ECONOMIC ANALYSIS OF LAW
SHAVELL, FALL 2009

Book Summary (Chs. 3–18)
· Nominal goal, but depends on the resources devoted to criminal justice; more money can mean more accuracy, but how much is enough, constitutionally?
Efficiency: Often in conflict with accuracy

I.    Torts Chapter 8 -- Liability and Deterrence: Basic Theory
a.   8.1 -- Unilateral Accidents and Levels of Care
i.   8.1.1 -- Social Welfare Optimum
1)   The socially optimum level of care in the unilateral accident model = the level of care which minimizes the costs of care + (probability of accident)(Harm of Accident)
2)   Example 8.1.1: If the costs of care are 3, the probability of accident is 0.10, and the harm from accident were it to occur would bedfdf 100, the total social costs are 3 + (0.10) (100) = 13.
ii.

8.1.2 -- Care under no liability

1)   Because injurers receive no corresponding  reduction in legal expenses from taking care, they will not take care even though taking care would be socially optimal.  In other words, the costs to the firm under no liability are only the costs of care, and thus minimizing this means driving care down to zero.
2)   NOTE that this only true where the parties are strangers to one another; if the injured
person is a customer of the firm and has information about the expected costs of injury, those costs will be built into the product's true price.
iii.

8.1.3 -- Care under strict liability

1)   Because injurers are forced to internalize all of the social costs of accidents (the costs of care plus the costs of all resulting accidents), injurers will choose the socially optimal level of care.
iv.

8.1.4 -- Care under negligence
1)   If the care standard is set at the socially optimal level, injurers will take optimal care.
Not taking care exposes them to negligence liability, and under the assumption  that some level of care is better than no care from a social welfare perspective, this negligence liability will be costlier than taking care.  Taking care higher than due care costs firms more but with no accompanying benefit -- you don't get bonus points for taking more than due care.
2)   In terms of the model, setting due care equal to optimal care means that parties face expected liability in accordance  with the table of social costs, thus leading them to choose socially optimal levels of care.
v.   8.1.5 -- Liability Rules Compared
1)   Each form of liability but no liability leads to the socially optimal outcome (if due care
= optimal care).
2)   Courts need to know only the magnitude  of the harm to use strict liability. To achieve socially optimal results under a negligence regime, courts must know the magnitude of the harm, the cost of taking precautions, the reduction in accident probability coming from precautions, and the level of care the party actually exercised.
vi.

8.1.6 -- Several Dimensions of Care
1)   Under strict liability, injurers will be incentivized to take optimal levels of care regarding all aspects of care because they are seeking to minimize total expected losses from all harm they cause.
2)   Under negligence, though, parties will only take precautions on dimensions of care
which are included in the negligence standard, which will often not include all dimensions of care (courts can't check how often you checked your rearview mirror).
b.   8.2 -- Bilateral Accidents -- Example 2
i.   8.2.1 -- Social welfare optimum
1)   The social goal is to minimize total social costs, which here equal the costs of taking precautions by injurers + expected  losses from accidents + the costs of taking precautions by victims.

2)   Example 8.2 -- If it costs injurers 3 to take care, victims 2 to take care, and if both
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parties taking care reduces the likelihood of an accident of 100 to 0.06, the total social costs under this scenario are 3 + 2 + (0.06)(100) = 11.
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ii.

8.2.2 -- Behavior in the Bilateral Model
1)   How injurers behave may depend  in part on how victims are behaving.
2)   Thus, to determine the effects of different liability regimes, we have to establish that the behavior would be an equilibrium pattern in the sense that neither type of party would want to change what he is doing given the behavior of the other party.
iii.

8.2.3 -- No Liability
1)   Injurers will not take care because they will not receive any reduction in legal expenses in exchange for increasing their costs of care.
2)   Victims will take care (if taking care reduces their expected losses more than care itself costs) because they bear their own losses.
3)   "This outcome is an equilibrium.  It is in victims' interest  to take care, given that injurers do not take care, and it is in injurers' interest  not to take care, given that victims take care (or, for that matter, if they do not)."
iv.

8.2.4 -- Strict Liability
1)   Because injurers will be strictly liable, they will take care.  They will receive offsetting reductions in liability costs in exchange for their increased costs of care.  (Using the numbers from the table).
2)   Because victims will be compensated for any loss they suffer, they will not take care -- they will not receive any reduction  in accident costs to offset their increased costs of care.
a)   Victims will have incentive to take care to the extent that some accident losses
are noncompensable -- being killed, for instance.
v.   8.2.5 -- Strict Liability with the Defense of Contributory Negligence
1)   If courts set the level of care required on the part of victims at optimal levels, and if it is socially optimal for both parties to take care, then strict liability with a defense  of contributory  negligence results in socially optimal behavior.
2)   Injurers take care because doing so and paying lesser legal fees is less expensive than not doing so and paying greater  legal fees.
3)   Victims take care because doing so and not being found contributorily negligent is less expensive than not doing so and being found contributorily negligent.
vi.

8.2.6 -- Negligence
1)   If courts set the level of due care at the socially optimal level, firms will be led to take optimal care, for they will save more in liability costs than it costs to take care.
2)   Victims will be lead to take socially optimal care, because if injurers take care (which they will, on these numbers) victims will bear any losses they suffer.
vii.


8.2.7 -- Negligence with the Defense of Contributory Negligence
1)   If courts set the due care standards for injurer and victim at the socially optimal level, both parties will be incentivized to take optimal care.
2)   Injurers will take care because if they do not, they will face liability costs greater  than reduction costs
3)   Victims will take care because injurers will take care, and thus victims will bear their losses.
4)   NOTE -- the defense of contributory  negligence thus adds unnecessary incentive to
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viii.


the victim to take care compared  to the negligence rule alone.  Victims bear their losses when injurers take care under the negligence rule and are thus already incentivized to take socially optimal care.
8.2.8 -- Comparative Negligence Rule
1)   If due care for both parties is set at optimal care, both parties will take optimal care.
This rule is indistinguishable from regular negligence.
2)   "Under both rules, if parties of one type take due care, then parties of the other type will reason that the alone will be found negligent if they fail to take due care.  The allocation of accident losses when both injurers and victims are negligent -- the distinguishing feature  of the comparative  negligence rule -- therefore turns out to be irrelevant to the calculations of the parties in equilibrium."
ix.

8.2.9 -- Liability Rules Compared
1)   Strict liability incentivizes only injurers to take socially optimal levels of care.
2)   Strict liability with a defense  of contributory  negligence or any version of the negligence rule, provided standards of care are appropriately set, result in socially optimal levels of care.  Parties act thus for one of two sufficient reasons:
a)   "taking optimal care allows them to avoid entirely the bearing of accident
losses"
i)
ii)

Victims under strict liability with the defense  of contributory  negligence
Injurers under the negligence rule
b)   "taking care reduces the level of (rather than the entirety of) expected losses that parties in fact bear"
i)
ii)

Injurers under strict liability with the defense of contributory  negligence
Victims under the negligence rules
3)   What must courts know?
a)   Under each of the optimal liability rules
i) ii) iii)

Magnitude of harm
Actual level of at least one party's care
Optimal care for at least one party, which usually requires knowledge of the optimal care for the other party.
b)   Under strict liability with a defense  of contributory  negligence, courts do not need to know injurers' actual level of care.
x.   8.2.10 -- Liability Rules Compared When Care Has Several Dimensions
1)   Under strict liability with a defense  of contributory negligence, if any aspect of victims' behavior escapes inclusion in the standard of care, victims will not be properly incentivized to take care.  Under negligence rules though, this problem is irrelevant --

if the injurer's care was optimal, the victim bears his losses and thus will take optimal care.
2)   "In consequence, to know how the presence of multiple dimensions of care affects the comparison of liability rules, one must make a judgment about the relative
importance of the dimensions of injurers' and of victims' behavior that would be excluded from their respective standards of care."
xi. xii. xiii.

8.2.11 -- Shavell's Dismissal of Least-Cost Avoider as a Big Deal

8.2.12 -- Liability Rules in Use
8.2.13 -- The Determination of Due Care and the "As If" Interpretation
1)   The factors courts look at in determining standards of care approximate, in a rough
way, the kinds of factors economically-oriented analysts would want to use -- the costs of taking care, the decrease in accident probabilities, etc.
2)   This is not the Posner hypothesis that somehow courts have magically settled on
efficient rules.  It's just the observation  that what courts do looks a bit like what economists would like them to do.
c.   8.3 -- Unilateral Accidents: Levels of Care and Levels of Activity
i.   8.3.1 -- Social welfare optimum
1)   Social welfare is determined by the utility injurers derive from their activity less the
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costs of precautions and the expected losses due to accidents.
Activity Level  Total Utility  Total Costs of Care   Total Accident Losses   Social Welfare
0 
0 
0 
0 
0
1 
40 
3 
10 
27
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2 
60 
6 
20 
34
3 
69 
9 
30 
30
4 
71 
12 
40 
19
5 
70 
15 
50 
5
2)   That is, social welfare = total utility - costs of care - expected accident losses
3)   On these numbers, the optimal activity level is 2 because it maximizes social welfare.
4)   "The socially optimal behavior of injurers can be determined in two steps: first by finding the level of care that minimizes total social costs incurred each time injurers engage in their activity, and then by raising the level of activity as long as the marginal utility that injurers derive exceeds the increase in total social costs."
ii.

8.3.2 -- Activity Levels Under No Liability
1)   Injurers will fail to take care, and they will engage in their activity so long as they receive some increase in utility from increasing levels of activity. Here, injurers would choose activity level 4.
2)   Injurers will thus engage in socially excessive levels of activity.
iii.

8.3.3 -- Activity Levels Under Strict Liability
1)   Under strict liability, injurers will take optimal care when engaging in their activities.
2)   Under strict liability, "an injurer's utility, net of his expected costs (costs of care and liability from caused accidents), will be equal to the measure  of social welfare," and thus injurers will choose optimal activity levels. Here, that's 2. "They will wish to engage in the activity only when the extra utility they derive exceeds their costs of care plus their added expected liability payments for accident losses caused."
iv.

8.3.4 -- Activity Levels Under the Negligence Rule
1)   If due care is set at optimal care, injurers will take care when engaging in their activity under the negligence rule.
2)   Under negligence, parties only pay for the costs of care if they take due care.  Thus, injurers "will engage in their activity whenever the utility they derive net the cost of care is positive."  Here, that's up until level 3; at level 4, utility - cost of care = 1 less than at level 3.
3)   Thus, injurers will choose socially excessive levels of activity under negligence regimes.
v.   8.3.5 -- Liability Rules Compared
1)   Strict liability ensures socially optimal activity levels, whereas under the negligence rule injurers are led to engage in socially excessive activity levels.
2)   This defect with the negligence rule varies in importance proportionately with the
amount of harm that the activity causes despite the exercise of due care.  Thus, for ultrahazardous activities, this problem with the negligence rule may be important.
vi.

8.3.6 -- The Source of the Defect of the Negligence Rule
1)   The foregoing depends on the assumption  that due care standards do not incorporate the socially optimum level of activity. In practice, this is usually true.
2)   Courts do not inquire into appropriate levels of activity because of the difficulty in determining the appropriate level of activity (getting the utility information) and verifying such information (knowing how many times parties' walked their dogs).
a)   Occasionally courts can tell that an activity is very dangerous  despite due care
and that parties obtain little utility from it. Here, courts can implicitly address the appropriate level of activity (zero) and put it in the standard of care.
d.   8.4 -- Bilateral Accidents: Levels of Care and Levels of Activity
i.   8.4.1 -- Social welfare optimum
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1)   "Optimal behavior in the bilateral case will reflect not only the cost of care and its effect on accident risks, but also the utility that injurers and victims obtain from their activities."
ii.

8.4.2 -- Strict Liability with the Defense of Contributory Negligence
1)   Under strict liability with the defense of contributory  negligence, both injurers and victims will take optimal care (if the care standard is appropriately set).
2)   Because victims who take care will be compensated for their losses, they may engage
in their activity to a socially excessive level. All victims must consider is the cost of taking care, not the costs of care + the costs of the accident (because those will be borne by the injurer).
iii.

8.4.3 -- Negligence Rule with or without the Defense of Contributory Negligence
1)   If due care is set at optimal care, both injurers and victims will exercise optimal care.
2)   Injurers, who will take care, will engage in socially excessive levels of activity because they face only the costs of care, not the costs of care plus accident losses.
3)   Victims will engage in socially optimal levels of activity because they will know that injurers will take care and that they will thus bear the costs of taking care and the costs of accidents.
iv.

8.4.4 -- Liability Rules Compared
1)   "Strict liability with the defense of contributory  negligence will result in higher social welfare if its disadvantage -- that victims engage too often in their activity -- is not as important as the disadvantage of the negligence rules -- that injurers will engage too often in their activity."
2)   Contextual factors in making this determination
a)   If injurers' activity creates substantial  risks despite taking care, strict liability is likely better
b)   If the victims' activity is just part of ordinary life, strict liability is likely

preferable.
c)   Conversely, if taking care by injurers prevents most risk, and if the activity is not part of victims' daily life, negligence may be better -- think about pushing a stroller across a baseball field when a game is underway.
v.   8.4.5 -- No liability rule leads to optimal levels of activity
1)   "For injurers to choose the correct level of their activity they must bear accident losses, whereas for victims to choose the correct level of their activity they too must bear accident losses.  Yet it is not possible for both injurers and victims to bear accident losses under a liability rule."
2)   Three comments
a)   Of course, states could require injurers to pay fines equal to accident losses and let victims bear their losses, incentivizing optimal activity levels by each.
b)   The conclusion depends on courts' not building activity levels into the
negligence or contributory  negligence determinations.
c)   Don't be too negative -- complicated models can't solve everything.
vi.

8.4.6 -- The Reciprocal Nature of Harm
1)   It is true that injurers should not necessarily pay for harm done, but not because of the "reciprocal" nature  of harm.
2)   It is not conceptually impossible to determine what harm is or what liability rule to use because of the reciprocal nature  of harm.
vii.

8.4.7 -- Actual Use of Strict Liability and Negligence Rules
1)   Activities to which strict liability apply are generally the more harmful type, but not always, so the theory in Shavell's book is only partially descriptive of actual practice.
2)   However, the law does seem committed to strict liability where the activity is very dangerous  even when care is taken, in line with the theory, though deterrence is not usually mentioned as the reason.
II.

Torts Chapter 9 -- Liability and Deterrence: Firms

a.   9.1 -- Victims are Strangers to Firms
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i.   9.1.1 -- Levels of Care
1)   Victims are in an identical situation whether injurers are firms or other individuals, and thus will take optimal care under either strict liability with a defense  of contributory  negligence or the negligence rules.
2)   Injurers still seek to minimize precaution costs and liability costs when they are firms,
so strict liability or the negligence rules will lead to optimal care by injurers.
3)   HOWEVER, product price will be different under different liability rules.
a)   If strict liability is used, product price will be higher because it will include expected liability costs, the costs of production, and the costs of care.
b)   If negligence is used, price will be lower because it will not include liability
costs but only the costs of production and care.
ii.

9.1.2 -- Levels of Activity
1)   The socially optimal level of firm activity is the utility derived from people's use of the product less the costs of production,  the costs of care, and the costs of accidents.
2)   Producers' Activity Level
a)   Under the negligence rule, the level of production will be too high -- because
the cost does not include the costs of accidents, people will purchase extra units simply when the utility they derive from that unit is greater than the costs of production and the cost of care.
b)   Under strict liability, the level of production will be optimal because the price will include the costs of production,  precaution, and accidents.  Thus, customers will only purchase when their utility from use is greater than the social costs of production.
3)   Victims' Activity Level
a)   Under negligence, victims bear the costs of accidents and thus will engage in their activity to the optimal amount.
b)   Under strict liability, producers  bear the costs of accidents and thus victims engage in socially excessive activity levels.
4)   "Thus, again, the choice between strict liability and negligence rules will depend on whether it is more important to control injurers' level of activity --here firms' levels of production--than victims' levels of activity."
iii.

9.1.3 -- Exclusion of the Level of Production from the Determination of Negligence
1)   Including firms' level of production in the negligence determination would essentially turn courts into central economic planners.
2)   This is a bad idea [implicit in Shavell's book].
iv.

9.1.4 -- Actual Liability of Firms to Strangers
b.   9.2 -- Victims are Customers of Firms

i.
ii.

In general, "a customer will buy a product only if the utility of the product to him exceeds its perceived full price -- the price actually charged in the market plus the perceived expected accident losses that liability payments would not cover and thus that he would have to bear. The expected accident losses that a customer perceives that he would have to sustain will depend  on his informaiton about product risks."

9.2.1 -- Customers' Knowledge of Risk is Perfect
1)   Injurers' Level of Care
a)   Even in the absence of liability, if customers  have perfect knowledge of product risk optimal care by injurers will be taken.  Customers will factor in the expected losses (which they will have to bear because there is no liability) into the full price of the product, and thus if firms do not take optimal care customers  will purchase products with lower full price but higher market price.
b)   Firms will also be led to take optimal care under strict liability with a defense  of contributory  negligence and the negligence rules.
2)   Customers' Level of Care
a)   Under no liability, strict liability with a defense  of contributory  negligence, or the negligence rules, customers  will take optimal care.
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b)   Under just strict liability, customers  will take suboptimal care and producers may take superoptimal care (by producing products with expensive safety features relative to the costs of users taking care).
3)   Activity Levels
a)   Regardless of the liability rule, customers  will buy the socially optimal amount of the product.  Under the negligence rules the market price will equal the costs of production and the costs of care, but customers  will add to this the costs of accidents (which they will bear).  Under strict liability, the market price will

equal the sum of the costs of production,  care, and expected accident losses.
Under no liability, the market price will equal the costs of production  and care, but customers  will add the expected losses they'll suffer to generate the true price.
b)   In each instance, the true price of the item reflects the full social costs of production,  and hence customers  will purchase only when their utility exceeds these social costs and hence at the optimal amount.
iii.

9.2.2 -- Customers' Knowledge of Risk is Imperfect
1)   Firms Level of Care
a)   In the absence of liability, no firm will take care because no firm will be willing to raise prices when customers  cannot adjust the market prices of competing products to reflect the true price.
2)   Customers Level of Care
a)   Customers will take non-optimal care in the absence of liability. If they underestimate risk, they will take too little care.  If they overestimate risk, they will take too much care.
b)   If liability includes some element like contributory negligence, though,
customers who know the contributory  negligence standard will take optimal care (if the standard is properly set) even if they don't know the actual risks.

