.

	Trace required information. Identify every external fact the system must know. State the source, what the signal actually proves, how it can be mistaken or manipulated, and which legally relevant facts remain unobserved.

	Create one failure. Change one fact, input, instruction, or event. Follow the failure through the entire system. Explain whether the problem is fraud, mistake, incomplete specification, unauthorized action, code error, poor proxy, conflicting interpretation, or some combination.

	Allocate prevention. For each actor, identify a feasible precaution and its cost. Apply control, information, least-cost avoidance, scale, insurance, and activity-level reasoning. Explain why one actor should not bear responsibility for a margin it cannot affect.

	Design correction. Build a process for notice, explanation, response, temporary pause, escalation, human review, audit, remedy, and system update. Scale the procedure to the stakes and frequency of the transaction.

	Compare institutional bundles. Evaluate at least three combinations of platform governance, contract, tort, insurance, public adjudication, and ex ante regulation. Include information needs, delay, enforcement, error costs, innovation, entry, and public-choice limits.

	Test exit and power. Identify substitutes for the platform or system, switching costs, network effects, data portability, multi-homing, and dependency. Distinguish governance within the system from competition among systems.

	Use AI as an adversarial analyst. Give an AI system your frozen scenario and ask it to identify missing actors, hidden assumptions, alternative failure mechanisms, and governance designs. Require it to mark every claim about current law, technology, or platform practice that needs verification.

	Audit the AI. Check every current factual and legal claim against authoritative sources. Record invented doctrine, unsupported capability claims, assumed legal personhood, confused actors, missing third parties, and proposals that merely say “add human oversight” without specifying when or how.

	Reach a comparative conclusion. Recommend a governance bundle. State which cost each component reduces, which failure remains, who bears the residual risk, and what new evidence would change your recommendation.



The final submission should include the transaction map, a concise evidence appendix, and a one-page institutional comparison. The purpose is not to decide whether technology is good or bad. It is to identify how technology redistributes decision rights and transaction costs, then design correction and responsibility around the actual failure mechanism.






Chapter 16: From Rights to Runtimes: The Long Arc of Legal Technology


The Factory You Never Visit

On a Monday morning, a student with a modest investment account buys one share in the manufacturer from the previous chapters. She does not visit the factory. She does not inspect its machines, meet its managers, negotiate with its creditors, or obtain permission from the shareholder who sells. A few taps move money from her account and place a transferable claim in it.

At almost the same moment, the factory’s AI purchasing agent searches for a replacement control module. It compares distant sellers through a platform, accepts standard terms, and initiates payment through a coded escrow system. The part may cross several state or national borders before anyone at the factory speaks to the seller.

Both transactions look like products of modern computing. At the surface, they are. Software searches, records, ranks, matches, authenticates, and executes. But remove the screen and a much longer institutional history appears.

The investor can buy a share because the law recognizes a transferable claim. The factory does not have to be divided when an investor leaves because a corporation owns the productive assets. Managers can act for that corporation because authority can be delegated. Outsiders invest because accounting, disclosure, liability, exchanges, intermediaries, regulators, and courts make some promises more credible. The purchasing agent can make an agreement because property and contract identify what may be transferred and whose commitment counts. The platform supplies private rules, reputation, payment, and dispute procedures. Public law remains available if private enforcement fails.

What appears to be a two-second transaction therefore rests on many layers of coordination. None is perfect. Each reduces some cost while creating another problem involving information, agency, enforcement, distribution, legitimacy, or power.

This is the larger lesson of law and economics. Legal institutions are not only commands telling people what they may or may not do. They are technologies for organizing cooperation among people who have different objectives, limited information, and scarce resources.


Key Point

Legal Rules Are Coordination Technologies

Legal institutions define rights, structure bargaining, process information, allocate authority, and organize enforcement so that people can cooperate under scarcity and conflict.





Scarcity, Conflict, and Institutional Choice

Begin before the share, the factory, or the computer. Two people want incompatible uses of the same resource. They cannot both occupy the same parcel, spend the same dollar, or control the same machine at the same time. Scarcity makes some conflict unavoidable.

