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8. A law and economics perspective on
normative analysis*

Alessio M. Pacces

8.1 INTRODUCTION

Law and economics is a school of thought broadly concerned with the
Economic Analysis of Law (EAL).1 This has been a powerful intellectual
movement, influencing the legal and the economic scholarship world-
wide. The intuition behind EAL is an extremely simple one, namely that
law has economic effects. Understanding the economic effects of legal
rules can lead to better laws. But also, law can improve economic
outcomes.

The question motivating this chapter is how law and economics can be
‘normative’, that is, how this approach can inform policymakers about
which legal rules are desirable. EAL intrinsically has some normative
flavour. Granted that law can be coercive and affects economic outcomes,
it is difficult to resist the temptation to try and improve those outcomes.
In contrast, the positive approach to EAL focuses exclusively on the
outcomes of legal rules without moving on to the question of which
outcome – and hence which legal rule – is desirable.

The law and economics movement started with positive analysis. In his
seminal article, Ronald Coase pioneered the study of legal rules from an
economic perspective.2 The so-called Coase Theorem that subsequent

* I thank Boudewijn Bouckaert, Wouter de Been, Sanne Taekema, Roger
Van den Bergh and Stefan Voigt for very helpful comments on a previous version
of this chapter, published as A.M. Pacces, ‘Normative Law and Economics:
Asking the Right Questions’ (2015) 2 Hamburg Law Review 57. The usual
disclaimers apply.

1 Law and economics is shorthand for Economic Analysis of Law, which,
particularly among legal scholars, is often abbreviated as EAL. In this chapter, I
shall use the two expressions interchangeably.

2 R. Coase, ‘The Problem of Social Cost’ (1960) 3 Journal of Law and
Economics 1.
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scholarship derived from that article has, in fact, no normative com-
ponent. The theorem states that, when the property rights are clearly
specified, the market mechanism will reach economic efficiency unless
the costs of using that mechanism – labelled transaction costs – are too
high. As Coase subsequently made clear, he never wanted to imply that
markets are infallible (a normative statement), but simply that in order to
understand the functioning of markets, we should study transaction costs
and their determinants (including the law).3 Although this is a positive
statement, it has often been interpreted as a normative one, which partly
explains the controversy over the Coase Theorem.

In this chapter, I want to put normative law and economics in
perspective. I will start from the distinction between positive and
normative analysis, because this has marked different approaches to EAL
historically. Although the distinction is relatively straightforward from a
methodological standpoint, the boundaries between positive and norma-
tive law and economics become blurred when we engage in the analysis
of a particular policy problem, which is what most law and economics
scholars, including myself, typically do. This is one of the reasons why
law and economics has been controversial among legal scholars. EAL
borrows from economics powerful methods for analysing the impact of
different legal rules on individual behaviour. Unfortunately, these meth-
ods are not very good at defining what a community of individuals wants,
for the simple reason that economics does quite a poor job at aggregating
the preferences of the members of society.4 Does this imply that law and
economics should refrain from normative statements?

Two arguments are usually deployed against normative law and
economics. First, we may genuinely not know how to maximize the
well-being of a certain society and, hence, what the best rules for this
society are and how to implement them effectively. Call this set of
knowledge issues the policy problem. Second, even if we knew how to
solve the policy problem, the lawmaking process could still be driven by
interests other than the pursuit of society’s well-being. Call this the
political economy problem. These are two powerful criticisms to norma-
tive law and economics. On the one hand, the limited knowledge of
environmental preferences of current and future generations makes it
impossible even for a conscientious lawmaker to establish the optimal
level of, say, CO2 emissions of automobiles. On the other hand, because

3 R. Coase ‘The Institutional Structure of Production: 1991 Alfred Nobel
Memorial Prize Lecture in Economic Sciences’ (1992) 82 American Economic
Review 713.

4 K. Arrow, Social Choice and Individual Values (Wiley, Chichester 1951).

172 Facts and norms in law

Columns Design XML Ltd / Job: Taekema_Facts_and_Norms_in_Law / Division: 10_Chapter8 /Pg. Position: 2 / Date: 26/4

Sanne Taekema, Bart van Klink and Wouter de Been - 9781785361081
Downloaded from Elgar Online at 09/20/2016 06:17:21AM

via NOT FOR DISTRIBUTION, SHARING or POSTING



JOBNAME: Taekema PAGE: 3 SESS: 3 OUTPUT: Mon Jun 20 11:26:26 2016

lawmakers cannot be trusted to be conscientious and always to act for the
interest of society, the outcome of environmental safety, as well as any
other regulation, is largely determined by the influence of the constituen-
cies (e.g. lobbies) best positioned to satisfy the private interest of
lawmakers. The answer to these concerns in law and economics is often
a pragmatic one. Because laws and regulations exist and matter for
economic outcomes, normative analysis, however limited, is worthwhile
if only to improve economic performance. Being aware of the above
limitations, though, is crucial for the success of normative law and
economics.

Although economics is sometimes unable to support final judgements
about the desirability of legal rules, law and economics can inform
policymakers about which legal regime is efficient under different
circumstances. As I will show, there are several definitions of efficiency,
depending on how we tackle the problem of preference aggregation. And
law can pursue goals other than efficiency. Choosing among these goals
is not the job of (legal) economists who take pride in refraining from
value judgements.5 What legal economists are good at is showing the
costs and benefits of policy options. For instance, monopoly is alloca-
tively inefficient because it artificially restricts output. Moreover, it
redistributes wealth from consumers to producers. However, monopoly
can motivate innovation and innovation makes monopoly unstable. Law
and economics cannot (and doesn’t) make the case for prohibiting
monopoly. However, it can inform lawmakers about the benefits and
costs of regulating monopolies in certain industries. Real-world policy
choices are even more complicated than this stylized example. An
anecdote about U.S.A. President Harry Truman is that he asked to be sent
a one-armed economist to avoid receiving advice in the form: ‘On the
one hand, this. On the other hand, that.’ This anecdote captures the
strength and limitation of the economic approach to law. On the one
hand, it can provide rigorous information about the economic conse-
quences of certain rules. On the other, it cannot unambiguously deter-
mine which rule is the best under all circumstances.

5 Since Lionel Robbins (1932), the economics profession largely refrains
from judgements based on external values (e.g. ethical values), particularly when
they imply interpersonal comparisons of utility. Whether economics can be
entirely value-neutral – notably in the context of policy analysis – is, however,
debatable. See P. Mongin, ‘Value Judgments and Value Neutrality in Economics’
(2006) 73 Economica 257; and L. Robbins, An Essay on the Nature and
Significance of Economic Science (Macmillan, London 1932, 2nd edn 1935).
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Similarly, knowing that lawmakers are self-interested is a good starting
point for designing lawmaking rules in such a way as to align lawmakers’
incentives with the interest of society as much as possible. This is the
domain of political economy. Law and economics is not only sceptical
about the motivation of policymakers to maximize social welfare (posi-
tive analysis); it also seeks to design legal institutions that will produce
rules aiming to maximize social welfare (normative analysis). Short of
the difficulties with identifying welfare-maximizing solutions, this
approach – known as Constitutional Political Economy (CPE) – also
leads to policy recommendations framed as trade-offs. For example,
subjecting regulatory agencies to bright-line rules is useful to control a
bureaucracy and to police corruption, but may make regulation obsolete
quickly. On the other hand, regulatory discretion can promote more
adaptive and efficient regulation only if law and complementary insti-
tutions can put regulatory agencies on a proper incentive scheme.