3)   Customers' Level of Activity
a)   In the absence of liability or under a negligence rule, customers' level of activity will be non-optimal.  If customers  overestimate risks, they will overestimate the full price and will make too few purchases.  If customers  underestimate risks, they will underestimate the full price and make too many purchases.
b)   Under strict liability with a defense  of contributory  negligence, customers'
misperception is irrelevant.  The market price of the product will reflect the true social costs of the product, and therefore a socially optimal number of products will be sold despite the customers' lack of information.
iv.

9.2.3 -- Actual Customer Knowledge of Risk
1)   Customers are likely to have knowledge of accident rates for common things like cars or bookshelves or something.  The danger of professional services and complicated products are less likely to be something  consumers know about.
2)   Commercial customers are likely better informed than consumer ones.
3)   Customers do not seem to be more likely in general to over- or underestimate product risks

4)   Because of these factors, liability may have some role to play in risk reduction.
v.   9.2.4 -- Problems in Applying the Negligence Rule
1)   In the product context (victims are customers of firms), it may be especially difficult for courts to get the information required to set the negligence standard at optimal care and to enforce that standard.
2)   If courts incorrectly calculate due care, firms will be led to take that level of care
rather than optimal care, resulting in excessive or insufficient care.
3)   STRICT  LIABILITY AVOIDS  THESE  PROBLEMS.
vi.

9.2.5 -- Problems in Applying the Negligence Rule to R&D and Product Design Decisions

1)   R&D negligence determinations are particularly difficult for courts, given the complex information and probabilities underlying decisions to research.
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2)   Firms may engage in socially excessive or insufficient research, especially considering the perverse incentive not to initially pursue certain avenues of research out of fear that you will later be responsible for not having researched viable alternatives.
vii.

9.2.6 -- Problems in Applying the Defense of Contributory Negligence Under Strict Liability
1)   Determining the contributory  negligence standard faces both the problems of difficult setting of due care and difficulty including all aspects of behavior including activity levels.
2)   These difficulties may lead to socially excessive or insufficient care, depending on the
direction of the courts' errors.  It may also lead to socially excessive activity levels when courts do not incorporate activity levels into the negligence determination.
viii.

9.2.7 -- Strict Liability Versus Negligence Reconsidered
1)   When is strict liability preferable?
a)   The harmful effects of misuse are substantial
b)   It would be difficult for courts to know the possibilities for alternate design of the product in question
c)   There is relatively little users of the product can do to reduce risk

2)   When is negligence preferable?
a)   Consumers know fairly well (but not perfectly) the risks of product failure
b)   Not much can be done by producers  to reduce risk because product risk levels are already quite low
c)   Determining whether customers have been contributorily negligent would be
difficult and that the customers' level of use would not be a part of contributory negligence (leading to customer  overuse)
3)   NOTE -- these factors can cut in different directions
ix.

9.2.8 -- Product Warranties
1)   If consumers have perfect information about risk, the terms of warranties  would be those which optimally incentivize both producers  and consumers.
2)   If consumers have imperfect information about risk, warranties  may provide
insufficient or excessive coverage.
3)   In theory courts could refuse to enforce warranty terms when customer perception of risk was too low, but that would require courts to know when risk is properly and improperly perceived -- a difficult task.
x.   9.2.9 -- Imperfect Competition and Market Power
1)   Firms that enjoy market power still have an incentive to reduce the costs of production and liability, and hence the same basic conclusions about the effects of liability described above follow.

2)   However, because firms with such power set product price higher than the costs of
production and liability expenses, a socially suboptimal number of products will be sold.  Under strict liability this remains true (because firms build into the product price all of the social costs), but under negligence (where firms only consider in pricing decisions the costs of care and the costs of production),  the normal tendency  under negligence to produce too much will counterbalance monopolistic firms' tendency to produce too little.
III.

Torts Chapter 10 -- Extensions of the Analysis of Deterrence
a.   10.1 -- Problems in the Negligence Determination
i.   10.1.1 -- Uncertainty in the Finding of Negligence
1)   Courts may err in determining a party's actual level of care, in both directions (finding careful parties careless and careless parties careful).
2)   This possibility of error will likely lead parties to take excessive amounts  of care
because negligence liability is discontinuous.   The costs of being found negligent are considerable  compared  to the cost of an easily signaled aspect of care, and the prospect of having to pay victim's losses will frequently be greater than the prospect of reducing levels of care in the hope that courts won't be able to tell correctly.
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Level of Care   Costs of Care   Accident Probability   Exp. Losses   Total social costs
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None 
0 
0.15 
15 
15
Moderate 
3 
0.10 
10 
13
High
5 
0.09 
9 
14
3)   Say in this situation there is a 33 percent  chance courts will misperceive care by one level and a 5 percent  change that courts will misperceive care by two levels. Parties in this situation will take a high (socially excessive) level of care.  If parties take no care, their expected expenses will be (0.62)(0.15)(100) = 9.3.  If parties take moderate care, their expected expenses will be 3 + (0.33)(0.10)(100) = 6.3.  If parties take high care, their expected expenses will be 5 + (0.05)(0.09)(100) = 5.45.  Parties will thus take
high, excessive care.
a)   (Note-- Expected expenses = costs of care + expected litigation costs, where expected litigation costs equal the risk of courts' perceiving one not to have taken due care multiplied by the losses from accident and the probability at the actual level of care taken that the accident will occur.)
4)   Additionally, parties may take excessive care because of their inability to completely
control their momentary level of care and concerns about resulting negligence liability therefrom (sneezing while driving)

5)   There may be uncertainty in how courts will determine the factors going into the due care standard, again incentivizing parties to take socially excessive care to guard against being found liable by mistake.
ii.

10.1.2 -- Remarks on Uncertainty
1)   The relative importance of the three sources of potential  error -- inability to determine true level of care, parties' inability to control momentary level of care, and problems in setting the due care standard -- vary from context to context.
2)   More on parties' inability to control momentary levels of care
a)   This feature  is an imperfect indicator of a party's inherently unobservable
"prudential mental attitude"
b)   Courts might sometimes lower the due care standard in implicit recognition of this limitation on parties' abilities
c)   This kind of failure is analogous to employers' failures to perfectly control
agents and a machine operator's inability to always control a malfunctioning machine.
3)   "Uncertainty about the law may lead parties to take socially undesirable steps in
order to avoid liability."
iii.

10.1.3 -- Anticipated Errors in the Choice of Due Care
1)   If parties know courts have mistakenly set the standard of care, they may behave in non-optimal ways.
2)   If parties know courts have set the standard of care too low, they will take insufficient precautions because they receive no reduction in liability expenses for taking greater precautionary measures than those required by the courts' (too low) standard of care.
3)   If parties know courts have set the standard too high, they will either take excessive care or, if taking care is just too expensive, will act "carelessly" but optimally, as they would rather pay negligence damages than pay for the excessive level of care.
iv.

10.1.4 -- Misperception of the Level of Care
1)   If parties misperceive the standard the courts will follow, they will take the courts' standard unless the costs of compliance with the courts' standard is so high that they are better off paying negligence damages.
v.   10.1.5 -- Comparison with Strict Liability
1)   Difficulties in determining  the negligence standard are implicit advantages to strict liability; under strict liability courts need not inquire into the adequacy of an injurer's level of care and thus can't screw it up.
b.   10.2 -- Why Negligence is Found and Implications of Findings of Negligence
i.   10.2.1 -- Reasons for Findings of Negligence
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1)   The Puzzle: According to the basic theory, parties should never act carelessly because if the standard is set right, it is always in parties' self-interest to be careful.
2)   Why then are there findings of negligence?
a)   Errors in courts' assessment of care taken
b)   Errors in courts' setting of the proper standard of care c)   Inability of parties to control momentary behavior
d)   Inability of parties to control their employees
e)   Judgment-proof parties with dulled incentives to take care f)   Parties who believe they will escape detection
ii.

10.2.2 -- Significance of Findings of Negligence
1)   Because of the problems above with the assessment of negligence, there is an element of strict liability even within a pure negligence regime -- parties will pay for some of the losses they cause even when they take care.
2)   Thus, injurers will take some account of activity levels even under a negligence
regime, though perhaps lower than they would under pure strict liability.
c.   10.3 -- Injurers' Inability to Pay for Losses: The Judgment-Proof Problem
i.   10.3.1 -- Dilution of Incentives to Reduce Risk
1)   If injurers are judgment-proof, they will treat losses they cause that exceed their assets as imposing liabilities only equal to their assets.
2)   This will result in socially suboptimal levels of care and superoptimal levels of activity.
ii.

10.3.2 -- Significance of Dilution of Incentives
1)   The judgment-proof problem is acute either when parties have low assets or when parties have significant assets but when their activities pose a risk of tremendous harm.
2)   Incentive problems are worsened  if parties can shield assets.
iii.

10.3.3 -- Solutions to the Problem of Dilution of Incentives
1)   Vicarious liability

2)   Minimum asset requirements
3)   Regulation of liability insurance coverage
4)   Direct regulation of risk-creating behavior
5)   Criminal liability

d.   10.4 -- Vicarious Liability
i.
ii.

10.4.1 -- Definition of Vicarious Liability -- "The principal is presumed to have a relationship with the agent that may allow him to observe the agent's level of care and to control it or come to an agreement about it."
10.4.2 -- Vicarious Liability Increases Levels of Care and Reduces Levels of Activity If the
Agent is Judgment-Proof
1)   If the principal can control the agent, vicarious liability will lead to optimal care by removing the dulling of incentives created by the judgment-proof problem
2)   If the principal cannot observe and directly control behavior, vicarious liability will not
likely lead to optimal care, though care will be greater  than it would be absent vicarious liability.

iii.

10.4.3 -- Factors Bearing on the Appeal of Vicarious Liability
1)   Vicarious liability will be more attractive  "the lower the agent's assets are, and the higher the principal's assets are, relative to the probable magnitude of harm the agent can cause."
2)   The better able to control the agent the principal is, the more attractive  vicarious
liability is.
3)   Other factors enhancing vicarious liability's attractiveness:
a)   Principals may have better knowledge of risks than agents, and vicarious liability will lead them to share this knowledge with agents.
b)   Principals may have better information than courts about the appropriateness of agents' behavior, leading to fewer mistakes as principals rather than courts often serve as the discipliners of agents under vicarious liability.
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4)   Disadvantages of Vicarious Liability
a)   Increased administrative costs of using the legal system
i) ii) iii)

Greater number of named defendants
More complicated proceedings
More claims by principals against agents
iv.

10.4.4 -- Actual Use of Vicarious Liability
1)   Parties tend to be held vicariously liable as their control over and knowledge about another party's activity increases.
e.   10.5 -- Damages and the Level of Losses
i.   10.5.1 -- Damages Equal to the Level of Losses
1)   The conclusions about liability leading to optimal levels of care and sometimes optimal levels of activity carry over to instances in which differing levels of harm may result.
2)   Example 2 -- "If injurers do not take care, the probability of an accident will be 10
percent. And if an accident occurs, there will be a loss of 100 with a probability of 80 percent  and a loss of 500 with a probability of 20 percent. Expected losses if care is not taken will therefore be (0.10)(0.80(100) + (0.20)(500)) = 18. Hence, if exercising care eliminates the possibility of an accident and costs less than 18, it will be socially desirable to do so.  Suppose that injurers must pay for the losses that occur, whether these are 100 or 500.  Then under strict liability injurers will bear expected liability of
18 if they do not take care, and thus will be led to take care when they ought to. Injurers will behave in the same way under the negligence rule if the cost of taking care is less than 18 because they will be liable if they fail to take care."
3)   Thus, injurers will act optimally, because their expected damage payments will equal expected harm, ensuring that they will take precautions when those precautions are socially worthwhile. Damages need to equal expected harm to optimize behavior.
ii.

10.5.2 -- Actual Magnitude of Damages -- damages are usually said to equal actual harm.
f.   10.6 -- Damages and the Probability of Losses
i.   10.6.1 -- Optimal Damages are Unaffected by the Probability of Losses
1)   Damages raised or lowered from the actual level of losses will excessively deter socially beneficial activities or insufficiently deter socially wasteful activities.
ii.

10.6.2 -- Limitation of Damages for Unusual Losses
1)   If damages are limited to usual harm caused by the activity, expected liability costs will be lower and parties will not take adequate precautions.
2)   Shavell's argument about every accident being describable as sufficiently improbable
and thus that this can't be a reason to limit damages.  (Boo)

iii.

10.6.3 -- A Qualification
1)   "If the possibility of some type of accident is overlooked, then there would be no decrease in injurers' incentives caused by reducing liability for that type of accident."
2)   These kinds of accidents are "freak" -- people's bounded rationality cannot consider
them all in risk evaluation.
3)   Problems with a policy of refusing liability in these instances
a)   Invites parties to try and deceive courts about what they were thinking b)   Reduces incentives to consider the full range of possible accidents
c)   Increase the costs of adjudication
iv.
v.

10.6.4 -- Actual Damages for Unlikely Losses -- we don't hold liable those who cause "far- fetched" accidents, using a principle of foreseeability.
10.6.5 -- Damages for Highly Likely Losses
1)   Using higher than actual losses damages here will overdeter socially productive but certainly dangerous  activity. (Perhaps things like blasting.)
vi.

10.6.6 -- Actual Liability for Highly Likely Losses -- usually just actual harm, though if injurer
acted recklessly there may be punitive damages.
g.   10.7 -- Damages and Courts' Uncertainty About the Level of Losses
i.   10.7.1 -- Damages Equal to Expected Losses
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1)   If courts can only get average losses correct and not actual losses in individual cases, then parties will still be led to take optimal care because expected damage payments will still equal expected losses.
ii.

10.7.2 -- Comments on Courts' Uncertainty
1)   Courts may be uncertain  about losses in two ways:
a)   They may be uncertain  about actual losses parties have already suffered
b)   They may be uncertain  about actual losses parties will suffer in the future.
2)   Determining losses may be very costly from an administrative standpoint
a)   Courts could exclude uncertain  damages from calculations
b)   Better, courts could use simple formulas and prohibit dispute about them.
iii.

10.7.3 -- Actual Determination of Damages in the Face of Uncertainty
h.   10.8 -- Damages and Pecuniary Versus Nonpecuniary Losses
i. ii.

10.8.1 -- Definition of the Two Types of Losses
10.8.2 -- Damages Equal to the Sum of Pecuniary and Nonpecuniary Losses
1)   Both kinds of losses reduce social welfare, so damages should incorporate both in order to ensure optimal care taking under liability rules.
iii.

10.8.3 -- Courts' Ability to Assess Pecuniary and Nonpecuniary Losses
1)   Courts can much more easily determine pecuniary losses
2)   While if nonpecuniary  losses are small enough it might not be worth it to allow fighting over them, in principle a better approach would be to create tables for them or something.
3)   If nonpecuniary  losses are large and pecuniary losses are small, it is very important for courts to try and estimate them somehow in order to appropriately deter.
iv.

10.8.4 -- Actual Liability for Nonpecuniary Losses
i.   10.9 -- Damages Greater Than Losses: Punitive Damages
i. ii. iii.

10.9.1 -- Note on the Use of Terms
10.9.2 -- Damages Greater Than Losses Generally Create Excessive Incentives to Reduce Risk
10.9.3 -- Exception to the General Rule: Escape from Suit

1)   If injurers will escape suit due to problems of detection or administrative costs, damages equaling cost will not optimally deter injurers.
2)   Thus, damages could be raised to adjust for the probability of nonsuit.  "If damages equal losses multiplied by the inverse probability of suit, then expected damages will equal expected losses and incentives will be correct."
iv.

10.9.4 -- Illicit Utility from Causing Harm
1)   If injurers take pleasure in causing harms, society may not wish to count this utility in social welfare.
2)   In order to make damages sufficiently deterrent, they must be greater than actual
harm by an amount greater  than the utility derived by the pleasure monster.
v.   10.9.5 -- Encouraging Market Transactions
1)   When parties can bargain about the injuring conduct before the conduct takes place, it may be best to encourage  them to engage in those market transactions rather than to simply injure and then litigate.
2)   Specifically, if courts are likely to underestimate actual losses, compensatory damages will not sufficiently deter and punitive damages may be required to force negotiation.
3)   Without such deterrence, parties will engage in wasteful protective activities and wasteful infringement activities.
4)   There may be higher administrative  costs if parties have to go to court to get
compensation rather than negotiate or face punitive damages.
vi.

10.9.6 -- Punishment
1)   "Acts that have certain outrageous qualities may call for levels of damages higher than losses to help satisfy the punishment objective and thus can justify punitive damages."
2)   The optimal level of damages will always be some compromise between the punitive objective and the deterrent objective.
3)   Punishment is more complicated when the party punished is a firm.
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vii.

10.9.7 -- Actual award of punitive damages
j.   10.10 -- Damages and Victims' Opportunities to Mitigate Losses
i. ii.

10.10.1 -- Victim Actions to Mitigate Losses -- victims can sometimes mitigate losses
10.10.2 -- Social Welfare Optimum
1)   "It will be socially desirable for a victim to act to mitigate losses if [and only if] the cost
of so doing is less than the reduction in losses thereby accomplished."
2)   "If an accident occurs, total social costs due to it should be regarded  as the optimally mitigated level of losses plus the costs of mitigation.  [If the harm from an accident is

150 if the victim does not mitigate, 100 if the victim does mitigate, and 10 is the cost of victim mitigation, then the total social costs of the accident are 110.] Damages should be set at the level of total social costs, and thus here 110.
iii.

10.10.3 -- Optimal Damages
1)   If damages are set at the "level of losses that a victim would sustain had he optimally mitigated his losses -- whether or not he actually did so -- plus the costs of optimal mitigation actions," then:
a)   Victims will optimally mitigate (because they get damages which assume they
have mitigated)
b)   Injurers will optimally take precautions (because they still pay for all social costs)
iv.

10.10.4 -- Actual Law Regarding Mitigation
k.   10.11 -- Causation
i. ii.

10.11.1 -- Definition and Introduction -- we're looking primarily at but for causation.
10.11.2 -- Strict Liability [and Causation Rules]
1)   For strict liability to optimally incentivize parties, they must be held responsible only
for harms of which they are but-for causes.  Otherwise, they will be excessively deterred.
2)   "The basic function of the causation requirement under strict liability, in other words,
is that it furnishes socially appropriate incentives to reduce the risk of harm and to moderate the levels of activity by imposing liability equal only to the increase in social costs due to a party's actions."
iii.