One response is force. The stronger person takes the resource and expends effort defending it. Force can produce a decision, but it directs resources toward seizure, protection, and retaliation. It also makes long-term investment hazardous. A person who expects a crop, tool, or building to be taken has less reason to create or maintain it.

Hierarchy offers another response. A chief, manager, agency, or government decides. Central authority can coordinate action quickly and may resolve disputes that bargaining cannot. It also needs information, creates agency problems, and concentrates power in the decision maker.

Norms can tell members of a group what conduct is acceptable. Reputation and reciprocal treatment can enforce those expectations without a lawsuit. Norms work especially well when people interact repeatedly and can observe one another. They become less reliable when harms are anonymous, participants are mobile, interests are sharply divided, or powerful members can shape the norm for themselves.

Property and exchange provide another arrangement. Instead of fighting over every use, an institution identifies who initially decides. The right holder can use the resource, exclude others within limits, or transfer a claim. Prices then help coordinate dispersed plans. A high price signals that an item is valuable in alternative uses and encourages conservation, substitution, and production without requiring one planner to know every participant’s circumstances.

But a price system does not operate in an institutional vacuum. Someone must be able to transfer a claim. Promises must be sufficiently reliable. Participants need information about what is being exchanged. Fraud, breach, accident, and theft require responses. Money, records, organizations, and enforcement must be credible enough for strangers to rely on them.

These arrangements are not stages through which every society moves in the same order. They coexist. A modern firm uses prices to buy inputs, managerial hierarchy to direct employees, contracts to organize suppliers, norms to sustain teams, and public law to establish rights and remedies. Even force remains present through legitimate public enforcement and sometimes through illegal private conduct.

The economic task is comparative. Do not compare a flawed market with an imaginary perfect regulator, or an imperfect court with costless private bargaining. Ask which feasible arrangement can address the conflict with the least serious combination of information cost, strategic behavior, enforcement expense, error, and abuse of power.


Key Point

Every Institutional Gain Creates a New Governance Question

An arrangement that lowers one coordination cost may create new agency, information, enforcement, distribution, or power problems.



Efficiency helps make these tradeoffs visible. It asks how rules affect the size of the social pie: whether resources move toward higher-valued uses and whether cooperation creates gains larger than its costs. It does not decide how the pie should be divided or whether a procedure is legitimate. A system can produce more total value while distributing its gains unfairly, imposing unacceptable risks, or using authority in ways a society rejects.



Rights That Support Decentralized Exchange

Property begins the book’s institutional sequence because exchange needs some answer to the question, “Who may decide?” A property right is not an object. It is a legally and socially recognized bundle of decision rights concerning an object, resource, or claim.

Exclusion can protect use and investment. Transferability allows a resource to move toward another user. Rights to divide, lease, license, mortgage, or combine interests let people rearrange control without transferring everything. The economic virtue is not maximal exclusion. It is a pattern of rights sufficiently clear and enforceable for people to plan, bargain, and invest.

Imagine that access to a workshop depends only on status or physical possession. A potential buyer cannot confidently know what the seller may transfer. A lender cannot easily determine what secures a loan. An investor cannot distinguish ownership of the workshop from a temporary ability to occupy it. Defining rights lowers some of these uncertainties. It converts repeated conflict into claims that can sometimes be priced and transferred.

Contract extends this architecture across time. A spot exchange is easy when payment and performance occur together. More valuable cooperation often requires one party to act first. A lender advances funds before repayment. A worker performs before receiving a paycheck. A buyer pays a deposit before a specialized product exists. Enforceable promises make these sequences more credible.

Contract does more than move existing things. It recombines decision rights. A lease separates use from ultimate ownership. A license permits specified uses while reserving others. A loan shifts purchasing power today in exchange for a future claim. A warranty reallocates the risk of failure. Default rules reduce the cost of specifying every contingency, while mandatory rules limit some bargains when information, power, third parties, or public values make consent an incomplete justification.

Property and contract do not eliminate conduct outside voluntary exchange. Accidents impose costs on people who never agreed to bear them. Tort law can assign responsibility after harm and create incentives for precaution before it. Crime presents problems of intentional violation, public enforcement, concealment, and deterrence. Procedure determines who may invoke legal authority, what must be proved, which errors are tolerated, and how decisions can be challenged.

