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PRIVATE 
Interest has grown recently in the combined study often known as law and economics, for which the 'economic analysis of law' is really a better description. Anyone with an interest in the institutional framework, i.e., the rules of the game’, governing economic activity, will find economics of law useful in understanding how laws affect human incentives. The economics of law may be defined as the application of economic principles to legal instruments, questions and procedures. It has many practical applications, such as helping with the drafting of laws, or in assessing the amount of damages required to return a person to the level of welfare enjoyed before an accident occurred. 
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Legal instruments are devices like damages for breach of contract that feature regularly in the legal system and have implications for economic incentives.  Legal questions, such as whether it would be appropriate to award damages for the interruption to production following an oil spill from a tanker, are also amenable to economic analysis. Legal procedures may also interact with economic incentives: for example when lawyers work for contingent fees on a ‘no-win, no-fee’ basis. The nature of a country’s law, and the reliability of its legal system, also has a direct impact on economic performance, as shown by the ‘law and finance’ literature. Countries possessing independent, reliable, and relatively corruption-free legal systems tend to show higher growth, less inflation, and higher levels of employment. The relationship between the legal system and the economy is definitely a two-way link and ‘law and finance’ even suggests that common-law systems are best of all at promoting economic efficiency and growth.


Economics of law has a respectable pedigree.  In earlier times it was common for ‘political economists’ (as economists were once known) to have had exposure to legal training and to work on institutionally focused questions.  It is only in recent years that many economists have become narrowly technical and have tended to ignore institutional questions. Following on the heels of the 2008 depression affecting Europe and America, the excessively technical nature was widely criticized, even to the extent of some economists writing a letter to the Queen making the criticism of the mainstream profession, after the monarch had asked why so many economists appeared to have missed accurately predicting the onset of the depression.  It is a good time to increase one’s institutional focus by studying law and economics.


In the eighteenth century, Adam Smith saw institutional factors like the rules of property inheritance and the Poor Laws of his period as inhibiting industrialization.   Primogeniture (land passing to an eldest son) caused land to be transferred in large parcels, which often meant some of it remained unused (one wonders why not leased, if not sold).  The Poor Laws, much like some aspects of state-based welfare support in our own time, such as public housing, made labor mobility difficult as the labourer was restricted from moving to another parish - an unintended consequence of a policy meant to stop the poor of one parish becoming a burden on landowners in another.


Economists continued to show interest in policy-oriented questions, in a way that embodied some joint study of law and economics, into the twentieth century. Then, from the 1950s onwards, many economists analyzed regulatory issues in considerable depth. Their work was an early kind of law and economics mainly concerned with antitrust and the regulation of natural monopoly. Regulatory economics certainly paved the way for the more recent extension of economics to the analysis of more central, ‘core’, areas of the law like property and contract.  We therefore pay attention to regulatory studies as a separate category in the Higher Education Academy/Teaching Resources for University Economics website.


Since the early 1960s, and particularly from 1970 onwards, when Richard Posner began to publish much of his work, modern law and economics has focused on the common law, and particularly on that of the US.  The terms ‘common law’ reflect the emergence of a standardized approach to law in medieval courts in England that was carried to America, and to other former British colonies, by settlers. The common-law countries may be contrasted with the civil-law countries of continental Europe, which limit judges to the interpretation of statutory codes. The key factor distinguishing the common law is that judges in senior courts may independently make law, by creating 'precedent' as they encounter cases not fully catered for by 'holdings' from earlier similar cases. Such legal innovation must be consistent with existing law, and may be challenged several times in courts of appeal before settling down to become new law. Judges in the US are regarded as innovative and pro-active in developing the common law. This innovative history may partly explain why the economic analysis of law has been successful in the US as it is a useful tool in understanding and developing the law.  In general, precedent leads to a practical focus in which inefficient laws can be appealed and shown not to suit anyone well.  Some modern studies argue that the common law has evolved efficiently; that there is an inherent economic logic to it.  


