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I. INTRODUCTION

Once again the sword of microeconomics has been unsheathed to as-
sault a supposedly well entrenched legal structure.' This time the assault
is on the long standing orthodoxy that the protection of shareholders in
the modern corporation, which features radical separation of ownership
and management, requires government regulation of the conduct of man-
agement.2 Recent scholarship, relying heavily on economic theory, has
presented well documented, persuasive arguments that much existing reg-
ulation is unnecessary and inefficient.

Government regulation of management's conduct is unnecessary, argue
the revisionists, because the necessary protection will automatically result
from the workings of securities markets, markets for corporate control,
and markets for managerial talent.3 This approach uses the analysis of
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microeconomics to describe how these markets work and predict that
their operation will automatically create incentives for proper manage-
ment behavior and disincentives for improper behavior. For example,
fraud by some members of a company's management will lower earnings,
and the stock market will respond by lowering the value of the company's
stock. This reduction, or the anticipation of it, will discourage fraud by
some members of management and encourage prevention and detection
of fraud by all members of management." Thus, the argument runs, gov-
ernment regulation of management is at best duplicative.

Worse yet, the regulations unnecessarily impede management discre-
tion, which must increase administrative costs, and may also preveni
management from taking action beneficial to the corporation. It is ar.
gued that the costs of regulation do not generate corresponding public
benefits. Ultimately, the validity of this argument depends upon whethei
parties in fact do behave in these markets in the way economics predictt
they will. Many scholars will attack this line of analysis on either of twc
grounds. Certainly, the analysis will be challenged on its own terms; eco.
nomic analysis will be used to defend the need for continued regulation
In addition, it is likely that any use of economics to analyze corporatior
law, or any law, will be attacked as inappropriate. 5 In other legal areas
such wholesale attacks seem to have been provoked by the perceived so.
ciopolitical values of the economic analyses of the writer rather than th(
merits of the arguments presented. It is the general attack on the utilit3
of economics in solving legal problems that is the concern of this article

General condemnation of economic analysis of law is unwarranted. Ec.
onomics is only an analytical tool, and like any other tool it has boti
appropriate uses and limits. The problem is to determine what uses of th
economic analysis are appropriate and to properly qualify the knowledgi
and insights it can provide. This article will argue that, despite certair
limitations, much of contemporary microeconomic analysis of law is use
ful in providing otherwise unavailable insights into public policy decisior
making.' Controversial value judgments, however, can and have been dis
guised as supposedly value-free, objective economic analysis.7 Typically

LAW AND SECURITIES REGULATION (1980)[hereinafter cited as POSNER & SCOTT], an edite(
group of readings dealing with this topic; Wolfson, A Critique of Corporate Law, 34 MIAM
L. REV. (1980)[hereinafter cited as Wolfson]. This topic is also surveyed in POSNER, Eco
NOMIC ANALYSIS, supra note 1, at 287-338.

4. Id.
5. See, e.g., Horwitz, Law and Economics: Science or Politics? 8 HOFSTRA L. REV. 90

(1980).
6. Even Professor Leff, one of the earliest critics of economic analysis of law, notes th

potential utility. Leff, Economic Analysis of Law: Some Realism about Nominalism, 60 VA
L. REV. 451, 462 (1974)[hereinafter cited as Leff].

7. See text at notes 33-68 infra.
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the value judgments so disguised have tended to be conservative, strongly
promarket and opposed to government intervention to alter the outcomes
generated by market forces. Much of the strongest criticism of law and
economics has been directed at this practice of "smuggling normatives." s

Therefore, it is not surprising that many have become suspicious of the
entire enterprise. If economic analysis of law is to make its full contribu-
tion to the solution of difficult and controversial social issues, producers
of economic analysis must take great pains to avoid smuggling norma-
tives, and consumers must be sophisticated in evaluating the analysis of-
fered. This article is designed to assist this enterprise by providing some
guidelines to identify both proper use and abuse of economic analysis for
the law-trained but economically unsophisticated reader of the law and
economics literature. e