These fields are complements. Property defines a protected position. Contract permits voluntary changes. Tort addresses some nonconsensual injuries. Criminal law adds public prosecution and sanctions for selected violations. Courts and procedure turn contested claims into enforceable decisions. The boundaries are not universal or perfectly neat, but the functions help explain why a legal order needs more than a statement of ownership.

The limits also connect the chapters. A commons may permit excessive use because no participant bears the full cost. An anticommons may block valuable coordination because too many approvals are required. Externalities can remain outside a transaction. Bargaining may fail because parties cannot find one another, communicate, verify information, prevent holdouts, or enforce an agreement. Distribution determines who can participate and which initial claims people bring to the table.

“Well-defined rights” is therefore an analytical condition, not a slogan. Rights should be clear enough for the relevant decision, but every boundary has costs. A more absolute right can protect investment while obstructing access or bargaining. A more flexible standard can accommodate context while increasing uncertainty. Institutional design asks where additional clarity is worth its cost.



Common Law, Adaptation, and Precedent

Even carefully written rights and contracts cannot anticipate every dispute. Facts change. Language is ambiguous. New activities fit old categories imperfectly. Someone must decide what a rule means in a particular case.

Adjudication resolves the immediate conflict, but a published decision can do more. A precedent supplies information to people who were not parties to the case. It tells owners, drivers, businesses, lawyers, insurers, and lower courts how similar disputes may be treated. Shared expectations can reduce uncertainty, improve settlement, and guide precaution.

Precedent can also support adaptation. Litigants bring problems that existing rules do not settle. Judges see concrete facts, competing arguments, and the consequences of alternative interpretations. Later courts can distinguish, extend, or revise a rule. Social norms and commercial practices may enter the process through evidence, custom, contracts, and repeated disputes.

That mechanism creates a plausible efficiency story, not a guarantee. Cases reaching appellate courts are selected. Parties litigate when the stakes, beliefs, resources, or strategic value justify the cost. Harms spread thinly across many people may never generate an effective challenge. Wealthy repeat players may shape doctrine more consistently than isolated parties. Precedent makes law stable, but stability also preserves mistakes. Path dependence means that the sequence of earlier decisions can constrain later choices.

Common law should therefore be understood as one rule-producing institution within a larger system. Legislatures can replace a doctrine with a statute. Agencies can issue standards under delegated authority. Parties can write contracts around defaults. Industry groups and communities can develop norms. Platforms can create private rules and appeals. These sources interact rather than forming pure competing systems.

Historical examples help loosen the assumption that enforcement must always take its modern form. Some earlier systems relied more heavily on private prosecution, transferable claims, associations, kinship, or reputation. Such arrangements sometimes created incentives to pursue violations that a weak state could not address. They also struggled with concentrated power, anonymous victims, diffuse harms, and violence. Public enforcement solves some private incentive problems while introducing the incentives and information limits of public officials.


Historical Note

The Long Anglo Project

This book follows an influential Anglo-American lineage involving alienable property, contract, common-law adjudication, corporations, securities markets, regulation, and private ordering. These institutions have multiple historical sources, and civil-law and other legal systems developed their own scalable arrangements. Legal origin is intertwined with politics, state capacity, colonial history, and economic development. The lineage is an organizing example, not a universal sequence or a ranking of civilizations.



The careful conclusion from the common-law chapters was conditional. Decentralized litigation and precedent can generate useful information and improve rules under favorable conditions. They can also preserve bias and error. The relevant question is not whether common law is efficient in the abstract. It is which feedback mechanisms operate, whose disputes become visible, and what institutions can correct failure.



Corporations, Securities Institutions, and Scale

Return to the factory. A single owner could hold title to every machine and negotiate every contract. That arrangement becomes fragile when production requires durable assets, specialized managers, many workers, creditors, and investors who enter and leave at different times.

