Coleman on EAL Part II
OBJECTIONS TO THE ECONOMIC ANALYSIS OF LAW

The Ideology of the Economic Analysis of Law

Despite its obvious power as a tool for modeling and evaluating legal arrangements and institutions, philosophers have, with rare exceptions, remained unimpressed by the economic analysis of law. That is because philosophers are familiar with economic analysis largely through essays by individuals unsympathetic to it who have advanced questionable inter​pretations of economic analysis and misguided objections to it. The objection that has secured the greatest currency-and is therefore most responsible for the philosophers' negative attitudes toward the whole enterprise-is that the economic analysis of law involves an insidious, unpalatable ideology. 10

Roughly, the objection is that the notion of economic efficiency is
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normatively prejudiced in a particularly insidious way: namely, it turns out that what is efficient depends on what people are willing to pay, and what people are willing to pay in turn depends on what they are capable of paying. In short, the greater one's wealth, the more likely one is to increase it. And it is not just that economic analysis lends itself to this pattern of distribution; rather it is that economic analysis requires and sanctions such patterns of distribution under the guise of pursuing the presumably desirable social goal of efficiency.

The objection's plausibility is easy enough to trace. Recall Richard Posner's suggestion that in order for courts to promote efficiency they should assign entitlements by mimicking the market. For Posner, mimicking the market in this regard involves assigning rights to the use of resources to those parties who would have purchased them in an exchange market. That just means, assign the right to the party who would have paid more for it. Therein lies the connection between efficiency and willingness to pay. One's willingness to pay surely depends on what one can pay; thus the connection is extended from efficiency to actual wealth. This connection makes economic analysis unsavory enough, but it gets worse. If rights are assigned this way, not only are the richer richer still, but because their newly acquired entitlements increase their wealth further they are also in an ever better position to increase their wealth again by securing more rights on the grounds that their doing so is required by efficiency. Thus not only does efficiency depend on prior wealth inequities, but also pursuing efficiency leads inevitably to further inequities.

It is undeniable that "auctioning" certain extremely scarce goods​ for example, the only glass of water in the desert to the high bidder among a group of weary and bone-dry travelers-would constitute a moral outrage even if doing so would be efficient in Posner's sense. Since in such cases each person would bid to the limit of his wealth, efficient resource allocation would be tantamount to giving resources to the wealth​iest individual. But absolutely no defender of economic analysis claims that the analysis is supposed to cover such cases. The notion of efficiency is intended to be useful in genuine market settings, or in contexts that are sufficiently similar to exchange markets to render efforts to mimic the market plausible. There is no sense in which the desert example can be construed as involving an exchange market for water. To say that the scope of economic analysis is limited in some ways is hardly to deny its power within its domain.

We can all agree that sometimes assigning resources to higher bidders is undesirable even if efficient. Economists do not deny this. But assigning rights to those willing to pay more for them does not in fact always amount to assigning rights to those most able to pay. Consider any nuisance case. Suppose the manufacturer is considerably more well off than are its neighbors. It could presumably outbid them and pollute to its heart's content. But it does not do so simply because it would be irrational for it to do so. If it gains only so much by polluting, it bids only so much
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for the right to continue polluting-regardless of its capacity to pay. On the other hand, the neighbors, regardless of their wealth, bid at least the value of their damages to force a reduction in pollution. After all, they are already paying that much in damages. Their bids are determined by the value of the damages they suffer, not by their relative wealth. The manufacturer accepts bids according to the value of the gain it would forgo, not in virtue of its relative wealth. So it goes in the vast majority of cases in which economic analysis is employed to resolve legal disputes.

This line of counterargument is not intended to show that one's relative wealth never determines the allocation of resources. Of course it can. In general, however, the connection between efficiency and relative wealth is a good deal less important than the advocates of the ideology objection would have us believe. For we would not be inclined to speak of an unsavory or insidious ideology embedded in economic analysis if it turned out that all we could show was that, for some resources all the time (tragically scarce ones, as in the desert example) and other resources some of the time, one's ability to secure them depended largely on one's wealth.

In fact, this last assertion seems no more true of economic analysis than it is of markets generally. For there are things in virtue of my relative wealth I can purchase in a market others cannot, and there are things others can purchase I cannot. And we recognize, I trust, that there is in general nothing wrong with these sorts of differences, though we might all agree therefore that not everything should be distributed in a market​,

for example, access to scarce lifesaving medical treatment. But now the ideology objection unravels. For just as we recognize the existence of cases in which, in spite of their efficiency, markets are inappropriate allocation mechanisms, proponents of economic analysis recognize that mimicking markets is sometimes inappropriate for the very same reasons. In short, the ideology argument is no more or no less an objection to economic analysis than it is to markets generally.

Economic analysis is closely connected to the idea of a market; we can see this most clearly in Posner's dictum that for law to promote efficiency it ought to mimic the market. Like the market, economic analysis does not rely on, require, or endorse any particular distribution of wealth. We can talk meaningfully about the efficient outcome of exchange that takes place within a market in which people are given absolutely equal shares of the wealth just as easily as we can talk about the efficiency of exchange in markets where wealth is unequally distributed.