As a final step towards the identification of the normative character of
law and economics, I will focus on the dynamics of the economy and the
law. Whether it is better for society to have a larger pie divided into
unequal slices (more efficiency) or a smaller pie divided into more equal
slices (more equity) is debatable and economics is unlikely to have the
last word in this debate. Law and economics faces the same limit.
However, the case for economic growth is much stronger than the one for
static efficiency. At a constant growth rate of 2% the income of a country
will triple in about 55 years. So, in little more than a working generation,
we will no longer be discussing how to divide one pie in order to
preserve the incentives to produce it in its current size; we will be
speaking about three such pies! (At a growth rate of 5% the pies will
multiply to 15.) Some members of society benefit more from economic
growth than others, but very few are net losers. Conversely, the shrinking
of an economy harms the vast majority of its members while making
very few winners. Although there is hardly any reason why the gains of
the few who profit from lower growth – typically the rentièrs of the
status quo – should be more important than the losses of the many who
profit from higher growth, the former usually have the power to resist
efficient legal change.6 This circumstance makes the normative goal of
economic growth interesting for law and economics.

6 R. Cooter and H.-B. Shaefer, Salomon’s Knot (Princeton University Press,
Princeton, NJ 2012).
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One recent finding in economics is that law ‘matters’ for economic
growth.7 This has spurred a significant body of research aimed at
identifying the legal determinants of growth. Normative law and eco-
nomics has evolved from a static to a more dynamic analysis of the
efficiency of legal rules, focusing on questions of whether certain rules
support economic growth better than others and how the production of
growth-promoting rules can be encouraged. This approach can also be
divided into policy analysis and political economy. Policy analysis asks
the question of which rules foster economic growth. Although this is
formally a positive question, answering it can inform a broader normative
analysis, given the desirability of growth for purposes other than effi-
ciency. From a political economy standpoint, the relevant question is
what makes growth-promoting changes of the legal system happen. Here,
the normative analysis is less straightforward. Not only is the positive
question particularly difficult to answer, but also policymaking faces
severe limitations in influencing legal change for the good. Still, this
influence is possible and ultimately motivates the law and economics
enterprise.

The success of law and economics can be measured from the influence
that EAL has had on legal education. Paralleling the internationalization
of legal education in the past few years, the impact of law and economics
on the legal professions and policymaking worldwide has increased and
has become an important driver of legal change.8 Moving focus from
static to dynamic efficiency is a change in perspective of a lower order of
magnitude than the inclusion of efficiency in legal analyses in the first
place. However, in order to foster that agenda, one has to bear in mind
that law and economics has been successful in shaping legal thinking by
maintaining the awareness of the limitations of economic tools in
answering policy questions. Economics can help answer some questions
about legal policy – for example, which regulation of the market for
corporate control is efficient – with higher confidence than others – for
example, how to prioritize the use of scarce healthcare resources.
Moreover, as experience of the recent financial crises shows, economics
may focus on too narrow a set of questions. The ability of economics to
explain and improve on real-world phenomena may be sacrificed to

7 R. Hall and C. Jones, ‘Why Do Some Countries Produce so Much More
Output per Worker than Others?’ (1999) 114 Quarterly Journal of Economics 83.

8 C. Milhaupt and K. Pistor, Law and Capitalism (University of Chicago
Press, Chicago 2008).
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analytical tractability, leading to a ‘pretence-of-knowledge’ syndrome.9

This attitude has been reflected by the high degree of abstraction in the
law and economics modelling of the past few years, as well as by the
neglect of important, but so far analytically intractable, phenomena, such
as endogenous financial instability10 or macroeconomic uncertainty.11

In the remainder of this chapter, I shall argue that law and economics
can be effectively normative if it asks the right questions about legal
rules. The right questions are those that economics can answer better than
other disciplines because they involve mainly, if not exclusively, a
judgement of economic efficiency. However, because there are several
definitions of efficiency and choosing among them is inevitably contro-
versial, law and economics should focus on efficiency that can be framed
as a measurable economic outcome. One such outcome is economic
growth. I will contend that law and economics should pursue economic
growth because this is arguably instrumental to several other dimensions
of society’s well-being – dimensions about which, however, economics
cannot conclusively recommend a choice. Finally, as experience shows
that growth-promoting rules vary with context and over time, law and
economics should be cautious about one-size-fits-all approaches. Rather,
it should identify the legal solutions that fit and can be better developed
in each institutional environment.

8.2 A BRIEF HISTORY OF EAL

Being instrumental to establishing how the EAL has come to normative
analysis, the following discussion will not do justice to the many scholars
who have contributed to law and economics otherwise. Interest in the

9 R. Caballero, ‘Macroeconomics after the Crisis: Time to Deal with the
Pretence-of-Knowledge Syndrome’ (2010) MIT Department of Economics Work-
ing Paper No. 10–16, online: http://ssrn.com/abstract=1683617 (accessed 20
March 2015).

10 H. Minsky, Stabilizing an Unstable Economy (McGraw-Hill, New York
1986; reprint 2008).

11 J.M. Keynes, The General Theory of Employment, Interest, and Money
(BN Publishing, Thousand Oaks, CA 1936; reprint 2008). Both problems have
been noted by Posner, in R. Posner, ‘On the Receipt of the Ronald H. Coase
Medal: Uncertainty, The Economic Crisis, and the Future of Law and Eco-
nomics’ (2010) 12 American Law and Economics Review 265, who attributes
them largely to the influence of mainstream economics on the peer review of law
and economics scholarship.
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economic effects of law existed before Ronald Coase,12 but the diffusion
of law and economics, as we know it, started with the publication of The
Problem of Social Cost.13 Short of the controversy surrounding it, the
Coase Theorem contains a simple message to lawyers and economists:
Do not neglect each other. Expanding on a point he had made over 20
years earlier,14 Coase demonstrated to the economists that the market’s
failure to maximize welfare could only occur if the cost of using the
market mechanism was high enough. Because this is normally the case,
law has an impact on efficiency (on top of several other things). This was
the message to the lawyers too, delivered through examples of how
common law affected economic efficiency. The Problem of Social Cost,
however, was interpreted differently. Mainstream economists essentially
ignored the message and still refer to the Coase Theorem as the ability of
markets to self-correct (which sometimes markets do possess), while
legal scholars at Chicago took stock of Coase’s examples to argue that
common law adjudication naturally evolves towards efficiency.

Following Coase, the Chicago School of Law and Economics main-
tained a positive approach. But law and economics did not have to be
confined to positive analysis. At Yale, Guido Calabresi had developed a
normative economic approach to law independently from Coase.15 The
gist of Calabresi’s work was that the goal of tort law should be to
minimize the cost of accidents and that liability rules should be chosen
accordingly. With his examples, Coase showed instead how, in the
presence of transaction costs, common law minimized the cost of
nuisance and trespass, and assigned the right to use scarce resources. The

12 Precursors include, among others, John Commons (1924), Robert Hale
(1952), Aaron Director – ‘the intellectual progenitor of what is sometimes called
the “Chicago School” of antitrust policy’ (S. Pelzman, ‘Aaron Director’s Influ-
ence on Antitrust Policy’ (2005) 48 Journal of Law & Economics 313) – and the
Ordo-liberals (Böhm, Eucken and Grossmann-Doerth). See F. Böhm, W. Eucken
and H. Grossmann-Doerth, ‘The Ordo Manifesto of 1936’, in A. Peacock and H.
Willgerodt (eds), Germany’s Social Market Economy: Origins and Evolution
(Macmillan, London 1989); J. Commons, Legal Foundations of Capitalism
(Macmillan, London 1924); and R. Hale, Freedom Through Law: Public Control
of Private Governing Power (Columbia University Press, New York 1952).