The corporation supplies a legal architecture. The entity owns the factory, equipment, cash, and contracts. Shareholders own transferable shares rather than direct slices of each asset. Capital can remain committed to the enterprise even when an individual investor exits. Managers can act through delegated authority. Corporate creditors can identify a business asset pool, while limited liability ordinarily bounds the personal assets exposed to corporate obligations.

These features make long-lived organization easier. They also create agency problems. Managers may pursue objectives different from those of investors. Controlling shareholders may exploit minority holders. Shareholders and managers may shift risks toward creditors, workers, customers, or tort victims. Asset partitioning, limited liability, and delegated management create value precisely by separating claims and authority; the separation is also what makes monitoring and responsibility difficult.

The small investor in the opening can buy a share without negotiating with managers because corporate law keeps the productive asset pool intact while investor claims move. But transferability alone is not enough. She still asks: What does the firm own? What has it promised? What risks has it taken? Will insiders divert value? Can she obtain a remedy if disclosures are false?


Sideline

Scalable Finance Requires More Than Property Rights

Corporate and securities institutions combine transferable claims, disclosure, liability, private enforcement, regulation, intermediaries, and courts to support investment among people who do not know one another.



Accounting standards make claims more comparable. Disclosure rules require issuers to provide specified information. Exchanges, auditors, lawyers, underwriters, analysts, and rating institutions process and verify parts of that information. Liability rules create incentives against misstatement. Regulators investigate and enforce. Private litigation can give investors a reason to challenge some violations. Courts interpret obligations and supply authoritative remedies.

No component eliminates fraud or error. Disclosure can overwhelm as well as inform. Intermediaries face conflicts. Litigation can be expensive or opportunistic. Regulators have limited information and may be influenced by concentrated interests. The point is the bundle: dispersed finance becomes more feasible when outsiders can rely on an institutional system rather than personal knowledge of every manager and asset.

Influential legal-origins research associated common-law-origin systems with stronger investor protection or deeper financial markets. A study of securities laws across 49 countries reported that disclosure and liability arrangements facilitating private enforcement were positively associated with stock-market development, while its measures of public enforcement showed little evidence in that study. This is evidence about a particular sample and measures, not a verdict that public regulation is unimportant.

Measurement problems reinforce the need for caution. Holger Spamann’s recoding of a prominent shareholder-rights index changed values for 33 of 46 countries, produced only a modest relationship with the original index, and removed support for several earlier results based on that measure. More broadly, legal origin travels with colonial history, politics, state capacity, economic development, and complementary institutions. A correlation cannot identify judge-made common law as the single cause.

The defensible lesson is narrower and more useful. Large-scale, arm’s-length finance depends on credible institutional commitments. Corporate form, disclosure, liability, private enforcement, regulation, markets, and courts can complement one another. A legal label by itself cannot do the work.



Public Governance at Scale

Private law supports decentralized choice, but scale can magnify externalities, information failures, collective-action problems, and market power. Regulation and antitrust add public institutions capable of acting before or beyond a single private dispute.

Regulation can set common standards, require information, license risky activity, coordinate networks, tax harm, create tradable permissions, or prohibit conduct. It can bring specialized knowledge to recurring problems and intervene before injury occurs. Antitrust protects competitive processes when collusion, exclusion, merger, or durable bottlenecks threaten the alternatives on which market discipline depends.

Public governance does not escape the institutional comparison. Agencies must obtain information from the parties they regulate. Officials respond to incentives. Organized groups may secure rules that protect themselves. Uniform standards can ignore differences in local costs. Enforcement can be delayed, selective, or mistaken. Courts reviewing public action have their own information limits and error costs.

Spectrum allocation supplies a revealing bridge. Radio users can interfere with one another, so public law must define permitted frequencies, power, geography, duration, and transfer. Ronald Coase argued in 1959 that legally defined licenses could be auctioned rather than assigned solely through administrative judgment. The later use of FCC auctions allowed prices to help allocate some permissions among competing users.

The auction did not replace government. Public authority still defined the object being auctioned, controlled the permissible uses, enforced interference rules, and determined the conditions of transfer. Nor did public definition replace the price mechanism. The example shows how institutions can be combined: legal design creates a bounded transferable permission, while bidding communicates decentralized information about value.

