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y, NALSAR UNIVERSITY OF LAW ¢ HYDERABAD

VICE-CHANCELLOR’S MESSAGE

It gives me great pleasure to present the inaugural issue of the Indian
Journal of Law and Economics (IJLE). The IJLE is an initiative of the students
of NALSAR, with the goal of promoting interest and encouraging scholarship
in the field of law and economics. The IJLE has been launched with the aim of
remedying the lack of authoritative academic writing devoted to the economic
analysis of law and legal institutions. It is intended to serve as a platform where
students, academics, lawyers, policymakers, and other scholars can contribute
to the ongoing legal, political, and social debates in this field.

On behalf of the students and faculty of NALSAR, I wish to express my
gratitude to Mr. Hemant K. Batra, Lead Partner, Kaden Boriss Legal LLP,
Lawyers for wholeheartedly supporting this student initiative.

The IJLE is an annual publication managed by a board of student editors
who are selected through an annual test. The IJLE boasts of an eminent Advisory
Panel, comprising of noted academics, members of the judiciary, renowned
jurists, and economists. The consulting editors of the IJLE play a crucial role in
the success of this enterprise by providing valuable advice and support to the
board of student editors. Under the able guidance of the Advisory Panel and
the consulting editors, I believe that the IJLE will serve as the leading platform
in India promoting a culture of academic research and original thought in the
area of law and economics.

This first issue of the IJLE, I hope, will be a trendsetter; both in terms of
its significance to the field of study as well as the direction it provides for future
initiatives. The Journal will undoubtedly increase and encourage scholarship,
especially amongst students, and I sincerely believe it will prove invaluable to
academics and practitioners alike. I wish the IJLE and the Editorial Board
success in all their endeavours and hope that they will keep up their good work.

Prof. (Dr.) Veer Singh






PATRON’S MESSAGE

Law and Economics have always been inextricably linked to each other.
Despite the immense relevance in this age of globalization, law and economics
remains a field without a plethora of academic authorities. It is, hence, a matter
of great pleasure and pride for me to present the first volume of the Indian
Journal of Law and Economics (IJLE). This journal has been introduced with
an aim to promote exchange of ideas in the area of law and economics and
encourage economic analysis of law.

An initiative of NALSAR students, IJLE promises to serve as a
congregation connecting law students, practitioners, policymakers, scholars and
academics by a common thread of law and economics enabling contemporary
multidisciplinary debates and discussions. Managed by a board of student editors
from NALSAR University of Law, this annual publication has a distinguished
Advisory Panel comprising of judges, policymakers, eminent jurists and
economists. [ believe that active participation of the noteworthy consulting editors
serves to provide high standards to this journal making it the potential flag-
bearer of a quality-centric law and economics forum in India.

I hope this volume of IJLE sparks discussions and analysis among legal
circles and sets a strong base for future developments and contributions in the
field of law and economics. I believe that the Journal will encourage law students
in particular and will also be duly appreciated by practicing lawyers, academics
and policymakers.

I congratulate the Editorial Board of IJLE and all those involved in the
publication, especially the Vice-Chancellor of NALSAR Prof. Veer Singh and
the Advisory Panel on publishing the first volume of the Journal and wish them
success in all their endeavours.

Hemant K. Batra

‘G’G\G’G% Managing Partner,
6,0 Kaden Boriss Legal - India, Lawyers
= Secretary General,
SAARC SAARCLAW






EbpITORIAL

Why must private property be protected by a public law regime? Why
are private contracts best enforced through legislations? How are creative
achievements best rewarded by intellectual property rights? Are alternative
dispute resolution methods better than litigation? What is the best tax structure
and rate that the government should adopt? On a more abstract note, how
should society structure its political, economic and legal institutions in order to
maximise welfare for everyone? These questions and many more sui generis
have and will continue to haunt lawyers and policymakers alike.

Justice Oliver Wendell Holmes famously wrote in 1881, “The life of the
law has not been logic, it has been experience.” One of the several rather
astounding experiences that life has to offer law is the intersection between
law and economics. While law provides the theoretical framework of the logic
of norms, rights and duties in this relationship, economics provides a conceptual
framework to gather diffused experiences in most areas in which the law
operates.

The aim of the Indian Journal of Law and Economics is to initiate and
sustain a conversation encompassing the interactions between the disciplines
of law and economics. From a lay person’s point of view, this new ‘hybrid’
discipline can be said to be a two-headed coin. One side of this coin is micro-
and macro-economic theory that seeks to analyse the behavioural consequences
of any society’s legal rules and through the lessons of economics, steer these
rules towards a socially desirable end. The other side of the coin is legal theory
as we traditionally understand it. Sometimes traditional legal theory is used to
study the functioning of economies, property rights regimes, contract
enforcement, institutions of labour market, etc. From the point of view of
governance, law and economics can be said to be concerned with the effects
of legal rules on the behaviour of relevant actors; and whether these effects
are socially desirable. It differs from previous approaches in that it reformulates
the rationales behind adopting legal rules. For instance, the basic tort law question,
“Did X have a duty to Y?” gets transformed into, “What are the economic
effects if X is found to have a duty to Y?”! Concurrently, the desirability of a
proposed legal regime is studied not so much through the languages of ‘rights’
and other such categorical imperatives as through ‘efficiency.” The achievement
of a socially and/or economically desirable outcome is the aim of a lawmaker’s
perspective on law and economics.

1 George L. Priest, Michael Trebilcock and the Past and Future of Law and Economics, 60
U.Toronto L.J. 155 (2010).
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The domain of law and economics can broadly be demarcated into positive
or descriptive analysis and normative analysis. While the positive analysis is an
attempt at prediction, description and explanation of the likely impact of any
policy or law, normative analysis is a venture into comparison of available
alternatives and proposed solutions in the light of such analysis. Consider the
following example in a manner of understanding the role of law in regulating
activities in a society:? in an imaginary land with no traffic rules, individuals
must decide whether to drive the car on the left (L) or on the right (R) side of
the road. Obviously, traffic would be smoothest for everybody if everyone would
drive on the same side of the road, i.e. all choose either R or L. Such an outcome
prevents accidents. Seen from another angle, an outcome where half choose L
and the other half choose R is the most probable to result in accidents. Clearly
the above structure involves a problem of coordination among drivers; let us
call this problem a ‘coordination game.” Let us also call the two desirable
situations — all drivers choosing R or L — as the equilibriums of this coordination
game. Evidently, the mere knowledge that these equilibriums exist does not
help the drivers to make a definite decision on which choice to adopt. To achieve
a socially efficient equilibrium, the law steps in by announcing a definitive traffic
rule to coordinate the actions of different players in the game (by overcoming
information asymmetry and variations in strategies). Legal rules such as this
offer incentives for players’ desired behaviour. In game-theoretic terms, law is
a coordination device in situations where the interests of agents coincide.