One might object that, even if the notion of efficiency makes sense when markets are set up with individuals given equal shares of the wealth, once resources are reallocated through trade or the political process, disputes will arise in which continuing to promote efficiency will serve only to redistribute wealth further in the direction of the already well​-to-do. But this is just wrong. In markets, rational exchanges are made only when they are to the advantage of both parties. When rights are
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assigned to high bidders along the lines Posner suggests, the wealth of one of the litigants increases-though, as we pointed out, that person or group need not be the ex ante wealthier one; it might simply be the person or group that has the most to gain by securing the resource. Still, there is nothing in economic analysis which precludes lump sum transfer payments from those who gain entitlements to those who have lost out. So the gain in efficiency need not create a snowball effect in favor of those who obtain rights on efficiency grounds. Ex post lump sum transfer or compensation may equalize the distribution of wealth while in no way inhibiting the pursuit of efficiency. In short, there is no bias in favor of any economic group in the economic analysis of law. Efficiency analysis works-if it works at all-regardless of the initial distribution of wealth, and the wealth effects of assigning rights on efficiency grounds can be rectified by lump sums transfers. I want now to turn to more powerful lines of objection to economic analysis.

Goose and Strategic Behavior

Time and again where the economic approach to law calls on the courts to act efficiently by replicating the outcome of market exchange, it has in mind the efficiency of exchange under the conditions of the Coase theorem. These conditions are zero transaction costs and cooperation. But there is reason to think that these conditions are inadequate to assure efficient exchange.

Exchange in a market is a bargain and involves bargaining. Bargaining can be viewed as a kind of closed-ended game. It takes time; it has a beginning and an end. The end is successful or not depending on whether an exchange occurs. The length of the game may vary, depending on the patience of the parties, the costs of negotiations, alternatives open to each, incentives to reconcile differences, et cetera. The Coase theorem is based on exchange. Exchange is a bargain. Bargaining is a game. Simple private exchange can be modeled within game theory as a bargaining game. The Coase theorem is just the claim that bargaining games with zero transaction costs have optimal equilibria. This is the bargaining theory-the nonstandard-interpretation of the Coase theorem.

The standard interpretation of the Coase theorem locates it within traditional microeconomic theory rather than in game theory. In both micro and game theory agents (players) are presumed to be rational maximizers of their expected utilities. The difference is that in micro theory the model is that of rational choice under uncertainty where the behavior of other agents is taken as part of the background of individual choice. This model may capture aspects of rational choice; it does not capture rational interaction among agents. In game theory, the analysis of expectations seeks to capture their essential interdependence. What the rancher expects the farmer will offer him to forgo the next cow depends in part on what the farmer expects the rancher will accept, and so on. Game theory talks of interdependent strategies rather than of choices against a given static backdrop.
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In the standard microtheoretic interpretation of the Coase theorem, it is simply assumed that, as long as they are costless, negotiations will reach fruition. In part, that is because the micro theoretic interpretation fails to capture the elements of negotiations that may threaten their success. To illustrate this, it will be helpful more precisely to characterize bargaining games.

In general we can distinguish between games that reallocate stakes, those which produce advantage, and those which do both. In a reallocation game, players vie for shares of a given pot. Their actions neither create nor destroy; they merely redistribute the stakes. Games of reallocation are more likely to be familiar to you as "zero-sum" games: my gain is your loss, and vice versa. Other games require cooperation or coordination to secure common objectives. Successful coordination assures victory or gain for all; inadequate coordination is to everyone's disadvantage. A market exchange, a bargaining game, has elements of both productive and reallocative games. Suppose Jones manufactures a stereo crossover network Smith wants. Smith has the cash. If they agree on a sale at seventy-five dollars, they have redistributed the stakes: the stakes are the combination "electronics plus cash." By successfully redistributing the stakes, Jones and Smith manage as well to produce a surplus. If it costs Jones fifty dollars to produce the electronic device, he secures a surplus of twenty-five dollars. If Smith values the equipment at $110, at the contract price of seventy-five dollars he nets a surplus of thirty-five dollars. Their joint surplus benefit is sixty dollars. The market exchange, if suc​cessful, is a bargaining game that is both redistributive and productive. It is productive, however, only if it is successfully redistributive. If agreement over shares of the stakes cannot be reached, there is no surplus. The "pie" is not enlarged. Efficiency, in other words, is threatened by an inability to settle on the distribution of the fruits of cooperation.

Coase is credited with having established that, whenever transactions are costless, private exchange can circumvent inefficient liability decisions. Such a view expresses an enormous amount of confidence in the ability of negotiating parties to agree on a division of the stakes. For failure to do so blocks exchange and efficiency. This roadblock to efficiency, moreover, is not a function of high transaction costs. Indeed, as we shall see, it may be more likely to occur the lower the costs of transaction.

Once one conceives of exchange as a bargaining game, it is not at all dear that confidence in its success is warranted. Bargaining is a process of offers and counteroffers. It sometimes involves rounds of negotiations and can go on for some time. Given this characterization of bargaining, consider the effect of transaction costs on the efficiency of exchange. Suppose that overall transaction costs are not so high as to render exchange unprofitable from the outset. If transactions are costly, continued rounds of negotiations reduce the size of the surplus. At each stage of negotiations, parties will be arguing over decreasing stakes. Higher transaction costs may induce successful negotiations by encouraging parties to lessen their demands and to reconcile their differences for fear that continued ne-​
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gotiations may lead to a vanishing surplus. In contrast, if continued negotiations are costless in every way (time and opportunity as well as money), then the process of making demands and entertaining offers may proceed without success as no external inducement to reconciliation manifests itself. Without an external push, costless private exchange may prove anything but efficient. This feature of strategic behavior, of threats and bluffs, of proposals and counterproposals, is simply glossed over in the non-game theoretic reading of Coase.