13 R. Coase, ‘The Problem of Social Cost’ (1960) 3 Journal of Law and
Economics 1.

14 R. Coase, ‘The Nature of the Firm’ (1937) 4 Economica 386.
15 G. Calabresi, ‘Some Thoughts on Risk Distribution and the Law of Torts’

(1961) 70 Yale Law Journal 499.
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two approaches are obviously complementary, as subsequent systemati-
zation of the law and economics research has showed.16 But this is not
how law and economics became a successful approach for legal analysis.

Richard Posner contributed more than others to the spread of law and
economics thinking by presenting economics as a rigorous but straight-
forward way to understand the law as it was and not to recommend how
it should be. Posner happened to be a lawyer in a system, the common
law, which tended to favour decentralization and small government, as
both the earlier and the subsequent literature on legal origins argued.17 As
Posner made clear later, he favoured these things too.18 This is a
normative judgement that was and still is, unsurprisingly, controversial. I
will return to it in the next section. However, the fact that Posner initially
refrained from normative analysis arguably explains much of the success
of law and economics in the U.S.A.

Appealing to lawyers’ demand for a unifying theory of law, Posner
enabled a major change in the perspective of legal thinking: the move
from ex-post reasoning to ex-ante reasoning.19 This is the key difference
between the traditional legal approach and the economic approach to law.
For lawyers, a legal rule is important to resolve disputes after some
contested action has taken place (ex-post perspective). For economists,
the important issue is how legal rules affect future actions by providing
incentives (ex-ante perspective). Traditional lawyers want to punish
criminals and make offenders compensate their victims. For economists,
crime and damages that have already happened are a fait accompli. The
incentives to commit crime or to do damage affect the levels of social
harm, whereas punishment and damage compensation, however just,
cannot undo the harm already inflicted on society. The economic
approach did not challenge crime punishment or damage compensation –
it only made these and other legal remedies instrumental to deterrence.20

16 R. Cooter and T. Ulen, Law & Economics (HarperCollins, New York
1988).

17 F.A. Hayek, The Constitution of Liberty (University of Chicago Press,
Chicago 1960); E. Glaeser and A. Shleifer, ‘Legal Origins’ (2002) 117 Quarterly
Journal of Economics 1193.

18 R. Posner, ‘Law and Economics is Moral’ (1990) 24 Valparaiso University
Law Review 163.

19 C. Veljanovski, Economic Principles of Law (Cambridge University Press,
Cambridge 2007).

20 The idea that punishment of wrongdoing should aim for deterrence has
an older ancestry than law and economics. See C. Beccaria, ‘An Essay on
Crimes and Punishments’ (1764, 1872 edn) Online Library of Liberty: http://
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It is a small step between thinking of legal rules like an economist and
normative law and economics. Why would one intervene in markets and
alter their outcomes with coercive or quasi-coercive instruments (some
legal rules, particularly in contract law, allow for opt-out) if it wasn’t for
the good?21 Recognizing the validity of this point, Posner eventually
engaged with the question of why efficiency should be a goal of the
law.22 On the other hand, Guido Calabresi and the Yale School of Law
and Economics had always argued that law and economics had to be
normative. However, from this perspective, efficiency was only one of the
many goals of the law.23

Calabresi’s work shows an important limitation of normative law and
economics. Efficiency is not always enough to identify the best legal rule.
Quite often, however, it is. For instance, following Coase, Calabresi and
Melamed argued that conflicts about the allocation of scarce resources
should be resolved by property rules – allowing for resource entitlements
to be exchanged exclusively by mutual consent – when transaction costs
are low, and by liability rules – allowing for unilateral compensation of
the entitlements’ value – when transaction costs are high but, nonetheless,
the value of entitlements is known or can be estimated.24 Accidents
between automobiles, whose cost cannot be reasonably minimized by
bargaining between the numerous parties potentially involved, are a good
example in which liability rules are efficient according to this framework.
Theft, on the other hand, is efficiently policed by a property rule –
criminal law instead of tort law25 – because theft undermines the security
of property rights for an entire society, whereas the transfer of property
between two consenting parties can be bargained for at a low cost.
Chosen appropriately, property rules and liability rules can guarantee that

oll.libertyfund.org/titles/2193 (accessed 20 March 2015); J. Bentham ‘An Intro-
duction to the Principles of Morals and Legislation’ (1789, 1907 edn) Library of
Economics and Liberty, online: www.econlib.org/library/Bentham/bnthPML.html
(accessed 20 March 2015).

21 J. Coleman, ‘The Grounds of Welfare’ (2003) 112 Yale Law Journal 1511.
22 R. Posner, ‘The Ethical and Political Basis of the Efficiency Norm in

Common Law Adjudication’ (1980) 8 Hofstra Law Review 487.
23 G. Calabresi, ‘About Law and Economics: A Letter to Ronald Dworkin’

(1980) 8 Hofstra Law Review 553.
24 G. Calabresi and D. Melamed, ‘Property Rules, Liability Rules, and

Inalienability: One View of the Cathedral’ (1971) 85 Harvard Law Review 1089.
25 This perspective importantly differs from Becker’s, which, focusing exclu-

sively on deterrence, cannot really distinguish between tort and criminal law. See
G. Becker, ‘Crime and Punishment: an Economic Approach’ (1968) 76 Journal
of Political Economy 169.
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scarce resources flow to the individuals that value them the most. As we
will see in the next section, such an efficiency characteristic is sufficient
to make a legal rule desirable in a number of situations.

Society, however, sometimes faces ‘tragic choices’ that cannot be made
solely on the basis of economic analysis.26 Valuing human life is one
important example. On grounds that life is priceless, Calabresi and
Bobbit argued against market allocations to solve problems like kidney
transplants, where the available resources are insufficient to save every-
body’s life. Even though Jules Coleman has been one of the most
vehement critics of law and economics, Coleman and Holalan responded
that this approach mistakenly disregards an important asset of the market
mechanism: market prices provide information about the cost of alter-
native choices.27 However founded, this criticism misses the essence of
Calabresi’s point. Economic analysis can indeed inform policymakers
about the costs of kidney transplants, illustrating the trade-off with other
scarcities. But economics cannot decide how many lives to save by
means of kidney transplant as opposed to cancer treatment because
economics cannot reliably compare the value of life to the individuals
affected by the two diseases (and it cannot make several other interper-
sonal comparisons of utility). Therefore, another way to frame Guido
Calabresi’s point is that policy choices cannot be delegated to one-armed
economists. Still, policymaking can profit enormously from the econo-
mist’s insights into the costs of alternative options to society. Sometimes,
this is enough to decide. At other times, it isn’t.

The Chicago School’s insistence on the superiority of common law
reveals another important limitation of normative law and economics.
Posner initially argued that common law judges have incentives to
produce efficient doctrines in order to increase their prestige in society.28

This was contrasted with the forces shaping the production of legislation.
Because of the pressure by interest groups, these forces are more
concerned with the distribution of wealth than with its maximization.
Hence, statutory law could not be trusted to be efficient, whereas
judge-made law could. Rubin, Priest, and Landes and Posner tried to
reinforce the argument on the grounds that the process of adjudication in
the common law resulted in the selection of efficient rules because

26 G. Calabresi and P. Bobbit, Tragic Choices (W.W. Norton & Co., New
York 1978).

27 J. Coleman and W. Holalan, ‘Tragic Choices by Guido Calabresi and
Philip Bobbit’ (1979) 67 California Law Review 1379.