In other situations, individual interests do not coincide but conflict. The
trial is one example: the prosecutor and the defendant in a trial would agree to
coordinate through an out-of-court settlement or settle on a plea bargain only if
both parties could be made better off than their expected trial outcomes. This
seemingly apparent premise is at the heart of alternative dispute resolution and
the law on plea bargaining. A law and economics approach would seek to
determine which outcome would accommodate the interests of both parties,
while at the same time adhering to society’s mandate of law-enforcement. This
would be a considerably more difficult task, involving not only the determination
of the cost-benefit analysis of each outcome for each stakeholder but also
deciding the level of final equilibrium and the associated distribution of scarce
resources that society ultimately desires. It is in these complex formulations
that the tools presented by law and economics come once again to the aid of
the hitherto single-tracked ‘law’ person.

2 The Economic Analysis of Law, in THE STANFORD ENCYCLOPEDIA OF PHILOSOPHY, available at http://
plato.stanford.edu/entries/legal-econanalysis/.
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Spreading roots - Evolution of the discipline

The 1940s and 1950s saw the emergence, in Western universities and
among writers, of the study of several legal subjects with undeniable economic
underpinnings. These included corporate law, bankruptcy, securities regulation,
labour law, income tax, public utility regulation and torts. The 1960s’ agenda
was to apply ‘economics to core legal doctrines and subjects such as contract,
property, tort and criminal law.”* The study of legal regulation of markets and
business practices, primarily anti-trust cases, formed the foremost and the most
significant aspects of analysis in the nascent discipline of law and economics.
The effects of the lack of protectionist measures in ‘most-favoured nation’
clauses, the performance of the industry under deregulation and the effect of
collective bargaining decision on labour disputes were the most covered areas
in the discipline’s early days.

The biggest thrust to the theoretical underpinnings of the law and
economics movement was provided by the quadruplet of Coase-Calabresi-
Posner-Becker whose contributions explored unconventional territories and
radically transformed the manner in which the academia perceived law and
economics.

Ronald Coase, widely considered the father of the law and economics
movement, proposed the Coase’s theorem*, which states that when transaction
costs are zero, the allocation of resources is independent of the distribution
of property rights,’ shedding an insight into the conditions under which people
might bargain to reach the socially optimal level of output in spite of the existence
of externalities. Judge Guido Calabresi, also considered one of the fathers of
the law and economics movement, pioneered the application of economic
reasoning to tort law through his works Some Thoughts on Risk Distribution
and the Law of Torts® and The Cost of Accidents: A Legal and Economic
Analysis.” Under his supervision, the Yale Law School has become a hub of
research in law and economics.

Gary S. Becker forayed into an economic analysis of crime, racial
discrimination, marriage and divorce and a range of non-market behaviour like
charity, love, and addiction. His studies opened to economic analysis large areas
of the legal system which had hitherto remained unchartered by Calabresi’s

3 N. DuxBURY, PATTERNS OF AMERICAN JURISPRUDENCE, 340 (Oxford Clarendon Press, 1995).

4 Ronald Coase, The Problem of Social Cost, 3 JouRNAL OF Law anD EcoNomics 1 (1960). Coase
received the Nobel Memorial Prize in Economic Sciences in 1991.

5 Id.

6  Guido Calabresi, Some Thoughts on Risk Distribution and the Law of Torts, 70 YALE L.J. 499
(1961).

7 Gumo CaLABRESI, THE CosT OF ACCIDENTS: A LEGAL AND Economic ANALysis (Yale University Press,
1970).
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and Coase’s studies of property rights and liability rules.® After Judge Richard
Posner, “never again would Law and Economics be thought of as exclusively
the domain of antitrust and corporate law. Now its domain was the very heart
of the legal system, torts, property, contracts, domestic relations, procedure,
even constitutional law.” Posner showed how a series of simple principles
underline and render coherent a wide variety of legal institutions, across public
and private law.

Owing primarily to the contributions of these and other scholars in the
field, the scope of law and economics today runs across diverse fields such as
intellectual property, environmental law, anti-discrimination law, criminal law,
consumer protection, information technology, medical malpractice, land use
planning, effect of legal precedent on litigation, and indeed, the legal process
itself.

Law Schools and the Discipline

With the growth of law and economics as an academic discipline came
the growth of centres of learning focussed on this new approach. While in the
United States this specialisation has been completed over the last four decades,
Europe is today steadily increasing its focus on law and economics, with
programs like the Erasmus Mundus Masters and Doctorates in Law and
Economics.

India, sadly, still has a long way to go. Law and economics is in its nascent
stages of recognition by the Indian academic fraternity. With only a few law
schools offering undergraduate courses, the discipline is yet to get under way
as a self sustaining choice for a successful career. One of the major hurdles is
that the legal world — including law students — needs the rigorous understanding
of economics that is indispensable to any serious research on the subject. Such
a concentration in economics is rarely found outside specialised economics
degrees. Other hurdles include a systemic opposition to change, especially in
the legal world, an almost total absence of references to the parameters of
“efficiency” in court judgements and parliamentary debates, and a suspicion on
part of the established legal system that law and economics is merely a passing
‘fad’: a new way of looking at a world that, the argument goes, was managing
adequately without such lenses.

8  WiLLiaM M. LANDES & RICHARD A. PosNER, THE EcoNomic STRUCTURE OF Tort Law 7 (Harvard University
Press, 1987).

9  Sophie Harnay & Alain Marciano, Posner, Economics and the Law: From Law and Economics
to an Economic Analysis of Law, 31.2 JHET 215 (2009).
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Fortunately this situation is changing, albeit gradually. Periodic
colloquiums'’, conferences, seminars and crash courses have ensured that the
discipline finds its feet and the much deserved relevance in the academic circles.
The Indira Gandhi Institute of Development Research in Mumbai is partnering
the Erasmus Mundus Program in Law and Economics for the year 2011. Several
academic stars of law and economics are beginning to shine bright in the Indian
academic spheres, and expectations that the next generation of law students
will be better trained in law and economics are gradually materialising. With a
good grip on economics and a sound economic understanding of law, law students,
whether as legal consultants to corporations, or as law firm associates or as
litigators, can take the discipline to the peak of significance. The experts of law
and economics can also find cross appointments both in the law and economics
departments of universities. That state of affairs will reflect the true integration
of two seemingly independent disciplines which dovetail on several counts and
we hope that the journal will mark a successful start in that direction.