10.11.3 -- Negligence Rule [and Causation Rule]
1)   Under the negligence rule, if the care standard is optimally set it is irrelevant whether parties are held responsible only for harm which they have caused.  Consider a factory whose pollution will cause 100,000 in harm to buildings, a scrubber which costs
30,000 to fix this problem, and unrelated damages stemming from paint problems but which may be confused with pollution-related harm.  Since parties already face
100,000 in liability expenses from not taking care, they will rationally install the scrubber -- the extra 80,000 would only sharpen that incentive.
2)   So why require causation?
a)   To the extent that the negligence determination has problems, it takes on aspects of strict liability. Since causation is required to make strict liability optimally deter, requiring causation in negligence alleviates a potential  problem.
b)   Requiring causation lowers administrative costs by shrinking the pool of
potential plaintiffs.
c)   The causal requirement may also make negligence liability less discontinuous, with its associated  problems of excessive care by parties in the face of courts' inability to smoke out actual levels of care.
iv.

10.11.4 -- Proximate Causation
1)   Allowing parties to "escape" liability for harms for which they were not the proximate cause (in the sense of the dropping the gun on the foot example) does not lead to inadequate precautions.  "Holding a bus company liable when trees fall down on [speeding] buses will not induce the company to have its buses go more slowly, for the probability of a bus being struck by a falling tree does not depend  on the speed of the bus."
2)   Advantages of the rule -- we save in administrative costs by narrowing the pool of
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plaintiffs.
3)   Disadvantages -- people do not bear the full social costs of their activities (if people didn't ride in buses, they wouldn't be hit as much by falling trees I guess?), so activity levels may not be properly controlled.
v.   10.11.15 -- Uncertainty over Causation
1)   Two approaches to uncertainty over causation
a)   Hold liable all and only those more likely than not causally at fault
i)
ii)

More common approach
Results in under- and overdeterrence
1)   A firm with 20% market share will escape liability entirely even though it on average causes 20% of the harm, resulting in incomplete deterrence
2)   A firm with 80% market share will face too much liability [mutatis mutandis from above]
b)   Hold firms liable as a proportion of market share
i)
ii)

Advantage -- market share liability sets incentives at optimal levels Disadvantage -- market share liability would have huge administrative costs and thus should only be used if the incentive advantage  in doing so is very large.
IV.

Torts Chapter 11 -- Liability, Risk-Bearing, and Insurance
a.   11.1 -- Risk Aversion and the Socially Ideal Solution to the Accident Problem
i.   11.1.1 -- Risk Aversion
1)   Definition: "A risk-averse person would pay to avoid a risk, such as one involving a 50 percent  chance of losing $1,000 and a 50 percent  chance of winning $1,000."
2)   People are risk averse because the marginal utility of money to them declines as
wealth increases such that losing an amount  of money will decrease utility more than winning that same amount.
3)   Risk aversion is most relevant where losses would be large in relationship to a
person's assets, such as serious personal injury.
ii.

11.1.2 -- Socially Ideal Solution
1)   Social welfare here includes individuals' expected utilities, which are a function both of the harms they will suffer / expenses they will pay and whether they have to bear risks they do not wish to bear.
2)   "Under the socially ideal solution, . . . Parties will make decisions about engaging in activities and about their exercise of care in the way described as optimal [above], and risk-averse parties will not bear risks"

b.   11.2 -- The Accident Problem in the Absence of Liability and Insurance
i.
ii.

If there is no liability, firms will be led to engage in socially excessive and socially careless activities but bear no risk (they cannot be held liable). Victims will engage in optimal precautions but will bear risk, as they are stuck with the losses from accidents.
This situation is thus not socially optimal in several ways.
c.   11.3 -- The Accident Problem Given Liability Alone
i.
ii. iii. iv.


Under either strict liability with a defense of contributory  negligence or under a version of negligence (provided the standard is set properly), injurers will engage in socially optimal levels of care.  But the consequences for the risk averse will depend  on the liability rule. Under strict liability with no liability insurance, injurers who are risk averse are forced to bear the risks because victims are by definition compensated for all losses by injurers.
Under negligence with no accident insurance, victims who are risk averse are forced to bear the risks because they will bear any accident costs (as injurers will take care).
Thus, whether injurers or victims are more likely to be risk-averse is a factor to consider in determining whether strict liability or negligence is preferable in the absence of insurance; if victims are, strict liability is preferable, but if injurers are, then negligence is preferable.
d.   11.4 -- The Accident Problem Given Liability and Insurance
i.   11.4.1 -- Insurance
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1)   If victims are risk averse, they will buy accident insurance against any risk they bear.
2)   If injurers are risk averse, they will buy liability insurance against liability risks they bear.
ii.

11.4.2 -- Strict Liability
1)   If liability insurers can observe care, then:
a)   Injurers will purchase complete coverage
b)   Injurers will be incentivized by fair premiums to take optimal care because insurance companies will charge cheaper  premiums to those companies who take cost-effective precautions.
c)   Liability insurance is desirable because with it, victims are no worse off [under
strict liability they will be compensated regardless of their injurer's insurance status] and risk-averse injurers are better off.
2)   If liability insurers cannot observe care, then:
a)   Parties will tend only to purchase partial coverage, because insurance providers cannot determine cost-effective precaution taking and thus cannot give premium discounts
b)   Injurers thus remain partial risk-bearers, a not ideal result.
c)   Injurers thus have only partial incentives to take adequate precautions because they do not bear the full costs of not taking precautions.
d)   Nevertheless, liability insurance here is socially desirable because it raises the well-being of injurers (by shedding some of the risk) without lowering the well- being of victims (who are compensated regardless).
iii.

11.4.3 -- Negligence Rule
1)   Injurers with liability insurance in a negligence regime will tend to take optimal precautions.  Purchasing liability insurance which covered the costs of acting negligently would be too expensive.  Consider an example from a perfectly functioning negligence system.  Say it costs 10,000 to take a precaution, but that the precaution reduces the probability of a 1,000,000 loss from 5 percent  to 1 percent.  Buying insurance here would thus cost (0.05)(1,000,000) = 50,000.  But this premium is

greater than the cost of the precaution, so the party would simply take the precaution rather than buy insurance.  These injurers do not bear risk (they are taking proper care and thus face no liability) and victims can purchase insurance if they are risk averse. This outcome  is thus socially optimal.  Under perfect negligence systems, liability insurance is irrelevant because it is never purchased.
2)   In an imperfect negligence regime, injurers purchase insurance against errors in the
negligence determination or momentary lapses in behavior.  This is socially desirable because risk-averse injurers can shed some risk, but there is no significant impact on deterrence because coverage which covered definite or intentional  negligence would cost too much.
iv.

11.4.4 -- Summary
1)   "Because liability insurers pay for some or all of the losses for which injurers are found liable, the manner in which liability rules alter injurers' behavior is to a significant degree indirect, being associated with the terms of their liability insurance policies."
2)   Liability insurance is generally socially desirable.
3)   The availability of accident and liability insurance means that considerations about which party is more likely to be risk averse should play a marginal role in choosing liability rules -- it doesn't matter that in some areas injurers are likely to be large firms and victims individuals, because risk averse parties can buy insurance.
v.   11.4.5 -- Liability and Insurance in Reality -- It's Everywhere
e.   11.5 -- The Purpose of Liability
i. ii.

11.5.1 -- Compensation of Victims is the Traditional Conception of the Purpose of Accident
Liability
11.5.2 -- Reduction of Risk Through Deterrence of Harm is the True Purpose of Liability
Today, But Compensation and Avoidance of Strife Were Also Important Historically
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iii.

11.5.3 -- Is the Use of the Liability System Justified?
1)   Since deterrence is by far the most important thing liability can do, the liability system can really only be justified if its deterrent effect outweighs its administrative costs.
2)   It's not at all clear that it does this.
f.   11.6 -- Extension: Nonpecuniary Losses
i.   11.6.1 -- Nonpecuniary Losses and Insurance
1)   Nonpecuniary harms will often have no effect on the value of money to an individual, and when they do have an effect it could be by making money more valuable or by making it less valuable.


a. The amount of insurance coverage against nonpecuniary losses that an individual will in principle wish to purchase will depend on whether such losses will affect the utility he would derive from receiving additional money.  The reason is tha the purchase of insurance is in essence the giving up of money today for th erecept of money in a contingency, and this will make sense only if money is more valuable in that contingency.
2)   Since the amount of insurance coverage one would purchase against nonpecuniary 
losses relates to this question about such losses' effect on the utility of money, and since for many nonpecuniary  harms there is no effect on the utility of money, rational parties would not purchase insurance against these harms.  However, if such harms do raise the value of money to an individual, the optimal policy would cover some nonpecuniary  harm.  If such harms lower the value of money, the optimal insurance coverage plan would implicitly take this into account by not covering all of pecuniary losses (and charging a correspondingly lower premium).
a)   Note that full coverage thus does not necessarily restore  an individual to the utility level they had prior to an accident.
ii.
iii.

11.6.2 -- Actual Insurance Coverage Against Nonpecuniary Losses -- it looks like people don't have the value of money increased by nonpecuniary  harms because they rarely insure against them.
11.6.3 -- Nonpecuniary Losses and the Socially Ideal Solution to the Accident Problem
1)   Because parties should bear all the costs of accidents and because parties rarely value money more after suffering nonpecuniary  harms, it is ideal for injurers to pay the full cost of their injuries but have only the pecuniary damages go to the victims, with perhaps the rest going to the state and resulting in lower taxes.
iv.

11.6.4 -- Socially Ideal Solution Cannot Be Achieved Under the Liability System
1)   Since injurers must pay both pecuniary and nonpecuniary  losses if they are to be optimally incentivized to take precautions, and since if victims receive the nonpecuniary portion they generally would have been better off under a "pay it to the state" system, the liability system cannot singlehandedly produce socially optimal outcomes.
v.   11.6.5 -- The Case for Fines as a Supplement to Liability
1)   Fines like those described above would solve the problems inherent in either not requiring payment of nonpecuniary  damages or paying them to victims who wouldn't insure against them.
a)   These fines should generally be insurable (for the reasons given above for the
general desirability of allowing insurance)
b)   Willingness to pay to avoid nonpecuniary  harms could be used to determine the amount of the fine.
c)   The arguments for fines here extend to any instance in which the amount the
injurer should be forced to pay exceeds the optimal compensatory amount  for the victim.

g.   11.7 -- Extension: The Judgment-Proof Problem
i.   11.7.1 -- The judgment-proof problem and insurance
1)   The judgment-proof problem heightens victims' incentives to purchase insurance because of the risk of judgment-proof injurers.
2)   The motive of injurers to purchase  liability insurance is diminished because of the
possibility that they would be judgment-proof. "An injurer with assets of 20,000 who faces a 10 percent  risk of liability of 100,000 would have to spend 10,000 on premiums for full coverage, 80 percent  of which would be attributable to coverage of the 80,000 that he could not pay in the absence of liability insurance coverage. Consequently, the individual might well decide against buying full liability insurance
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ii.

coverage even though he is risk averse."
11.7.2 -- Problems with the Functioning of the Liability and Insurance System
1)   "The judgment-proof problem dilutes injurers' incentives to reduce risk because they do not have the capacity to pay for the harm they might cause.  The fundamental nature  of this problem is not altered in the present context, but there are two differences in its character  worth noting":
a)   If injurers are risk averse and do not own insurance (possible if they are
judgment-proof to some extent), insurance-related dulling of incentives will be less severe.
b)   If injurers own liability insurance AND insurers cannot observe levels of care, the
problem of dulled incentives may be exacerbated.
2)   The judgment-proof problem could also leave some risk averse injurers rationally bearing risk (which is socially non-optimal).  (Victims, however, will rationally purchase accident coverage when there are judgment-proof tortfeasors around.)
iii.

11.7.3 -- Regulation of Liability Insurance
1)   In the benchmark case without the judgment-proof problem, liability insurance should not be required or forbidden.
2)   Requirement to purchase  coverage,
a)   If insurers can observe levels of care, a requirement to have insurance will incentivize injurers to take optimal reductions.   "Suppose that an injurer with assets of only $100,000 who faces a $1,000,000 potential  liability is required to buy complete liability insurance coverage and can reduce the risk of liability by spending by 1 percent  by spending $5,000.  He would receive a premium reduction of $10,000 for taking the step, so would be properly led to do so, but he might well not do so if he did not own coverage and had only $100,000 at risk, for then the expected value of the reduction would be only $1,000 to him."
b)   If insurers can't observe levels of care, a requirement to purchase coverage will exacerbate judgment-proof problems.  Injurers forced to purchase such coverage will have zero incentive to take care (because premiums will necessarily not reflect the taking of care, as injurers by hypothesis cannot verify care) rather than the suboptimal but nonzero amount  of care they would take absent mandatory full coverage.
c)   However, in either case a requirement to purchase coverage will have beneficial effects on the activity level because the injurer bears the full social costs of injury. Also, in both cases injurers are protected against risk (and victims can buy accident coverage).
d)   CONCLUSION:  Requiring coverage when insurers can observe care creates
optimal incentives and has beneficial risk-bearing and activity-level consequences. Requiring coverage when insurers cannot observe care exacerbates the judgment-proof problem.
3)   Forbidding liability coverage
a)   Forbidding liability coverage increases the level of care injurers take by subjecting their full assets to liability. This consequence may be good or bad, depending on whether the increased care is optimal or excessive.
b)   Forbidding liability coverage reduces activity levels. This too may be a good thing (if levels were excessive when there was no regulation) or bad (if activity levels are inefficiently decreased).
c)   Forbidding liability insurance forces some risk-averse parties to bear risk.

d)   "On balance, therefore, a prohibition against coverage might be beneficial (and superior to requiring coverage), but only if liability insurers are unable to observe levels of care.  In that case, prohibiting coverage may increase levels of care and reduce activity levels. The potential  social benefits of doing this might outweigh the disadvantages."
iv.

11.7.4 -- Comment on the Escape from Liability and the Regulation of Liability Insurance
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1)   Prohibiting coverage when injurers may escape from liability for reasons other than being judgment-proof may also beneficially increase levels of care and decrease levels of activity.
2)   (Requiring coverage here would be silly -- parties only insure against liability they'll face, and by hypothesis these people are escaping liability)

v.   11.7.5 -- Regulation of Liability Insurance in Reality
V.    Chapter 12 -- Liability and Administrative Costs
a.   12.1 -- Nature and Importance of Administrative Costs
i.
ii.

12.1.1 -- Administrative Costs Described -- these include legal expenses and nonlegal expenses like the parties' time and the disutility of being sued
12.1.2 -- Margin of Administrative Costs over Insurance Costs
1)   The relevant metric is often not the cost of the liability system, but rather the comparative costs of a liability system and an insurance system.
2)   Insurance systems can actually be pretty cheap to run.
3)   For victims who would not purchase  insurance in the absence of a liability system, though, the relevant costs are of the liability system in full, not just relative to the costs of insurance.
iii.

12.1.3 -- Strict Liability Versus Negligence and Administrative Costs
1)   Reasons to think strict liability will be more expensive
a)   More claims will be brought
2)   Reasons to think negligence will be more expensive
a)   More cases will go to trial because the carelessness element adds another element for the parties to dispute.  If trials are more expensive than settlement, this means costs will be higher.
b)   Cases themselves may cost more because of litigation about the carelessness
issue.
b.   12.2 -- Socially Desirable Use of the Liability System Given Administrative Costs
i.   12.2.1 -- Whether the Liability System is Socially Worthwhile
1)   "The use of the liability system will be socially worthwhile if and only if the savings from accident reduction  it brings about exceed its administrative costs."
2)   So where harms are very small, or where there is little to be done to improve safety, the liability system is likely not worth the administrative expense.
ii.

12.2.2 -- Optimal Payments by Liable Insurers, Given Administrative Costs
1)   Injurers should have to bear opposing parties' litigation costs as well as the state's.
These are properly part of the harm stemming from accident in a liability system, and thus for deterrence to properly work must be included in the costs injurers face.
2)   This doesn't mean super-compensatory damages should go to the plaintiff; rather,
these should go to the state in fines to reduce taxes.
c.   12.3 -- Private Versus Social Incentive to Use the Liability System Given Administrative Costs
i.   12.3.1 -- Private and Social Incentives May Diverge

1)   Private incentives to sue can be such that they will bring socially excessive numbers of suits.  If liability is strict, and if there's nothing that can be done to reduce accidents, it is socially undesirable  for any claim to be made -- by assumption  no reduction in accidents can occur, so this is simply an expenditure of administrative costs to get a private party a benefit.
2)   Private incentives to sue can be such that they will bring socially insufficient numbers of suit.  In situations where victims suffer harms less than the cost of bringing suit, even if it would be socially desirable to have suits brought because deterrence could be brought about, the private incentive to sue is nonexistent.
ii.

12.3.2 -- Divergence in Incentives to Bring Suit May Justify Social Intervention, To Limit or To
Subsidize Use of the Legal System
1)   Limiting use of the legal system
a)   Eliminate certain kinds of suits b)   Impose fees for bringing suit
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2)   Subsidizing the use of the legal system
a)   Provide free legal services
3)   "The observed volume of litigation in any area of harm should not be viewed as approximately correct (in the way that the volume of some good sold in a normal market is so viewed).  Because of the misalignment between social and private incentives to use the legal system, study of its benefits and costs is necessary  to determine the direction and size of the divergence  and the proper policy response."
VI.

Property Chapter 2 -- Definition, Justification, and Emergence of Property Rights
a.   2.1 -- Property Rights Defined
i. ii.

2.1.1 -- Possessory Rights
2.1.2 -- Rights of Transfer
b.   2.2 -- Justifications for Property Rights
i. ii.

2.2.1 -- The General Question of Justification
2.2.2 -- Incentives to Work

1)   Without Property Rights, People May Work Too Little
a)   "In a situation in which property rights do not exist, an individual will take into account that his output  may be taken from him. In deciding whether to work an extra hour, an individual will compare the increment  in utility from consuming the additional amount  of his production  that he will be able to keep -- rather than the whole of the additional amount of his production  -- to the disutility of work from the hour."
b)   Because of this incentive's divergence from the socially optimal incentives (people work so long as the gains in utility exceed the disutility of work), people may well choose to work a socially suboptimal amount.
2)   Without property rights, people may work too much.
a)   If there is some minimum amount of consumption important for subsistence, individuals may well have to work above the socially optimal amount  in order to ensure that, after others have taken some of their work product, they can live.