Regulation, antitrust, and private law are similarly layered. A platform may write rules for sellers while antitrust constrains exclusionary conduct. A factory may comply with an emissions standard while remaining liable for some injuries. A securities exchange may govern members while statutes, regulators, and courts support the market. Public and private institutions usually divide tasks rather than operate as mutually exclusive systems.



Platforms, Code, and AI

The replacement-part transaction adds computational institutions to this architecture. The platform matches buyers and sellers, standardizes listings, supplies reputation, processes payment, and offers an initial dispute procedure. It can make trade among strangers faster and safer. It can also control access, ranking, evidence, remedies, and exit.

Code automates a specified action. Escrow can release payment when a carrier reports delivery. The commitment can become more credible because neither party can easily reverse the programmed step. But the signal establishes only what the system was designed to read. Delivery is not the same as contractual conformity. Execution is not interpretation.

AI broadens delegation. A purchasing agent can search, compare, and act across more alternatives than a human manager could examine. It can lower search and bargaining costs. It can also misunderstand an objective, optimize an incomplete proxy, exceed authority, or repeat an error at scale. Responsibility still must be allocated among actors with different control, information, and ability to prevent or insure against harm.


Important Qualification

Newer Layers Do Not Erase Older Institutions

Platforms, code, and AI still depend on legally recognized organizations, assets, contracts, liability rules, public enforcement, and procedures for resolving disputed facts.



The factory’s purchasing agent acts for a corporation. The corporation owns money and equipment under property law. The seller claims a right to transfer the part. Electronic records and delegated authority support formation. Contract law helps identify obligations beyond the coded payment condition. Tort, insurance, and regulation may address resulting harm. A platform appeal offers private correction, while a court or agency supplies a possible public backstop.

Computing changes the cost and location of these functions. It does not make them disappear. Search moves from an employee to an AI system. Rulemaking moves partly into platform terms. Verification moves toward machine-readable signals. Enforcement moves partly into accounts, rankings, payment controls, and code. The resulting system may be cheaper overall while making particular errors harder to see or reverse.

This is why the final chapters belong in a law-and-economics book. They are not departures into technology forecasting. They apply the familiar questions of rights, incentives, transaction costs, agency, information, enforcement, and institutional competence to new arrangements.



What Law Still Does

The investor’s share purchase and the factory’s automated transaction both require institutions able to do more than execute instructions.

Law supplies recognized authority. It determines which organizations can own assets and whose actions can bind them. It identifies public officials authorized to use coercion and constrains the procedures through which that power may be exercised.

Law interprets. A dispute may turn on whether a listing was misleading, whether a manager acted loyally, whether an exclusionary practice harmed competition, or whether an agency remained within delegated authority. These questions require facts, purposes, standards, and competing arguments. Faster execution cannot answer them merely by running faster.

Law allocates responsibility. When many actors contribute to a failure, an institution must connect conduct, control, causation, precaution, insurance, and remedy. That allocation affects behavior before the next accident, contract, investment, or automated decision.

Law supplies procedure. Notice, participation, explanation, appeal, and revision make correction possible and can contribute to legitimacy. Procedure is costly, so every dispute need not receive the same process. But a cheap first decision is not a substitute for a proportionate path to review.

Law also makes judgments economics cannot settle alone. Efficiency can expose opportunity costs, likely behavioral responses, and tradeoffs among feasible institutions. It cannot by itself determine the just distribution of rights, the acceptable use of coercion, or the moral limits of exchange and punishment.


Important Qualification

Efficiency Is Not the Whole of Law

Efficiency helps compare rules and institutions, but law also concerns legitimacy, coercion, distribution, fairness, and moral judgment.



The following table compresses the book’s institutional argument. The layers coexist. They may complement one another or substitute at particular margins. The table is not a ranking and does not describe an inevitable historical sequence.