One might meet this odd sounding objection-that zero transaction costs are as likely to block exchange as to facilitate it-in one of three ways. The first response is that strategic behavior is itself a transaction cost, so inefficiency which results from it is ruled out by the zero transaction cost assumption. Economists criticize philosophers' usage of terms like "justice," "fairness," and "causation" as too imprecise and murky for their taste. No term in the philosopher's lexicon is more imprecisely defined than is the economist's term "transaction costs." Almost anything counts as a transaction cost. But if we are to count the failure to reach agreement on the division of surplus as necessarily resulting from transaction costs (I have no doubt that sometimes it does), then by "transaction cost" we must mean literally anything that threatens the efficiency of market ex​change. In that case, it could hardly come as a surprise that, in the absence of transaction costs so conceived, market exchange is efficient.

Another line of response which I am unable to explore in detail here is that a failure to reach accord over the division of stakes is irrational. If we fail to reach an accord, that may be unfortunate, regrettable, an unhappy event, the cause of which we should try to work through next time around, but not necessarily irrational. Am I irrational if I am stubbom? Sometimes I am, if, for example, I turn down your offer to give me all the surplus. What else could I be negotiating for? -Recall that in the Coase theorem we are negotiating in lieu of going to trial; we are trying to settle, for example, on cows and corn rather than to have a court impose an arrangement on us. In that case what settlements are rational for us to accept will certainly depend on our personal assessments of the likely outcome of litigation. One's subjective evaluation may be mistaken, one's failure to accept a division of the stakes based therefore on miscalculation. But miscalculation does not entail irrationality.

Finally, one might respond that strategic behavior is a failure to cooperate. Cooperation is a background condition of the Coase theorem. Strategic behavior is therefore ruled out by the assumption that the parties cooperate with one another. In this view, cooperation entails the success of negotiations: cooperation entails agreement. This too is an odd use of the term "cooperate." We would normally distinguish cooperating from noncooperating parties by their willingness to negotiate, not by the success of their negotiations. There is no contradiction involved in the report that two parties came to the bargaining table, tried to iron out their differences, fully cooperated with one another, but were unable to reach an accord, thereby forcing the matter to arbitration.
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On the other hand, we could define cooperation so that it would entail successful bargaining. But then the Coase theorem would be an even less informative proposition than it is normally taken to be. For the claim that market exchanges circumvent inefficiency when transactions are costless and parties cooperate just means that private bargaining circumvents inefficient liability rules when transactions are costless and

agreement is necessary. Private exchange can only fail to be efficient if agreement is not reached. Agreement is not reached only if parties are unable to agree on a division of the stakes, or if transaction costs make negotiations unprofitable. If transaction costs make negotiations un​profitable, no effort at exchange is made. But when transaction costs are low, our experience is that rational people sometimes fail to reach agree​ment. But if we ascribe all such failures to a breakdown in cooperation, then we have simply trivialized the theorem, for we have identified all the conditions which could ever lead to its falsifiability and have assumed their absence in the statement of the theorem's initial conditions. Under​stood this way, Coase does not offer an alternative approach to externalities. The Coase theorem is simply a stipulative definition of rational cooperation in the absence of transaction costs. 11

Posner, Efficiency, and Utility

The microeconomic interpretation of the Coase theorem presumes that costless negotiations will result in agreement. The game theoretic inter​pretation of it makes no such assumption. The Coase theorem holds in the bargaining theory interpretation only if cooperation precludes strategic behavior. If cooperation does not preclude strategic behavior-as it ought not to- then the Coase theorem may simply be a mistaken hypothesis.

Assume for the sake of argument that Coase was right: that costless transactions inevitably result in agreement and that private agreements can circumvent inefficient legal decisions. Costless negotiations are suc​cessful and efficient.

Because so much emphasis has been placed on the zero transaction cost condition of the Coase theorem, the central question in the law and economics literature has been, What should a court (or legislature) do when transaction costs are high? The general principle, first advanced by Posner, is that law should mimic the market, that is, replicate the outcome of costless exchange. In the case of assigning property rights, mimicking the market means allocating rights or resources to those in​dividuals who would have purchased them in the costless exchange market.

In what sense is Posner's principle for assigning rights an extension of Coase? In Coase, rational, fully informed individuals negotiate to optimal outcomes by the process of mutual gain via trade. The picture Coase presents is of (small numbers of) persons reaching Pareto optimal

11. For a discussion of rational cooperation, in particular, whether there is a unique rational solution to every bargaining or cooperative game, see Jules L. Coleman, "The Market ParadigmD (1984, typescript).

668 Ethics July 1984

outcomes through Pareto superior exchange: efficiency through mutually advantageous trade. Part of what makes the picture Coase paints so attractive is that it suggests harmony between the pursuit of efficiency and the exercise of autonomy. This harmony is illusory, however.

If courts could successfully apply Posner's principle, their doing so would produce Pareto optimal allocations. A court could apply Posner's principle successfully only if it had adequate information regarding which party valued the relevant entitlement at the greater price. In some instances the information it needs is not easy to come by. For example, in a nuisance case, an assignment of a legal right secured by a property rule can be efficient only if the court knows the manufacturer's profit and its neighbor's damage schedules. In fact, a court usually does not have sufficient in​formation to apply Posner's principle successfully. For now, assume that sufficient information regarding the litigants' hypothetical behavior in costless markets is available to the court. Then decisions of courts would be Pareto optimal, thus duplicating the optimality of exchange in Coase.