3)   With property rights, the socially optimal amount of work is incentivized
a)   If individuals have full property rights in the product of their work, they will choose to produce if and only if the value of the product is greater  than the disutility of additional work.  This means that private and social considerations are aligned, and work levels are optimal.
b)   Property rights need not be held by individuals for this result to occur.  A supervisory entity could monitor and set production  levels and, so long as that entity has rights in the output,  the optimal level of work could be achieved.
iii.

2.2.3 -- Incentives To Maintain and Improve Things
1)   It is socially optimal "for an individual to work an extra hour if the utility gained from maintenance and improvements exceeds the disutility of work. . . . [W]hen durable things may be taken from individuals, they will not benefit from improving them."
2)   Transfer rights also incentivize optimal caretaking because current owners will implicitly account for the improved sale price stemming from efficient improvements and maintenance.
iv.

2.2.4 -- Incentives To Transfer Things -- Why Allow People to Sell Stuff?
1)   The transfer of goods is socially beneficial because individual preferences may differ.
2)   The transfer of goods is socially beneficial because of comparative advantage.
3)   The transfer of goods is socially beneficial because of specialization.
v.   2.2.5 -- Avoidance of Dispute and of Efforts To Protect or To Take Things
1)   The lack of property rights encourages socially wasteful theft and efforts to prevent theft.  These efforts are wasteful because they merely transfer goods from one to another rather than producing something new.
2)   Without enforcing property rights, things may be damaged when stolen (a waste) and producers  may produce items which are more easily protected than what they truly value most highly.
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vi.

2.2.6 -- Protection Against Risk
1)   Property rights protect  parties against the risk of things being stolen
2)   Property regimes allow parties to purchase insurance and enter into risk-sharing arrangements, increasing social welfare because of individuals' general risk aversion.
vii.

2.2.7 -- Achievement of a Desired Distribution of Wealth
1)   Property rights allow the state to distribute wealth optimally rather than relying simply on the parties' abilities to steal and protect  from theft.
2)   These features of property rights are potential rather than necessarily actual.
viii.

2.2.8 -- The Foregoing are Justifications for Some Form of Property Rights -- Not Necessarily for Private Property
c.   2.3 -- The Emergence of Property Rights
i.
ii.

2.3.1 -- In General -- "We would expect property rights to emerge from a background of no rights, or poorly established rights, when the various advantages of property rights come to outweigh the costs of instituting and maintaining the rights."
2.3.2 -- Examples
1)   California gold rush
2)   Property rights on Labrador Island during fur trade
3)   Property rights for fishing and mineral deposits
4)   Property rights to the electromagnetic spectrum
5)   Property rights to extraterrestrial bodies and outer space
VII.

Property Chapter 3 -- Division of Property Rights
a.   3.1 -- Division of Rights Described -- property rights can be divided into various "bundles" b.   3.2 -- Social Advantages and Disadvantages of Division of Possessory Rights
i.   Advantages
1)   "When different parties derive different benefits from them because, other things being equal, gains can then be achieved if rights are allocated to those who obtain the most from them."
ii.

Possible Disadvantages
1)   There are certain minimal costs associated with using property.
2)   Division of property rights too finely may result in increased disputes over use (if rights cannot be completely specified).
3)   One person's use of property could infringe on another's (if rights cannot be
unambiguously determined)
4)   Division of property rights may result in inability to productive joint use.
5)   The costs of transaction will rise if property rights are more complicated.
c.   3.3 -- Social Advantages and Disadvantages of Separation of Possessory Rights from Transfer
Rights
i. ii.

Usually it will be optimal for the holder of a possessory right to also hold the right to transfer that possessory interest.
In cases where the possessory owner does not have adequate information (like minors) or
when the possessor's interests do not align with social interests (like renters),  it may be desirable to separate possessory and alienability rights.
d.   3.4 -- The Socially Optimal Division of Property Rights, Their Actual Division, and the Law
i. ii.

"It will be socially desirable for property rights to be divided when, but only when, the accompanying advantages outweigh the disadvantages."
Limitations on property division may be justified when collective action problems would
prohibit contracting with multiple parties, as in zoning restrictions on lot sizes in subdivisions.
VIII.

Property Chapter 4 -- Acquisition and Transfer of Property
a.   4.1 -- Acquisition of Unowned Property
i.   4.1.1 -- Introduction
1)   We're talking about acquiring property not previously owned -- original acquisition
2)   The measure  of social welfare used is the probability of finding things multiplied by their value, minus the costs of search.
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ii.

4.1.2 -- Acquisition by a Single Individual
1)   Socially optimal behavior exists when an individual makes an investment when the investment would increase the expected return by more than its cost.
2)   The finders-keepers rule encourages optimal private behavior by ensuring that individuals receive the full value of their investment.  If finders only get a partial value of what is found, the incentives to seek are suboptimal.
iii.

4.1.3 -- Acquisition by Multiple Individuals
1)   When multiple parties search, each individual's efforts reduce the probability of others finding the item.
2)   "As a general matter, it is socially worthwhile for an individual to search, or to make a
greater effort to search, only if the cost of so doing is warranted by the expected increase in finding the thing, which equals the increase in his probability of finding the thing minus the reduction  in others' probability of doing the same."
3)   The finders-keepers rule results in excessive search.  Under the rule, parties will

search when the costs of search to them are outweighed by the probability of finding by them multiplied by the value of the thing.  But the social return is smaller -- the increase in the total probability of someone finding the thing, a probability which is increased by less than merely the person's probability because person Y searching decreases person X's odds of finding.
4)   Qualifications
a)   Sometimes searching may not actually decrease others' probability.
b)   Parties may cooperate in roping off search areas, eliminating the problem. c)    Sometimes searching may give other parties valuable information, and thus
parties will search suboptimally.
5)   Solutions
a)   Grant parties only proportional recovery for finding b)   Directly regulate the level of search activity
c)   Sell or grant an exclusive right to search
d)   NOTE -- if search goes undetected by the government, the situation is identical to finders-keepers and no remedy is possible.
iv.

4.1.4 -- The Law
b.   4.2 -- Loss and Recovery of Property
i.   4.2.1 -- Introduction
1)   Both the incentives of original owners to prevent loss and of subsequent parties to search for lost property will be affected by the choice of rules about property loss and thus about the socially optimal regime.
ii.

4.2.2 -- Socially Optimal Effort To Prevent Loss of Property and To Recover Lost Property
1)   Social welfare = expected value of property - costs of search effort to recover lost property - costs of efforts to prevent loss.
a)   Once property is lost, social welfare reduces to simply expected value of
property minus expected costs of search, so recovery is optimal if and only if the costs of recovery are greater  than the expected value of recovery (probability of finding x value of property)
2)   Socially optimal effort to prevent loss -- "Suppose that a stray cow worth 1,000 would,
after recovery effort of 10, be found with probability 40 percent,  and in that case no social loss would be suffered.  Then the expected social loss from the straying of a cow would equal only 0.60 x 1000 = 600, not 1,000; and adding to this the cost 10 of recovery effort, we obtain 610 as the expected social costs associated with a stray. Thus, fencing in a cow will be socially desirable if and only if fencing costs less than
610. . . . [T]he socially relevant consequence of an initial loss of property is not the
entire value of the property, but rather a smaller adjusted loss -- equal to the probability of failure of someone to recover the property  multiplied by its value, plus the cost of (optimal) recovery effort.  Therefore, effort to prevent loss will be socially justified only to the extent that it reduces the chance of this adjusted  loss, and thus
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iii.

will be desirable less often when there is a chance to recover lost property than when there is no such chance.”
4.2.3 -- Situation in Which Original Owners Have the Opportunity To Exercise Recovery
Effort or To Hire Others for That Purpose
1)   Original Ownership Rule
a)   There will be no excessive incentives to search because all searchers  will be under the direction of the original owner (the only one who gets anything from finding the property)
b)   There will be no excessive incentives to prevent loss because the original owner
will properly discount the cost of loss as a loss adjusted for the probability of recovery
2)   Finders-Keepers Rule
a)   Socially excessive incentives to search because parties gain the entire value of the thing regardless of the original owner
b)   Socially excessive incentives to prevent loss because owners face the complete loss of value of the thing rather than merely the adjusted  loss.
3)   Comparison: Original ownership rule is better when owners have a good opportunity to engage in recovery efforts.
iv.

4.2.4 -- Situations in Which Original Owners Do Not Have Good Opportunities To Exercise
Recovery Effort
1)   Suppose that original owners have no ability to search for lost stuff.  What result?
2)   Original ownership rule
a)   Parties will not engage in search because there is essentially no reward for doing so.
b)   Original owners will have excessive incentives to prevent loss because original
owners will not (by hypothesis) be able to search for lost stuff.
3)   Finders-Keepers Rule
a)   Single individuals will have socially optimal incentives to search, but multiple parties will have socially excessive incentives to search.
b)   Original owners will have excessive incentives to prevent loss because loss (and
the ex hypothesis inability to search) means loss is total loss, not adjusted  loss.
4)   Comparison of Rules
a)   Finders-keepers is better because it has at least one better element and only the same bad ones
b)   A better system would be an original ownership plus mandatory reward system.
v.   4.2.5 -- Comments
1)   Abandoned property -- best dealt with by finders-keepers because its abandonment indicates original owners could not accomplish recovery and do not highly value the item.
2)   Adventitiously discovered property -- since such property is discovered in the course of doing other things, there need be no incentives provided for parties to "look" for it, so the original ownership rule is best.
3)   A desirable rule requires finders to use reasonable efforts to locate original owners and then gives property to finders if owners do not claim it.
4)   A desirable rule requires owners to compensate finders for expenses outlaid in the course of maintaining found property (think livestock).
5)   If original owners cannot be found or if their claims cannot be established, the finders- keeper rule is the de facto one regardless of the de jure one.
vi.

4.2.6 -- Law Concerning Property Rights in Lost, Mislaid, and Abandoned Property
c.   4.3 -- Sale of Property: In General
i.   4.3.1 -- Reasons for Sale

1)   Efficient production requires firms to exchange intermediate products and consumers to purchase end products.
2)   Changing needs for durable property leads to exchanges of such property
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ii.

4.3.2 -- Problems Surrounding Sale: Legitimacy of Seller's Claim of Ownership; Agreements
Concerning Deferred Exchange
d.   4.4 -- Sale and Theft of Property in the Presence of a Registration System
i. ii.

4.4.1 -- Registration System Defined
4.4.2 -- Costs and Requirements of a Registration System
1)   Individual records must be maintained
2)   People must communicate with the registry when exchanging property
3)   Each piece of property must be uniquely identified
iii.

4.4.3 -- Principal Virtues of a Registration System: Promotes Sales Transactions; Discourages
Theft
1)   Makes transactions smoother because ownership easily verified
2)   Discourages theft
a)   Makes conviction of thieves easier
b)   Lowers the value of stolen property to a thief by making resale difficult.

iv.

4.4.4 -- Additional Advantages of Registration Systems
1)   Makes it easier to establish property as collateral for loans and insurance
2)   Easier to levy taxes
3)   Easier to identify owners for purposes of safety regulations
v.   4.4.5 -- Social Desirability of a Registration System Versus Private Incentives To Establish and
Use It
1)   It's desirable for there to be a registry if benefits of it outweigh the costs
2)   Private incentives to use a registry could diverge from social incentives
a)   Advantages to Private Parties
i)
ii)

Makes resale easier
Makes return after disappearance more likely

b)   Disadvantages to Private Parties
i)
ii)

Can free ride and won't consider deterrent effect of not registering
Won't want to be more easily taxed by registering
vi.

4.4.6 -- Comments
1)   What registries would be socially desirable?
a)   We would expect registries for high value goods more often than low value ones because many of the benefits of registries increase with value and the costs are largely independent of value.
b)   Registries are more likely for durable goods and land because these things are more likely to be sold and resold, and safety regulations will be important.
2)   What registries would be socially undesirable?
a)   Things not durable or of high value
b)   Things for which unique identification is costly
c)   Things which are likely to be difficult to detect  when stolen
vii.

4.4.7 -- Actual Use of Registries
e.   4.5 -- Sale and Theft of Property in the Absence of a Registration System
i. ii.

4.5.1 -- Unregistered Goods -- Say owners are not determined by registry
4.5.2 -- Two Legal Approaches Concerning Ownership: Bona Fide Purchase Rule; Original

Ownership Rule
1)   BFP -- if at purchase the person thought sale was in good faith, he owns it
2)   Original ownership rule -- regardless of buyer's faith, original owner gets it
iii.

4.5.3 -- Bona Fide Purchase Rule Fails to Discourage Theft and Sale of Stolen Goods
1)   It will be very difficult for original owners to prove ownership because they will have to prove either that the current possessor stole it or that he purchased it in bad faith, both tough tasks for many kinds of items
2)   Thieves will know they will only be punished if caught in the act and that buyers will

have little incentive to inquire into the source of the good.  Thieves are thus encouraged.
iv.

4.5.4 -- Original Ownership Rule Discourages Theft and Sale of Stolen Goods
17 Page 23
1)   Owners have an incentive to document ownership because that would lead to recovery
2)   Buyers have an incentive to discover if good is stolen because otherwise  they are SOL
v.   4.5.5 -- Conclusion: Original Ownership Rule May Be Superior
1)   If transaction costs aren't too high, the original ownership rule has superior effects
vi.

4.5.6 -- Comments
1)   Limited effect of the choice of rule
a)   The costs of proving ownership may be too great considering the only probable nature  of those costs paying off in recovery efforts
b)   It's often difficult to locate stolen goods even though you can prove ownership
2)   Argument that the original ownership rule undesirably encumbers trade
a)   The likelihood that goods were stolen will usually be small and owners will often not go to the trouble of registering, meaning trade will not be encumbered
b)   Only when fraudulent conveyances are high in proportion will trade be
encumbered, and that's when you want it to be.
vii.

4.5.7 -- The Law
f.   4.6 -- Constraints on the Sale of Property Imposed by the State
i.   4.6.1 -- Intervention to Correct External Effects
1)   Banning sales
a)   Extreme
b)   Perhaps most desirable when the good has no non-harmful use and when other forms of legal intervention are more costly / less effective
2)   Limiting the persons who can purchase the good
3)   Limitations on privately imposed constraints  on sale
a)   Refusing to enforce racially restrictive covenants
ii.

4.6.2 -- Intervention To Remedy Problems of Lack of Information
1)   If parties lack information, the state may prohibit sales in order to make transactions more like what would occur if parties were fully informed
2)   Problems
a)   Uninformed parties could seek out more information themselves
b)   The government could supply them with information rather than prohibiting sales entirely.
iii.

4.6.3 -- Intervention for Paternalistic Reasons
1)   Paternalism correcting for external effects
a)   Interfering when sales cause harm to third parties
b)   Interfering when parties have insufficient information
2)
g.   4.7 -- Gifts

True paternalism:  the Government imposing its preferences on people's consumption.
i.   4.7.1 -- Gifts and Their Motivation
1)   Pure "altruism" -- people may give because they receive utility from the donee's receipt of utility through the gift.

2)   Utility from giving itself
3)   Signaling to members  of the community
4)   Gifts in expectation of respect or appreciation
ii.

4.7.2 -- Desirability of State Encouragement of Gifts

1)   Social welfare will often be increased through the giving of a gift by a larger amount than the donor's utility will be.  Hence, for socially optimal gift giving to occur, society could consider subsidizing gifts through things like tax incentives or public honors.
2)   Subsidizing gifts to organizations which provide public goods or pseudo-public goods
would be very helpful.
h.   4.8 -- Transfer of Property at Death: Bequests
i.   4.8.1 -- Transfer at Death is an Important Event
1)   Why don't parties either consume or give away all wealth during life?

ii.

4.8.2 -- Altruism and Uncertainty About Donees
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1)   Donors may be uncertain about donees' character  or financial need.
2)   Donors may want to preserve options in the face of uncertainty about whom to give to.
iii.

4.8.3 -- Uncertainty About Length of Life: Accidental Bequests
1)   While uncertainty about length of life may provide a non-altruistic reason to have funds at the end of life, annuities markets attenuate this reason.
2)   However, if donors are uncertain about their future tastes and needs, they may wish
to not invest too heavily in annuities markets, again leading to bequests at death.
iv.

4.8.4 -- Life Insurance
1)   Parties who know how much they wish to give may be unable to do so because some of the assets they wish to give are future earnings.
2)   These parties buy life insurance, which passes to beneficiaries at the death of the
insured.
v.   4.8.5 -- Control over the Behavior of Children
1)   Some people argue this, but it doesn’t seem obvious why parents  can't "purchase" affection through inter vivos gifts.
2)   However, if parents  are uncertain  about children's future needs, they will retain assets
and as a by-product perhaps get extra control.
vi. vii.


4.8.6 -- Taxation
4.8.7 -- The Will: The Legal Instrument for Effecting Transfer of Property at Death
1)   Wills often contain conditional provisions
2)   Wills are often modified
a)   Contingencies alter the writer's wishes, contingencies which were either unforeseen or simply too expensive to put into the original will

b)   Contingencies may be such that courts cannot verify them, so parties will

specifically modify the will to ensure their wishes are carried out
3)   Sometimes writers want wills to be irrevocable
a)   To allow donees to begin beneficial reliance
b)   To prevent being incorrectly found competent after incompetence
viii.


4.8.8 -- Policy in Respect to Inheritance
1)   Messing with wills interferes with the owner's valuation of the property
a)   Property is less valuable when you can't bequest it as you wish. b)   If you can't bequest it, you won't work as hard to get stuff.
2)   Reasons to Mess with Wills

a)   Allows elites to perpetuate dominance
b)   Allows parties to free-ride on public support of widows and children
c)   Enforces "contract" spouses would have agreed to if they had contracted at the time of marriage
d)   Maybe the donor couldn't make a sound decision at the time of testating
ix.

4.8.9 -- The Law
i.   4.9 -- Control of Property Long After Death: The "Dead Hand"
i.
ii.

4.9.1 -- Should the Power of the "Dead Hand" -- the Power To Control Property for Many
Years After a Person's Death -- Be Constrained?
4.9.2 -- Why Individuals Might or Might Not Want To Control Property Long After Death
1)   Might not
a)
2)   Might a)
b)
c)

Altruistic parties derive utility from knowledge that the donee's utility is increasing, and giving the donee control generally raises donee utility.
Although altruistic, the donor does not believe the donee will use the money to raise donee utility
Future events may determine who the intended donee will be
Parties may derive direct utility from knowing their wishes will be honored.
iii.