	Institutional layer
	Coordination bottleneck
	Capacity made scalable
	Characteristic governance cost





	Rights and transfer
	Conflict over control
	Decentralized exchange and investment
	Exclusion, boundary, and distribution disputes



	Enforcement and adjudication
	Breach, accident, and violation
	Impersonal reliance and authoritative resolution
	Cost, delay, error, and coercion



	Precedent and common law
	Repeated uncertainty
	Adaptation and shared legal expectations
	Selection bias and path dependence



	Corporation and securities institutions
	Durable assets and dispersed finance
	Long-lived organization and outside investment
	Agency, disclosure, and limited-liability costs



	Regulation and antitrust
	System-wide harm and durable power
	Standards, coordination, and competitive access
	Information, capture, and enforcement error



	Platform governance
	Search, trust, payment, and routine disputes
	High-volume exchange among strangers
	Dependency, opacity, and concentrated private power



	Code and AI delegation
	Repeated execution and costly search
	Fast commitment, comparison, and action
	Rigidity, oracle, authority, and accountability problems





The progression from rights to runtimes is therefore not a story in which a better technology eliminates everything before it. A corporation does not eliminate property and contract. Regulation does not eliminate markets. A platform does not eliminate public law. Code does not eliminate interpretation. AI does not eliminate responsibility.

Each layer expands what people can coordinate. Each creates a new place where authority can be hidden, information can be distorted, incentives can diverge, or power can concentrate. That is not an argument against institutional development. It is a reason to keep governance attached to the mechanism that creates value.

Four questions provide a durable method for analyzing any new legal or computational arrangement:


	Which coordination bottleneck does it reduce? Identify the conflict, transaction cost, information problem, commitment problem, or enforcement failure.

	What information, authority, and enforcement does it require? A system cannot act on information it does not possess or enforce commitments it lacks power to carry out.

	Which new agency, error, distribution, or power problem does it create? Do not count the gain without locating its accompanying governance cost.

	Which feasible institution can detect, correct, or revise the resulting failure? Compare real alternatives, including the possibility that intervention costs more than the problem it addresses.



The questions do not produce automatic answers. They prevent automatic answers.



The Big Picture

Law and economics begins with scarcity and purposeful behavior. People respond to expected benefits and costs, but they do so with limited information, incomplete contracts, behavioral imperfections, and sometimes conflicting objectives. Legal rules change those incentives and determine which effects enter whose decisions.

Property identifies decision rights. Contract makes cooperation across time more credible. Tort and crime allocate responsibility and organize deterrence. Courts and procedure convert disputed claims into authoritative decisions. Precedent can stabilize expectations and adapt rules, while also preserving selection bias and path dependence. Corporations hold assets and delegated authority together across time. Securities institutions support investment by dispersed outsiders. Regulation addresses some large-scale information, coordination, and externality problems. Antitrust protects the competitive alternatives that discipline private power. Platforms, code, and AI lower new sets of transaction costs while relocating governance.

No institution is self-enforcing or costless. Markets need legal support. Courts need information and resources. Regulators face incentives and error. Firms create agency costs. Platforms combine useful coordination with private power. Code depends on external facts and correction. AI depends on delegated objectives and accountable principals.

The central method is realistic institutional comparison. Identify the behavior a rule changes, follow the response at the margin, account for transaction and enforcement costs, and compare the available alternatives. Ask not only whether an institution fails, but whether another institution can do better after its own information, incentive, and legitimacy problems are included.

That method is deliberately modest. Economic reasoning does not supply a complete theory of justice or a master design for society. It does something both narrower and powerful: it shows how rules structure cooperation, how unintended consequences arise, and why good intentions are not enough.

The investor may never see the factory. The purchasing agent may never understand law. Yet the transaction depends on centuries of institutional problem solving embedded in rights, organizations, records, markets, procedures, and public authority. New technologies will change those arrangements. They will not end the need to ask who decides, who knows, who bears the risk, who may challenge the result, and which alternative is actually better.



Chapter Study Map


	Core ideas: legal rules as coordination technologies, scarcity and conflict, institutional alternatives, prices and legal infrastructure, defined and transferable rights, complementary legal fields, precedent and adaptation, path dependence, corporate continuity, scalable finance, legal origins, public governance, platform governance, automated execution, AI delegation, legitimacy, and realistic institutional comparison.