By assigning the right to the party who would have purchased it in a costless exchange market, the court allocates resources to individuals who could have compensated non victorious parties and still have secured a net gain in welfare. Suppose, for example, that a polluting manufacturer, already at seventy-five units of output, values the next twenty-five units at fifty thousand dollars, that its neighbors value the manufacturer forgoing those twenty-five units at forty thousand dollars, and that negotiations between them are too costly or stalled by strategic behavior, thus resulting in litigation. Following Posner, the court ought to assign the right to the one hundred units to the manufacturer since had those units been initially assigned to its neighbors it would have purchased the right to them and had the units been assigned to it the manufacturer would not have parted with them at any price the neighbors would have been prepared to offer. Once in possession of the right to the next twenty-five units, the man​ufacturer could have compensated its neighbors and still have been better off than when it was producing only seventy-five units of output. Because individuals who secure entitlements under its directive could render com​pensation and still be better off, Posner's rule satisfies the Kaldor-Hicks criterion.

In Coase, the party who values the entitlement most also eventually possesses it, but often he has to purchase it from the party who values the entitlement less. 12 That party is fully compensated ex ante for whatever damages the other party's having the entitlement might ultimately impose on him. In Posner, assigning the entitlement straightaway to (in this case) the polluting manufacturer makes its neighbors worse off. So even if the

12. It is not the case that in the Coase theorem trade is necessary to achieve efficiency in all cases.' Sometimes the property rights are already in the possession of the most valued user. Consequently, it is slightly misleading to characterize the Coase theorem as invariably involving Pareto superior moves to Pareto optimal outcomes.
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allocation is optimal and Kaldor-Hicks efficient, it does not constitute a Pareto improvement. The importance of this departure from the Coasian paradigm of Pareto superior exchange leading to Pareto optimal outcomes emerges as soon as one asks why courts in particular, or political institutions in general, ought to assign entitlements by mimicking the market.

Two answers are normally given to this question: the first is that mimicking the market promotes efficiency; the second is that it promotes utility. The first answer is unsatisfactory because it is incomplete since it is natural to ask why legal institutions ought to promote efficiency. What after all is the normative basis of efficiency? The second answer is un​satisfactory because mimicking the market by assigning entitlements to efficient uses need not increase utility. Consider the second answer first.

There are two reasons for thinking that following Posner's principle would maximize utility. The first is that the assignment of rights on the market model involves a net gain in utility because it is Pareto optimal. The second is that such an assignment involves a net gain in utility because it satisfies the Kaldor-Hicks criterion. Neither claim can be sus​tained, however.

Consider first the relationship between Pareto optimality and utility. It does not follow that a move to a Pareto optimal state is utility maximizing. Not every move to a Pareto optimal state involves a Pareto improvement. Of course, not every utility maximizing move is Pareto superior. However, to determine if moves other than Pareto superior ones increase utility requires interpersonal comparability. So we cannot know whether simply in virtue of its being Pareto optimal assigning rights according to Posner's principle is utility maximizing. Consequently, we cannot with confidence claim that the justification for promoting optimal outcomes in accord with the dictum that the law should mimic the market is that doing so promotes utility.

Now consider the claim that, even if adhering to Posner's principle does not necessarily increase utility, the argument on its behalf is that mimicking the market moves the "economy" from an inefficient state to an efficient one and is preferable on those grounds. The fact is that we cannot claim that judicial decision making following Posner's principle is justified on the grounds that it promotes efficiency: this in spite of the fact that following the assignment principle will move us from an inefficient to an efficient state. This has an odd ring to it, but the problem with the efficiency defense of Posner's principle emerges on inspection of the relationship of points on the Pareto frontier with those within it. Every point on the frontier is Pareto optimal (see fig. 3). In following Posner's principle we attain the frontier. But it is well known in economics that not every point on the frontier is preferable in economic terms to every point within the frontier. Though for every point within the frontier there exists a point on the frontier preferable to it, the reverse does not hold. Only points to the northeast are preferable on efficiency grounds. Because we do not know exactly where on the frontier we land after
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FIG. 3-Pareto optimal states attainable from an initial distribution of resources are represented as points on the so-called utility/possibility, or Pareto, frontier. In fig. 3 the origin represents the initial distribution of resources. Every move to the nonheast of the origin represents a Pareto improvement. A move to the nonh represents a gain for B, a move east represents a gain for A, and a move nonheast represents a gain for both-or at least a gain for one at no one's expense. The points a, b, c, d, e, and f represent

improvements from the origin for both A and B. Compare a and b and a and c. In going from a to c the lot of both A and B is improved. In going from a to b, however, B's utility is increased, but N.s is not. Now compare the moves from a to d and a to e. Both d and e

are Pareto optimal and Pareto noncomparable with respect to one another. In going from a to d, A and B attain an optimal state through a Pareto superior move. In going from a to e, A and B attain an optimal outcome through a non-Pareto superior move. So if A and B attain d by moving first to a and then to c, they follow a Pareto superior path. If, however, they reach e by moving first to a and then to b, they secure a Pareto optimal outcome through a mixture of Pareto superior and non-Pareto superior steps.

applying Posner's principle or where we are within the frontier before we apply it, we simply cannot assert with confidence that applying his principle promotes efficiency in the sense economists find desirable​quite apart from the more fundamental question of whether promoting efficiency in the economist's sense is itself desirable. From the fact that assigning rights according to Posner's principle leads to Pareto optimal outcomes, no conclusions about the desirability of those outcomes from the point of view of efficiency or utility are warranted.