4.9.3 -- General Argument Favoring Dead Hand Control of Property
1)   Look, this is just another kind of use of property, and we should be pretty reluctant to
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iv.

mess around with people's desired use of their property
4.9.4 -- Incorrect Arguments Against Dead Hand Control of Property
1)   Argument -- dead hand control is socially wasteful because the owners are dead
a)   RESPONSE: Living persons derive utility from knowing their wishes will be honored,  so refusing "dead hand" control actually hurts live people.
b)   RESPONSE: Bequeathers do not ignore future uses by living persons; that use is implicitly built into the price of bequested items.
2)   Argument -- the benefits of dead hand control decline with time in a way not considered by dead people
a)   RESPONSE: Look, it costs more to rent space for a memorial to your cat for 50
years than for 1, so they implicitly do this balancing.
v.   4.9.5 -- Valid Arguments Against Dead Hand Control of Property
1)   Parties cannot completely specify what they wish to happen  in various contingencies.
Thus, refusing "dead hand" control may actually be conforming to what the parties would have specified in a completely executed will. Since dead people can't renegotiate, this is different than changing the terms of living parties' contracts  to what they would have agreed to if they could have drafted a complete contract.
2)   Dead hand control might cause externalities, such as racially restrictive covenants and their associated harms
3)   Inherent inequality in the wealth of present generations versus future ones.
vi.
vii.

4.9.6 -- Why We Would Expect the State To Prevent Dead Hand Control of Property, Independently of the Social Desirability of Such Policy -- Look, the present generation controls all the assets subject to dead hand control.  They'll be strongly tempted.
4.9.7 -- The Law
j.   4.10 -- Involuntary Transfer of Property: Adverse Possession
i. ii.

4.10.1 -- Adverse Possession Defined
4.10.2 -- Adverse Possession -- Use of Land That a Person Knows is Not His

1)   This is a bad idea
a)   Land that is not being used is not necessarily less valuable to the owner than to the using adverse possessor
b)   The adverse possessor, if he really values it more, can purchase  it.
c)   The rule leads to socially wasteful efforts to prevent and detect  adverse possession.
d)   The rule may lead to waste when the adverse possessor is ejected (assuming the period of possession has not run)
2)   But it may be pretty easy to spot these adverse possessors, so the actual costs may not be that high.
iii.

4.10.3 -- Adverse Possession - Use of Land When Boundaries Are Uncertain
1)   Traditional Argument: Adverse possession prevents waste by preventing parties from having to tear down improvements which encroach.
2)   RESPONSE:
a)   If the improvement is more valuable than the land, the parties can negotiate a transfer
b)   Parties will be incentivized to invest superoptimally in encroaching
improvements in an attempt to get land.
iv.

4.10.4 -- Sale of Land When Seller's Title Is Not Clear
1)   Traditional Argument: Adverse possession quiets title and thus makes it easier to purchase property
2)   RESPONSE:  Maybe historically, but today registries do this quite well.

IX.

Property Chapter 5 -- Conflict and Cooperation in the Use of Property: The Problem of Externalities
a.   5.1 -- Notion of External effects in the Use of Property
i.   5.1.1 -- General Definition --

1)   "One party's action will be said to have an external effect -- or to create an externality -- if it influences, or may influence with a probability, the well-being of
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another person, in comparison to some standard of reference."
2)   Externalities may be positive or negative, contemporaneous or in the future, and guaranteed or only contingent.  They may affect one, several, or many parties.
ii.

5.1.2 -- Comments
1)   Externalities require, by definition, multiple property right holders.
2)   A change in the standard of reference may change the existence of an externality.
3)   Our determination of whether an externality is positive or negative depends on our feelings about the case in our chosen standard of reference.
4)   An externality need not be associated with a physical effect.
b.   5.2 -- Socially Optimal Resolution of External Effects
i.   5.2.1 -- In General
1)   It will be socially desirable for parties to engage in activities with negative externalities less often than is in their self interest.
2)   It will be socially desirable for parties to engage in activities with positive externalities
more often than is in their self interest.
ii.

5.2.2 -- Socially Optimal Resolution of Externalities in a Simple Model
1)   If our model just has the two parties, maximizing the sum of their welfare will be our goal.
2)   That goal will be achieved if and only if the act is committed when its utility to the
actor together with its external effect on the utility of the other is, on net, positive.
iii. iv.

5.2.3 -- Comment on the Reciprocal Nature of External Effects
5.2.4 -- Comment on the Conditional Nature of the Problem of the Socially Optimal
Resolution of External Effects
1)   When we operate in this simple model, we're only doing partial social welfare maximization because we presume that the initial distribution of property rights is correct.  It may more beneficial, from a complete social welfare perspective  though, to have different property right assignments than those we began with.
v.   5.2.5 -- Examples of Optimal Resolution of Externalities
1)   Nuisance, pollution, and dangerous  behavior: "An action to ameliorate [these] will be socially desirable when the cost of the action is less than the additional harm that would otherwise  be caused."
a)   This may include relocating the activity in question or stopping it entirely.
2)   Salutary behavior: "An act with beneficial consequences for another will be socially optimal when its cost, if any, is lower than its value to the person undertaking it and to others beneficially affected."
3)   Use of a common resource: "[Use] will be desirable when and only when the benefits to him exceed the harm done to others."
4)   Treatment of rental property: "[Treatment] will be optimal if and only if the treatment benefits the renter  more than it harms the owner in the future."
c.   5.3 -- Resolution of Externalities Through Frictionless Bargaining

i. ii.
iii.

5.3.1 -- The Assumption of Frictionless Bargaining: That Bargains Are Made Whenever a
Mutually Beneficial Agreement Exists -- one version of the Coase Theorem and a tautology.
5.3.2 -- Mutually Beneficial Agreements Exist Whenever the Sum of the Parties' Utilities Can
Be Raised -- The Pie Analogy and Mutually Beneficial Enlargement
5.3.3 -- Social Welfare Maximization and Frictionless Bargaining

1)   The sum of utilities measure  of social welfare will be maximized through frictionless bargaining because, by definition, if a mutually preferred outcome  exists, the parties will reach it through frictionless bargaining.
2)   The beneficial outcome may not come about if one party lacks sufficient wealth to
bargain with the other party even though the poor party may truly value the alteration above the cost of change to the other party.
3)   However, bargaining still can only help parties utility.
iv.

5.3.4 -- Markets and the Resolution of Externalities
1)   If an externality (such as bees pollinating fruit trees) becomes such that a market
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exists for the service, all mutually beneficial transactions will take place and thus the socially optimal outcome  will occur.
v.   5.3.5 -- Actual Resolution of Externalities Through Bargaining

d.   5.4 -- Why Bargaining May Not Occur and, If It Does, Why It May Fail To Result in Mutually
Beneficial Arrangements
i.   5.4.1 -- Factors Explaining Why Bargaining May Not Occur When Mutually Beneficial

Agreements Exist
1)   In general, agreements will not be reached  when the costs of bargaining outweigh the benefits of reaching mutually beneficial agreements
2)   Factors going into the costs of bargaining
a)   Proximity of parties b)   Number of parties
i)   Free Rider Problem
c)   Lack of knowledge of external effects
d)   Probability of bargaining failure -- if you think bargaining is likely to fail, you aren't as likely to engage in it in the first place.
ii.

5.4.2 -- Examples
1)   Accidents between strangers -- bargaining very unlikely to occur
2)   Pollution by firms -- depends on the circumstances
3)   Nuisance between neighbors -- bargaining likely to occur (though with caveats)
a)   Social norms against disturbance b)   "Emotionalism"
4)   Rental agreement -- bargaining usually occurs
iii.

5.4.3 -- Even If Bargaining Occurs and a Mutually Beneficial Agreement Exists, It May Not Be

Reached Due to Asymmetry of Information
1)   Imagine a situation in which pollution causes 50 in harm and can be prevented by an expenditure of 30. A mutually beneficial outcome  other than polluting thus exists. Imagine a take-it-or-leave-it bargaining situation.  If the victim has perfect information about the cost of preventing pollution, he will offer an amount  just over 30, and the polluter will accept.  But say the victim does not know precisely the cost of the arrestor. There's an 80% chance the arrestor costs 20 and a 20% chance it costs 30. The victim will only offer either 20 or 30 (because offering any amount  in the middle simply transfers surplus to the polluter).  If he offers 20, his expected costs = the probability of the deal being accepted x the offer price + the probability of the deal being rejected x the harm from polluting occurring.  Thus, the expected costs of an offer of 20 are 0.8 x 20 + 0.2 x 50 = 26. The expected costs of an offer of 30 are 1.0 x

30 = 30.  Since the offer of 20 is on average cheaper, the victim will offer 20. Note,
though, that this means on occasions where the actual cost of the arrestor is 30 the mutually beneficial solution will not be reached, due to information asymmetry.
2)   Information asymmetries could involve the magnitude  of externalities and the costs of
bargaining itself.
iv. v.

5.4.4 -- Evidence That Parties Who Bargain May Fail To Reach Mutually Beneficial Outcomes
5.4.5 -- Comment on the Unlikelihood of Markets for the Resolution of Externalities
1)   Markets require parties be able to transact with whomever they wish.
2)   But for many externalities, parties are in essence stuck with each other -- I can't transport my vision of my beautifully landscaped  yard to parties other than my neighbor who value such beauty.
3)   Some externalities affect many parties simultaneously, and thus victims must transact with injurers all together or not at all. (Firms can't buy the right to pollute from one farmer and not his neighbor and be able to keep the deal with farmer 1).
e.   5.5 -- Resolution of External Effects Through Legal Rules in the Absence of Successful Bargaining

i.   5.5.1 -- Types of Legal Rules for Controlling Externalities
1)   Direct regulation
2)   Assignment and subsequent enforcement of property rights
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3)   Liability rules
a)   Strict liability

b)   Fault-based liability

4)   Corrective taxes
5)   Subsidies
ii.

5.5.2 -- Comparison of Rules
1)   Information of the State
a)   If the state has complete information, the choice of rules is irrelevant and optimality can be achieved.
b)   If the state has imperfect information
i)
ii)

Negligence, direct regulation, and the assignment of property rights cannot ensure optimality because properly applying these requires knowledge of whether the harm is efficient or inefficient.
Strict liability, the corrective tax, and subsidies can still achieve
optimality provided the magnitude  of the harm is known.  These forms harness parties' information about the cost of preventing harm by making them responsible for any resulting harm, thus making their private considerations reflect the socially optimal one.
2)   Information of victims

a)   For victims to bring injunctions (and hence for assignment of rights to work), parties must know who injured them.
b)   For liability rules to function, parties must know who caused them harm and that harm occurred.
c)   For regulation and taxation, victims need not know anything because the state is the entity imposing taxes and regulating harmful behavior  regardless of
what victims' know.
3)   Information of injurers
a)   It's hard to know which way differences cut here.
4)   Administrative costs
a)   Liability rules have the advantage  of only being used -- and hence only generating administrative  costs -- when harm actually occurs.
b)   However, regulation may sometimes be cheaply enforced.
c)   Administrative costs tend to be lower when the informational requirements of a rule are lower, thus favoring strict liability and corrective taxes.
d)   You have to look at the particulars to figure out cheapest administrative
solution.
5)   Levels of activity
a)   Strict liability and corrective taxes make injurers pay for harm done, and thus will lead individuals to optimally set activity levels, unlike negligence liability or regulations (usually).

6)   Ameliorative behavior of victims

a)   Regulation, corrective taxation, and any other approach which does not compensate victims for harm will naturally lead victims to optimally mitigate.
b)   Strict liability will not lead victims to optimally mitigate, though including the
defense of contributory  negligence fixes this problem.
c)   States need to know the optimal level of victim mitigation in order to calculate the appropriate corrective tax, making this solution more administratively expensive.  (It's not clear this is unique to corrective taxes).
7)   Ability of injurers to pay
a)   Liability rules suffer from serious problems when there are judgment-proof injurers creating large potential  harms.
b)   Corrective taxes do not face as many judgment-proof difficulties because you pay only expected harm, which is usually less than actual harm.
c)   Regulation becomes more attractive  the more problematic judgment-proof
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injurers are in the area.
8)   Conclusions
a)   It all depends on the context, baby.
iii.

5.5.3 -- Actual use of Legal Rules To Control External Effects
f.   5.6 -- Resolution of External Effects Through Legal Rules Given the Possibility of Bargaining

i.   5.6.1 -- Frictionless Bargaining and the Irrelevance of Legal Rules: Invariance Version of the
Coase Theorem
1)   If parties can bargain frictionlessly, it does not matter what legal rule is chosen or what the distribution of property rights is -- they will bargain to the mutually beneficial outcome.
2)   Of course, the legal rule will determine the utility of the parties -- that is, who has to buy whom off and thus suffer a corresponding  dip in utility.
ii.

5.6.2 -- Comments and Limitations
1)   Coase Theorem and Wealth Effects
a)   If a party has insufficient assets, or if to him is high, mutually his assets are such that the marginal value of wealth beneficial outcomes  may not be achieved even with frictionless bargaining.
b)   Still, this isn't likely to be a problem where the assets of the parties are high relative to the cost of the change.
2)   Coase Theorem in an industry in the long run
a)   The legal rule will affect the prices of products and thus in the long run will affect how much of a given product is sold in the long run.
b)   However, if we let customers, victims, and injurers all bargain together
frictionlessly, this result no longer holds and the Coase Theorem is validated. c)   In the real world though, this bargaining is very unlikely to be cheap.
3)   Coase Theorem and corrective taxes
a)   With corrective taxes in place, outcomes will be affected.  If a polluter causes
100 in harm which could be eliminated by spending 110 on prevention, victims will not pay to prevent it. But a corrective tax set at 100 would cause the injurer to purchase the prevention because he could avoid 100 in taxes and collect
more than 10 (indeed, up to 100) from victims.

b)   But the Government is a party here and should, by definition, be allowed to bargain, preventing the double counting that occurs above.  The solution there is not mutually beneficial for the government
4)   UPSHOT:  Be careful about the invariance version of the Coase Theorem.
iii.

5.6.3 -- Bargaining is costly
1)   If bargaining is costly, one of two things could happen
a)   They could decide to bargain because the gains from bargaining are greater than the costs of bargaining, and thus the optimal result will occur.
b)   They could forego bargaining because costs of it exceed benefits, and thus the
suboptimal result will occur.
2)   "It follows that the choice of legal rules will matter to social welfare; legal rules should be selected so that more costly bargaining is not needed to achieve the socially optimal outcome.  Thus, if it is usually optimal for firms not to pollute, because the benefits they would obtain if they pollute are unlikely to exceed the harm caused, victims should enjoy the right to clean air.  Or firms should be regulated,  taxed, or
held strictly liable for harm due to pollution."
iv.

5.6.4 -- Bargaining is Subject to Problems of Imperfect Information
1)   Sometimes parties may fail to bargain because they have imperfect information.
2)   In such instances legal rules which result in lesser need for bargaining to achieve optimal solutions would be beneficial, but if the parties themselves do not have the information it may be unlikely that the government does, complicating things.
v.   5.6.5 -- Conclusion About Bargaining and Legal Rules for Controlling Externalities
1)   "When conditions are such that parties may bargain with one another, the choice of
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legal rules matters less to the optimal control of external effects than would otherwise be the case, because bargaining may lead to mutually and socially advantageous outcomes."
2)   "Yet the choice of legal rules is important because  it can produce such outcomes directly, reducing the need for parties to bargain and to incur associated  transaction costs, and also avoiding suboptimality where bargaining would not succeed due to asymmetry of information between the parties."
X.    Chapter 6 -- Public Property
a.   6.1 -- Justifications for Public Property
i.   6.1.1 -- Definitions and General Justifications
1)   Public property is property owned by the state.
2)   Public property can be free to use, available for use with a fee, or available to use only by specified persons (like military bases).
ii.

6.1.2 -- Provision and Free Use of Certain Property Is Socially Desirable
1)   If the costs of using something (say a road) after it has been constructed is zero, then that thing should be available for free use by everyone.
2)   If something is such that after it is constructed it should be available for free use, it
should be constructed if the value of use to all the individuals who will use it for free is greater than the costs of producing it originally.

iii.

6.1.3 -- Private Provision of Such Property is Unlikely To Be Adequate
1)   It may be difficult or expensive to prevent use by nonpayers, and this expense may discourage initial creation of the item.
2)   Even if exclusion is cheap, "the revenues the provider would be able to obtain would
generally fall short of the real value people attach to its use."  If there are 10 people who value using a road at 1, 2, . . . 10, the total valuation is 55. Suppose the provider charges a price of 5. The revenue generated is 45. This revenue does not fully reflect the value placed on the item by high-utility users, and it inefficiently blocks out low- utility users who value use more than the cost of use (0). Therefore, private developers may not earn enough to cover the costs of supplying the item, even though the total valuation exceeds its cost.
iv.

6.1.4 -- Even If Property That is Socially Desirable To Provide Is Supplied by Private Parties, Two Problems Remain
1)   Expenses paid to prevent nonpayer use are socially wasteful.
2)   Too few individuals will not use the road.  That is, some will not use the road whose value of use is greater than the cost of use (essentially 0).
v.   6.1.5 -- Public Provision of Property That Ought To Be Provided for Free Use
1)   The state can just compare the total value with the costs of production  because it need not finance the road through use of the road -- it just levies taxes
2)   The state can simply allow the property to be used without fee.
vi.

6.1.6 -- Problems with Public Provision
1)   Taxes have administrative  costs and distort incentives
2)   The state may have a hard time determining total valuation.
vii.

6.1.7 -- Comment on Elicitation of Preferences
1)   State can look at pricing and use of similar property
2)   State can use surveys (problematic)
viii.

6.1.8 -- When Public Provision Is Best
1)   "Public provision of property that ought to be developed and freely used is best, loosely speaking, when the disadvantages of private provision -- the possible failure to supply the property, the cost of excluding nonpayers,  and the underuse of privately supplied property due to the charging of a price for use -- outweigh the disadvantages of public provision -- the possible costs of raising funds through taxation, and the possibly problematic features of the process for deciding about development of property."
ix.