	Continuous case: use the factory’s outside investor and automated replacement-part purchase to uncover the rights, contracts, organizations, information systems, enforcement institutions, and public authority beneath apparently simple transactions.

	Table: use the institutional relay table to identify the bottleneck reduced, capacity made scalable, and characteristic governance cost for each layer. Do not read the rows as a ranking or universal historical sequence.

	Reasoning tasks: identify a coordination bottleneck, explain the institutional mechanism, trace required information and authority, locate the new governance cost, compare correction mechanisms, and distinguish efficiency from distribution or legitimacy.

	Common mistakes: treating legal development as inevitable progress, equating stronger property rights with better rights in every setting, assuming common law necessarily evolves toward efficiency, confusing common-law legal origin with judge-made law alone, treating a corporation as a contract without legal architecture, assuming regulation replaces markets, assuming platforms are merely neutral intermediaries, treating execution as interpretation, and using efficiency as a complete moral criterion.

	Optional enrichment: comparative legal history, detailed legal-origins research, securities-law doctrine, private prosecution systems, civil-law institutional development, spectrum policy, blockchain governance, and forecasts about future AI capabilities.





Review Questions


	What makes the investor’s share purchase and the factory’s replacement-part purchase useful opening examples?

	What does it mean to call a legal rule a coordination technology?

	Why does scarcity create conflict even when no party acts irrationally?

	Compare force, hierarchy, norms, property and exchange, and public law as institutional responses.

	Why does a price system still depend on legal and social institutions?

	What does realistic institutional comparison require?

	What does efficiency clarify, and what questions does it leave unresolved?

	Why is a property right better understood as a bundle of decision rights than as an object?

	Why is maximal exclusion not the same as well-defined rights?

	How does contract extend the system of rights across time?

	Explain how property, contract, tort, crime, courts, and procedure complement one another.

	Why can additional clarity in rights be costly?

	How can precedent lower coordination costs?

	Why can selective litigation prevent common law from evolving toward efficiency?

	What is path dependence?

	Why should statutes, regulation, common law, private ordering, and platform rules be viewed as interacting sources?

	How does the corporation allow productive assets to remain intact while investors enter and leave?

	What agency costs accompany corporate scalability?

	Why do dispersed investors need more than transferable property claims?

	What is the narrow, defensible lesson from the legal-origins and securities-law evidence discussed in the chapter?

	What does Spamann’s recoding study teach about institutional measurement?

	How do regulation and antitrust extend the book’s coordination framework?

	Why did spectrum auctions combine public definition with decentralized pricing rather than replace one with the other?

	Why are public and private governance usually institutional complements?

	How do platforms lower transaction costs and concentrate authority at the same time?

	Why is execution not interpretation?

	How does AI delegation change rather than eliminate agency problems?

	Identify five functions law continues to perform in computational systems.

	Why is the sequence from rights to runtimes not an inevitable historical progression?

	State the four durable questions for analyzing a new institution.





Economic Reasoning Questions


	Two neighboring businesses need the same loading area at overlapping times. Compare force, custom, managerial hierarchy, property allocation, contract, and regulation. For each, identify its information and enforcement requirements.

	A city creates a transferable permit for curb access. Explain which features must be legally defined before a price can allocate the permit. Identify one benefit and three possible governance costs.

	A community strengthens a landowner’s exclusion right. Construct one mechanism that increases investment and one that blocks a higher-valued use. Identify the transaction costs that determine which effect dominates.

	A court announces a clear rule that reduces future litigation but fits the present case poorly. Analyze the tradeoff among dispute resolution, precedent, reliance, error, and path dependence.

	A private association resolves member disputes cheaply through reputation and exclusion. Identify the conditions under which the system may work well and the harms it is least likely to handle.

	An investor can trade shares instantly but cannot easily evaluate the issuer’s risks. Compare disclosure, intermediary certification, private liability, regulatory enforcement, and investor caution as possible responses. Explain why no single instrument is sufficient.

	A cross-country study reports that countries in one legal family have larger securities markets. List at least five alternative explanations or measurement problems that must be considered before making a causal claim.