Common law coexists with the statute law that emanates from the legislature and it is quite possible to use economic analysis on both. Although earlier work, with its emphasis on regulatory questions, concentrated on statute, modern economics of law tends to focus closely on core areas of judge-made common law such as the analysis of property rights, contracts and 'tort' (for example, nuisance or negligence issues). In recent years, the criminal common law has been added to the list of modern topics, along with areas as diverse as corporate law and family law. A useful milestone in the development of law and economics was the publication in 1973 of the first edition of Richard Posner's Economic Analysis of Law,  which consolidated much of the old and the new work in the economics of law. 


Different schools of thought can be identified within economics of law, and here we mention just a few of them.  The University of Chicago Law School is broadly associated with the claim that the rules of common law evolve efficiently, has been very influential around the world, and is particularly associated with Nobel prizewinner Ronald Coase’s work on conflict over property rights and with Richard Posner’s analysis of the efficiency of legal rules.  Chicago is the home of the two major economics of law publications, the Journal of Legal Studies and the Journal of Law and Economics. Of the two Chicago journals, the Journal of Law and Economics has traditionally had more of a regulatory focus, whereas Journal of Legal Studies has had more of an applied legal studies character; although, currently, the two sister journals appear to be converging on similar content.  Yale Law School is a home to scholars of economics of law who are, by comparison, somewhat more interventionist in social and economic policy, as are those from Harvard.  
The property-rights school, which we discuss at some length in the next chapter, is associated with western universities such as UCLA, Washington and Montana State.  It emphasizes the efficiency aspects of rules surrounding the use of property, such as those concerning water or land, and even has something to tell us about the range, cowboys and the nineteenth-century westward expansion of the US. Berkeley also stands out as the home for many years (together with Hamburg in Germany) of the International Review of Law and Economics, and of the Berkeley Electronic Press, which publishes the newer Review of Law and Economics.  Berkeley is a law school where economics of law has been used to extend legal scholarship and to examine the incentive structures incorporated into the law. The International Review is now edited from Hamburg and the Columbia Law School, New York. 


There are no truly substantial centers for studying law and economics in the UK.  The relative under development of the area domestically was noted with regret by the Economic and Social Research Council in its 2008 benchmarking report for economics.  There has been a recent attempt to develop a suitable center at the University of Manchester by Frank Stephen, an early Scottish pioneer in the field.  Therefore, it is a good in which students can make a name for themselves with pioneering studies. The economic analysis of law can be seen as an important part of the 'New Institutional Economics', i.e., the application of modern techniques of economic analysis to questions concerning institutions (defined as 'rules of the game').  Legal rules create important institutional structures within society.

Some Applications

Since modern economics studies rational behavior, defined as the pursuit of consistent ends by efficient means, there is no difficulty in applying it to the law.  Ends and means are clearly involved in setting and administering the law.  A few simple examples of legal cases and issues will clarify what is meant by this application.  They come from three classic areas of law and show that economic analysis can be fruitfully applied to some interesting legal questions.

Crime

We start with an example from criminal law, as this explores some territory with which most readers will have some familiarity.  

  
Some countries in the Far East impose death sentences on those convicted of smuggling hard drugs.  Economic analysis shows why this might make sense.  These countries have been through periods of relative poverty and probably could not afford to devote large amounts of money to detecting smugglers.  If criminals are rational, they will respond to increases in the expected value of punishment by reducing their criminal activity. This response will follow even if criminals are often driven by factors such as an anti-social upbringing, as long as they react rationally at the margin of their activities. 

  
The expected value of punishment equals the probability of conviction multiplied by the sentence for the crime.  If a country cannot afford to increase the conviction rate, it can obtain the same effect in reducing smuggling by adopting severe sentences. This trade off may explain the existence of severe punishments for non-capital crimes in earlier times in what are now more advanced societies. As those societies became richer, they were able to afford to move to more humane systems of criminal justice, while achieving deterrence through devoting more resources to detecting crime and prosecuting criminals.


Most modern societies are concerned about increasing levels of both violent and property crime. How should this be tackled?  If the cost of increasing the length of prison sentences is low compared with the cost of increasing the detection and conviction of criminals, it can be cheaper to obtain a target reduction in crime by increasing the length of sentences. The economic analysis here is useful.  It suggests that the common response to rising crime of many governments around the world, which is to increase expenditure on the police force, may not be the most cost effective.  Interestingly, it seems that developed economies have not moved that far from the predicament facing less developed ones. 