28 R. Posner, Economic Analysis of Law (Little, Brown, Boston, MA 1973).
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inefficient ones are more often litigated and, eventually, overruled.29 As
Rubin later admitted, these models failed to demonstrate the efficiency of
particular common law doctrines, ‘perhaps because the law is not so
efficient as Posner argued’.30 Yet, this discussion shows that law and
economics has always been concerned with the flaws in the production of
law.

Normative EAL must thus reckon that the production of law is not
always driven by efficiency, but also by other considerations affecting the
interest of lawmakers – whoever they are. These considerations may
include, but are not limited to, a genuine concern for society’s well-
being, because policymakers may not know how to maximize this
well-being and because their self-interest may conflict with that goal.
Posner’s understanding of common law was rightly criticized on the
grounds that this problem affects not only legislators but also judges.
The latter are usually not trained in economics and, depending on the
jurisdiction where they operate, may have interests diverging from the
pursuit of efficiency in society.

When law and economics spread outside the U.S.A., the different
approaches to it were conflated with one another. The distinction between
the normative and the positive school of law and economics, particularly,
has faded. Today, it is more common to distinguish between a policy view
and a political economy view.31

The policy view seeks to identify the best rules to discipline the
interactions between individuals in various contexts (ranging from car
driving, to contract, to corporate governance). It faces two problems that
can be traced back to the previous debate. First, what is the goal being
pursued? In EAL, this goal is normally economic efficiency. However,
there are several definitions of efficiency, not all of which are acceptable
to lawyers, particularly in certain contexts. In order to be effective,
normative law and economics must focus on situations where economic

29 P. Rubin, ‘Why is the Common Law Efficient?’ (1977) 6 Journal of Legal
Studies 51; G. Priest, ‘The Common Law Process and the Selection of Efficient
Rules’ (1977) 6 Journal of Legal Studies 65; W. Landes and R. Posner,
‘Adjudication as a Private Good’ (1979) 8 Journal of Legal Studies 235.

30 P. Rubin, ‘Micro and Macro Legal Efficiency: Supply and Demand’ (2005)
13(19) Supreme Court Economic Review 21. This outcome must be contrasted
with Hayek’s (1960) intuition that common law was overall more market-
friendly than civil law. As I discuss below, the literature stemming from this
intuition had more fortune.

31 L. Kornhauser, ‘The Economic Analysis of Law’ (2011) The Stanford
Encyclopedia of Philosophy, Edward N. Zalta (ed.), http://plato.stanford.edu/
archives/spr2014/entries/legal-econanalysis/ (accessed 20 March 2015).
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efficiency is unambiguously affecting the well-being of society and
specify which definition of efficiency better captures this effect. The
second problem with the policy view of law and economics is that the
normative implications are as good as the positive analysis underlying it.
Theories about how law affects economic incentives are abundant and
sometimes conflict with one another. Not all of them are borne out by the
empirical evidence. Even those theories that are empirically supported in
one context, may just not work in another. In other words, after having
settled on the goals of legal policy, our knowledge about how legal rules
affect outcomes may still be too limited to achieve those goals.

The political economy view points to another challenge. Because
politicians, bureaucrats and public officials are in general self-interested,
policies may fail to achieve efficiency even when this is desirable and it
is known how to do it. This result holds equally true under the more
nuanced approach to self-interest supported by behavioural law and
economics.32 Even if policymakers were more conscientious and less
boundedly rational than the average individual, which is hard to prove
empirically, they would still depend on others to figure out what society’s
well-being requires. However, the forces behind lawmaking care more
about the distribution of existing wealth than about efficiency in a static
(wealth-maximizing) or in a dynamic (growth-maximizing) sense. At
every point in time, the production of law is affected by the constituen-
cies that are better positioned to influence the producer, for instance by
providing information to the regulator (capture) or by mobilizing political
support for a particular party (lobbying).33 These constituencies will
oppose efficiency-enhancing policies that redistribute wealth away from
them and, whenever this is feasible, will promote favourable redistribu-
tions that undermine efficiency. This is called the ‘Olson problem’ after
the influential work of Mancur Olson on collective choice.34 ‘Radical’
political economy has long maintained a positive approach to this
problem, arguing that the forces shaping lawmaking are exogenous and,

32 R.B. Korobkin and T.S. Ulen, ‘Law and Behavioral Science: Removing the
Rationality Assumption from Law and Economics’ (2000) 88 California Law
Review 1051.

33 J. den Hertog, ‘Economic Theories of Regulation’, in R.J. Van den Bergh
and A.M. Pacces (eds), Regulation and Economics (Edward Elgar, Cheltenham
2012).

34 M. Olson, The Logic of Collective Action: Public Goods and the Theory of
Groups (2nd edn, Harvard University Press, Cambridge, MA 1971); M. Olson,
The Rise and Decline of Nations: Economic Growth, Stagflation, and Social
Rigidities (Yale University Press, New Haven, CT 1982).
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thus, their effect could only be studied, not improved.35 This has changed
more recently.36 Following the approach by James Buchanan,37 Constitu-
tional Political Economy (CPE) has become a normative enterprise. The
rules of the game that can be agreed on unanimously are deemed
efficiency enhancing. The mission of CPE is to identify the optimal
design of lawmaking institutions fulfilling this criterion.

This historical excursus of law and economics illustrates three prob-
lems with normative EAL. First, efficiency is not always sufficient to
choose among legal rules. Second, our knowledge of the effects of legal
rules may be too limited to achieve efficiency. Third, the incentives
underlying lawmaking may undermine the quest for efficiency. As I am
going to argue, choosing an appropriate definition of efficiency may
contribute to the solution of all of these problems.

8.3 EFFICIENCY VERSUS EQUITY

Efficiency is an intuitive concept. The endowments of individuals and
societies are limited. Efficiency means making the most out of these.
More technically, (allocative) efficiency commands that scarce resources
flow to their most valuable use. ‘Valuable’ is a tricky expression, though,
because individuals value the same things differently and their valuation
may change over time. Uncertainty complicates this even further. A
technological change in the relative scarcity of resources is undoubtedly
‘valuable’ (both in a positive and in a negative sense), but this value
cannot be appreciated with precision ex-ante. Innovations such as cars,
TVs and the Internet represent such changes. The economic impact of
these products can be appreciated now and is influenced by laws
promoting or restricting their use, but this could not be fully anticipated
at the outset.

Therefore, the concept of efficiency depends on how we measure the
value of resources. One way to do this is (expected) utility.38 An

35 L. Kornhauser, ‘The Economic Analysis of Law’ (2011) The Stanford
Encyclopedia of Philosophy, Edward N. Zalta (ed.), http://plato.stanford.edu/
archives/spr2014/entries/legal-econanalysis/ (accessed 20 March 2015).