6.1.9 -- Examples
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1)   Roads
2)   Rivers
3)   Airspace
4)   Recreational Areas
5)   Land and Moveable things with unique characteristics
x.   6.1.10 -- Public Property That Should Only Be Available for Use for a Fee
1)   When using the good has some cost, public providers should set a fee equal to that marginal cost if doing so generates more revenue than in not doing so and saving in the administrative  costs of collecting fees.
2)   When a fee needs to be charged, one benefit of public provision -- the costs of
excluding nonpayers  -- disappears.  But it is still true that private providers will likely charge a price higher than simply the marginal cost of use.
xi.

6.1.11 -- Public Property That Is Needed for the Provision of Public Services

1)   A service might need to be publicly provided because of the practical impossibility of excluding free riders.
2)   Some services have beneficial effects which private parties won't consider when
deciding whether to purchase the item if privately provided.  Libraries, for instance, would be used less if people were charged to use them, so if the external benefits of a well-educated citizenry are greater  than the costs of allowing free access, do it.
3)   Note that these arguments do not entail that Government must directly supply the service.  It could subsidize it, for instance, or contract out.
xii.

6.1.12 -- Public Property Acquired by Conquest or by Purchase from Other Countries
1)   Public ownership initially prevents a wasteful rush to the new land, but in time the land should be sold to private parties unless falling under one of the justifications given here.
b.   6.2 -- Acquisition of Property by the State: By Purchase and by Eminent Domain
i. ii. iii.

6.2.1 -- In General
6.2.2 -- The State Will Need To Acquire Property from Time to Time
6.2.3 -- Acquisition of Property by the State Through Purchase
1)   The state should usually be able to purchase property which it is socially desirable for
the state to acquire.
2)   However, just like any other transaction, bargaining between the state and the owner may break down because of information asymmetries.
3)   When there are many parties, opportunistic holdouts may make it very difficult for the state to acquire all the property  it needs to through purchase.
4)   When there are honest holdouts, there may be no amount which the state could pay the owner even though the social value of the property is higher than the owner's valuation.  (This comes from the fact that the owner's valuation of money will not rise linearly, owing to the diminishing marginal utility of money).
iv.

6.2.4 -- Acquisition of Property Through Exercise of Eminent Domain Power Compared to
Acquisition by Purchase
1)   Problems in bargaining are avoided when states have eminent  domain power.
2)   Transaction costs may differ under different regimes, but it is not clear that they will necessarily be higher or lower with or without eminent domain powers.
3)   If the state must compensate, then the implicit cost of raising funds to use eminent domain are similar to the explicit cost of paying the purchase price.  But if compensation is not required, eminent domain may enjoy a cost advantage.
4)   The possibility of socially undesirable  acquisitions exists when eminent domain power
exists but not when transactions alone are allowed.
v. vi.

6.2.5 -- Eminent Domain Power May Be Justified by the Problems with State Purchase
6.2.6 -- Risk-Averse Individuals' Desire for Compensation for Losses Is NOT a Reason for the
State to Pay Compensation for the Property That It Takes
1)   Risk averse individuals can purchase  insurance against takings rather than being compensated for those takings.
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2)   Paying for an insurance premium would be just as expensive to owners as would paying the increased tax rates if takings were compensated, so they should be indifferent to compensation requirements.
vii.

6.2.7 -- Payment of Compensation, Administrative Costs, and Costs of Raising Funds
1)   Two kinds of administrative costs would be incurred for paying compensation:
a)   The costs and distortion of incentives associated with taxation. b)   The administrative  costs in compensating process itself.
i)   These must be compared  to the (likely lower) insurance costs in the alternative.
viii.

6.2.8 -- Payment of Compensation and the State's Incentives To Take Property
1)   The traditional argument: The state may not actually be taking property it is socially worthwhile to take, and paying compensation deters them.
a)   State may use its power to punish political opponents. b)   Bureaucrat may use it to increase scope of authority.
c)   Bureaucrats could be bribed by private developers
2)   RESPONSE:
a)   Maybe the state is actually too cautious about takings because of nervous bureaucrats.
b)   Bureaucrats don't really lose when taxes are raised, so why would paying
compensation make them less likely to take.
c)   Compensation reduces the incentive to fight takings, so maybe it will actually increase the number of takings.
3)   In lots of other places government activity reduces people's property value -- why be
so concerned  about it here but not in all those places?
ix.

6.2.9 -- Payment of Compensation and Individuals' Excessive Incentives To Invest in

Improvements of Property
1)   If people are compensated for takings, they will treat investments in property as having a certain return,  whereas in reality some percentage of the time the investment will be worthless because it needs to be paved over to build a road.
2)   The state could fix this by paying compensation for only the unimproved value of the
land, but the state might have a hard time getting this information.
3)   This problem also goes away if takings are uncompensated.
x.   6.2.10 -- Comments on Incentives To Invest
1)   "Limited practical importance of the excessive incentive to invest when government compensates for takings"
2)   "Possibility of excessive incentives to invest when government does not compensate for takings."  If there were no compensation, people could really improve land such that the private value now exceeded the social value, making it so there wouldn't be a taking.  This seems really unlikely to me.
3)   "The mistaken notion that compensation is needed to support investor expectations"
a)   These incentives to invest are socially undesirable, not desirable -- for the overinvestment reasons given above.
4)   Qualification -- if investment isn't rendered a waste by taking, then compensation might lead to proper investment because the investment isn't a waste after the taking -- there's still social value to it, maybe even higher social value.
xi.
xii.

6.2.11 -- Compensation for Takings; Factors Favoring and Disfavoring Summarized
6.2.12 -- Comment on Actions by the State That Affect Property Values Even Though They
Are Not Complete Takings
1)   The rationales for eminent  domain apply with varying force depending  on the regulatory taking context.
2)   The costs of compensating may be high because of the large number of possible
claims and the small value of many of those claims.
xiii.

6.2.13 -- The Law
XI.

Property Chapter 7 -- Property Rights in Information
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a.   7.1 -- Patents, Copyrights, and Trade Secrets: Property Rights in Information of Repetitive Value
i.   7.1.1 -- In General
1)   The basic problem: information may be more socially valuable than its costs of creation, but because it might be easily copied creators may not be able to capture profits equalling these costs.  Thus, underproduction of information may occur.
2)   Possible solution
a)   Property rights in information
i)
ii)

Advantage: Spur creation of information by ensuring profitability. Disadvantage: Monopoly pricing creates  loss of social welfare.
b)   Reward System
ii.

7.1.2 -- Socially Ideal Use of Information That Exists
1)   After the good has come into existence, it should be used by all and only those who value it more than the cost of getting the information to them (the cost of printing the book, the cost of the computer disk, etc.)
iii.

7.1.3 -- Social Value of Information
1)   "The optimal social value of information is its social value when the good is optimally produced,  that is, produced  for each and every individual who values it more highly than its production  cost."
iv.

7.1.4 -- Socially Ideal Creation of Information
1)   Information should be created if its optimal social value exceeds its development cost.
2)   If 1,000 people value a book at 10, and it costs 4 to print a copy of the book, it's optimal social value is 1,000 x (10 - 4) = 6,000, as everyone should have it. Thus, it should be produced  if the cost of development is less than 6,000.
v.   7.1.5 -- Use of Created Information in the Absence of Property Rights: Tends Toward the
Optimal
1)   Without property rights, booksellers compete against each other and drive the price of books down to the costs of production,  the socially optimal level.
vi.

7.1.6 -- Creation of Information in the Absence of Property Rights To Be Inadequate
1)   Because the reward to a creator of information absent property rights is lower than the social value (indeed, can be zero), a socially suboptimal amount  of information creation could take place.
vii.

7.1.7 -- Qualification: It May Be Time-Consuming or Impossible To Copy Information
1)   Creators can get a head start on competitors and thus capture some profits.
2)   In some areas this head start may be sufficient to spur efficient information creation, as in the example of Coca-Cola.
viii.


7.1.8 -- Are Property Rights in Information Necessary To Induce Its Creation?
1)   While it is a bit optimistic to think that people can always get a sufficient head start to make creation worthwhile, lots of creation may happen  even absent property rights.
2)   Indeed, property rights in information are fairly recent even in some developed
countries.
ix.

7.1.9 -- Property Rights in Information
1)   Patent rights -- novel products and processes
2)   Copyright law -- original written and other types of work that can be copied
3)   Trade secret law -- things like employee disclosure of methods
x.   7.1.10 -- Use of Created Information in the Presence of Property Rights Tends To Be

Inadequate
1)   "When parties possess property rights in information, they will sell goods embodying the information at prices exceeding the cost of production,  so that the level of purchases of the goods will be less than is socially desirable."
2)   "The importance of this point depends on the magnitude  of the difference between the price and the cost of production."
xi.

7.1.11 -- Creation of Information Given Property Rights: Tends to Exceed That in the
Absence of Property Rights
1)   Parties will get positive profits from creating and selling information in the presence of
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property rights, so they are more likely to produce and sell information.
2)   However, it is rare when the monopolist can extract the full social value through monopolist pricing, so incentives to create will still be less than socially optimal.
xii.


7.1.12 -- Sale of Property Rights
1)   If property rights in intellectual property are valuable in the first place, then allowing sale of these rights is beneficial because it allows production  costs to go down and parties who could not easily distribute  information but who can produce it to sell the rights to distribute it.  (Think authors  and publishers.)
xiii.


7.1.13 -- Are Property Rights in Information Socially Desirable?
1)   "Whether property rights in information lead to a socially superior outcome depends on whether their advantage, inducing greater development of information, is more important than their disadvantage -- curtailment  of the production  of goods embodying the information [because of monopolistic pricing]."

2)   While there is in reality some incentive to create information even without property
rights because of the time advantage, economists tend to think IP rights are in some broad sense a good idea.
xiv.


7.1.14 -- Additional Issues Concerning Property Rights in Information
1)   Wasteful effort to create information due to the race to be first.
a)   To get the patent, parties might race and duplicate efforts, a waste
i)   Mitigating the race to be first
1)   Parties can cooperate if they know each other
2)   Awarding the patent early in the process, when the inventor has
"worked out the essentials" of the invention
b)   Does not apply to copyright law -- independent creators get independent copyrights, even if they create the same thing.
2)   The duration of property rights
a)   The optimal duration of property rights is "the minimum period necessary to generate monopoly profits usually sufficient to cover development costs"
i)
ii)

This suggests the period should be directly correlated with development costs (ceteris paribus).
No clear relationship between social value of incentive and duration of IP
rights.
3)   The scope of property rights
a)   "The larger the scope of property rights protection, the greater  the profits to the right-holder and the greater  the incentive to create information, but the larger the scope, the greater  also is the problem of excessive prices and inadequate use of information."
b)   Both increasing the scope and increasing the duration are ways of making the
patent more valuable and hence spurring more development.
c)   "A given scope of protection can be achieved in many different ways, by the state's deeming some behaviors as infringing and not others.  It is generally socially desirable for the state to treat as infringing those behaviors that produce profits for the property-rights holder at relatively low social costs."  An example -- we probably shouldn't let sports bar owners copy and rebroadcast stuff, but we should let home owners copy and replay stuff.
4)   Dependence of Present Innovations on Past Innovations
a)   "On the one hand, the broader  the protection granted first innovations, the greater the incentive to make such innovations."
b)   "On the other hand, the broader  the protection granted to first innovations, the
lower the incentives of others to generate second innovations."
i)
ii)

But if first creators are likely to be the ones to make the second innovations, broad rights should be favored for first inventors.
Broad rights to first innovators would also prevent wasteful races to be
the second innovator.
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5)   Effort To Copy and To Prevent Copying of Information
a)   IP rights lower wasteful efforts to copy information and to keep from being copied.
6)   Disclosure of Information and Property Rights
a)   To get the social benefits after a right expires, we want the parties to have to disclose the information.
b)   Parties might be sufficiently confident people can't copy their stuff that they
won't patent it, like Coke, allowing them to keep reaping monopoly profits (at the risk of being reversed engineered).
7)   Enforcement Costs of Protecting Property Rights
a)   Patents can often be cheaply enforced, but process patents might be hard to enforce (because you have to look behind closed doors).
b)   You have to have the administrative  and legal apparatus though.
xv.


7.1.15 -- Patent Law
1)   Three requirements of patent  law
a)   Novel i)



Economic support:  it would be silly to give someone a property right in order to incentivize the creation of information which already existed.
b)   Nonobvious
i)   Economic support: It would be silly to give someone a property right to information which is already in existence or really easy to discover.
c)   Useful

i)
ii)

Economic support: prevents parties from getting lots of useless patents so they can be patent troubles.
Economic concern: what if the patent office sucks at determining whether something is useful?  Why not let the market do this?
xvi.


7.1.16 -- Copyright Law
1)   Two requirements
a)   Fixation -- if you copyright a speech, you have to write it down b)   Originality (and some modicum of originality)

i)
ii)

Originality is sufficient for a copyright but not a patent perhaps because much copyrightable material has value from the particulars of the work rather than its underlying ideas.  Shakespeare's version of Hamlet would be a lot more valuable than a play by a bad poet based on the same plot. So society should encourage  creation of original works based on old plays, but not original products based on old ones.
Copyright holders do get rights to derivative works like translations.
2)   Fair use doctrine is probably justified on the grounds that it doesn't take away much profit at all from creators and prevents a huge loss in social welfare from monopolistic pricing.

xvii.


7.1.17 -- Trade Secret Law
1)   Similarities to Patent/Copyright:
a)   Both protect  a form of information
2)   Differences from Patent/Copyright
a)   Trade secret protection can be obtained  largely without cost and without the tests for patent/copyright protection
b)   Trade secret protection is unlimited in duration.
i)   Trade secrets need never be disclosed
c)   Trade secret protection does not guard against reverse engineering
d)   Trade secrets are more difficult to sell -- once you tell the party what you want to sell, they've got it!

3)   Evaluating Trade Secret Law
a)   For low value information, trade secret law may be the only form which can efficiently protect  it, so trade secret law is in general good here.
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b)   Letting parties choose between trade secret and copyright gives them a valuable option and harnesses their information.
i)   If private incentives do not equal social incentives here, this choice may
cost social welfare.
xviii.


7.1.18 -- Rewards for Creating Information: An Alternative to Property Rights in Information
1)   It looks like a reward system should have the benefits of property rights (incentivizing creation of information) without the cost (monopoly pricing and its losses).
2)   But that will depend  on how the reward is calculated.
xix.


7.1.19 -- Determination of the Rewards
1)   If reward equals profits from property rights, incentives will be the same without the social costs.
2)   If reward equals full social value of the information, optimal information creation will

obtain.
3)   However, it may be hard to determine the full social value, and in some cases this difficulty could make it such that information which would be created under IP rights regime would not be created under a reward system.
xx.

7.1.20 -- Additional Issues Concerning the Reward System
1)   Duplicative Effort and the Race To Be First -- reward system would have this issue too.
2)   Dependence of Present Innovations on Past Innovations
a)   By definition, current innovators would be able to build freely on past innovations, constituting an advantage  of the reward system.
3)   Social cost of protecting property rights; efforts to copy and to prevent copying
a)   There would be no social effort spent protecting from copying or copying information, and thus this is an advantage  of the reward system.
4)   Financing the reward system
a)   The reward system would be financed by taxes, with the accompanying problems associated with taxation.
xxi.

xxii.


7.1.21 -- Actual Use of the Reward System and Debate About It
7.1.22 -- Practices Similar to the Reward System: State Support of Basic Research; Bestowal of Prizes and Honors
b.   7.2 -- Property Rights in Other Types of Information
i. ii.

7.2.1 -- Variety of Other Types of Information -- stuff like knowing the location of oil or knowing the future price of a market good.
7.2.2 -- Socially Desirable Generation and Use of the Foregoing Types of Information; Property Rights in Such Information
1)   Single-use information needs no protection unless the party who has the information cannot himself use the information.  (Note that giving property rights in the information does not result in suboptimal use because it is going to be used the once that it can be used.)
2)   The law gives protection to information about things such as the future price of
commodities, even though such information is only socially valuable to the extent that people can use it to make beneficial changes in nonfinancial behavior (such as switch production from soon-to-be expensive commodities to less expensive ones).
3)   Personal information has complicated social value -- if someone is criminal, knowledge
of that may well allow individuals to alter behavior in order to avoid harm or something.  But blackmail is a good example of possible social costs from the ability of parties to get personal information and disseminate it freely.
c.   7.3 -- Trademarks: Property Rights in Labels
i. ii.

7.3.1 -- Goods and Services Whose Quality Is Hard for Consumers To Ascertain Directly

7.3.2 -- Social Value of Labels for Goods and Services Whose Quality Is Difficult To Ascertain
Directly

1)   "Labels have social value when consumers associate them with the true quality of labeled goods (or services) and when the quality of such goods would otherwise  be hard to determine."
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2)   The value of labels comes from two factors:
a)   Labels allow consumers to make purchase decisions on the basis of product quality without having to investigate actual product quality independently.
b)   Labels allow producers  to make goods of high quality, for they will know that customers will recognize their product and its quality (and that other firms can't free ride on their good name).
iii.

7.3.3 -- Social Value of Property Rights in Labels
1)   Without labels that are enforced, none of the benefits above can accrue.
2)   With labels that are enforced, sellers will be motivated to develop and use labels whenever they want to produce a good of other than the lowest quality.
iv.

7.3.4 -- Social Costs of Property Rights in Labels
1)   Administrative costs
2)   Advertising costs
3)   Attempts to mislead once labels have been built up
4)   Encumbering our use of language
a)   This cost can be avoided by only allowing certain words or phrases to be trademarked.
v.   7.3.5 -- Optimal Duration and Extent of Property Rights in Labels
1)   Unlimited trademark rights would seem to be beneficial as long as the firm is still using the trademark and society gets the benefits of quick recognition of product quality.  It would also be pointlessly expensive to expire trademarks and then require the company to go through the process of building up a new trademark.
2)   Reasons To Terminate Trademark Protection
a)   If the trademark falls into disuse, it might be good to remove protection for some scarcity value of the mark.
b)   If the seller wanted to quickly degrade the quality of goods to make a huge
profit in the short run, we might want to stop their trademark rights.
3)   Extent:  Trademarks should be used "to the extent that the do not lead consumers to confuse different products, for the social desirability of labels rests on their furnishing consumers the ability to identify product quality."
vi.

7.3.6 -- Property Rights in Labels Contrasted with Property Rights in Information of
Repetitive Value
1)   There are no significant social costs beyond enforcement in granting parties trademark protection, unlike information of repetitive value.
2)   Thus, unlike patent/copyright, trademarks are socially unproblematic.
vii.