The Contributions

Our edition begins with F.E. Guerra-Pujol’s ‘Coase’s Paradigm: First
Principles of the Economic Analysis of Law,” which traces the intellectual
foundations of the law and economics movement through a homage to its founding
father, Ronald Coase. Pujol identifies two foundational values on which this
movement has been based: intellectual agnosticism and intellectual irreverence,
and examines in detail the implications of each quality. He then dispels several
misconceptions relating to the Coasian, or economic approach to the study of
law. Finally, in what will serve as an excellent primer for the uninitiated reader
into the methodology of this field, Pujol delineates the exemplars that guide the
economic approach’s day-to-day puzzle-solving activities: material scarcity, self-
interest, the law of demand, and transaction costs. Pujol concludes masterfully
that the entire methodology of the law and economics movement can be distilled
into the single question posed long ago by Cicero: cui bono? (*‘to whose profit?”).

The second article in the journal is Afra Afsharipour’s ‘The Promise and
Challenges of India’s Corporate Governance Reforms.” Afsharipour presents a
picture of the difficulties associated with the enforcement of a reformed
corporate governance regime in India, and argues that the success of such a
regime is made challenging by the political economy of India’s corporate law
regime and the traditional ownership structure of many Indian firms. She begins
by tracing the history of one such reform, Clause 49 of the SEBI Listing
Agreement, through the various committee reports leading up to it. Highlighting

10 For instance, see The 2008 National Law School International Law and Economics Colloquium,
The Elephant and the Dragon: Lessons and Challenges Respecting the Role of Law in Economic
Development in India and China, May 2008.
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the Satyam scandal of 2009 as an example of the dire need for stringent corporate
governance norms in India, Afsharipour delves into the impact of the scandal,
and the consequent industry and government reforms brought about in India’s
corporate governance regime.

One of the most striking features of the law and economics movement
has been its contribution to existing legal issues by presenting solutions and
analyses from fresh lenses. Public Interest Litigation has been a hotbed of
constitutional law controversy in India ever since its emergence in the 1980s.
There has been no dearth of proponents and opponents of this peculiarly Indian
brand of “judicial overreach,” and a resolution of these differences is often
surrendered as owing purely to personal, political and legal ideology.

Varun Gauri’s article, ‘Fundamental Rights and Public Interest Litigation
in India: Overreaching or Underachieving?’ brings into this old debate the new
tools of economic and empirical analysis. In the resultant path-breaking article,
Gauri tackles a number of objections leveled at the public interest litigation
movement and seeks to determine the extent to which these can really be
justified. As he makes clear at the outset of his study, the debate to date has
largely been abstract, helping to generate a set of normatively significant
questions, but calling for a more pressing empirical work today. He identifies
that almost all the objections stem from either of two sources: suspicions related
to the separation of powers, and those regarding judicial attitudes. Through
presenting the results of a comprehensive empirical study involving such
innovative parameters as the number and matter of fundamental rights cases
before the Supreme Court, the rates of ‘winning’ those cases according to
litigants® affluence, cases involving women and child rights, and those involving
the rights of backward and scheduled classes, Gauri shows that public interest
litigation does not in fact consume a significant share of the resources of the
Supreme Court, that concerns regarding inequality are not altogether unjustified,
and that advantaged social groups can expect significantly lower win rates for
fundamental rights claims than their disadvantaged peers in the new millennium.

The fourth article in the journal is Vikas N.M.’s ‘Carbon Lock-In in the
Automobile Industry — A Case for Regulation?’, which presents the case of the
carbon polluting technological lock-in in the automobile industry as an example
of a market failure, where the ability of market participants to correct
inefficiencies is severely constrained due to the clash of private and social
interests. Vikas identifies these market inefficiencies as arising from problems
of inertia, technological limitations, consumer indeterminacy, inadequacy of
infrastructure, uncertainty of future development, and the lack of supporting
facilities. Discussing the mechanism of an automobile, the author demonstrates
how the Internal Combustion Engine (ICE) gained dominance in the automobile
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sector and resulted in a ‘lock-in’ phenomenon creating entry barriers to any
other technology in the market. He then makes a case for government
intervention as the only feasible remedy to the problem of carbon-lock in. Such
regulation, Vikas argues, should aspire to achieve zero-emission and every other
inefficiency that exists in the market.

Mandar Kagade‘s article ‘Independent Director Law In India: An
Economic and Behavioural Analysis.” proceeds from an appreciation of the
fundamental difference between the ‘rules-based’ versus ‘standards-based’
discourse in law and economics. Kagade argues that when it comes to designing
prescriptions defining the normative requirements for the independence of
company directors, rules-based solutions are inappropriate. The law ought to
keep the understanding of directors malleable and heuristic, based on standards
instead, and reform should be imposed through a proper legislation rather than
through delegated devices like Clause 49 of the SEBI Listing Agreement. Relying
on the economic analysis of independent director law, Kagade articulates that
these definitional reforms will strengthen the institution of independent directors
and foster optimum corporate governance.

The sixth contribution in our collection is also the most philosophical in
terms of its meditations on the Indian law and economics movement. In his
Essay ‘Refuse to Choose: The Role of Methodological Pluralism in Thinking
About Law and Economics in India’, Bikku K. Kuruvila seeks to answer: “What

. is Indian law and economics?” Surveying existing scholarship written on
and in the subject, Kuruvila concludes that Indian legal scholarship appears to
be intermittently developed and dependent upon the efforts of talented individual
scholars, without the emergence of a concerted body of scholarship or a
normative idea of what it should consist of. Kuruvila traces the applications of
law and economics as it stands today — its method, the insights offered through
its analyses, the program it offers to the legal system, the avatars it assumes,
and the critiques it is subjected to. Meditating on a possible future for the subject
in India, he argues that practitioners of law and economics in the Indian context
should explore a broad variety of fields to understand the complex interactions
of law, legal processes and institutions, and socio-economic relations.