Now consider the relationship between efficiency, utility, and Kaldor​Hicks. In addition to securing optimal outcomes, Posner's principle insures that legal rights will be assigned in conformity with the Kaldor-Hicks criterion. Is a Kaldor-Hicks improvement desirable from either an efficiency or a utility standpoint? Whether there is an efficiency argument for Kaldor-Hicks-that is, an argument that making a Kaldor-Hicks im​provement is desirable in economic terms alone-depends on whether the Kaldor-Hicks criterion provides a transitive ordering relationship among social states. Unfortunately, Kaldor-Hicks is subject to the Scitovsky paradox13 and does not therefore constitute a transitive ordering relation;

13. Tibor Scitovsky, "A Note on Welfare Propositions in Economics," Review of Economic
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S can be Kaldor-Hicks efficient to SJ while SJ is Kaldor-Hicks efficient to S. Because S and SI can be Kaldor-Hicks efficient to one another, the Kaldor-Hicks criterion fails to specify a transitive ordering relationship. For that reason it cannot provide an adequate efficiency related reason for preferring one state of affairs to another. So the fact that following Posner's principle leads the court to make Kaldor-Hicks improvements cannot count as an argument in favor of the principle.

The relationship between Kaldor-Hicks and the principle of utility is now very easy to specify. It cannot follow from the fact that S I is Kaldor​Hicks efficient to S that in going from S to S I there has been a net gain in utility. While S and SI may be Kaldor-Hicks efficient to one another, it cannot be the case that S and S I have more total utility than one another. Kaldor- Hicks therefore cannot be justified on grounds of either efficiency or utility.

The convergence of autonomy and utility in Coase breaks down in just those cases in which Posner's principle is supposed to be applied. Indeed, whereas one could with some plausibility defend Coase on grounds of either efficiency, utility, or liberty, no defense from any of these quarters can be offered on behalf of Posner's principle. In following Posner, we duplicate the outcome of exchange, but not exchange itself-and therefore not the rational autonomous behavior of informed individuals. Moreover, in doing so we may produce efficient outcomes, that is, attain the frontier, but we have no reason for thinking that in so doing we have promoted the goals of efficiency or utility. For it does not follow from the fact that we have attained the frontier through a Kaldor-Hicks efficient assignment of rights that we have promoted efficiency or increased utility. 14

Pareto Superiority, Kaldor-Hicks, and Consent

There are serious problems then in finding a utilitarian or purely economic foundation for the pursuit either of Pareto optimal states or of Kaldor-​Hicks improvements. The normative defensibility of the enterprise of law and economics might then rest on finding a defense for the Pareto superiority criterion. One argument for Pareto superiority is that Pareto improvements increase net utility. This argument attempts to root one dimension of economic analysis in utilitarian moral theory. For two very different sorts of reasons, few advocates of economic analysis have been drawn to this defense of economic analysis. First, Richard Posner, who to my knowledge is the only advocate of economic analysis to have self​consciously attempted to ground economic analysis in moral theory, ex​plicitly rejects utilitarianism as a moral theory. If utilitarianism is the only moral theory on which the analysis can rest, it cannot rest comfortably​

Studies 9 (1941): 77-81.

14. For a fuller discussion of this argument, see Jules Coleman, "The Economic Analysis of Law," in NU11UJS XXVI: Ethics, Ecmwmi£s and the Law, ed.J. Roland Pennock and John w. Chapman (New York: New York University Press, 1982), pp. 83-103.
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at least if Posner is correct. Second, by and large, little, if any, economic analysis actually employs the Pareto superiority criterion. Most economic analysis involves Kaldor-Hicks and Pareto optimality. Neither of these can be grounded in utilitarian moral theory. So even if one embraces utilitarianism, it will not follow that much of economic analysis can thereby be morally grounded since only Pareto superiority bears a direct relation to utilitarian moral theory and Pareto superiority is nearly useless in actual applications of economics to law in particular and to public policy in general.

Kaldor-Hicks and Pareto optimality are not utilitarian criteria of efficiency. Pareto superiority is. If one rejects utilitarianism as a moral theory, as Posner does, what other arguments, if any, can be offered on behalf of Pareto superiority? Because utilitarianism-whatever its ultimate merits-cannot be offered in defense of Kaldor-Hicks, what kinds of arguments can? More generally, are there nonutilitarian arguments for any of the relevant efficiency notions?

In an early paper, Kaldor himself suggested that one could justify both the Pareto superiority and the Kaldor-Hicks criteria by appealing to arguments based on the consent of the parties affected by either Pareto or Kaldor-Hicks improvements. Such a defense would be especially at​tractive for the same reasons the Coase theorem is; it would demonstrate the ultimate compatibility of economics and liberty: the fundamental convergence of utility and rational autonomous choice.