7.3.7 -- Trademark law
XII. XIII.

Contracts -- See John Polley's notes.
Litigation Chapter 17 -- Basic Theory of Litigation
a.   17.1 -- The Bringing of Suit

XIV.

NOTES ON THE EXAM
a.   What material will be covered?
i.
ii.

None of the material in the last part of the book -- none of the welfare economics and morality stuff.
No questions  about parts of the book we didn't discuss in class.
b.   Format
i. ii.
iii.
iv.

Mix of numerical problems and short essay problems.  Look at the two posted exams -- that will give you a very good idea of what the exam will be like.

Each question has a number of minutes next to it. The number of minutes adds up to 150, which is 2.5 hours, but the exam is 3 hours in length (so you have an extra 30 minutes to sort of go back and check your work).
If the meaning of a question is unclear (which may be intentional!) tell Shavell what you are
assuming.  For the numerical question, there kind of is an objective answer, but if you make a different assumption  maybe you'll come up with a different answer.
THERE WILL BE A QUESTION  ABOUT THE OPTIMAL LEVEL OF CARE AND  THE OPTIMAL LEVEL
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OF ACTIVITY.
c.   Grading -- Shavell never contemplates using a curve. d.   Bring a calculator if you want
III. Contract Law
Chapter 14: Contract Formation
1. Search Effort
a. Defined: the time and effort spent searching for and investigating contractual opportunities

b. the social benefit of search by a person over some time period is (the expected value of any contract made by a person and his contracting partner) minus (the expected value of any contract that was prevented because the person’s partner became unavailable for contracting with someone else).

c. Private incentive for search may diverge from social benefit for two countervailing reasons:

i. a searcher is motivated only by the benefit to himself; he won’t count the opportunity lost by occupying his contracting partner. Too much effort may result.

ii. a searcher is motivated only by his part of the surplus created by a contract, although surplus accrues to both parties. Too little effort may result. 

2. Fundamental Rule of Recognition of Contracts: Mutual Assent

a. A contract is deemed valid only if both parties give clear indication of assent. Two private and social virtues:

i. That mutual assent is sufficient allows parties to make contracts when they so desire. Allows parties to stop searching and engage immediately in activities that will raise the value of the contract (eg, hiring workers).

ii. That mutual assent is required mean no party will be obligated unless he wishes that. Fosters search and negotiation, which would be curtailed if a party were legally obligated against his will. Degree and quality of contracting is improved.

3. Offer and Acceptance
a. Two prominent reasons for delay between offer and acceptance:

i. To investigate the offer. Holding it open will allow investment in information; were the offeror able to change the price, the offeree wouldn’t invest. 

ii. Parties not physically proximate, requiring time for offer to be sent and acceptance received. 

1. mailbox rule: acceptance recognized at time offeree sends acceptance. This promotes early investment by offeree, but discourages potentially search for alternative contracts by offeror.

2. receipt rule: acceptance recognized only at time it is received by offeror. Opposite arrangement of virtues to mailbox rule.

4. Fraud
a. Fraudulent contracts are not recognized as valid, and are socially undesireable:

i. efforts to carry out fraud are economically sterile

ii. efforts to detect fraud are a waste

iii. to the extent fraud is successful, it may result in inefficient action and poor matches between contracting partners

5. Mistake
a. Discussed here only where one side knows that the other side does not understand some relevant point about the contract (in the absence of deceit).

b. Two social disadvantages to enforcement in presence of mistake:

i. potentially socially inefficient use of resources (eg, purchasing building for business use where zoned for residential).

ii. may lead to excessive precautions to reduce likelihood of mistake

6. Information Disclosure
a. 6.1 Effects of disclosure obligations

i. disclosure obligations leads to transmission of information and accompanying change in price. Sellers may not disclose faults, buyers may not reveal information on value of the asset (eg, mineral deposit), both for fear of unwelcome change in price.

ii. the obligation may dull incentives to acquire information before making a contract. Sellers may not conduct appraisals, buyers may not invest in info. 

b. 6.2 Social desirability of disclosure obligations

i. Desirability depends on three interrelated factors:

1. whether buyer or seller possesses info: appeal of requiring disclosure stronger when sellers possess info, as it is buyers who can make socially valuable use of the info. 

2. whether incentives to acquire info would be undesirably reduced: eg, a company would not invest in an aerial survey to determine mineral-bearing potential of land if forced to disclose. 

a. however: incentives to invest in acquisition of info may be socially excessive if there is no obligation to disclose, and this will be certainly so if info isn’t valuable in the first place (recall hurricane/island example).

b. dulling of incentive to invest is more important for buyers, and sellers can still partially capture the value in a sale.

c. would obviously have no negative effect on incentives where a party has the info without investment (eg, knowing roof leaks).

3. whether information is socially valuable or merely has private value: info on leaky basement can allow buyer to take beneficial action, but knowing a fungus will destroy a crop has little value if nothing can be done to stop it.

c. 6.3 Comment on the relationship to fraud and mistake

i. whereas in fraud/mistake allowing nondisclosure can only lead to socially undesirable effects, in the disclosure obligation context discussed above, there may be times when inducement of investment in acquisition of information is socially desirable. 

7. Duress

a. The law generally refuses to enforce contracts made under duress.

b. 7.1: Induced duress

i. the effort made to engender dangerous situations is a waste, as is the rescue effort, and in the absence of rescue serious harm may result. 

c. 7.2: Naturally occurring duress

i. Reasons for disallowing contracts in which rescuers obtain high prices:

1. the law helps risk-averse rescued parties by providing, in effect, an insurance policy by refusing to enforce.

2. allowing high prices for rescue may lead individuals to take excessive precaution.

ii. however, these reasons are tempered by the idea that we may want to induce people to make a rescue with high rewards, as with ships caught at sea during storms.

Chapter 15: Production Contracts
1. Completely Specified Contracts
a. 1.2: Mutually beneficial completely specified contracts

i. Completely Specified: a contract in which the list of conditions on which the actions are based is explicitly exhaustive, covering literally every condition.

ii. Pareto Efficient: a contract is pareto efficient (or “mutually beneficial”) if it cannot be modified so as to raise the well-being—the expected utility—of each of the parties.

iii. “mutually beneficial completely specified contracts call for performance if and only if the value of performance exceeds its cost.”
1. if a contract has a term resulting in performance when production cost exceeds the buyer’s value, the seller will want the term changed and will be wiling to reduce price to get buyer to agree. 

2. if the contract has a term allowing the seller not to perform when production cost is lower than the buyer’s value, the buyer will want that term changed and will be willing to alter the price to make the seller agree.

3. See Example 1, p. 340 for illustration.

b. 1.3: Comments

i. in this example we can speak of “the” mutually optimal conditions of performance, but the price under those conditions could vary based on bargaining power, etc.

ii. This is the contract that we can view the parties themselves as desiring if they could completely specify; they would agree to alter it if it called for performance under any other conditions.

iii. production occurs precisely when a contract’s value exceeds its cost is because this means that the joint value of the contract is maximized. 

c. 1.4: Risk Aversion

i. if one or the other party is risk averse, the conditions of performance would remain the same. But they might reallocate risk according to their risk profiles in other ways; eg, with risk-neutral buyer and risk-averse seller, they might have buyer pay seller a fixed amount and absorb variation in seller’s cost (“cost-plus” contract).

2. Remedies for Breach and Incomplete Contracts
a. 2.1: Damages measures given completely specified contracts

i. the terms of a completely specified contract would never be violated. Shavell notes this, but also says a severe sanction would be desired by the parties to obtain adherence (not clear to me that it should matter, if the contract is truly complete).

b. 2.4: Behavior under damage measures

i. expectation measure: the amount that, if paid, will put the buyer (or, more generally, the party that is the victim of a breach) in the position he would have enjoyed had the contract been carried out. 

ii. the expectation measure leads to performance if and only if the (gross) value of performance exceeds production cost – exactly when performance would occur under the terms of a mutually desirable completely specified contract. See example p. 344.

iii. damage measures exceeding (below) expectation may lead to performance more (less) often than under a completely specified contract.

c. 2.5: Mutually preferred remedy for breach: the expectation measure

i. Key principle: “Given any proposed remedy for breach of contract other than the expectation measure, one can replace the proposed remedy with the expectation measure and adjust the contract price such that both the buyer and the seller would prefer the expectation measure and the modified price to the proposed remedy and the initial price.” (where parties risk-neutral, seller’s cost uncertain, no renegotiation).

ii. Example (illustrating specific performance less preferred) p. 346.

1. seller is better off not having to perform when cost is above value of performance, and will share the benefit with the buyer.

iii. Example (illustrating a lower damage measure less preferred), p. 347.

1. raising to expectation level induces seller to perform when cost is below value of performance. 

d. 2.6: Generality of results about the expectation measure

i. even if both buyer’s valuation and seller’s production cost are uncertain and vary, under expectation measure, buyer will breach when valuation falls below seller’s cost, paying expected profit of seller to seller. this is optimal.

ii. if payment is made at the outset (rather than at time of performance, the assumption in the general model), this just means the full price paid plus buyer’s valuation in excess of price must be paid to buyer if seller breaches.

iii. if the victim can mitigate, then the expectation measure is interpreted as the buyer’s optimally mitigated level of losses, and expectation damages are still optimal.

iv. if breach is not intentional but probabilistic, expectation is still optimal, and induces producer to take optimal level of care. 

v. but expectation measure may not be the mutually preferred remedy if parties are risk averse or reliance decisions are at issue (see below).

e. 2.7: Risk Aversion

i. Damage measures play dual role where parties are risk averse: they induce performance where desirable, and they allocate risk. 

ii. expectation measure imposes risk on the seller, and implicitly insures the buyer against nonperformance. This is problematic if seller is risk-averse (eg, small company supplying machine tool to Ford).

1. a solution in such a case may be to specify certain serious problems that the seller might face for which he would be excused from the obligation to perform (and thus need not pay damages). 

2. note that specific performance imposes a heavy risk on the seller.

f. 2.8: Liquidated damages versus court-determined damage measures

i. if the court applies the damage measure the parties would want, no need to specify in the contract, and court generally use expectation damages. Nonetheless, court error (say, in determining value of performance) may make a liquidated damages provision attractive. 

ii. courts generally enforce liquidated damages. they sometimes fail to do so if the damages seem excessive (a “penalty”), which is bad if it was what the parties truly desired, but may provide a beneficial form of insurance against mistaken behavior if the parties didn’t consider the contract carefully.

g. 2.9 Asymmetric information and remedies for breach

i. if seller doesn’t know buyer’s valuation (think of the broken mill shaft in Hadley), courts generally use the valuation the seller is likely to have perceived. This induces buyers to reveal valuation, which is generally a positive. 

h. 2.10: Contrast to views of legal scholars

i. Shavell notes that breach may be viewed as a morally bad act by traditional scholars. He reframes breach as fulfilling what the parties would have specified in a mutually preferred complete contract. 

ii. Shavell also emphasizes analyzing damages at the time the contract is made, at which point specified damages serve a mutually beneficial purpose. This is in contrast to the traditional emphasis on analyzing damages once breach has occurred, at which point the parties’ interests conflict (this leads traditional scholars to push for a “fair” resolution of conflicts over damages). 

3. Reliance
a. 3.1: Definition of reliance

i. actions taken by parties in advance of performance that can enhance the value of the contract to a party.

b. 3.2: Reliance as the measure of damages

i. a possible  measure of damages is to compensate reliance expenditures. Reliance measure is generally less than expectation, and will thus tend to lead to more frequent breach than parties would specify in a complete contract.
ii. Example, p. 356 (showing expectation measure preferred). 

c. 3.3: Comment on views of legal scholars about the reliance measures

i. scholars who advocate reliance damages tend not to take account of interests of parties at the outset, and so do not recognize that expectation measure would be chosen by the parties. 

d. 3.4: Level of reliance; optimal reliance

i. Reliance will be said to be optimal if it maximizes the expected joint value of a contract to the parties, that is, if it maximizes the expected value of performance less production cost and less the costs of reliance. 

ii. Example, p. 357. (illustrates that an expenditure on reliance is optimal only if its expected benefits exceed the expenditure. 

e. 3.5: Remedies for breach and the level of reliance

i. Under the expectation measure, there will be a tendency toward excessive reliance: because the buyer is implicitly insured by receipt of damages against losses from breach, he will view his investment in reliance as one with a certain payoff. In reality, it has only a probabilistic payoff because performance may not occur, and that needs to be taken into account in determining optimal reliance. 

1. Example, p. 359, showing that buyer may choose a level of reliance higher than the socially optimal level of reliance. 

ii. Where the reliance measure of damages is used, an additional reason for excessive reliance is that it increases the level of damages toward the expectation measure, and thus decreases incidence of breach. 

iii. There does not exist any damage measure that provides optimal incentives both to perform and to rely: only expectation provides optimal incentive to perform, yet it does not provide proper incentive to rely. 

f. 3.6: Further on reliance and remedies for breach:

i. Sophisticate damage measures: if the level of damages is set equal to the level reflecting optimal reliance, there will be no incentive to rely excessively, as increasing reliance will not raise damages received in the event of breach. This requires court to know the functional relationship between reliance and value of performance and the probability distribution of production costs, however. This thus might be best employed as a liquidated measure.

4. Renegotiation

a. 4.2: Performance

i. renegotiation assumed here to take place costlessly

ii. given an assumption that renegotiation will always take place when the mutually desirable outcome would not otherwise occur, performance will always be mutually optimal and identical to the completely specified contract. That is, performance will occur if and only if its value exceeds the cost of performance

1. see example, p. 362.

2. because damage measures serve no role in inducing mutually desirable performance when renegotiation is a costless process, damages measures offer no advantage to the contracting parties if performance is the only relevant factor in a contractual situation.
b. 4.3: Reliance

i. renegotiation will generally affect the choice of the level of reliance by a buyer, for the terms of the renegotiation will tend to be influenced by the value of performance, which reliance affects. 

1. Example, p. 364. when a remedy for breach is such that a buyer has to renegotiate and bargain for performance (eg, damages for breach are zero), some of the value of reliance to him is extracted in the process, and anticipating this, he will tend to rely too little. If the remedy for breach is such that the seller has to renegotiate and pay so that he will not have to perform, the buyer will be led to rely too much. 

2. as before, the incentive to rely is excessive under the expectation measure.

c. 4.4: Risk Aversion

i. in general, renegotiation would seem to reduce risk-bearing that is due to otherwise inappropriate performance decisions (eg, damage measures that are too high, specific performance, etc.).

ii. but renegotiations can’t alter risk in a substantial way; only ex ante provision in contract can do that. If damages too high (or specific performance), the only way to substantially alter the risk to the seller is for the seller to adopt a different damage measure, such as expectation, or else to write a more complete contract governing when performance shall occur and allocating risk independently.

d. 4.5 Summary of conclusions about renegotiation and remedies for breach:

i. “Although renegotiation leads to performance when that is mutually desirable regardless of the remedy for breach, remedies for breach exert an important influence on reliance and also on the allocation of risk. Thus even if renegotiation is costless and operates successfully, remedies for breach remain relevant. In fact, of course, renegotiation is a costly process and may not be successful, so that the role of remedies for breach in promoting mutually desirable performance retains significance.”

Chapter 16: Other Types of Contract
1. Contracts for Transfer of Possession

a. 1.1 Introduction and description

i. regards to contracts for transfer of existing things. The uncertainty concerns outside-the-contract bids for the good that is supposed to be conveyed to the buyer. 

b. 1.2: Completely specified contracts

i. bids made only to the contract seller: the mutually desirable completely specified contract would call for performance if and only if the buyer’s valuation exceeds the outside bid. 

1. this if because if an outside bidder bids more than buyer’s value, the buyer and seller would be wasting an opportunity to enlarge the size of the pie and split it. 

2. a sale to a bidder with a lower valuation could lead in turn to a sale to buyer, but the higher price demanded by the outside bidder would represent a “leakage of funds”; this is socially equivalent if there are no transaction costs, but there would be such costs. 

3. Example, p. 370. 

ii. bids made only to the contract buyer: the mutually desirable completely specified contract would call for performance under all circumstances. 

1. this is because this ensures that the two parties will obtain the highest value from the good. The good must be transferred to the buyer in order to reap a higher outside bid. 

2. Example, p. 372

iii. Bids made either to the contract buyer or the contract seller: the conclusion under a mutually preferable completely specified contract is not unique. It would be mutually desirable as long as it calls for performance at least whenever the buyer’s valuation exceeds the outside bid – and in particular if it calls for performance under all circumstances. 

1. the price would be higher for performance under all circumstances in the presence of a higher outside bid, of course. 

c. 1.3: Comments

i. mutual desirability and social desirability

1. leakage of funds is a social downside only in the presence of transaction costs.

ii. risk aversion

1. does not affect the conclusions about when performance would be mutually desirable. But as in production contracts, different terms might be used to accommodate risk preferences (ie, a guaranteed payment to seller rather than risk of high outside bid). But note that the risk is a beneficial risk, which seems less important to the risk averse. 

d. 1.4: Remedy for breach

i. Assuming the contract isn’t fully specified, what are the preferred remedies for breach? 

1. bids made only to the contract seller: expectation measure leads to the same outcome as would be chosen in the mutually desirable completely specified contract. The seller is induced to perform whenever the outside bid is less than the buyer’s valuation. This maxes joint welfare.

a. Example, p. 375.

2. bids made only to the contract buyer: specific performance leads to the same outcome as in the mutually desirable completely specified contract and is thus the preferred remedy. The buyer is the one who has the opportunity to max welfare by selling to a high outside bid, and specific performance achieves that.

3. bids made either to the contract buyer or the contract seller: expectation measures or higher measures, as well as specific performance, will lead to the same outcome as in fully specified contract. 

a. But note: specific performance is mutually preferred to the expectation measure if courts might underestimate the value of performance. If a court did so, a seller might breach when the outside bid is less than the buyer’s value (example: p. 377). The buyer, knowing his own valuation, would never do so. 

e. 1.5: Comment

i. we’ve assumed fixed outside bids. It might be that a seller could get larger bids from outsiders the higher the damages the seller would pay for breach. So higher damages might be preferred. 

f. 1.6: The appeal of specific performance

i. as noted, if buyer and seller have equal access to bids, or if only buyer does, specific performance is preferred if there’s any risk of a court underestimating the buyer’s value of the good. 

ii. this contrasts with production contracts, where specific performance can lead to production where costs are above the buyer’s value. 

g. 1.7: Contract law

i. U.S. law usually uses expectation measure, except in some circumstances for land or goods with idiosyncratic value. 

ii. French law uses specific performance for contracts for the transfer of goods (as recommended by Shavell), and German law nominally uses specific performance for all contract breach. 

h. Note on the literature

i. most literature has focused on inability of courts to estimate the value of performance as grounds for specific performance. Specific performance is viewed as needed to make the buyer whole.

ii. Kronman suggests that sellers tend to believe that high outside bids are unlikely, whereas buyers believe that high outside bids are likely. Hence, buyers will value specific performance substantially and sellers will view it as costing them little. Shavell doesn’t understand why Kronman thinks such asymmetric views arise. 

