Property In Time—Law and Economics
I.  L&E on Property:
A.  Preliminary remarks:

a.  Treat Property to produce the greatest good for the greatest number
b.  Property is not a natural right, but rather a legal one.
c.  If we didn’t have property rights, everything is a collective good and thus is not put to its maximum use.
d.  L&E is not value-neutral.
e.  Goal—maximize consumer welfare by identifying the most EFFICIENT allocation of resources.
1.  how to get the pie as big as possible

2.  for distributive concerns, look at Menell (must go beyond Pareto-optimum ideas)
f.  View of human nature—individuals are wealth-maximizers and in pursuit of their own self-interests

II.  Pareto-Optimality/Pareto-Superiority

a.  A reallocation of resources is preferred if some persons are made better off and no one is made worse off.

b.  All points for which there is no move which will make someone better off and no one wore off are defined as pareto-optimal

Glutton

Starvation
Rule A

99

99

pareto-optimal
Rule B

100

0

pareto-optimal
Rule C

60

60

pareto-superior to A and B
1.  Move from B to A is not superior because Glutton will think he is worse off.

2.  Move from A to B not superior because Starvation is worse off.

3.  Move form C to B, Starvation is worse off.  

4.  Move from C to A, both better off.  

5.  Under the Kaldor Hicks criterion, Rule A is better than rule B

c.  Kaldor-Hicks—A change in the allocation of resources is preferred if it makes at least one person better off and the gainers could compensate the losers so that no one would be made worse off (NOTE: it is not necessary for the gainer to actually compensate the loser because we are operating in the social aggregate).

B.  Menell, “Environmental Law and Policy”,  PM 28

a.  Resources available are inadequate to satisfy all human preferences

b.  Desires and individual, but L&E leaves out the possbility of society sing its collective resources to increase aggregate welfare (L&E assumes there is no way by which to COMPARE individual preferences)

c.  Principle of diminishing returns, opportunity cost, production possibility frontier—these choices have important distributional consequences: b/c people do have different preferences, economists think these considerations should be left to equity and justice, but Menell thinks these concepts should count, that we must go beyond Pareto-optimum ideas.

d.  While L&E can help you get to a Pareto-Optimum rule, it doesn’t help you choose between them.  Kaldor-Hicks is an alternative to the shortcoming of Pareto criteria)

III.  Menellian Protocol
A.  Premises

1.  Consumer preferences are individual and, therefore, incommensurable.

2.  Two theorems of welfare economics, PM 35

a.  Optimizing behavior on the part of individuals and firms under conditions of “perfect competition” leads to a Pareto-optimal allocation of resources. 

b.  Any Pareto-Optimal allocation of resources can be achieved through a suitable initial allocation of endowments and the operation of the market system.  

B.  Will a market take care of the problem?

1.  Requirements for perfect competition:

a.  Consumers and producers all have access to relevant information

b.  All commodities (including resources) are traded

c.  Large numbers of buyers and sellers in each market.

d.  There are not external costs or benefits associated with the production or consumption of commodities.

2.  Common Market Failures:

a.  Externalities—costs not included in the market price

b.  Collective goods—non-divisible in supply, non-excludable in demand

1)  the non-excludability that distinguishes collective goods often results in their being ignored in the market exchange price system. 

2)  It is easier to bargain toward a collective good when fewer people are involved (avoid large numbers problems).

C.  If not, will parties be able to bargain around the market failure?

1.  Coase Theorem, PM 63—the collective goods and externality problems would solve themselves (at least in terms of efficiency) if it were costless for people to bargain.  The allocation of rights affects ONLY the distribution of resources.  Even if it is unevenly distributed, people can still bargain through a problem.  

2.  There are four types of transaction costs that interfere in bargaining:

a.  Negotiation and litigation costs—the cost of the contract can make it not worthwhile

b.  Free-Rider problems—If litigation is costly, one party may choose to do nothing since he will benefit by others efforts.

c.  Hold-out problem—Parties #2 and #3 hold out for more money.  If they hold out for to much, solution may not be worth it. 

d.  Opportunism—When a party tries to extract a higher price by threatening behavior that would reduce his adversary’s wealth.