The seventh article is Tissya Mandal’s ‘The Role of Economics in Cartel
Detection Through Leniency Programmes’ focusing on anti-trust policies as
tools to detect and combat oligopolistic collusion such as cartels. Mandal
diagnoses the circumstances under which the ‘leniency policy,” one such anti-
trust policy intended to incentivize disclosures by identified colluders, can be
used as a functional instrument to detect cartels. The leniency policy, as per
Mandal’s argument, is a specialized form of the prisoner’s dilemma game albeit
with a few appreciable differences. Incentives are structured in a way so as to
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make confession of the cartelists a dominant strategy. At the same time, Mandal
brings out the challenges the Competition Authority has to face in order to
establish a favourable prisoner’s dilemma.

The eighth article in this journal is Vrinda Bhandari’s ‘A Study of the
Aviation Sector in India: An Analysis of the Employment Contracts of
Airhostesses in Light of Sheela Joshi v. Union of India,” which revolves
around the jurisprudence of the ‘termination clauses’ incorporated in air-
hostesses” employment contracts. Bhandari assesses the economic implications
of arecent Delhi High Court judgment upholding the termination of overweight
air-hostesses’ contracts. She approaches this question through three prongs:
the relationship between passenger tastes and attendants’ appearance; the
purpose of the employment contract; and whether an “at will” or “just cause”
system of employment would be more efficient. Bhandari concludes in favour
of the ruling, since economic factors such as standardized consumer preferences
towards attractive air-hostesses and the cut-throat competition of the aviation
industry indicate, albeit somewhat unfortunately, that prioritizing appearance-
based discrimination over blind assessments of employee performance is indeed
more economically efficient.

Finally, the journal closes its law and economics survey with a review of
Dambisa Moyo’s book, ‘Dead Aid: Why Aid Is Not Working And How There
Is A Better Way For Africa’ by Priya S.Gupta. In her book, Moyo suggests
that aid to Africa is not merely ineffective, but is the root cause of poverty and
underdevelopment in the continent. More important than simply aid, Moyo argues,
is the development of financial instruments towards economic growth. Priya
Gupta critiques Moyo’s book, arguing that even though Moyo gives adequate
reasons why aid is not working, the book lacks conviction due to the absence of
authoritative sources in support of Moyo’s claims. Gupta points out that Moyo’s
central argument condemning aid crumbles due its own oversimplification. There
is no distinction between effective and ineffective aid, a fact brought home by
Jeffrey Sachs shortly after the publication of Moyo’s book. Gupta however
concludes by pointing out that the significance of the book lies in its offering of
financial prescriptions to suit Africa’s peculiar problem.
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CoASE’s PARADIGM: FIRST PRINCIPLES OF
THE EcoNOoMIC ANALYSIS OF LAw

FE. Guerra-Pujol*
I. INTRODUCTION

Law professors are a cantankerous and bickering bunch, rarely agreeing
on anything. Most legal scholars would agree, however, that Ronald Coase’s
seminal paper, The Problem of Social Cost, published fifty years ago, is one of
the lasting literary and intellectual achievements of the economic approach to
law.! Professor Coase’s insights have forever altered the study of law, meriting
his work a special place in the legal canon.

The purpose of this paper is not to reappraise the validity of the Coase
Theorem or critique Coase’s economic approach to law - these tasks have
been performed by more able commentators.” Instead, we wish to take a step
back and put Professor Coase into proper context, for Coase’s work is part of
a larger intellectual framework: a mature research program or paradigm?
commonly described as “law and economics.” We submit that without the pre-
existence of this underlying paradigm, Coase’s seminal social cost paper and its
implications on “law and economics” generally would be unthinkable.

This paper is divided into five parts. Following this brief introduction,
Part Two turns to the philosophy of science and formally introduces the concept
of scientific paradigms. The remainder of the paper then delves into the difficult
and elusive task of reducing the economic approach to law to its essential bare-
bone components, moving from the general

II. THE PRiMACY OF PARADIGMS

The New Palgrave Dictionary of Economics and the Law, ironically,
contains no entry for “law and economics.”* Although there are myriad essays
describing the sundry branches of the economic approach to law — including

*  Associate Professor, Barry University Dwayne O. Andreas School of Law, Florida.
Ronald H. Coase, The Problem of Social Cost, 3 J. L. & Econ. 1 (1960) [hereinafter Coase I],
reprinted in RONALD H. Coask, THE FIRM, THE MARKET, AND THE Law (1988) [hereinafter Coase I1].

2 See THE LEcacy oF RoNALD Coast IN Economic ANALysis (Steven G. Medema ed., 1995); George J.
Stigler, Two Notes on the Coase Theorem, 99 Yale L.J. 631 (1989). For a sample of the critical
literature, see Jules Coleman, Efficiency, Utility, and Wealth Maximization, 8 HorstrA L. Rev. 509
(1980), reprinted in Jules L. Coleman, Markets, Morals, and the Law (1988); Mark G. Kelman,
Consumption Theory, Production Theory, and Ideology in the Coase Theorem, 52 S. CAL. L. REv.
669 (1979), reprinted in Law anp Economics AnTHOLOGY (Kenneth G. Dau-Schmidt & Thomas S.
Ulen eds., 1997); Frank Michelman, Norms and Normativity in the Economic Theory of Law, 62
Minn. L. Rev. 1015 (1978).

3 For an influential analysis of the primacy of “paradigms” in day-to-day scientific research, see
THomAs S. KunN, THE STRUCTURE OF ScIENTIFIC REvoLUTIONS (3d ed. 1996) [hereinafter Kuhn I].

4 See THE NEw PALGRAVE DicTIONARY OF EcoNnomics AND THE Law (Peter Newman ed., 1998).
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assorted entries for “anthropological law and economics,” the “Chicago school
of law and economics,” and even “law-and-economics from a feminist
perspective” — there is no attempt to define law and economics qua “law and
economics.” Our goal, then, is to articulate the general properties of the Coasean
paradigm and identify its central tenets. Like a nuclear scientist in search of
subatomic particles, we attempt to identify the elementary particles below the
surface of the law-and-economics literature.