Kaldor's argument is contained in the following little known passage:

This principle [Kaldor-Hicks], as the reader will observe, simply amounts to saying that there is no interpersonal comparison of satisfactions involved in judging any policy designed to increase the sum total of wealth just because any such policy could be carried out in a way as to secure unanimous consent. 15

The argument appears to be this:

1. A Pareto superior move involves the unanimous consent of relevant 
parties.

2. A Pareto superior move is therefore justified on grounds of 
consent.

3. A Kaldor-Hicks move is a potential Pareto one; that is, compensation could be paid. 4. Any Kaldor-Hicks move could be a Pareto superior one. 5. Therefore we could secure unanimous consent for a Kaldor Hicks improvement.

6. Therefore Kaldor-Hicks is justified on grounds of hypothetical 
consent (and so its justification does not depend on our ability to make interpersonal comparisons of utility).

15. Nicholas Kaldor. "Welfare Propositions of Economics and Interpersonal Comparisons of Utility," Economic Journal 49 (1939): 549-54.
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There are several places in the argument with which one could take issue. Even if we accepted the first four steps in the argument, the con​clusion would not follow. There is all the difference in the world between actual and hypothetical compensation. Even if a winner could have secured a loser's consent by compensating him, in a Kaldor-Hicks move winners do not in fact compensate losers, and so they do not in fact secure the loser's consent. The argument which attempts to justify Kaldor-Hicks by treating the consent involved in Kaldor-Hicks as tantamount to that involved in Pareto superiority fails.

There is an alternative consent argument for Kaldor- Hicks which I have previously explored.16 Begin by assuming that compensation con​stitutes consent. In Pareto superior moves consent is secured through either exchange or compensation ex post. The question is, What sort of compensation is involved in making K.aldor-Hicks improvements?

The central difference between Kaldor-Hicks and Pareto superiority concerns the nature of compensation. Losers are compensated ex post under the Pareto criterion but not under Kaldor-Hicks. Compensation has associated with it certain transaction costs-the costs of rendering compensation. Making Kaldor-Hicks gains is less costly than securing Pareto superior ones because Kaldor-Hicks involves no ex post compen​sation. This reduction in cost is a savings; the savings is a kind of ex ante compensation which all participants secure when the Kaldor-Hicks criterion is employed.

An example might be useful. In automobile accident law, we could adopt a rule of either strict or negligence liability. One difference between the two is that, under the rule of strict liability, victims are more often compensated than they would be under a rule of negligence. The neg​ligence system requires less compensation and would prove less costly on those grounds. If that is so, then liability insurance costs are lower under a negligence system, but fewer victims are compensated. For ease of exposition, let us suppose that the strict liability system involves Pareto superiority (injurers would only harm if they gained even after fully compensating their victims) and that the negligence system involves the Kaldor-Hicks criterion (injurers could, but do not in general have to, compensate their victims). Under the negligence (Kaldor-Hicks) system,17 the reduction in liability insurance costs constitutes ex ante compensation for the losses victims suffer which are not compensated for ex post but

16. For a more complete discussion, see Jules L. Coleman "The Normative Basis of the Economic Analysis: A Critical Review of Richard Posner's 'The Economics of Justice," Stanford Law Review 34 (1982): 1100-1131.

17. The negligence system is not really a Kaldor-Hicks system because victims are

sometimes compensated, i.e., if they can prove fault. Under a true Kaldor-Hicks system, victims would not be. Therefore the negligence system only approximates a true Kaldor​Hicks system. The important point, however, is the contrast with the system of strict liability in which victims are compensated regardless of their injurer's fault.
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which would would have been compensated for ex post under the strict liability (Pareto superiority) criterion.

The general argument then is that Pareto improvements are justified because they are consented to ex post and that Kaldor-Hicks efficient moves are justified because they are consented to ex ante. In both cases, consent is given by one's accepting the relevant form of compensation. But accepting compensation whether ex post or ex ante fails to constitute consent. So even if consent were sufficient to justify Pareto superiority or Kaldor-Hicks, accepting compensation would not be.

Consider first the case of accepting compensation ex post. Suppose you injure me in an automobile accident. I sue and win a damage award against you. I have a choice. I can either accept or refuse compensation.  Suppose I accept full compensation. If you gain in virtue of injuring and then compensating me, your injuring and compensating me constitutes a Pareto improvement. You are better off having done me wrong, and I am no worse off once I have accepted compensation. But does my accepting compensation in the form of a damage award constitute my giving consent to what you have done? Think of it this way. If I accept compensation, I give my consent. I can refuse to give my consent to your misbehavior only if I turn down compensation. Surely this must be wrong. Not only do I wish to accept compensation, but I demand it from you as my due. Compensation is owed me for what you have done to me​ as a means of protecting or securing my entitlement to bodily security, not as a way of securing my consent to your mischief.

On the other hand, suppose I refuse your compensation on the grounds that my refusal to accept compensation is the only way I can withhold my consent. But wouldn't we rightly infer that my failure to accept compensation indicates that I did not feel compensation was my due- that I had waived my right not to be injured by you-or that I had consented to or assumed the risk? Ex post compensation as consent fails to provide an adequate basis for justifying the Pareto superiority criterion.