First, we will discuss the capacity of microeconomic analysis to improve
governmental decisions by predicting some of the consequences of pursu-
ing a particular goal via particular legal means. This kind of inquiry is
generally called "positive" economic analysis. The distinguishing feature
of positive economic analysis is that microeconomic theory is used to ana-
lyze alternative ways to achieve given social ends.10

The problem of enforcing chattel mortgages against welfare mothers
provides a good example of the methodology and utility of positive eco-
nomic analysis. At first blush it seems unfair to impose liens on the mea-
ger possessions of women on welfare. However, a straightforward applica-
tion of positive economics demonstrates that the failure to enforce such
security agreements may result in restricting the availability of credit to
such people or raising their interest rates. Merchants demand security
arrangements because welfare mothers are perceived as poor credit risks.
Since merchants cannot be forced to extend credit, failure to enforce se-
curity agreements will probably make merchants less willing to extend
credit to the poor.11 This type of use of economic analysis does not con-
clusively resolve the legal question; however, it does show the likely con-
sequences of one alternative resolution.

8. The term "smuggling normatives" comes from Leff, supra note 6, at 477. For a discus-
sion of the propensity of some of the first work in economic analysis of law to state the
limitations and then ignore them, see Polinsky, Economic Analysis as a Potentially Defec-
tive Product: A Buyer's Guide to Posner's Economic Analysis of Law, 87 HARV. L. REv.
1655, 1657-59 (1974)[hereinafter cited as Polinsky].

9. Much of this coverage will draw heavily on earlier economic and legal literature. See,
e.g., Leff, supra note 6; Polinsky, supra note 8. Examples will be drawn from the economic
analysis literature that has preceded the publication of this edition.

10. See Coleman, Efficiency, Utility and Wealth Maximization, 8 HOFSTRA L. REV. 509,
548-49 (1980)[hereinafter cited as Coleman, Wealth Maximization].

11. See generally, Williams v. Walker-Thomas Furniture Co., 350 F.2d 445 (D.C. Cir.
1965).
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Positive economic analysis may also be used to assist rational decisio
making with respect to noneconomic activities. Economics is no mor
than a means for assisting decision making when means are limited an
when attempts to achieve one desired end inevitably requires sacrificin
something else. For example, a state may conclude that judicial discretio
in sentencing results in overly lenient treatment of convicted felons. In a
attempt to enhance the deterrent effect of criminal law, the state decide
to establish fixed sentences for particular crimes. A possible consequenc
of this action will be that juries may be more reluctant to convict if the
deem the sentence too harsh with respect to a particular accuse(
Microeconomic analysis can be used to test the relationship between fixe
sentences and the rate of convictions with respect to the same evidence (
guilt, and to illuminate the impact of longer sentences and fewer convi(
tions on the deterrent effect of the criminal law.12

Next, we will discuss the capacity of economics to determine societA
norms, particularly legal norms-normative economics. Unlike positiv
economics, which attempts to predict the consequences of using a parti(
ular legal approach to achieve given societal ends, normative economic
attempts to use economics to establish the goals society should use law t
achieve. s Unfortunately, it is not always easy to determine how econon
ics is being used in a particular piece of economic analysis. Further, th
attempt to use economics normatively is the source of most of the contr(
versy over the appropriate role of economics as a tool of legal analysi.
Ultimately, the validity of normative use of economics depends on tb
status of economic efficiency as a value relative to other values.1 4

Finally, we will discuss trouble spots which are likely to arise in an
economic analysis of law. Some of those trouble spots arise from the lim
tations of positive economic analysis as an analytic discipline. The othei
result from interactions between positive and normative uses of economi
analyses.

II. POSITIVE ECONOMICS

Positive economics is concerned with evaluating the costs and oth
consequences of using alternate means to reach a given end. The end ii
self is determined by the political process, not economic theory; positiN
economic analysis does not purport to pass on the wisdom of the goi
itself.'5 The wisdom of the objectives being sought via particular legal a]

12. For a similar use of economic theory and empiricial methodology to try to measu:
the deterrent effect of capital punishment, see, e.g., EHRLICH, The Deterrent Effect of ti
Death Penalty, 65 AM. EcON. REV. 397 (1972).