Our thesis, in brief, is that the Coasean or economic approach to law is
not just a hodgepodge of models and assorted mathematical formulas. It is a
full-fledged paradigm, a mature research program, one that unifies a diverse
family of scholars. Indeed, we dare say that the economic approach to law is
the most influential, original, and revolutionary legal paradigm to emerge in the
English-speaking world since the publication of Oliver Wendell Holmes’s classic
tome The Common Law.® Furthermore, in the absence of a competing paradigm,
one that is able to attract new scholars and the lion’s share of funding for
research, no other approach to the study and practice of law will be able to
dethrone this influential paradigm.” As Mark Twain once said in a different
context, reports of the economic approach’s death are greatly exaggerated.®

But it is well-worth asking at the outset: what precisely is a “paradigm”?
Although one commentator was able to discern no less than twenty-three
different shadings of meaning in Thomas Kuhn’s use of the term in his classic
work The Structure of Scientific Revolutions,” Kuhn subsequently clarified
this concept.! According to Kuhn, a paradigm can be reduced to two major
usages. On one level, a paradigm consists of the “universally recognized scientific
achievements that for a time provide mode problems and solutions to a community
of practitioners.”!! A paradigm in this literal sense refers to the “exemplary past

5 By the same token, the major “law and economics” textbooks also fail to provide a comprehensive
exposition of first principles.

6  OriviR WENDELL HoLMES, THE CommMoN Law (Mark DeWolfe Howe ed., 1963) (1881).

7 In the words of Thomas Kuhn, “Competition between segments of the scientific community is
the only historical process that actually ever results in the rejection of one previously accepted
theory or in the adoption of another.” See Kuhn I, supra note 3, at 8.

8 There is a wealth of old and new articles reporting the untimely and perpetual demise of law and
economics. For a sample of the old, see Morton J. Horwitz, Law and Economics: Science or
Politics?, 8 HorsTRA L. REvV. 905 (1980) (arguing that law and economics had “‘peaked out’ as the
latest fad in legal scholarship™). For a sample of the new, see Ugo Mattei, The Rise and Fall of
Law and Economics (unpublished manuscript) (arguing that the once-dominant law-and-economics
movement has now disintegrated). For what it is worth, “law and economics” is not the only
successful paradigm to be criticized in vain by outsiders. Cf. Ernst Mayr, The Death of Darwin?,
in TowARD A NEw PHILOosoPHY OF BioLogy 258, 264 (1988) (“Paraphrasing Mark Twain, we are
justified in saying that ‘the news of the death of Darwin’ is greatly exaggerated”).

9  See Margaret Masterman, The Nature of a Paradigm, in CRITICISM AND THE GROWTH OF KNOWLEDGE
(Imre Lakatos & Alan Musgrave eds., 1971).

10 See Thomas S. Kuhn, Second Thoughts on Paradigms, in THE EsSENTIAL TENsION (1977) [hereinafter
Kuhn II]. See also Kuhn I, supra note 3, at 174-75.

11 See Kuhn I, supra note 3, at X.
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achievements”!? or “exemplary problem solutions”!* or “standard example[s]”"
of a particular field of study, such as Kepler’s laws of planetary motion, Newton’s
second law (F'=ma), and the law of demand in economics. According to Kuhn,
this definition is the original and most appropriate meaning of the term
“paradigm.”

Kuhn’s definition is, however, not exclusive. A paradigm may also refer
to a person’s general world-view or frame of reference. The biologist Ernst
Mayr, for example, calls this type of paradigm one’s “conceptual framework.”'?
At this higher level of abstraction, one’s paradigm or conceptual framework
consists of “the entire constellation of beliefs, values, techniques, and so on
shared by members of a given [scientific] community.”'* This school of thinking
has led some commentators to emphasize research programs and traditions in
place of paradigms. For example, in an influential paper titled The Methodology
of Scientific Research Programmes, Imre Lakatos explains that a scientist
qua scientist is one who works within an established tradition of research.!’

In our view, there is a large overlap between Lakatos’s and Kuhn’s visions
of scientific activity because one tends to find that a scientific field or discipline
or in the case of law, a movement like law and economics is usually dominated
at any one time by a set of unstated premises or assumptions about what
constitutes proper methodology and what questions and problems are appropriate
for study and research.!® In this sense, a paradigm or research tradition tells
scientists not only what the world is like, but also what strategies to adopt to
extend one’s knowledge of the world. In this paper, we shall use terms like
“conceptual framework”, “first principles”, and “frame of reference” in place
of “paradigms” and “research traditions” to refer to a person’s world-view, that
is, his or her collection of foundational principles, unstated premises, and

12 Id. at 175.

13 Kuhn II, supra note 10, at xix.

14 SteEPHEN TOULMIN, FORESIGHT AND UNDERSTANDING: AN ENQUIRY INTO THE AIMS OF SCIENCE 57 (1961).

15 See ErRNST MAYR, ONE LONG ARGUMENT: CHARLES DARWIN AND THE GENESIS OF MODERN EVOLUTIONARY
THoUGHT ix (1991) (using terms like Zeitgeist and conceptual framework to describe the basic
foundations of a scientific theory). For his part, Kuhn once proposed the awkward term
“disciplinary matrix” to describe the foundational aspect of paradigms. See Kuhn II, supra
notel0, at 297.

16 See Kuhn I, supra note 3, at 175. See also Kuhn II, supra note 10, at xix (stating expanded
definition of paradigms as “the entire global set of commitments shared by members of a
particular scientific community”).

17 See Imre Lakatos, Falsification and the Methodology of Scientific Research Programmes, in
CriricisM AND THE GROWTH OF KNOWLEDGE (Imre Lakatos & Alan Musgrave eds., 1971).

18 The major exception, of course, is the humanities and most of the social sciences-these fields are
inherently unscientific in the Kuhnian or Lakatonian sense because they are characterized by
competing paradigms and conflicting research programs. See C.P. SNxow, THE Two CULTURES AND THE
ScienTiFIC REVOLUTION (1959) (describing the enormous gulf separating the physical sciences and the
humanities). One commentator has gone as far as to say that a sort of intellectual anarchy reigns
in the soft sciences. SEE PAUL FEYERABEND, AGAINST METHOD: AN ANARCHIST THEORY OF KNOWLEDGE
(1975).
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assumptions about the world.