36 S. Voigt, ‘Positive Constitutional Economics II: A Survey of Recent
Developments’ (2011) 146 Public Choice 205.

37 J. Buchanan, ‘The Constitution of Economic Policy’ (1987) 77 American
Economic Review 243.

38 Homines economici are credited with rational expectations, allowing them
to also attach utilities to future consumption. See A.M. Pacces and L.T. Visscher,
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allocation of resources is efficient if it maximizes the utility of all the
individuals in a society. A problem with this approach is that utility can’t
be measured, although individuals may reveal a ranking of utilities
(preferences) through their choices. Such individual rankings are not
comparable. Another way to measure value is wealth, which makes
efficient the allocation of resources that maximizes it. The advantage of
this approach is that wealth can be measured and compared interperson-
ally. This is also the disadvantage of this criterion, because for the
purpose of wealth maximization it does not matter who ends up being
rich and poor in society. A third way to define value – and the last one I
will consider in this chapter – is the growth of wealth. This is a dynamic
efficiency criterion that commands allocations of resources to the indi-
viduals that can make the productivity of society grow. Defining effi-
ciency in terms of growth can overcome the distributional objections to
the wealth criterion by making nearly everyone better off, but it can only
do this ex-post, not ex-ante. Ex-ante, only the losers from a growth
option stand out, whereas it is not known who the winners will be – they
might not yet be born. Despite the uncertainties surrounding growth,
unlike utility, it is measurable. And promoting growth leads to more
acceptable distributional consequences than promoting wealth, because
only those who do not adapt to the new technologies will eventually lose
from economic growth – typically, but not exclusively, the rentièrs of the
status quo.39

Efficiency criteria are not equally suitable for policy analysis. The
Pareto criterion, which is based on utility, is the most intuitive. A move is
a Pareto improvement if at least one individual is better off, while no
other member of society is worse off. Any situation that does not allow
for Pareto improvements, typically because one or more members of
society would lose from change, is Pareto efficient. The Pareto criterion
has the big advantage of defining efficiency without calling for interper-
sonal comparisons of utility. The tricky question of whether the gains of
winners are worth more than the losses of losers can be avoided because,
for a move to be a Pareto improvement, no one can lose anything.
However, this requirement is also a limitation. Any member of society
can veto a move that would make all of the others better off, if this move
reduces, however little, her well-being. Moreover, depending on the

‘Law and Economics: Methodology’, in Bart van Klink and Sanne Taekema
(eds), Law and Method: Interdisciplinary Research into Law (Mohr Siebeck,
Berlin 2011), 85–107.

39 The cost of adaptation may have to be compensated ex-post, but as I hint
below, growth allows for large means for redistribution.
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wealth distribution one starts from, market exchanges can result in an
infinite number of Pareto-efficient situations that are incomparable with
one another.

The Pareto criterion is largely unhelpful for policymaking. In perfectly
working markets, moves satisfying the Pareto criterion occur spon-
taneously, allowing the economy to reach the maximum amount of
production given the available resources – the so-called production
possibility frontier. We might not know how to compare different Pareto
optimums, if we do not know the distribution of wealth that society
favours, but we could cope with this problem by hypothesizing some
social welfare function following the theories of Rawls or Nash, for
instance.40 The raison d’être of law and economics, however, is that the
production possibility frontier is not reached because of some market
failure. Resources are misallocated because individuals fail to conclude
mutually beneficial exchanges.41 This implies that society lies at some
point below the possibility frontier, although the Pareto criterion has not
been violated (or precisely because of that). Normative law and eco-
nomics would consider efficient a legal rule that allows a society to move
closer to the frontier. Obviously, the Pareto criterion cannot help to
achieve this outcome because if it could, the outcome would already be
achieved.42

To avoid the rigidity stemming from the Pareto criterion, law and
economics has been using the Kaldor-Hicks criterion.43 According to this
criterion, a move is efficient if the winner could compensate the losers
and would still be better off. Because the winners do not have to actually
compensate the losers, this is also called the ‘potential’ Pareto criterion.44

Kaldor-Hicks efficiency is notably problematic because the criterion
allows for redistributions that, in the extreme, cannot be considered
welfare increasing – like the transfer to the wealthiest member of society

40 J. Rawls, A Theory of Justice (Harvard University Press, Cambridge, MA
1971); J. Nash, ‘The Bargaining Problem’ (1950) 18 Econometrica 155.

41 R. Coase, ‘The Problem of Social Cost’ (1960) 3 Journal of Law and
Economics 1.

42 G. Calabresi, ‘The Pointlessness of Pareto: Carrying Coase Further’ (1991)
100 Yale Law Journal 1211.

43 See J. Hicks, ‘The Foundations of Welfare Economics’ (1939) 49
Economic Journal 696; N. Kaldor, ‘Welfare Propositions of Economics and
Inter-Personal Comparisons of Utility’ (1939) 49 Economic Journal 549; and T.
Scitovszky, ‘A Note on Welfare Propositions in Economics’ (1941) 9 Review of
Economic Studies 77.

44 G. Calabresi, ‘The Pointlessness of Pareto: Carrying Coase Further’ (1991)
100 Yale Law Journal 1211.
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of the only asset owned by the poorest member of society. Moreover, the
criterion assumes that wealth gives the same utility to the rich and to the
poor, which cannot be true. That being said, the Kaldor-Hicks criterion
allows for policies moving society closer to the production possibility
frontier, which would not be possible if we stuck to the Pareto criterion.
For this reason, the Kaldor-Hicks criterion has been particularly useful
for policy analysis. However, the limitations of this criterion reflect on
normative law and economics.

There is a conflict between efficiency and equity, however we define
the latter – and defining it is not the job of economists. Equity can
include several notions of justice – corrective, retributive, distributive –
all of which may be at odds with efficiency. The potential conflict
between efficiency and corrective and/or retributive justice is apparent
when we look at tort or criminal law from an economic perspective,
according to which harm is a sunk cost and cannot be undone.45 More
importantly, legal rules also have distributional implications ex-ante. It
would be illusory to ignore them in the quest for efficiency, primarily
because of political economy, which as a matter of positive analysis deals
exclusively with distribution. But also for policy purposes, arguing that
efficiency should be pursued regardless of the distributional conse-
quences is highly objectionable. The argument that efficiency should be
pursued separately from a redistribution agenda can be justified better.
First, because economics does quite a poor job of aggregating individual
preferences, economists usually do not know what is the equitable or just
distribution of wealth in a society – economists can only speculate on
that. Second, economics makes it intuitive that one dollar is worth much
more to the poor than to the wealthy – however, because economics
cannot tell how much more, this intuition is of little use. Third, because
redistribution is not without cost, the interesting question is not whether
to redistribute, but how to do it. Tax policy is usually preferable to
tampering with the efficiency of legal rules. Redistribution, whether via
taxes or legal rules, undermines the incentives to work hard in order to
produce wealth. However, redistribution via legal rules may further
reduce wealth if it fails to correct market failure.46

45 See J. Coleman and G. Mendlow, ‘Theories of Tort Law’ (2010) The
Stanford Encyclopedia of Philosophy, Edward N. Zalta (ed.), http://plato.
stanford.edu/archives/fall2010/entries/tort-theories/ (accessed 20 March 2015).

46 N. Georgakopoulos, Principles and Method of Law and Economics
(Cambridge University Press, Cambridge 2005).
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On this basis, Posner has argued that EAL should focus exclusively on
wealth maximization.47 The most powerful part of Posner’s argument is
that wealth is an objective goal and it is measurable, both of which are
useful for coping with the knowledge issues underlying the policy
problem and for disciplining policymakers (the political economy prob-
lem). The most questionable part of Posner’s argument, however, is that
law should avoid redistribution. Later on, Posner clarified his position as
one of a pragmatic libertarian, aware of the impossibility of making this
world ideal and sceptical of big government’s ability to improve it.48

Although from an economic perspective this is a value judgement, the
philosophical grounds of this position are worth discussing briefly.

According to Posner, the goal of wealth maximization reflects a work
ethic in which individuals are entitled to keep what they produce, thus
having incentives to produce as much as possible. Posner has argued that
such an ethic would be agreed on if people did not know whether they
are born with human capital (hence with a higher chance of becoming
wealthy) and this circumstance was entirely random. For this reason, law
should not redistribute but only maximize wealth by correcting the
market’s failure to do so. For instance, it should not matter for tort law
whether a strict liability rule inducing optimal behaviour of the offender
harms the richer or the poorer because, ex-ante, individuals are equally
likely to be offender or victim.