Now consider the argument that ex ante compensation constitutes consent in the light of an example I have used elsewhere. IS Imagine that you are choosing between purchasing homes in two neighborhoods: one in a high crime, low cost neighborhood, the other in a lower crime, higher priced neighborhood. Suppose the difference in housing costs is attributable to a difference in crime rates only: the higher price reflects a lower crime rate, the lower housing cost reflects a higher crime rate-nothing else. You choose the lower priced house. The price differential constitutes ex ante compensation for the increased risk of crime. Suppose your house is burgled. It hardly follows that you have consented to the burglary. That is, while we might think it fair that your insurance rates reflect the

18. Coleman, "The Normative Basis of the Economic Analysis,M pp. 1122-23.
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higher crime rate, we do not believe that in purchasing the house you have in effect given your consent to whatever criminal mischief might befall you. Ex ante compensation does not constitute consent. Compen​sation, whether ex post or ex ante, will not suffice to justify either Pareto superiority or Kaldor-Hicks on consensual grounds.

Arguments from consent are of two sorts: actual and hypothetical. They may apply to particular actions or policies or to institutions. There are then at least four categories of consent arguments: (1) arguments from actual consent applied to individual actions or institutional events, (2) arguments from actual consent applied to the choice of institutions or to the principles in the light of which such institutions are to be framed, (3) hypothetical consent arguments applied to individual events, and (4) hypothetical consent applied at the level of institutional choice. We have so far rejected actual consent arguments advanced to support individual applications of both the Pareto superiority and Kaldor-Hicks criterion, that is, arguments of the first sort. Arguments from actual (explicit) consent for the application of either Kaldor-Hicks or Pareto efficiency at the institutional level-that is, arguments of the second sort-are not really a priori arguments. Whether such a principle of efficiency would be chosen at the level of institutional design is an empirical matter. We would have to wait and see. So arguments of the second sort cannot be fruitfully discussed here. I have elsewhere explored the possibility of defending both Kaldor-Hicks and Pareto at the level of institutional choice by the use of hypothetical consent arguments, that is, by appeal to arguments of the fourth sort. t9 In the context of this survey article I cannot do justice to the arguments on either side of that claim especially since I do not generally find hypothetical consent arguments at the level of institutional choice convincing. In the context of this article I want to explore the argument from hypothetical consent for individual instances of the Pareto superiority criterion-arguments of the third sort-largely because there is reason to believe that this is the sort of argument advocates of economic analysis have in mind.

The general argument can be developed by considering an example. Suppose A injures B. Suppose the value to A of the activity that causes B's injury is one hundred and that the value of the damage to B is fifty. We can imagine three social states. In one, A forgoes engaging in the activity to avoid imposing a fifty loss on B. Label this S. In the next, A engages in the activity and causes B to suffer a fifty loss so that he might secure a one hundred gain. Label this St. Finally, imagine A engages in the activity, gains one hundred thereby, causes B a fifty loss, and then compensates B sixty, thus bringing his net gain to forty and B's to ten. Label this S2. A ranks these states: S.. S2' S. B ranks them S2' S, St. S2 is Pareto superior to S since both A and B are better off in S2' Both A and

19. Ibid., pp. 1123-31.
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B therefore prefer S2 to S; that is, if asked in advance which, as between Sand S2, they prefer, both A and B would presumably have expressed a preference for S2' But if S2 is preferred to S, then both A and B would have chosen S2; they would have consented to S2' Thus, S2, the Pareto superior state, is justified on hypothetical consent grounds.

All arguments of this sort proceed by deducing an individual's hy​pothetical consent from his preference ranking. An individual's consent is built into the definition of what it is for him to have a preference. Then it is logically inconsistent to prefer one state of the world to another but to withhold one's consent to the preferred state. The problem is that, when it is analyzed entirely in terms of what it is to have a preference, a person's consent plays no independent justificatory role. One adds nothing of justificatory import by claiming that S2 is justified on hypothetical consent grounds that is not already contained in the claim that going from S to S2 is in both A:s and B's interest: that is, S2 is Pareto efficient.

In order to carry independent justificatory force, arguments from hypothetical consent must not be entirely deducible from an analysis of what it means for a social state to be in one's self-interest. The difference can be put as follows. One's ordering of preferences is independent of paths-how one gets from one social state to another; what one is prepared to consent to is not. I may always prefer the state of the world in which I am wealthy and famous to that in which I am not, but I might withhold my consent to' that state if the only way I can attain wealth and fame is through criminal mischief. What a person is prepared to consent to cannot be inferred from his preference ranking.

This objection might be met by building the path taken to a social state into a fuller description of it; so that it is not true that I prefer being rich and famous to my current relative anonymity and middle​class existence. Instead I prefer the former to the latter if I attain the former through hard work-for example, by publishing scholarly works in Ethics-but I do not prefer the former to the latter if I attain the former through fraud or mischief.

The problem with this approach is that it greatly reduces the scope of arguments from hypothetical consent. To see this, reconsider the original example. A and B may both prefer S2 to S, but if the path is to figure in the description of S2, then B might prefer S2 only if he in fact agrees in advance to A‘s injuring and then compensating him. B will have none of A’s injuring him without first securing his consent and then compensating him for damage done. The need for actual consent as a basis of hypothetical consent greatly reduces the scope of the latter. For it is not the fact that the move to the more preferred state is Pareto superior that warrants the inference to the relevant parties' hypothetical consent; rather it is the fact that the more preferred state is attained by actual ex ante consent that warrants the inference.

To sum up, there is no argument for Kaldor-Hicks from either utility or consent. There is an argument for Pareto superiority from utility but
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not from consent-either actual or hypothetical. There has been a re​luctance to wed Pareto superiority to utilitarianism especially among economists and lawyers who have been impressed by the standard textbook objections to utilitarianism. More important, perhaps, the vast majority of economic analysis does not rely on the Pareto superiority criterion. So even if Pareto superiority could be justified on utilitarian grounds, it would not follow that much of economic analysis would be.