Nevertheless, whichever terminology is used, it is imperative to isolate
as best one can the central tenets of the ‘new’ economic approach precisely
because most scholarly research, or what Kuhn has called “normal science,” is
ultimately paradigm-dependent.”” As a result, one’s analysis of the merits of
any proposal will depend on the frame of reference through which the proposal
is viewed.? In day-to-day life, for example, people often see the world through
conflicting frames of reference, especially economists and non-economists.?!
The case of minimum wage laws provides a useful example: where a non-
economist might see a progressive aspiration to provide “a living wage” or
social justice to low-income workers, an economist might see the selfish hand
of factions at work.

Our aim, then, is to articulate the general properties of the economic
approach to law, but before we attempt this difficult and elusive task, a disclaimer
is in order. After all, why is there is no entry for “law and economics” in the
New Palgrave Dictionary of Economics and the Law? Why has no one
attempted to perform this task in a systematic fashion?

Our disclaimer is twofold. First, this paper is not meant to provide an
exhaustive survey of law-and-economics literature. Instead, our more limited
aim is to provide an overview of the intellectual foundations of this approach.
Having said this, however, our second disclaimer is that in the process of writing
this paper, we have come to realize first-hand that any attempt to articulate a
given paradigm or conceptual framework is bound to be tentative, incomplete,
and imperfect. Like trying to find a particular rabbit in the entire state of West
Virginia or pinpoint Osama Bin Laden’s precise whereabouts, it is appallingly
difficult to articulate the elements of a particular movement’s foundation or
conceptual framework.?” Indeed, it is perhaps no coincidence that the disciples
of the economic approach — those very scholars who should know the law-and-
economics paradigm the best — have rarely bothered to articulate the central
tenets of their paradigm or explain their world-view to outsiders or even to

19 According to Kuhn, normal science refers to the day-to-day “mop-up work™ and “fact-gathering”
activities of scientists. See generally Kuhn I, supra note 3, at 23-42.

20 As Daniel Kahneman puts it, “competing interpretations of reality appear to suppress each
other.” See Daniel Kahneman, Maps of Bounded Rationality: A Perspective on Intuitive Judgment
and Choice, 93 AMERrICAN EcoNomic ReViEw 1449, 1453 (2003).

21 For example, as Thomas Schelling puts it, “You can often tell an economist from a non-
economist by asking whether at the peak season for tourism and camping there should be
substantial entrance fees at the campgrounds of national parks.” See Thomas Schelling, Economic
Reasoning and the Ethics of Policy, 63 THE PuBLIC INTEREST 37 (1981), reprinted in FOUNDATIONS OF
THE Economic APPROACH TO Law 18-26 (Avery Wiener Katz ed., 1998) [hereinafter Karz].

22 According to Thomas Kuhn, “definitions are seldom taught and ... occasional attempts to
produce them often evoke[ ] pronounced disagreement.” See Kuhn II, supra note 10, at xix.
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themselves. This is an embarrassing omission but perhaps an inevitable one.
Before proceeding, we wish to explain why this is necessarily so.

It is difficult to articulate a group’s paradigm or conceptual framework
for several reasons. The main reason is probably psychological. The practitioners
of a particular discipline, whether that specialty is “law and economics” or
nuclear physics, may not even realize that they see the world differently than
non-economists or non-physicists do because a person’s frame of reference is
not necessarily derived from data or observations or from other forms of empirical
work. We simply accept — often unconsciously — a particular frame of reference
as true. Contrary to Francis Bacon’s Doctrine of the Idols, a scientist or scholar
will more often than not see only what he expects to see.”®

This is the central lesson of Jorge Luis Borges’s classic parody “Pierre
Menard: Author of the Quixote.”* In this story, the great Argentine writer
explains that an obscure novelist, one Pierre Menard, has rewritten “word for
word and line for line” the ninth and thirty-eighth chapters of Cervantes’s classic
novel Don Quixote.” Borges then goes on to argue that Menard’s version of
the Quixote, though visibly identical to the original, is in fact more complex and
philosophically profound in light of the historical circumstances in which both
versions were written: “To compose the Quixote at the beginning of the
seventeenth century was a reasonable undertaking, necessary and perhaps even
unavoidable; at the beginning of the twentieth, it is almost impossible. It is not in
vain that three hundred years have gone by ...”%* In other words, how one
perceives the outside world, or a chapter of the Quixote, depends on the lens
one is using to see the world. Cervantes and Pierre Menard may have written
the same words, but they are describing different worlds.

A related point is the problem of tacit knowledge. As Michael Polanyi
and Thomas Kuhn have argued, most day-to-day scientific activities are based
on “tacit knowledge,””?” or what behavioral psychologists call intuition.?® That is,

23 In the words of one behavioral psychologist, “The master chess player does not see the same
board as the novice ...” See Kahneman, supra note 20, at 1435.

24 This wonderful short story is reprinted in THE NORTON ANTHOLOGY OF SHORT FICTION
89-97 (R.V. Cassil ed., James E. Irby trans., 3d ed. 1986) [hereinafter Norton]. Borge’s short
story was originally published in 1942 in Buenos Aires, Argentina as part of a collection of short
stories entitled “El jardin de senderos que se bifurcan” (“The garden of divergent paths”).
Though Borges’s short story is a parody of a scholarly paper, one wishes that ‘real’ scholarly
papers were as succinct and as beautifully written as Borges’s parody.

25 “[Pierre Menard’s] admirable intention was to produce a few pages which would coincide—word
for word and line for line—with those of Miguel de Cervantes.” See id. at 93.

26 Id. at 94-95.

27 See generally MiCHAEL PoLANYI, PERSONAL KNOWLEDGE (1958); see also Kuhn I, supra note 3, at 44,
191.

28 There is an extensive literature in social-cognitive psychology documenting the basic distinction
between tacit knowledge or intuition on the one hand and deliberative thought processes on the
other. For a fairly large sample of this literature, see the extensive bibliography in Kahneman,
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much of a scientist’s success depends upon knowledge that is acquired through
practice and cannot be articulated explicitly. The problem, then, is that this type
of knowledge or intuition is not subject to direct inspection. By its very nature,
it is what one takes for granted.

Moreover, the problem of tacit knowledge is magnified by the closed,
insulated, and incestuous nature of modern scholarly activity. The leading
scholars of a given discipline will usually consist of a relatively small circle of
insular intellectuals. By definition, they are addressing an extremely narrow
audience.” And since they are largely writing to each other in highly specialized
journals, they have no need to restate the central tenets of their paradigm; they
presumably already know what these are. The members of any given scholarly
community simply take their view of the world for granted.