Posner’s argument is open to criticism. For one thing, individuals are
not randomly affected by wealth-increasing reallocations of entitlements.
In some contexts – for instance, education, healthcare, but also traffic
accidents – it may well be that wealth-increasing rules systematically
disfavour the poorer. Think about safety regulations for car manufactur-
ing, for instance, which make cars less affordable and more dangerous
for pedestrians as drivers of safer cars will take less precautions.
Knowing that being poor reduces, however little, the chance of becoming
rich in the future, individuals may plausibly prefer a more egalitarian
distribution of wealth.49

Roughly 20 years later, Kaplow and Shavell attempted to beef up the
philosophical grounds of normative law and economics by departing

47 R. Posner, ‘Wealth Maximization Revised’ (1985) 2 Notre Dame Journal
of Law, Ethics and Public Policy 85.

48 R. Posner, ‘Law and Economics is Moral’ (1990) 24 Valparaiso University
Law Review 163.

49 J. Rawls, A Theory of Justice (Harvard University Press, Cambridge, MA
1971).
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from the wealth criterion and choosing a utilitarian concept of welfare.50

Their key point is that moral concerns for equity, or fairness, should be
included in a definition of social welfare as an aggregation of the fully
informed preferences of society members. If pursued separately from
welfare, fairness reduces the well-being of society. Therefore, law and
economics should maximize welfare and disregard notions of justice
external to welfare.

Kaplow and Shavell have attracted as much criticism from legal
theorists as Posner.51 Because I find the debate on the morality of law
and economics sterile, I shall not elaborate on this further. Economic
analysis cannot answer the question of whether legal rules are moral –
neither is economics supposed to do this.52 The goal of (normative) law
and economics should be to answer the question of whether legal rules
are efficient. What makes economics a powerful tool to answer that
question is that economic outcomes can be measured. Therefore, for the
purposes of policy analysis, wealth is a better way to make efficiency
operational than welfare, which is hard to measure.

Under the approach I am proposing, normative law and economics
works better in some contexts than in others. For example, the distribu-
tional downside of the Kaldor-Hicks criterion is not as big a concern in
business law as it is in family or consumer law. But, even in those
contexts where distribution is clearly more important for society, law and
economics should not try to incorporate distributional concerns into an
abstract notion of welfare. The normativity of economics qua economics
is limited to the maximization of measurable outcomes, namely outcomes
that can be valued in terms of relative scarcity – observable prices.
Hence, normative law and economics should focus on the maximization
of wealth, flagging, but not even attempting to resolve, the distributional
consequences of this maximization. In other words, the efficiency and the

50 L. Kaplow and S. Shavell, ‘Fairness versus Welfare’ (2002) 114 Harvard
Law Review 961.

51 J. Coleman, ‘The Grounds of Welfare’ (2003) 112 Yale Law Journal 1511.
52 It may be objected that economists have sometimes embarked on this

endeavour. One prominent example is Amartya Sen (1999), arguing that per
capita income is not enough to characterize economic development, which
should rather include quality of life, education and freedom. However agreeable,
these are value judgements. The subtler question is to what extent normative
economic analysis is possible without value judgements (Mongin 2006). See A.
Sen, Development as Freedom (Oxford University Press, Oxford 1999); and P.
Mongin, ‘Value Judgments and Value Neutrality in Economics’ (2006) 73
Economica 257.
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distributional consequences of policy options should be presented separ-
ately. In many contexts, particularly in business law, efficiency and
distributional issues can also be treated separately.53

In one set of situations, framing the normative law and economics
question as wealth maximization allows for identifying efficient legal
rules without compelling distributional objections. These are the situ-
ations affecting economic growth. It is hard to argue against economic
growth. Growth means more of everything we may possibly want.
Technically, growth is a shift in the production possibility frontier,
depending on improvement in some technology,54 allowing also for more
consumption of the goods not affected by the change in technology.
Think of manna. Not having to spend money on bread, people can spend
more on entertainment. Because of this simple intuition, law and eco-
nomics scholarship has gradually converged on the quest for economic
growth. Interestingly, this process has been independent of commenta-
tors’ views on redistribution and on what law and economics should
maximize. Calabresi has been a pioneer in advocating the shift of law
and economics towards the promotion of economic growth.55 But he was
recently joined by Posner.56 Two major reasons for this convergence are
that growth has proven a major instrument to fight poverty57 and that
growth provides both incentives to be productive and means for redistri-
bution of a greater order of magnitude than the efficient reallocation of
existing resources.58

53 Contrary to widespread belief, efficient takeover rules do not increase the
likelihood of layoffs, which can take place independently of takeovers. See L.
Enriques, R.J. Gilson and A.M. Pacces, ‘The Case for an Unbiased Takeover
Law (with an Application to the European Union)’ (2014) 4 Harvard Business
Law Review 85.

54 This holds true, assuming that the economy is already producing at the
frontier, implying that no mutually beneficial exchange is forgone due to market
failure.

55 G. Calabresi, ‘Some Thoughts on Risk Distribution and the Law of Torts’
(1961) 70 Yale Law Journal 499.

56 R. Posner, ‘On the Receipt of the Ronald H. Coase Medal: Uncertainty,
The Economic Crisis, and the Future of Law and Economics’ (2010) 12
American Law and Economics Review 265.

57 R. Cooter and H.-B. Shaefer, Salomon’s Knot (Princeton University Press,
Princeton, NJ 2012).

58 R. Cooter and A. Edlin, The Falcon’s Gyre: Legal Foundations of
Economic Innovation and Growth (Berkeley Law Books, Berkeley, CA 2014).
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Sceptics may object that growth is not always desirable. There is, for
instance, a large debate on ‘sustainable’ growth. According to a long-
standing position in this debate, growth ought to be stopped in order to
save the world from self-destruction.59 Because sustainability is a vague
notion, economists refrain from discussing it as such. Economics worries
about depletion of resources.60 Depletion is a negative externality, namely
an adverse consequence of market transactions on people not involved in
those transactions. This depends on the social cost of certain resources
(e.g. fossil fuels) being higher than their price. When transaction costs
are too high for markets to bridge the gap – as in the case of the global
environment – law and economics recommends regulatory intervention.
However, economics is agnostic about how to divide the burden of
environmental regulations across generations. Assuming an exogenous
production technology, Nordhaus and Stern have shown that there is a
trade-off between economic growth (benefiting current generations) and
environmental disaster (dooming the future ones).61 This trade-off could
only be resolved by value judgements. Yet, fortunately, technology is
endogenous and evolves with growth. On this perspective, environmental
regulation can minimize the slowdown of economic growth by directing
innovation towards non-depletive technologies.62 Depletion of resources
does not necessarily depend on economic growth. To the contrary,
growth-oriented regulations can avoid depletion at the least cost.

Obviously, growth is not manna: it needs to be bred. Growth eco-
nomics shows that productivity is the key determinant of growth.63

Recent research shows that law significantly affects productivity in a
number of ways. The challenge for modern law and economics is,
therefore, twofold. The first is to identify which laws matter for eco-
nomic growth and how. The second challenge is to engineer reforms in
such a way that they result in efficient law. As I will illustrate, the
character of these challenges makes the case for focusing on the

59 D.H. Meadows, D.L. Meadows, J. Randers and W.W. Behrens, The Limits
to Growth (Universe Books, New York 1972).

60 G. Hardin, ‘The Tragedy of the Commons’ (1968) 162 Science 1243.
61 W.D. Nordhaus, Managing the Global Commons: The Economics of

Climate Change (MIT Press, Cambridge, MA 1994); N. Stern, The Economics of
Climate Change: The Stern Review (Cambridge University Press, Cambridge
2007).