13. See, e.g., Coleman, Wealth Maximization, supra note 10, at 548-49.
14. See, text at notes 32-61, infra.
15. It is argued that positive economics is the only body of knowledge of economic
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rangements must be determined separately from the consequences of us-
ing particular means to achieve them. Positive economics is an analytic
tool used to predict these consequences; like any other analytic tool, eco-
nomics has its limitations.

A. The Nature of Economic, Inquiry

As with most questions in economics, Professor Samuelson's text pro-
vides a good starting point:

Economics is the study of how people and society end up choosing, with
or without the use of money, to employ scarce productive resources that
could have alternative uses, to produce various commodities and dis-
tribute them for consumption, now or in the future, among various per-
sons and groups in society. It analyzes the costs and benefits of improv-
ing patterns of resource allocation.16

Three points in this definition deserve special emphasis. First, economics
is the study of how people make choices. Second, the choices concern pro-
ducing and distributing goods and services. Goods and services, however,
are broadly defined to include anything that is scarce and must be allo-
cated among competing uses and users. Thus, national and personal se-
curity may be deemed services, as may the alleviation of discrimination
and injustice. Third, choices are necessary because resources are scarce
and because people cannot have everything they wish.1 7 Thus, economics
concerns the choices among different production and distribution ar-
rangements under conditions of scarcity.

Recently, microeconomics has been the analytical tool most frequently
suggested for use in legal decision making. It predicts behavior by assum-
ing that people behave as rational maximizers. s This rational maximizing

"Economists, in their role as economists, cannot establish normative objectives for a society
... [but] an economist as an economist cannot determine social goals." C. FERGUSON & J.

GOULD, MICROEcoMic THEORY at 3 (4th ed. 1975)(emphasis in original)[hereinafter cited as
FERGUSON & GOULD].

"[G]iven a social objective, the economist can analyze the problem and suggest the most
efficient means by which to attain the desired end." Id. See, e.g., Buchanan, Good Econom-
ics-Bad Law, 60 VA. L. REV. 483 (1974)[hereinafter cited as BUCHANAN]; Coleman, Effi-
ciency, Exchange, and Auction: Philosophic Aspects of the Economic Approach to Law,
68 CAL. L. REV. 221, 247 (1980)[hereinafter cited as Coleman, Efficiency, Exchange, and
Auction].

16. P. SAMUELSON, EcoNoMics 3 (10th ed. 1976)(emphasis in original)[hereinafter cited
as SAMUELSON].

17. Its constant emphasis on scarcity and the necessity for choice long ago earned eco-
nomics the label of the "dismal science." See Carlyle, The Nigger Question, FRASER'S MAG-
AZINE (1849).

18. For a short discussion of this assumption, see Posner, The Economic Approach to
Law, 53 TEx. L. REV. 757 (1975)[hereinafter cited as Posner, The Economic Approach]. It is



MERCER LAW REVIEW

will, in a relatively unregulated society, lead to exchange, and exchang
will lead to markets. Adam Smith's great intellectual breakthrough wa:
the demonstration that, under certain assumptions, the public goo(
rather than total chaos would result from private pursuit of self-interes
through exchange. 19

Modern day microeconomics has developed a reasonably consisten
methodology to describe and predict the operation and results of this pro
cess. Because the mass of data generated in the course of real world eco
nomic transactions is intellectually unmanageable, economics has create(
simplified models that, for many purposes, can produce rough, but useful
descriptions and predictions.2 0 The abstraction most frequently used ii
microeconomics is the idea of a perfectly competitive market. Through
process of logical deduction, microeconomics traces the impact of chang
ing the relevant variables on a perfectly competitive market. In economi
analysis of law, law is the crucial variable and the purpose of the analysi
is to predict how people will react to changes in the law. Since the reac
tions of different groups of people to legal changes will differ, to predic
the actual impact on society of changing a particular legal rule it is neces
sary to "net out" the weighted impact of each group's reaction. The as
sumptions of a perfectly competitive market are then relaxed one by on
to observe what effect each has on the analysis and the conclusions. Con
temporaneously, economics also uses statistical methods to test whethe
its descriptions and predictions are confirmed in the real world.