Of course, one might expect to find an exposition of the central tenets of
the economic approach in the appropriate textbooks.*® But aside from the fact
that textbooks (as opposed to casebooks) are rarely used in Anglo-American
law schools, the major textbooks in the field fail to provide a comprehensive
exposition of first principles. Richard Posner, for example, devotes a single
short chapter to explaining the central tenets of law and economics.’! Not, it
seems, to be outdone in succinctness, Steven Shavell devotes a mere three
pages to elucidating the first principles of law and economics in his introduction
to the subject.’? And for his part, Gary Becker once summarized the whole of
the economic approach in a single sentence.*

Instead, leading law-and-economics textbooks are devoted almost entirely
to what Kuhn has called “normal science” and “puzzle-solving”, that is, to
workaday applications of the economic approach to various problems and areas
of the law. The economic approach’s emphasis on puzzle-solving is another
important reason why so few scholars have taken the time to articulate the
central tenets of their paradigm. Practitioners of law and economics are, for
the most part, far more interested in the applications of economic theory to
specific problems than to elucidating the first principles of their approach.?

supra note 20, at 1484-89. Despite this wealth of literature, we think it is safe to say that
psychologists still know very little about the inner working of human intuition.

29 See, e.g., Thomas Kuhn, Comment on the Relations of Science and Art, in Kuhn II, supra note
10, at 344 (“... for the man in a particular specialty, the relevant audience is even smaller,
consisting entirely of that specialty’s other practitioners”).

30 Three leading law-and-economics textbooks include RicHARD A. PosNER, EcoNoMIC ANALYsIS OF Law
(6th ed. 2003); A. MitcHELL PoLINsKY, AN INTRODUCTION TO LAW AND Economics (3d ed. 2003); ROBERT
Cooter & TrHomas ULEN, Law anDp Economics (4th ed. 2003).

31 See Posner, supra note 30, at 3-22.

32 See STEVEN SHAVELL, EcoNomic ANALYSIS OF Law 1-3 (2004).

33 See GARY S. BECKER, THE EcoNomic ApProACH TO HUMAN BEHAVIOR 5 (1976) (“The combined assumptions
of maximizing behavior, market equilibrium, and stable preferences, used relentlessly and
unflinchingly, form the heart of the economic approach as I see it”).

34 Cf. Toulmin, supra note 14, at 13 (“He [the scientist] may be so close to the activity [of solving
intricate puzzles] that its most general features and widest connections begin to escape him”).
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Also related to this emphasis on puzzle-solving is the growing
mathematical sophistication of the economic approach. As game theory and
mathematical models have been introduced to “improve” and refine the economic
approach, law and economics has become only more sophisticated and technical
over the years.* There is no time to review or go back to first principles when
one is busy attempting to solve complicated equations and devising sophisticated
algorithms and mathematical formulas.

Another difficulty in deciphering a particular group’s working paradigm
is the problem of circularity. Any effort to articulate the elements of a paradigm
runs the risk of being circular because there is no such thing as a neutral observer.
For example, according to Kuhn, the acquisition of a paradigm is like learning a
language.* In the process of learning such a new language, “new members
acquire a set of cognitive commitments that are not, in principle, fully analyzable
with that language itself.”*” How, then, can one step outside of one’s paradigm
to describe it in neutral terms?

Despite the inherent difficulties of articulating a particular field’s paradigm,
this task is not entirely impossible or hopeless. By its very nature, the central
elements of a paradigm are shared by a group of scholars. Even a scholar’s
tacit knowledge or intuition partakes of this shared quality.*® If a given paradigm
consists of shared commitments, then it is — in principle at least — discoverable.
Accordingly, it should be possible in principle to reconstruct the shared
foundations of a paradigm though they are hidden from one’s immediate view.

To sum up: we neither recognize at the outset that anyone can pretend to
paint a perfect picture of a given paradigm, nor do we make any pretense to
ultimate truth or neutral objectivity. We attempt to describe the major underlying
assumptions of the economic approach to law so that by the time the reader has
finished reading this paper, the discordant parts of the conceptual framework of
law and economics will form a consistent and sensible whole: concordia

35 It is a matter of genuine debate whether the use of mathematics has actually “improved” the
study of economics, let alone the economic approach to law. See, e.g., Ronald H. Coase,
Marshall on Method, 18 J.L. & Econ. 25, 30-31 (1975) (criticizing “blackboard economics”). Cf.
PauL OrMEROD, THE DEaTH OF Economics (1994) (criticizing macroeconomic theories’ lack of
predictive power).

36 According to Thomas Kuhn, the “[o]ne thing that binds the members of any scientific community
together ... is their possession of a common language or special dialect.” See Kuhn II, supra note
10, at xxii.

37 Id. Or, as Kuhn puts it in a different context, “each group uses its own paradigm to argue in that
paradigm’s defense.” See Kuhn I, supra note 3, at 94.

38 For example, Kuhn has emphasized this quality of sharedness, defining tacit knowledge as “the
tested and shared possessions of the members of a successful group.” See Kuhn I, supra note 3,
at 191 (emphasis added).
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discors.*® Now that we have made our disclaimers, it is time to perform the
task at hand.

What are the first principles of law and economics? What “shared
exemplars” guide the puzzle-solving activities of scholars who follow the
economic approach? To answer these questions, we shall attempt to articulate
the conceptual framework of the economic approach, moving from the general
to the specific. Part Three below describes the elements of the underlying
mental attitude of an intellectually-honest practitioner of the economic approach,
i.e., his or her way of seeing and ordering states of affairs in the world.** Part
Four, subsequently, identifies the basic theories or “‘shared exemplars” that guide
the day-to-day work and applications of law-and-economics scholars — the
basic though often unstated premises that disciples of the economic approach
implicitly rely on to conduct their day-to-day puzzle-solving activities.

III. GENERAL OUTLOOK AND INTELLECTUAL ATTITUDE

The economic approach to law generally exhibits two defining
characteristics: (1) it is agnostic toward all moral and normative values, and (2)
it is irreverent toward authority and secular dogma, framing all problems as
reciprocal in nature. Although these twin foundational values — intellectual
agnosticism and intellectual irreverence — operate at a high level of abstraction,
they inform and infuse the day-to-day work and puzzle-solving activities of
Coase’s intellectual heirs.