Litigation
Chapter 17: Basic Theory of Litigation
8. Bringing of Suit
a. Defined: the taking of a costly initial step, prerequisite to proceedings and trial.
b. Private incentive to sue is the expected benefits of suit less the expected costs.

i. By definition, suit is more likely the greater the likelihood of winning and the greater the magnitude of winnings.

ii. Suit is also more likely to less risk averse plaintiffs than risk averse ones.
9. Fundamental Divergence Between the Private and the Socially Desirable Level of Suit.
a. The Basic Problem: “The private incentive to bring suit is fundamentally misaligned with the socially optimal incentive to do so, and the deviation between them could be in either direction.”
i. Socially excessive suit could result when the plaintiff’s expected benefit exceeded the social benefit because the plaintiff bears only his own costs.
ii. Socially insufficient suit could result when the plaintiff’s expected benefit is less than expected social benefits, because the plaintiff only considers his gain and not gains in deterrence.
b. The divergence in particular legal rules and contexts and its importance

i. The negligence rule may be less likely to produce excessive suit than strict liability.
1. A harmful outcome is less likely to generate a lawsuit under the negligence rule than under strict liability because of the fault standard.  In theoretical models, there should be zero litigation under negligence regimes.
2. In practice, there are errors in negligence determination, so socially excessive litigation could exist, but likely less than under strict liability.
ii. In contract disputes, the private and social incentives to sue may roughly coincide.
1. Because the parties’ agreements are designed to minimize expected losses, we would expect them to attempt to minimize litigation costs as well.
2. But contracts may not be sufficiently detailed to avoid inappropriate suit.
iii. The divergence between private and social incentives can be dramatic.
1. The high administrative and defense costs of litigation may be such that plaintiffs ignore fully half of the total litigation costs.
2. In many areas, litigation will achieve little to no extra deterrence, thus meaning that litigation at all is socially wasteful.
3. Private incentives to sue may also be systematically too low in some contexts, such as where there are a lot of low magnitude harms being caused.
4. The costs of suit can lead to inadequate precautions by plaintiffs’ not bringing suit due to costs; by defendants not being responsible for full social costs (including litigation) of their harms; 
c. Fixing the System?
i. Good Ideas?

1. “Straightforward” Solution: Subsidize suboptimal levels of litigation and impose fines/penalties for superoptimal levels of litigation.
2. But the state would require lots of information to correctly do this.  However, the state could quickly fix the problem of defendants’ not being liable for full harm caused — make them pay administrative and legal costs.
3. THERE IS NO MAGIC BULLET: Any examination of corrective policy has to be sensitive to deterrence in the area at issue and thus must be tailored to each area.
ii. Definitely Bad Ideas?

1. Making plaintiffs pay state’s litigation costs:  Because the plaintiff’s benefit is different than the state’s benefits from suit, it is not clear that making plaintiffs pay state costs would lead to a better decision — it is not like making farmers pay government vets.
2. Loser-pays fee shifting:  Loser-pays does not necessarily diminish the volume of suit and may indeed increase it when the plaintiff puts a high probability on victory.
iii. Possibly Good Ideas, Depending on Context?

1. In areas where deterrence is unlikely to be helped by suit, we could simply use workers’ compensation-style systems.  
2. It may be best for legislatures rather than judges to make these decisions because of how complex and policy-oriented they are.
10. Settlement Versus Trial

a. The Basic Model
i. The plaintiff will accept any settlement offer greater than his expected benefit from trial, which equals his expected probability of victory multiplied by the magnitude of judgment less his litigation expenses.
ii. The plaintiff will accept any settlement offer less than his expected costs from trial, which equals his expected probability of defeat multiplied by the magnitude of judgment plus his litigation expenses.
iii. It follows: “A mutually beneficial settlement exists as long as the plaintiff’s estimate of the expected judgment does not exceed the defendant’s estimate by more than the sum of their costs of trial.”
b. The Basic Model Broken Down: Parties’ Beliefs, Judgment Amount, and Legal Expenses

i. The Parties’ Beliefs

1. What matters to settlement is not that the parties believe the plaintiff will likely win, but that the parties have similar estimates of the plaintiff’s chances.  When the plaintiff is much more confident in his case than the defendant thinks he should be, settlement becomes increasingly less likely.
2. The parties’ beliefs are likely to converge as trial preparation continues, but they will not necessarily converge because of natural optimism, asymmetric information, or agent-principal problems with lawyers.
ii. Judgment Amount
1. All else equal, a higher likely judgment increases the likelihood of trial by magnifying the effects of parties’ differing beliefs.
2. If the parties disagree about the likely judgment, trial will be more likely when the plaintiff thinks the likely judgment is higher than the defendant thinks is likely.
iii. Legal Expenses
1. The larger the legal expenses of either party, the greater the chances of settlement.

2. Legal expenses are likely to rise with the magnitude of the judgment, thus making large cases more likely to settle.
11. Divergence Between the Private and the Socially Desirable Level of Settlement
a. In General
i. Litigants may insufficiently be incentivized to settle because they do not consider full social costs, such as courts’ administrative costs.
ii. Asymmetric information may lead to failures to settle when settling would be in the social interest (saving on administrative costs)
iii. Settlement may affect deterrence by lowering the cost of violation, though the prospect of settlement may incentivize some potential plaintiffs — so it is not clear how settlement affects deterrence.  Further, even if settlement did affect deterrence, some areas decreased deterrence may be a good thing if the current level of deterrence is socially excessive (think auto accidents).
b. Additional Reasons Incentives to Settle May Diverge from Socially Optimal

i. Private parties may wish to settle to achieve socially undesirable privacy.
ii. Private parties do not consider the value stemming from clarification of the law and the establishment of legal precedent.
iii. Private parties do not consider the value of reinforcing social norms through trial, though trials may not be that good at this.  
c. Should We Have Trials?
i. Paradoxically, “an important justification for society’s having established the legal apparatus for the holding of trials is . . . not actually to have trials occur. Rather, it is to provide victims with the threat necessary to induce settlements.”
12. Trial and Litigation Expenditure

a. Private Incentives to Spend on Litigation
i. Expenditures on litigation generally increase a party’s odds in that litigation, and parties will spend on litigation until such expenditures cost more than likely gains at trial.  
ii. It may be difficult for parties to determine the benefit of trial expenditures, owning to uncertainty about the court’s reaction and the other party’s reaction to those expenditures.
b. Social Versus Private Incentives To Spend on Litigation

i. Reasons to think private and social incentives diverge
1. Litigants may spend in offsetting ways, generating no social value.
2. Litigants may spend in ways to mislead the court rather than enhance the accuracy of outcomes.
3. Litigants spend based on the expenditure’s effect on outcomes, without regard to the effect on incentives to take harm.  This could result in socially excessive or socially insufficient litigation expenditures. 

Chapter 18: Extensions of the Basic Theory of Litigation
5. Negative Value Suits
a. Definition: A negative value suit is a suit which, were it to go to trial, would (on average) cost the plaintiff more than he is likely to gain.  The puzzle is why these suits exist — rational parties shouldn’t be willing to bring them.

b. Explanations for Negative Value Suits
i. Masquerading Plaintiffs:  If defendants cannot tell plaintiffs who have negative value suits from similar plaintiffs with positive value, they may be willing to settle with negative value plaintiffs and thus incentivize such suits.
1. The presence of masquerading plaintiffs in the plaintiff population will lower defendants’ average settlement offers and thus lead to a greater proportion of trials.
ii. Defendants Avoiding High Expenses:  If plaintiffs know that defendants would have to spend a lot to defend, they may be able to get defendants to pay them something less than the amount of those defense costs despite plaintiff’s worthless claim.
iii. Bebchuk’s Kind:  If plaintiffs have already expended legal costs such that, after considering those costs as sunk, they now have a positive value claim, defendants may be willing to settle.  Defendants may refuse to settle initially, but if the plaintiff shows they are serious then defendants may settle.
c. The Social Value of Negative Value Suits
i. Negative value suits may be socially undesirable, but they are not necessarily so.  
1. Negative value plaintiffs whose suits are negative value because they are meritless are socially undesirable.  
a. They encourage firms to take cost-excessive precautions to avoid even prima facie liability and may discourage proper activity levels.
b. They generate litigation costs and impose risk for no social purpose.
2. Negative value plaintiffs whose suits have some merit but which are negative value because of litigation costs may or may not be socially desirable.
a. These suits could beneficially increase deterrence but not be brought generally because of high litigation costs relative to expected awards.  (This may be true even for masquerading plaintiffs.)
b. These suits could be socially undesirable because there is no extra deterrent power in them and thus they simply generate litigation and administrative costs.
6. Sharing of Information Prior to Trial

a. Motive to share information (18.2.1) — 
i. Because information brings parties’ estimates of the plaintiff’s success closer together, sharing fosters settlement and thus parties already have strong incentives to share.
ii. Thus, since litigants already have a strong incentive to share information, there must be some explanation for why parties do not share all information and always reach a settlement.
b. Why some information is not shared and trial may result (18.2.2) —
i. Information may be difficult to share in a credible way.
1. This creates a coattail effect for some parties: if some plaintiffs cannot credibly share information, parties with say lower but demonstrable damages will remain silent.
ii. Disclosing information can reduce its value to the disclosing party by increasing the chance it will be countered at trial.
7. Forced Disclosure of Information Prior to Trial: Discovery

a. Effect of discovery is only in addition to that flowing from voluntary disclosure 

i. In benchmark models, private parties voluntarily disclose all information, so the effect of discovery rules are simply in addition to self-motivated disclosure.
ii. Discovery can only correct some of the reasons for remaining silent:
1. Discovery cannot help when parties can’t demonstrate their position credibly, though it can mitigate the coattail effect created by this.
2. Discovery can force parties to talk when they are refusing to do so out of fear that sharing will lead to rebuttal at trial.
b. Discovery as a costly threat (18.3.2) — 
i. Discovery is frequently used as a weapon, a way of imposing costs on your adversary.
c. Discovery and social optimality (18.3.3) —
i. Because parties do not bear their own costs in discovery requests, there is reason to think such request will be socially excessive.
ii. However, discovery does have benefits:
1. The development and exposure of information creates deterrence.
2. Discovery makes trials more effective by giving each party relevant information prior to trial.
iii. Because of the divergence between private and social incentives to engage in discovery, though, discovery may often be socially undesirable (either because it is too extensive or because it isn’t extensive enough)
8. Shifting of Legal Fees to the Loser at Trial
a. Effects of Fee-Shifting on the Bringing of Suit (18.4.1) — 
i. Fee-shifting leads to more suits when plaintiffs are likely to win and less suits where plaintiffs are unlikely to win.  In the former case, they are unlikely to have to pay their legal costs, and in the latter they are likely to have to pay both parties’ expenses.
ii. “As a general matter, the range of high probabilities of prevailing for which fee-shifting increases suit . . . depends on the legal costs that the parties would bear at trial.  If they would each bear equal trial costs, then 50 percent is the threshold probability. . . . And if the plaintiff’s costs are less than the defendant’s, the threshold probability is higher.”
iii. If plaintiffs are risk averse, a general disinclination to bring suit is “superimposed” on the consequences described below.
iv. The English Rule tends to increase legal fees, which may also reduce the frequency of suit.
b. Effects on Settlement Versus Trial (18.4.2) — 
i. Given that suit has been brought, fee-shifting has a tendency to increase the probability of trial because fee-shifting magnifies the effects of the parties’ differing opinions about the plaintiff’s chances of success.  
ii.  However, risk aversion counters this tendency and makes settlement more likely.  Fee-shifting means that parties risk more than simply their own legal expenses if they are wrong about a suit’s likely outcome, encouraging risk-averse parties to settle.
c. Effects on Trial Expenditures (18.4.3) —
i. Fee-shifting usually leads parties to spend more on legal expenses
1. Fee-shifting means that parties may be able to pass their legal expenses onto the other party, “making legal services effectively cheaper.”
2. Fee-shifting increases the payoff for winning, a big deal when legal expenses are significant compared to the amount in controversy.
d. Social Desirability of Fee-Shifting (18.4.4) —
i. It is not possible to state generally whether fee-shifting is beneficial or detrimental from a societal point of view: fee-shifting sometimes promotes trial and sometimes promotes settlement (though both of these possibilities are also of uncertain social benefit), and fee-shifting sometimes increases suit rates and sometimes decreases them (also both of uncertain social benefit).
9. Difficulty of Statistical Inference from Trial Outcomes (18.5)
a. Are the Cases That Go to Trial Representative?
i. Consider an example in which 99% of all defendants in an area should be liable, but that 1% should not, and the plaintiff cannot tell them apart.  In such circumstances, most of the non-liable defendants would go to trial (because the radical difference between the parties’ estimations) and be found non-liable.  But clearly these trials are not representative of the area overall.
ii. That is, cases which go to trial go to trial for a reason; most cases settle.  Thus, there’s no reason to think the cases which go to trial are representative of all cases in the general area.
10. Elements of Trial Outcomes Apart from the Judgment (18.6)
a. “A trial outcome may have implications for the litigant beyond the immediate judgment,” such as worries about inviting future lawsuits by losing.  In this example, this non-judgment outcome increases the likelihood of settlement.
b. “A litigant may care whether a trial is held per se,” for instance if they want to expose the defendant’s bad behavior.  If this is the case, settlement is less likely.  
c. There’s all sorts of things besides the judgment which thus could affect settlement rates.
11. Role of Lawyers
a. Description of Lawyers’ Decisions (18.7.1) —
i. Incentives to Sue
1. Under an hourly fee system, lawyers’ incentives to take cases is excessive compared to the plaintiff’s expected benefits from cases because lawyers get paid the same regardless of the outcome.
2. Under a contingency fee system, lawyers’ incentives to take cases is inadequate relative to plaintiff’s expected benefits, because they bear the full risk of taking cases while receiving only a share of the benefits.
ii. Incentives to Settle
1. Under hourly fees, a lawyer who wants more work may have insufficient incentives to settle relative to the client’s expected benefits from going to trial.  
2. Under contingency fee arrangements, lawyers may have insufficient incentives to take cases to trial (excessive incentive to settle) because the lawyer bears all litigation costs but only receives a portion of trial benefits.
iii. Incentives to Make Legal Expenditures
1. Under hourly fees, lawyers are overly incentivized to make expenditures.
2. Under a contingency fee arrangement, lawyers are underincentivized to make legal expenditures.
b. Mutually Beneficial Lawyer-Client Arrangements (18.7.2) —
i.   If parties are (rationally) structuring contracts to maximize the pie, “the hourly fee arrangement would be superior if the excess incentives associated with it — to take cases, and then to go to trial and work more during trial — are not as important a drawback as the inadequacy of incentives under contingency fees.”
ii. Clients can mitigate incentive problems by monitoring lawyer behavior through second opinions and malpractice.
iii. Risk aversion on the part of lawyers increases the attractiveness of hourly fee arrangements relative to contingency fee arrangements, and relative risk aversion on the part of clients increases the attractiveness of contingency fee arrangements.
c. Socially Desirable Arrangements
i. When dealing with contracts, we have the general arguments for allowing parties to do what they wish, as maximizing their private welfare will generally maximize social welfare.  
ii. However, there may be externalities associated with contracts between attorneys and clients, such as too many suits being brought because contingency-fee arrangements allow risk-averse parties to bring suit.  This could be seen as an argument to regulate contingency fee arrangements.
1. HOWEVER, Shavell (like a good economist) points out that there are likely better policy approaches such as imposing fees for bringing suit.
12. Role of Insurers
a. Insurers’ Interests in Litigation
i. Insurers have often paid plaintiffs’ damages already and are exercising rights to sue defendants to recover those payments.
ii. Defendants frequently own liability insurance, thus giving defendants’ insurers incentives to settle for less or defeat plaintiffs at trial.
b. Description of effects [of insurance] (18.8.1) —
i. Decision To Sue
1. Consider a simple model in which both parties are insured and insurers make all legal decisions and pay all legal expenses.  Because insurers bear all litigation costs, they will have a reduced incentive to bring suit relative to the plaintiff.  
2. On the other hand, liability insurance is a spur to suit; otherwise, many defendants would be judgment-proof and not worth suing.
ii. Decision To Settle
1. [See Example 4, p. 439–40, for an example where both parties and their insurer have different incentives.  “The plaintiff’s insurer is more likely to want to settle than the plaintiff, and the defendant’s insurer is less likely to want to settle than the defendant—the plaintiff’s insurer will demand less than the plaintiff would, and the defendant’s insurer will pay less than the defendant would.”
2. Thus, it’s hard to tell in general whether insurance increases or decreases settlement.
iii. Decisions To Spend at Trial
1. “Insurance generally reduces incentives to spend at trial, [because] the insurers have less at stake than the full 100,000 [in an example with partial coverage], yet bear the entire legal costs.”
c. Mutually Desirable Insurance Contract Terms Regarding Litigation
i. It is often efficient to have a single party control litigation and bear its costs, usually the insurer.
1. It’s just easier.
2. Risk-averse insureds will want insurers to pay legal expenses.
3. Insurers will usually have better information and expertise about litigation, suggesting it makes sense to put insurers in control.
ii. However, by giving the insurer unilateral control over litigation and unilateral responsibility for its costs, insurer’s incentives vis-à-vis insureds are skewed, possibly to the parties’ detriment.  
d. Social Desirability of the Foregoing Contractual Terms (18.8.3) —
i. Unless these contractual terms have externalities, we should let the parties make them for the standard reason that they can best maximize their own joint welfare.
ii. Though conflicts of interest like those described above are often cited as reasons for legal intervention in insurance contracts, such conflicts are present because of the terms chosen by parties and thus likely reflect their all-things-considered balancing of the factors.
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