As a result, microeconomics has developed theories of how human be
ings will behave when their exchange setting approximates perfect corn
petition and in many situations in which it does not.' While the predic

important to emphasize here that economics provides guidelines to and predictions abot
people, whose behavior can be predicted by a rational maximizing assumption. Economic
does not presume that every individual is, in fact, a rational maximizer in evei
circumstance.

19. A. SMITH, AN INQUIRY INTO THE ORIGINS AND CAUSES OF THE WEALTH OF NATIOb

(1776).
20. For good, short descriptions of the methodology of economics, see Klevorick, La

and Economic Theory: An Economist's View, 65 AM. EcoN. R.v., PAPERs & PROC. 22
(1975)[hereinafter cited as Klevorick]; FERGUSON & GOULD, supra note 15, at 3-5.

Perhaps the most important limit on the use of positive microeconomics as a basis fi
corporate law, or any prescriptive law, is the method of abstraction or model building itsel
Economic analysis seeks to escape from the immense detail of reality by abstracting tho,
variables and relationships that are most important for the issue at hand. Economic analys
must be understood as an approximation to the real world.

21. Bebchuk, The Pursuit of a Bigger Pie: Can Everyone Expect a Bigger Slice?
HOFSTRA L. REV. 671, 685 (1980)[hereinafter cited as Bebchuk] describes economics as e:
sentially a behavioral theory. It should be noted that market imperfections undermine t
analysis of classic microeconomic theory; however, these imperfections can be handled I
modern microeconomics. Indeed, much of the recent work done on microeconomics concer
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tions of microeconomics are not perfect, they have been validated
sufficiently by empirical study to warrant use of this theory to predict the
approximate consequences of changing the exchange circumstances in so-
ciety. In addition, common sense evaluation of the circumstances in
which the economic analysis is applied will permit reasonably accurate
estimates of the accuracy of the theory in particular situations.

An important caveat is that this discussion is confined to the utility
and limitations of positive microeconomic analysis. Alternative ap-
proaches to the problem of scarce resources and insatiable human needs
and wants are available within the subject matter of economics. 2 How-
ever, most applications of economic thinking to legal issues have been
limited to microeconomics.

B. The Application of Economic Analysis to Law

Law attempts to achieve its articulated goals by commanding, channel-
ing, or prohibiting human behavior. To the extent that microeconomic
analysis can make reasonably accurate predictions. about how human be-
ings will respond to particular stimuli, the law should be able to use that
analysis and those predictions instrumentally to achieve its goals.2 ' For
example, with respect to the necessity of using law to prevent fraud in the
securities markets, economic theory clearly predicts that the relevant
market forces will themselves provide some disincentives to fraud. Cer-
tainly this information is highly relevant to determining whether a legal
rule is necessary, and, if it is deemed necessary, some clues about its pre-
cise content.Y To the extent that present law does not take account of
the controls exerted by the relevant markets, it may be less effective or
more restrictive than it need be.

In addition, economic analysis can be useful to predict the conse-
quences of adopting, repealing, or modifying a given legal rule. For exam-
ple, repeal of the limited liability afforded corporate shareholders would
increase the potential cost associated with shareholding and might deter
investment to some extent. At best, economics can also determine the
magnitude of this disincentive, the magnitude of the offsetting incentives,
and the net result.

Traditionally, microeconomic analysis has been concerned with produc-
tion of goods and services and distribution of income. Recently, the ana-

the study of how human beings will respond to specific imperfections.
22. For an authoritative and detailed explanation of the various schools of economic

thought, see J. SHUMPETER, HISTORY OF ECONOMIC ANALYSIS (1954).
23. J. OLIVER, LAW AND ECONOMICS: AN INTRODUCTION 11-23 (1979); W. HIRSCH, LAW

AND ECONOMICS: AN INTRODUCTORY ANALYSIS 2-7 (1979).
24. See generally POSNER & ScoTr, supra note 3, at 315-80; Wolfson, supra note 3.
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lytic tools of microeconomics have been applied to law to make predi(
tions about the consequences of imposing a particular legal rule b
viewing the world through the lens of microeconomics 2 5 Certainly ec(
nomic analysis is useful in analyzing areas of law closely associated wit
economic activities; it should be instrumentally useful whenever it ca
make valid predictions about human behavior.