A. Intellectual Agnosticism

The Coasean or economic approach to law adopts an intellectually agnostic
or skeptical attitude toward normative values.*' Thus, normative values and
moral reasoning have no place in the economic analysis of law; on the contrary,
the economic approach is utterly and completely agnostic or neutral with respect
to competing claims about justice, fairness, or integrity, indeed with respect to
any moral or normative values whatsoever.** In the words of George Stigler,

39 “Harmony in discord”; See Horack, EpisTLEs 328-29 [Epistle XII, line 19] (Loeb Classical Library
ed. 1926, revised and reprinted 1929) (H. R. Fairclough trans.). The passage from which this
celebrated phrase appears is quid velit et posit rerum concordia discors: “What is the meaning
and what [are] the effects of Nature’s jarring harmony?”

40 Even if we are far off the mark, at the very least we will disclose our own mental attitude toward
law.

41 1 prefer the term “agnosticism” to “moral skepticism,” in part, to avoid confusion. The term
“skepticism” has a precise and special connotation in the philosophy of science, where it
generally refers to the problem of unobservable entities, such as gravity. See, e.g., David Papineau,
Introduction, in THE PHILOSOPHY OF SCIENCE 3 (David Papineau ed., 1996). That is, how do we know
that a given scientific theory discloses the truth about the underlying structure of the unobservable
world?

42 Tronically, as Richard Posner once pointed out, an agnostic, to be consistent, should be agnostic
about agnosticism too (Personal correspondence with Richard Posner, July 18, 2004). Posner’s
point about being agnostic about agnosticism is a valid criticism, and a potentially fatal one,

>
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the economic approach “den[ies] the existence of a widely accepted, coherent
moral code ... The assertion of moral values, in the absence of such a code, is
either a disguised expression of personal preferences or a refusal to continue
the analysis of a problem.”* Simply put, Coase and his intellectual heirs are not
Kantians.

The agnostic attitude in economics can be traced all the way back to
Adam Smith, the founding father of classical economics. Consider the following
passage from The Wealth of Nations in which Smith explains why laws against
smuggling generate deadweight losses to society:

“By the ruin of the smuggler, his capital, which had before been
employed in maintaining productive labour, is absorbed either in
the revenue of the state or in that of the revenue officer, and is
employed in maintaining unproductive, to the diminution of the
general capital of the society, and of the useful industry which
might otherwise have maintained.”**

In other words, the morality of permitting or prohibiting smuggling is
beyond the purview of Smith’s analysis. He takes the activity of smuggling as a
given, the natural and unavoidable result of high customs duties and outright
restrictions on various imports. His sole concern is with describing the economic
effects of punishing this activity on the society.*

Before proceeding, however, a few clarifications are in order. To begin
with, though we do not wish to belabor this point, there is a subtle distinction to
be made between the intellectual agnosticism of the economic approach and
the all-out moral relativism of the Richard Rorty variety. On one hand, moral
relativism takes the hardcore position that there are no absolute moral truths.*
In contrast, an agnostic merely believes that one is unable to determine whether
there are absolute moral truths but does not necessarily deny the possibility of
their existence; that is, he or she is agnostic even about moral relativism.

because if one is agnostic about agnosticism, then what does one have left at the end of the day?
For the time being, we have resolved this potential contradiction by adopting the following
default position: although one should be agnostic about agnosticism, one should adopt an agnostic
posture toward all moral and normative values until a consensus is reached about the meaning of
justice and other normative values. Since we are confident that no such consensus will be reached
in our lifetimes, our default position works as a trump.

43 See George J. Stigler, Wealth, and Possibly Liberty, 7 J. LEGAL Stup. 213, 216 (1978). I thank
Richard Posner for bringing this paper to my attention.

44  Apam SmiTH, AN INQUIRY INTO THE NATURE AND CAUSES OF THE WEALTH OF NATIONS 563 (Easton Press 1991)
(1776).

45 By the same token, Adam Smith objected to the policy of mercantilism not on moral grounds but
rather on practical ones, that mercantilism reduces the wealth of nations.

46 See, e.g., RICHARD RORTY, CONSEQUENCES OF PRAGMATISM (1982).
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Next, to say that the economic approach is agnostic about moral values
is not to say that it is incapable of taking sides on moral questions. Rather,
agnosticism implies that the economic approach will not resort to moral reasoning
to justify a particular conclusion or argument. The economic approach banishes
all forms of moral discourse from its vocabulary. A conventional or traditional
analysis of theft, for example, might start from the premise that theft is wrong
for moral reasons - namely, theft is wrong because it involves coercion and
harms an innocent victim. But, then, so does the collection of taxes! The problem
with traditional legal analysis is that it does not provide a principled method for
distinguishing taxes from theft. Under the economic approach, in contrast, theft
(like taxes) is merely a forced transfer of wealth. From this view, theft is “bad”
not because it involves coercion (so do taxes) but rather because it produces
enormous social costs (deadweight losses) and distorts the allocation of resources.*’

Third, the agnostic attitude transcends the traditional distinction one sees
in economics textbooks and journal literature between positive economics and
normative economics.”® The economic approach’s agnosticism is across-the-
board. Whether one is engaged in the observation and collection of data (positive
economics) or in policy analysis (normative economics), the economic approach
eschews ethical considerations. Even when concerned with questions of policy,
the economic analyst is ideally concerned with the empirical consequences of
adopting or rejecting a given policy recommendation and not with its underlying
moral implications.

Finally, it is worth noting that intellectual agnosticism is not the exclusive
domain of law and economics. It is central to all scientific activity.* Nor do all
philosophers reject the agnostic approach. The logical positivists of the Vienna
Circle famously embraced and celebrated this attitude. In the words of Arthur
Alan Leff: “The knowledge of good and evil, as an intellectual subject, was ...
systematically and effectively destroyed” by the members of the Vienna Circle

47 For example, the time and resources consumed by criminals in planning and carrying out their
crimes and the resources consumed by potential victims in protecting themselves against crime
(e.g. the cost of a car-alarm system) could have been put to a different use (e.g. help the needy,
protect the environment, etc.).

48 Cf. George J. Stigler, “The Process and Progress of Economics” (Nobel Memorial Lecture, Dec.
8, 1982), reprinted in NoBEL LECTURES IN EcoNomiCc ScIENCEs 1981-1990, at 69 (Karl