D.  If not, then some sort of governmental intervention is required.

1.  Assign a legal entitlement.

2.  Subsidize.

3.  Financial Penalties.

4.  Command and control regulation.

5.  Government ownership and management.

IV.  Assigning Entitlements—from Calebresi and Melamed  PM 69

A.  Premise: Whenever a state is presented with the conflicting interest of two parties, it must decide which one to favor.  It also must decide what kind of protection to grant.

B.  Three ways to protect entitlements:
1.  Property rule—Someone who wishes to remove the entitlement from its holder must buy it from him in a voluntary transaction in which the value of the entitlement is agreed upon by the seller.  The property rule requires the least amount of state intervention.

2.  Liability rule—Someone may destroy an entitlement if he is willing to pay an objectively determined value for it.  The liab. rule requires more state intervention because entitlements are protected and the value is determined by the state.
3.  Inalienability rule—transfer not permitted.
C.  The setting of entitlements:

1.  Economic efficiency—choose the Pareto-optimal point (cannot be improved through compensating those who lost from it and be better off than before). Remember that this is in the absence of transaction costs.

2.  If there are no transaction costs, no worry because parties will bargain around it.  If there are transaction costs, must locate the Least Cost Avoider (LCA), give the entitlement to the other party, thus forcing the LCA into bargaining.
3.  Doesn’t matter who creates the externality.
4.  Justice considerations.
D.  Why d we need liability rules?  Sometimes the market is not efficient, i.e., unavailable or too expensive compared to a collective valuation.  

E.  If cannot locate the LCA, protect the entitlement with an injunction or a damage rule.  

1.  In deciding b/w property and liability, considerations of fairness, both distributive and moral as well as considerations of economic efficiency come into play.

F.  Pollution Control Rules: Taney is polluting, Marshall is his neighbor.  How can this polluting-nuisance be controlled?
1.  Four options:

a.  Taney may not pollute unless Marshall allows him (entitlement to be free of pollution protected by a property rule).  

b.  Taney may pollute, but he must compensate Marshall (entitlement to be free of pollution protected by a liability rule).
c.  Taney may pollute, and he can only be stopped if Marshall pays him (entitlement to pollute protected by a property rule).
d.  Marshall may stop Taney from polluting, but he must compensate Taney (entitlement to pollute protected by a liability rule). 
2.  Always give entitlement to the LCA, then can bargain to most efficient solution. 

a.  Use Option 1 if polluter can avoid or reduce the costs ore cheaply than pollutee.

b.  Use Option 2 if transaction costs are high (there are a lot of pollutees).
c.  Use Option 3 if pollutee can avoid the costs more cheaply (buys out polluter.)
d.  Use Option 4 if harms pollutee more than polluter (actually, in this case entitlement can be given to either).  
3.  Justice Considerations—Option 4 could be followed if the distribution costs are uneven in order to reach a more just settlement (a factory that employs many poor in a wealthy neighborhood).

G.  What if we cannot identify the LCA?

1.  C&M say protect the entitlement by valuing it through an injunction or damage rule, although a damage rule might be better.

H.  Why doesn’t the law always set liability rules?

1.  Liability rules are more costly to administer.

2.  Objective valuation misstates party’s subjective values.

3.  Fairness and distribution concerns—idea that we should protect property absolutely

“Gains from Trade”—the differential in bargaining positions.  Courts try to take this, and not just market value, into consideration when setting damage values.  

V.  L&E Critique of “Law of Encroachments”
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1.  Pile is a Rule 1.

2.  Common law is generally rule 1, which makes sense if you look at ex ante incentives.
3.  Ex ante, TO usually in a better position because has more info, knows his plans.
4.  Ex post, there is the gains from trade problem.  
5.  Rules 3 and 4 not used in an encroachment context because does not protect property.
6.  Problems with bargaining and settling—if party values entitlement differently or if parties are uncertain of rights, makes sense to have the state determine values.  
VI.  L&E Critique of “Law of Nuisance:
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1.  Spur decision—any other box would go against fairness considerations of coming to the nuisance.  Also must consider that individual homeowners have their own suits pending, but would not want to unjustly rule for Del Webb.

2.  C&M say a Rule 4 is eminent domain coupled with a benefits tax.