Economics also assists legal decision making by its analytici
method-the kinds of questions habitually asked by economists. Thei
are three separate identifiable characteristics of this economic analytici
method as it has been applied to law. First, economic analysis requir
that the goal of proposed legal action be articulated clearly. Though th
goal of law cannot be determined via economic analysis, insistence upo
an unambiguous articulation of the goal is likely to improve legal decisio
making. Second, economic analysis always insists upon considering th
potential direct and remote costs and benefits of a contemplated legi
decision. In many cases, it can also quantify the costs and benefits an
determine who pays them. This focus on costs is particularly useful i
legal decision making because it reduces the likelihood that undue weigi
will be given to the potential benefits. Since legal decision making is stin
ulated by a perceived weakness in the existing legal order, the desire I
remedy an existing problem will cause the decisionmaker to underrate ti
costs entailed by the remedy. For example, economic analysis has contril
uted much to the current discussion of corporate law by demonstratir
that rules designed to limit management's discretion also impose substax
tial costs.

6

Finally, economic analysis insists upon exploring the possibility thl
there exist less costly ways of achieving a given end. Frequently, th
relatively sophisticated question can be answered only in nonspecific an
qualitative terms because there do not exist sufficiently accurate empir
cal measures to predict with precision the magnitude of the costs or ben
fits. As improvements in microeconomic theory and empirical methodo
ogy permit more accurate cost estimates, economics should be able I
provide legal decision makers with better predictions of the costs an
benefits of alternate legal arrangements. In corporation law, econom
analysis has been effectively used to expose the costs of legal remedii
designed to protect the public from abuse of discretion by corporate mai
agement. Management's opportunity to abuse discretion is presumed i
arise from the separation of ownership and control in the modern corp4
ration. To cope with this problem, governments have enacted a number i

25. See Posner, Economic Analysis, supra note 1. Klevorick, supra note 20, describ
economics as another "metaphor" for viewing the world.

26. See, e.g., Wifiter, State Law, Shareholder Protection and Theory of the Corpor
tion, 6 J. LEGAL STUD. 251, 254-58 (1977)[hereinafter cited as Winter].

[Vol. 3
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legal restraints on management compensation, corporation purchases of
its own shares (going private), taking corporate opportunities, dealings
between parents and subsidiaries, and sales of control.27  The goal of
these laws is to provide shareholders with the same degree of protection
which they would enjoy if there were no separation between ownership
and control."

Some scholars conclude, however, that these legal protections are
largely unnecessary and impose unjustifiable costs. Certainly, the securi-
ties markets, markets for corporate control, and markets for managerial
talent create some disincentives to management's abuse of its discretion."
And, since legal controls always impose administrative and implementa-
tion costs, they are wasteful to the extent that legal controls duplicate
market controls. In addition, it may be that laws purporting to control
managerial discretion disrupt the efficient operation of these markets.3 0

For example, arguments based on economic analysis have been made
which purport to prove that restrictions on firms going private impose
disproportionate costs on the minority shareholders,3 1 a cost that can be
avoided if reliance is placed on market controls.

By focusing attention on the goals, benefits, and costs of a legal rule,
economic analysis contributes to understanding this problem. Yet, unless
care is taken to avoid certain common pitfalls, economic analysis can mis-
lead as easily as inform. When markets do not approximate perfect com-
petition, when there are substantial third party effects, or when transac-
tions are costly, the predictions of microeconomics may be inapplicable to
the situation being analyzed. A more complete statement and discussion
of these and other trouble spots is presented in section IV below.