The principles of deterrence and the use of criminal penalties in addition to private legal action have implications for many areas of society.  

Enron and Early Twenty-First Century Corporate Scandals
Financial scandals surrounding companies like Enron have generated concerns leading to the legal reform of corporate governance. Both Enron used accounting techniques that accelerated or created revenues. Share prices were inflated, to the benefit of shareholders and managers holding options to purchase stock who managed to sell shares early on at high prices. In late 2001, questionable accounting practices became apparent, the bubble burst and shareholders’ equity fell to a tiny fraction of the previous level of $9.6 billion.  Enron filed for bankruptcy protection.  Other firms such as WorldCom, Xerox, Adelphia, Tyco, Lucent Technologies, Cisco and Global Crossings were subsequently similarly embroiled in earnings restatements.  Why did it take some time for the scandals to become apparent: in particular, why did company auditors not reveal to shareholders what was happening?  

 
The legal liability of auditors in the US is governed by The Securities Exchange Act 1934 when they certify that financial reports comply with generally accepted principles. Shareholders may sue over fraudulent information and there is a possibility for criminal prosecution by the Department of Justice.  However, the plaintiff must demonstrate that the auditor intended to defraud and was not merely negligent.   The Public Securities Litigation Reform Act 1995 (PSLRA) enhanced this defense, by requiring the plaintiff to show particular facts leading to a strong inference of intent, creating an unfortunate procedural hurdle to the governance of auditors.  The PSLRA also diluted deterrence by ending the use of the Racketeer Influenced and Corrupt Organizations Act 1970 (RICO) as a means of seeking treble damages in civil securities fraud cases.  Deterrence of acquiescence by auditors was reduced compared with the pre-1995 position.

The legislative response to Enron came in the shape of the Sarbanes-Oxley Act 2002, which broadly tries to increase the incentive for disclosure of accurate financial information.  Auditors must now issue a statement attesting to internal financial control in annual reports. Independent auditors are restricted over the non-audit services they may provide for publicly held audit clients.  The current Securities Exchange Commission (SEC) requirement to rotate outside auditors is tightened from every seven to every five years.

Senior management of all public companies in the US must now certify the accuracy and completeness of financial reports to the SEC.  The Chief Executive Officer and Chief Financial Officer must now certify that based on their knowledge a report does not contain any relevant untrue statement or omission. They must further state that they have evaluated the effectiveness of financial controls within 90 days prior to the report. The CEO and CFO must disclose any deficiencies in the design or operation of internal controls and any fraud involving management and employees. The penalty applying for making false statements in relation to the new disclosure requirements is a fine of up to $5 million, imprisonment for up to 20 years, or both.

To sum up, the response to Enron was a tightening of penalties, with greater reliance on criminal penalties relative to private action by shareholders.  There have also been steps to increase the personal culpability of senior management.  The approach is consistent with the economic analysis of deterrence in criminal law.

Nuisance

Our second example comes from the legal treatment of nuisance, which is a 'tort' - or private wrong - in common-law countries. Our example is the famous case of Sturges v. Bridgman (1879), which concerned a confectioner who set up shop next to a physician, whom he disturbed with the vibration and noise from equipment. The doctor (Sturges, the plaintiff who brought the case and whose name appears first on the case citation – now known as the ‘claimant’ in England and Wales) won the right (an injunction) to stop (enjoin) the nuisance. What are the economic implications of this?


Economists regard Sturges as a case of 'externality' - i.e., there may be spillover effects caused by conflicting property rights.  Externalities are inherently reciprocal in nature. The confectioner affects the doctor but the latter has to be in the way for harm to arise.  Both parties are exercising legitimate private property rights, which conflict. It does not matter from the point of view of economic efficiency whether the person causing the nuisance (Bridgman) has the right to continue or whether the victim has the right to stop him, as long as they can bargain at reasonably low cost. For illustration, assume that the confectioner's noise completely stops medical practice. If the medical business were more profitable but did not have the right to stop the noise, the doctor could afford to bribe the confectioner to stop. Conversely, if the doctor did have the right, the less-profitable confectioner could not bribe the doctor to tolerate the noise. The case illustrates the 'Coase theorem'.