62 D. Acemoglu, P. Aghion, L. Bursztyn and D. Hamous, ‘The Environment
and Directed Technical Change’ (2012) 102 American Economic Review 131.

63 R. Solow, ‘Technical Change and the Aggregate Production Function’
(1957) 39 Review of Economics and Statistics 312.
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maximization of wealth even stronger. On the one hand, the measurabil-
ity of performance can help identify the effective impact of legal rules on
growth, which is particularly important when uncertainty is high, as in
every case of innovation. On the other hand, the availability of perform-
ance measures can help commit policymakers to promoting economic
growth, despite the pressure of interest groups to maintain the status quo
on grounds of redistribution (to themselves).

8.4 LAW (FINANCE) AND ECONOMIC GROWTH

What is the law that matters for economic growth and how do we get it?
I am arguing that normative law and economics should focus on these
questions in order to maximize its impact on policymaking. Such a focus
would allow law and economics to deal with the policy problem more
effectively and to overcome the resistance of the ruling elites to efficient
legal change. This conclusion depends on the ability of law and eco-
nomics to determine the impact of laws on economic growth objectively.
The measurability of policy outcomes allows for a disciplining of both
theorists, in respect of the means to achieve certain ends, and policy-
makers, with respect to the ends underlying the choice of means.

Economics reached the conclusion that law ‘matters’ for economic
growth a long time ago, but, so far, what precisely matters, and how, is
not yet settled.64 To be sure, the theory is relatively straightforward. To
support economic growth, a legal system should protect property rights,
notably including intellectual property rights, and guarantee a reliable
enforcement of contracts. Implicit in this literature is the importance of
public law, not only for the reliability of enforcement, but also because
sometimes regulators have better incentives to correct market failures
than judges.65 Growth-promoting laws preserve the incentives for entre-
preneurs to engage in innovation. If they are successful, entrepreneurs
will be entitled to retain the lion’s share of the gains. Although most
economists would stop at this point, this is where the problem becomes
interesting for legal analysis. Relevant questions are: what kind of
contracts are important and what the costs are of drafting them; how
these contracts should be enforced, particularly in the face of unforeseen

64 T. Beck, ‘Legal Institutions and Economic Development’ (2010) CenER
Discussion Paper Series No. 2010-94, online: http://ssrn.com/abstract=1669100
(accessed 20 March 2015).

65 E. Glaeser, S. Johnson and A. Shleifer, ‘Coase Versus the Coasians’ (2001)
116 Quarterly Journal of Economics 853.
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circumstances; and how property rights should be defined and protected,
especially when they become the source of economic rents (monopoly
power) or other market failures (negative externalities). Short of the
detailed answers to these questions, each of which would deserve a
separate chapter, one meta-question that remains is whether a single
answer is warranted, namely whether there is a single set of legal rules to
promote economic growth independently of context or whether different
contexts (jurisdictions) call for different rules.

The argument that one-size-fits-all rules are efficient has a long
tradition in law and economics.66 In the law-and-growth literature,
though, the debate started from Hayek’s observation that the common
law tradition of constraining government intervention in markets was
better suited to supporting the incentives of a market economy.67 This
proposition, which is different from Posner’s defence of common law’s
efficiency, was tested empirically and, apparently, data supported it. In
the 1990s, La Porta and a group of American economists published a
series of influential articles in which they showed that legal rules of
various kinds (for instance, company law, bankruptcy law, securities law,
labour law, antitrust) affected economic performance as measured by
several indicators. La Porta et al. pioneered a method and on its basis
they defended a thesis. The innovative method consisted in measuring the
quality of law based on assigned scores (so-called ‘coding’). The thesis,
which was not as novel, was that legal origins mattered and, particularly,
that countries belonging to the common law tradition were performing
better than other legal origins on a number of indicators of economic and
financial performance. Both the methodology and the thesis have met
with extensive criticism, despite having marked an important step in the
evolution of law and economics.

Because this literature started as Law and Finance,68 I will discuss its
contribution and limitations with reference to corporate governance and
financial regulation, which are the fields I am most familiar with.
However, the recent focus of law and economics on growth includes
more than finance, although for dynamic efficiency some areas of law
(e.g. constitutional law and law enforcement) intuitively matter more than
others (e.g. tort law and consumer protection).

66 See, for example, S. Shavell, Foundations of Economic Analysis of Law
(Harvard University Press, Cambridge, MA 2004).

67 F.A. Hayek, The Constitution of Liberty (University of Chicago Press,
Chicago 1960).

68 R. La Porta, F. Lopez-de-Silanes, A. Shleifer and R. Vishny, ‘Law and
Finance’ (1998) 106 Journal of Political Economy 1113.
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A key insight of law and finance is that laws and their impact on
financial institutions can be ‘measured’, which is very important for
making comparisons. It is also interesting to note that the legal origins of
the common law correlate with higher investor protection, which, in turn,
correlates with the higher performance of certain financial markets.69

However, the work of La Porta et al. has not proved that there is a causal
relationship between these things. To be sure, Klick has argued power-
fully that such a broad causality could never be proved.70 The credibility
revolution in econometrics,71 which informs the recent trend of empirical
studies in law and economics, is based on the availability of counter-
factuals. Because civil law countries are not identical to common law
countries, apart from their legal tradition, it is impossible to identify
which factor underlying the legal tradition is responsible for varying
economic outcomes. Empirical legal studies are still a good method to
improve our knowledge about the way law affects finance and growth. To
this purpose, however, two major weaknesses of the literature on law and
finance and legal origins must be remedied. First of all, the measurement
of institutions – notably including the law – must be improved. So far,
the coding of laws has largely been based on statutes and surveys, which
provide much too coarse an account of how legal rules work in reality,
combined with complementary institutions.72 Second, in order to ascer-
tain causality, the impact of laws must be tested by paying more attention
to the counterfactuals, for example focusing on staggered legal changes
within a country or a group of comparable countries.73

The argument that legal origin determines economic performance was
eventually tempered. La Porta et al. clarified that the common law
tradition of sustaining markets, rather than replacing them by government
intervention, is neither immutable (although it is persistent) nor always

69 As surveyed in Pacces (2012, 54–61), this finding has been criticized on
several grounds, questioning particularly the coding of laws, the division of
countries among legal origins, and the significance of the latter for corporate law.

70 J. Klick, ‘The Perils of Empirical Work on Institutions’ (2010) 166 Journal
of Institutional and Theoretical Economics 166.

71 J. Angrist and J.S. Pischke, ‘The Credibility Revolution in Empirical
Economics: How Better Research Design is Taking the Con out of Econometrics’
(2010) 24 Journal of Economic Perspectives 3.

72 S. Voigt, ‘How (not) to Measure Institutions’ (2013) 9 Journal of Insti-
tutional Economics 1.

73 T. Beck, ‘Legal Institutions and Economic Development’ (2010) CenER
Discussion Paper Series No. 2010-94, online: http://ssrn.com/abstract=1669100
(accessed 20 March 2015).
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the best way to support economic performance.74 In their view, market-
harnessing legal institutions are best suited to economic growth in quiet
times, whereas a more centralized approach to regulation is efficient in
times of economic disorder.