	A government replaces administrative allocation of licenses with an auction. Explain what information the auction uses well, what legal decisions must still be made publicly, and when willingness to pay may be an incomplete allocation criterion.

	A platform’s dispute system is cheaper and faster than court but rejects unusual claims. Design a layered review system and explain how the stakes, frequency, information, and precedent value of disputes should affect procedure.

	An AI agent reduces a firm’s purchasing costs by 20 percent while doubling the number of transactions. Identify at least four governance costs that could rise even if the error rate per transaction falls.

	A proposed reform is predicted to increase total surplus while concentrating losses on a politically weak group. Separate the efficiency analysis from questions of compensation, rights, fairness, and legitimacy.

	Choose one row of the institutional relay table. Remove that layer from the opening factory transaction and trace which forms of cooperation become more difficult and which governance problems disappear.

	A policymaker says, “The market failed, so government must act.” Rewrite the statement as a complete comparative-institutional inquiry.

	A technologist says, “Code makes courts unnecessary because execution is automatic.” Identify the hidden assumptions about facts, authority, agreement, mistake, responsibility, remedies, and coercion.

	Analyze a new institutional arrangement not discussed in the book using the four closing questions. State what evidence would change your provisional recommendation.





Law and Economics Lab


The Institutional Genealogy

Choose one modern transaction, organization, or technology. Examples include renting a home through an online service, investing through a brokerage app, licensing creative work, obtaining a loan, hiring through a labor platform, purchasing insurance, operating an online community, or using an AI agent for business. Freeze the basic facts before beginning.


	Describe the visible transaction. State what the parties appear to do, what they receive, and which steps seem automatic.

	Identify the rights layer. List the property or intellectual-property claims that make the transaction possible. Explain what can be used, excluded, divided, licensed, pledged, or transferred.

	Map promises across time. Identify payment, performance, warranties, disclosures, reliance, defaults, and remedies. State why simultaneous exchange is insufficient.

	Locate nonconsensual risk. Identify possible accidents, externalities, fraud, theft, or third-party harms. Explain whether tort, crime, regulation, insurance, or another institution addresses each risk.

	Trace adjudication and enforcement. Identify private appeals, arbitration, courts, agencies, reputation, account sanctions, and physical enforcement. State who may invoke each process and which errors it is likely to make.

	Identify organizational architecture. Determine which legal entities own assets, employ people, delegate authority, raise finance, and bear liability. Distinguish ownership of shares or claims from ownership of particular organizational assets.

	Map public governance. Identify applicable standards, licensing, disclosure, taxation, competition policy, or public enforcement. Explain the information and incentive problems faced by the public institution.

	Map computational governance. Identify platform rules, rankings, automated execution, external data, AI delegation, logs, permissions, and review. Separate matching, commitment, verification, interpretation, and correction.

	Complete the institutional relay. For every retained layer, state the coordination bottleneck reduced, capacity made scalable, information required, authority created, enforcement mechanism, and characteristic governance cost.

	Remove one layer. Predict which transactions, investments, or safeguards become more difficult. Then identify any agency, enforcement, or power problem that becomes smaller.

	Compare alternatives. Propose at least two feasible institutional bundles. Include private ordering, markets, organizations, courts, regulation, and computational systems where relevant. Apply the same standards to each.

	Use AI as a critic. Ask an AI system to find hidden legal layers, unsupported historical claims, omitted actors, and alternative failure mechanisms. Require it to label every statement about current law, data, or technology that needs verification.

	Audit the critic. Verify the AI’s factual and legal claims against authoritative sources. Record invented doctrine, unsupported technological capability, deterministic history, false equivalence among legal systems, and any recommendation that ignores enforcement.

	Reach a bounded conclusion. Recommend an institutional bundle. State which cost it reduces, which problem remains, who bears the residual risk, what procedure permits correction, and what evidence would change your conclusion.



The final submission should include a one-page transaction narrative, an institutional map or structured table, a concise evidence appendix, and a comparative recommendation. The purpose is not to celebrate or reject a legal tradition or technology. It is to reveal the accumulated institutions beneath ordinary cooperation and to compare how they perform under realistic constraints.
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