Institutional Frameworks and the Jurisprudence of Economic Analysis

I want to close by discussing briefly three lines of objection to economic analysis which warrant further consideration. These are all essentially jurisprudential in nature. First, the economic analysis of law is apparently committed to legal realism as a jurisprudential thesis. For it is essential to the enterprise that judges be free to decide cases in accordance with the dictates of efficiency rather than in accordance with any set of preex​isting claims litigants might have against one another. In addition, the economic analysis is an instrumentalist theory of law since it views litigation in terms of the opportunities claimants give courts to promote global or collective aims. Whether economic analysis is ultimately instrumentalist and realist requires further inquiry; whether, if it is both instrumentalist and realist, this should count against economic analysis requires more thought as well.

Second, in the pure economic analysis of law advocated by Posner among lawyers and Mitchell Polinsky,20 for example, among economists, the aim of the court in resolving disputes is to promote efficiency. In Polinsky's case, and perhaps less so in Posner's, when efficiency is contrasted with justice, the contrast is between the size of the pie and its distribution. It is the difference between efficiency and distributive justice, or between efficiency and equity. This, as philosophers will note, is not a rich conception of the range of issues within the ambit of justice. The central point, however, is that, in the economists' view, the comparative advantage of courts is promoting efficiency, while the comparative advantage of leg​islatures is doing justice, which amounts to redistributing wealth to promote an ill-defined conception of equity. This seems to constitute an odd reversal of institutional roles. Promoting social goals like efficiency requires gath​ering a good deal of empirical information, and we tend therefore to think of courts as lacking the tools, let alone the proper authority, to act as advocates of efficiency. In contrast, the prevalent pretheoretical intuition is that courts, in part because they are essentially unaccountable, non​democratic institutions which do not seek out issues or goals to promote or advance, are best left to adjudicate claims brought to them by particular litigants and framed in terms of the interests of the litigants alone. In short, our intuitions regarding the comparative advantages of courts and legislatures are exactly the opposite of what the economic analysis claims

20. Polinsky. pp. 7-10, 106-13.
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they are. For, unlike the economist, the common view is that promoting human welfare is the comparative advantage of legislatures, while doing justice between persons is the comparative advantage of courts.

Finally, I want to draw your attention to a line of argument against economic analysis that emphasizes mat market exchange is always relative to a framework for trade. Versions of this objection have been developed by both James Buchanan and myself,21 but I believe his came first. I will try to explain the source of our concern.

The standard move in economic analysis is to imagine trade under the conditions of the Coase theorem and then to define the outcome of trade under those conditions as efficient. Then when courts are asked to promote efficiency they are being asked in effect to replicate that outcome. Buchanan's point is that the outcome of free trade under the conditions of the Coase theorem is efficient given the particular institutional framework defined by those initial conditions. The conditions of the Coase theorem, however, constitute only one possible framework for trade. We can therefore define efficiency more generally as the outcome of free exchange relative to a particular institutional framework. So we could refer to the outcome of trade within a framework of trade that is restricted by transaction costs as efficient in the same sense as trade under the Coase theorem is efficient. In Buchanan's view, the standard economic analyst is committed to efficiency as an ideal, as the outcome of exchange under idealized circumstances. Not only do those circumstances not exist, but also if they did, at best they would constitute only one of many possible frameworks for trade. For Buchanan what makes a state efficient is that, given the existing framework for trade, no further voluntary trades can be made which would benefit both parties.

It is easy to see how radically different Buchanan's economics, what he calls constitutional economics, is from the traditional economic analysis of law. If Buchanan is right, one has to rethink all traditional economic analysis, for time and again in applying traditional economic analysis courts, when asked to promote efficiency, are first to determine what is efficient by imagining what trades would have occurred when the conditions of the Coase theorem are satisfied. But if Buchanan is right, what gives priority to efficiency under the conditions of the Coase theorem as that which courts seeking to mimic the market should strive for? My version of this objection is a bit less radical, but I think Buchanan has a fun​damentally sound point. When we talk of efficiency in terms of trade or transfer, we assume a framework-a set of rules, conventions, and practices that govern trade, exchange, and transfer. And a good deal of what the traditional economic analysis of law treats as a mere transaction cost is

21. James Buchanan, "Positive Economics, Welfare Economics, and Political Economy," and Jules L. Coleman, "The Foundations of Constitutional Economics," in Constitutional Ecunomil:s: Containing the Economic Powers of Government, ed. Richard McKenzie (Lexington, Mass.: D. C. Heath & Co., 1984).
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in fact part of the framework for trade. In imagining trade in the absence of those costs, often we are in fact imagining trade under different rules ​within a different framework for trade. And what is efficient under those conditions may have little or no bearing on what is or would be efficient within the existing market framework.

These are only three of several areas of inquiry not yet adequately addressed by either advocates or critics of the economic analysis of law. I hope that by offering several objections to it I have not given the reader the impression that I find the economic analysis of law thoroughly useless. Quite the contrary. Economic analysis is far more sophisticated and pow​erful than are the vast majority of the objections raised against it. My goal has not been to undermine economic analysis; rather my purpose has been to explain it, to give the reader an appreciation of its methodology and scope, and to explore some doubts I and others have had about it.