It is a small step from this conclusion to an acknowledgement that the
efficient legal rules supporting economic growth vary with context.
Finance again provides a good example. Empirically credible research
shows that finance is a major channel through which institutions affect
growth, and importantly, provide opportunities for everyone, overcoming,
at least ex-ante, conflicts between efficiency and equity.75 Finance,
however, can take different forms. Likewise, the legal rules that support,
say, stock markets as opposed to relational banking are different. More
importantly, different kinds of finance suit different industries and
different stages of development. Therefore, the most efficient law for
finance (and growth) is the one that best fits the needs of local industries.
Investor protection is only one dimension along which the fit of legal
rules must be evaluated. Particular companies in particular countries may
need less commitment to investor protection, for instance because this is
supported by extralegal institutions, but more freedom to develop inno-
vative ideas. Failure of the legal system to support an optimal balance
between flexibility and commitment can result in suboptimal corporate-
governance choices76 or strategic responses, making investor protection
ineffective.77 Both reactions undermine economic growth.

If the efficiency of legal rules varies with context, most likely they will
vary with time too. In parallel with mainstream economics, the law and
finance literature was initially silent on financial instability, suggesting
that the legal rules promoting more finance (and hence more growth)
were always to be favoured. The recent experience of financial and
economic crises reveals, however, that there may be more finance than is

74 S. Djankov, R. La Porta, F. Lopez-de-Silanes and A. Shleifer, ‘The Law
and Economics of Self-Dealing’ (2008) 88 Journal of Financial Economics 430.

75 T. Beck, ‘Finance, Growth and Fragility: the Role of Government’ (2013)
CEPR Discussion Paper No. DP9597, online: http://ssrn.com/abstract=2309241
(accessed 20 March 2015).

76 A.M. Pacces, Rethinking Corporate Governance: The Law and Economics
of Control Powers (Routledge, Abingdon 2012).

77 C. Milhaupt and K. Pistor, Law and Capitalism (University of Chicago
Press, Chicago 2008).
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socially optimal because, technically, finance has negative externalities.78

What law can do to cope with this problem is not straightforward in a
traditional perspective, given that the financial markets are already
extensively regulated. Following Keynes, I have argued that uncertainty –
which is significantly related to innovation and growth – can shed some
light on which rules are dynamically efficient for finance.79

Uncertainty makes economic growth more acceptable than static
efficiency as a normative goal because the identity of winners from
innovation cannot be known ex-ante. While one could argue that victims
of traffic accidents are systematically poorer than the offenders, it is
much more difficult to argue that successful entrepreneurs are systematic-
ally richer than unsuccessful ones so long as both have access to finance
on equal terms. Uncertainty, however, also has adverse consequences for
financial stability because it implies that risk, particularly systemic risk,
cannot be precisely measured ex-ante, which is the reason why financial
crises happen and need to be resolved ex-post. According to a theory
which has become rather influential in the aftermath of the global
financial crisis,80 financial instability is endogenous to a capitalist
economy. This has several consequences for normative law and eco-
nomics.

First, investor protection is important to promote finance and growth,
but it is not enough. Legal rules also need to be concerned with the
governance of crisis situations, in which the protection of investors may
have to be relaxed to achieve ex-post efficiency.81 Second, although the
law defines the terms of financial exchange, these terms are altered
during financial crisis and, importantly, flexibility is asymmetric. Polit-
ical economy ultimately determines how financial commitments can be
renegotiated ex-post.82 Flexibility ex-post, albeit necessary, undermines
the credibility of financial exchange ex-ante. For this reason, a recent

78 T. Beck, ‘Finance, Growth and Fragility: the Role of Government’ (2013)
CEPR Discussion Paper No. DP9597, online: http://ssrn.com/abstract=2309241
(accessed 20 March 2015).

79 J.M. Keynes, The General Theory of Employment, Interest, and Money
(BN Publishing, Thousand Oaks, CA 1936; reprint 2008). See A.M. Pacces, The
Future in Law and Finance (Eleven International Publishing, The Hague 2013),
for an overview of my work on this topic.

80 H. Minsky, Stabilizing an Unstable Economy (McGraw-Hill, New York
1986; reprint 2008).

81 A.M. Pacces, The Future in Law and Finance (Eleven International
Publishing, The Hague 2013).

82 K. Pistor, ‘A Legal Theory of Finance’ (2013) 41 Journal of Comparative
Economics 315.
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focus of both constitutional political economy and law and finance is, on
the one hand, how to design coercion-constraining institutions to make
governments’ action credible and, on the other hand, how to provide
policymakers that have discretion to intervene ex-post with the incentives
to care for long-term economic growth.83

The study of the dynamics of legal change faces a similar challenge.
Even knowing which legal rules promote growth while containing
financial instability, one would still be facing the political economy
problem. To frame this problem, it is useful to look at it from two angles.
Consider, first, a well-meaning legislator facing opposition by existing
elites who benefit from the status quo. There are several strategies to
overcome this problem. These include regulatory dualism,84 or reform
with parallel regimes, one of which is designed to protect the elites’ rents
until these are eroded by the efficiency of the new regime. Another
strategy is gradual reform,85 which aims at creating a constituency for
change that will eventually overcome the resistance by vested interests.
Because legislators cannot be assumed to be well-meaning, a second
issue is how to align their incentives with the interest of society. Here, a
focus on measurable outcomes can be very helpful. Such outcomes may
be used to commit legislators and policymakers to the goals they declare,
for instance by making their political or monetary payoffs contingent on
the achievement of those goals. Moreover, the measurability of economic
outcomes allows an overcoming of the uncertainty about the causal effect
of laws if policies are implemented with an experimental design.86

Unfortunately, some policies, particularly macroeconomic policy, can
hardly be implemented with an experimental design.87

83 T. Beck, ‘Legal Institutions and Economic Development’ (2010) CenER
Discussion Paper Series No. 2010-94, online: http://ssrn.com/abstract=1669100
(accessed 20 March 2015).

84 H. Hansmann, R. Gilson and M. Pargendler, ‘Regulatory Dualism as a
Development Strategy: Corporate Reform in Brazil, the United States, and the
European Union’ (2011) 63 Stanford Law Review 475.

85 M. Dewatripont and G. Roland, ‘The Design of Reform Packages under
Uncertainty’ (1995) 85 American Economic Review 1207.

86 M. Abramowicz, I. Ayres and Y. Listokin, ‘Randomizing Law’ (2011) 159
University of Pennsylvania Law Review 929.

87 J. Angrist and J.S. Pischke, ‘The Credibility Revolution in Empirical
Economics: How Better Research Design is Taking the Con out of Econometrics’
(2010) 24 Journal of Economic Perspectives 3.
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8.5 CONCLUSION

In this chapter, I have discussed how the economic analysis of law can be
normative, that is inform lawmaking about which laws are desirable for
society. I have argued that the effective normativity of EAL depends on
asking questions that can be answered mainly, if not exclusively, on the
basis of efficiency. The quest for rules supporting economic growth is
one such question. If this is arguably enough to temper the conflict
between efficiency and equity, it still leaves us with a policy problem
(which rules promote economic growth and how can they be imple-
mented?) and a political economy problem (how can society actually
adopt efficient rules?). To solve both problems, law and economics
should maintain its focus on the measurability of outcomes. In this way,
both theorists and policymakers can be disciplined by empirical evidence.

I have also argued that efficient legal rules vary with context and over
time. Although the measurability of economic outcomes can also inform
us about the best fit of legal rules with a given situation, the question
remains as to who will promote efficient legal change when needed. I do
not pretend to have an answer to such a difficult question. But the
economic analysis of law, via its influence on global legal education in
the last 50 years, has undoubtedly been one force behind legal change
and will likely continue to be such for many years to come.
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