Courts tend traditionally to award an injunction prohibiting the nuisance in cases like Sturges, rather than award compensatory damages, wherever the number of parties is small.  This would seem to be efficient, since many small-numbers cases are likely to exhibit low bargaining costs. If such rules become well known to holders of property rights they may avoid taking their disputes to court, preferring to settle at an earlier stage and avoid the costs of litigation. Observations like this have led some researchers to argue that the law evolves as if it were trying to maximize the joint wealth of the parties involved (i.e., comparing monetary gains and losses).

The Economics of Breach of Contract

Another introductory example is drawn from the study of the law of contract.  Economic efficiency is based on voluntary and informed trading, which is supported by a law of contract that enforces terms of trade and may plug gaps in agreements that would otherwise be too costly to cover.  Contract law enables resources to be transferred to their most valuable uses, as people come to know what promises are enforceable and how enforcement may occur.
Suppose a company does not wish to complete a service it has promised to undertake.  Should it be forced to perform?  Both economics and law suggest that it is unnecessary to require specific performance, except in special cases.  It is not the business of the law to force people to carry out tasks for which the economic justification may have disappeared, but only to ensure they compensate the 'victims' of breach. There can be such a thing as efficient breach of contract, when the party breaching is able to compensate the victim for non-performance. Compensation is usually defined by the courts: although some economists have argued that enforcing specific performance of the original contract would ensure that the would-be breaching party is forced to pay accurate compensation to obtain the victim's consent to breach. 


In Tsakiroglou v. Noblee Thorl (1962), a company in the Sudan undertook to sell peanuts to a German firm on standard terms - in particular, at a price including insurance and freight.  The Suez war erupted in 1956 and the company had claimed delivery was impossible. The buyer claimed delivery was just more expensive (around the Cape) and won compensation from the seller for the cost of arranging a new delivery. The case also draws attention to the insurance function of contracts.


The court concentrated upon the issue of whether performance was physically possible, which is not how an economist would examine the case.  The economist sees a contract as an attempt to increase efficiency by allocating future contingencies between the parties: as performing an insurance function.  In Tsakiroglou, it seems the seller was in the best position - at the time the contract was written - to cover the contingency of blockage of the canal.  It is also relevant that the price included insurance and freight, suggesting these costs were the responsibility of the seller. Efficient contracts would indeed assign risks to those able to bear them at least cost. We cover further contract issues in Chapters 4 and 5.   In the meantime the boxed example makes what may strike you as an unusual application of contract thinking to family law, which we explore in more detail in a later chapter.

Would Contract Law Stabilize Families?

Older views of marriage tended to emphasize that it was a union for life, which amounted to insisting on specific performance of the implied ‘contract’ between spouses. In the early twentieth century many countries, including the UK and USA, came to allow people to obtain a divorce when the other party was at fault, for example in cases of adultery.  Under older laws, property settlements for the party breached against could include most of the assets.  A process of liberalizing divorce laws gained momentum in many countries from the late 1960s onwards, allowing no-fault divorce and establishing rules of financial settlement based largely unaffected by issues of who was at fault in the break up. In general, there has been an historical tendency in England to award money to meet the needs of a divorced spouse, with recent movement toward dividing assets more equally. Some US states are much like England, although some, community-property states, always did divide the marital ‘acquest’ equally.

Since the 1960s, there has been a considerable increase in the numbers divorcing so that approximately one half of new marriages might be expected to end in divorce.  This is not surprising to many economics of law scholars. After all, divorce has become much cheaper compared with earlier periods. A spouse may be abandoned with no obligation to maintain a promised standard of living. Rather, they might receive one-half of community property, or a court-assessed award based on needs. What would happen if we allowed people to divorce but required them to obtain the consent of the other party? The prediction would be that the spouse wishing to leave would have to maintain the living standard of the one left behind, which is usually greater than a standard meeting needs or based on one half of assets.  Divorce would become more costly for ‘leavers’ and rates of divorce might be predicted to fall.  Such a settlement rule would broadly mirror expectations damages in contract law. 