III. "NORMATIVE" USE OF ECONOMIC ANALYSIS

Most of the controversy attending the economic analysis of law is over
the extent that economics can determine the proper goals or "norms" of
social policy. Specifically, controversy has surrounded law and economic
literature that has implicitly or explicitly posited an economic efficiency
goal for law. Clearly, economic efficiency can be posited as a prime goal of

27. These specific rules are discussed in Wolfson, supra note 3, at 974-94.
28. Id. at 959. This article concludes that the means are not well suited to achievement

of the goals.
29. See Wolfson, supra note 3.
30. See, e.g., id. at 685. No empirical evaluation of the extent or costs of such disruption

is presented.
31. Id. at 978-80, predicts that restrictions on corporations going private will, perversely,

have the effect of lowering the dollar value of the offer made to minority shareholders for
their interest. Thus, in this case, the legal rule paradoxically winds up harming the precise
group that it set out to protect.
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the law. If economic efficiency is adopted as a standard for legal decisio
making, economic analysis must be used to apply this standard.5s Con
ventionally, this has been called normative use of economic analysis. Thi
definition is unobjectional so long as it is clear that the goal of economi
efficiency must be justified by noneconomic arguments. The norms canno
be derived solely through application of economic analysis. This limits
tion on the capacity of positive economics to justify social and legs
norms is easy to overlook because of the almost universal relevance c
costs to rule making. To the extent costs are relevant, and they usuall
are, positive economics strongly contributes to social decision making b'
predicting the relative costs of using different means to achieve a particu
lar objective. But, unless the goal itself is economic efficiency, the ecc
nomic costs of particular actions must be weighed against th
noneconomic costs or benefits of the proposed action. And if the goal c
legal action is economic efficiency, the propriety of making economic efl
ciency the objective of legal action must be independently established.

In discussing normative use of economics we will emphasize thre
themes. First, the justification for economic performance norms must b
established by moral and political philosophy. Second, the predictive, dc
scriptive successes of positive economics do not provide a normative justj
fication for the pursuit of economic efficiency as the goal of legal polic
Third, great care must be taken to avoid consciously or unconsciousl
slipping from positive to normative without proper justification.

Normative use of economic analysis has its roots in the subdivision c
microeconomics called welfare economics. Welfare economics is concerne
with maximizing human satisfactions from economic activity. Employin
accepted microeconomic analysis of market functioning, welfare econon
ics purports to demonstrate that perfectly competitive free markets wi
maximize consumer satisfactions by directing available economic r(
sources towards the production of the "optimum" array of goods and sei
vices. 3 This proposition is, however, true only in a special sense.

Though it often is argued that a perfectly functioning market max
mizes consumer satisfactions, this is not precisely correct. Given eac
consumer's wants and preferences, and given a particular distribution (
income, the array of goods and services produced by a perfectly functior
ing market will yield the greatest possible satisfaction when satisfaction .

32. Id. at 962-73, reviews empirical evidence supporting the proposition that these ma
kets will approximate the efficient results of perfect competition.

33. "Optimality" includes determining what to produce, called allocative efficiency, ar
how to produce at least cost, called production, or technical efficiency. See Kornhauser,
Guide to the Perplexed Claims of Efficiency in the Law, 8 HoFsMA L. REv. 591, 5!
(1980)[hereinafter cited as Kornhauser] when markets do not function perfectly, gover]
ment action may be authorized to improve the results.

[Vol. 3:
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measured by consumer willingness to pay.3 Consumer willingness to pay
must be used as the measure of social value to avoid the ambiguities of
directly evaluating different societal outputs. However, willingness to pay
is only a rough surrogate measure of consumer welfare; it must be used
because of the inability to directly measure consumer welfare and the in-
ability to make interpersonal comparisons of the satisfaction derived from
consumption of identical goods. Subject to this qualification, conven-
tional welfare economics justifies its normative goal of using competitive
markets to achieve allocative efficiency with reference to traditional utili-
tarian philosophy.85

A. Wealth Maximization as a Goal of Public Policy

Recently, Professor Richard Posner has proposed that wealth max-
imization be the prime goal of major areas of public policy. Moreover,
Professor Posner argues that establishment of this goal represents a nor-
mative use of positive economic analysis. Under Posner's proposed stan-
dard, wealth is defined as the aggregate market value of all goods and
services which are, or could be, exchanged; market value is defined as
willingness to pay as expressed in an exchange.5  To apply such a stan-
dard, it is necessary to use economic analyses in every social choice be-
cause only positive economics can tell us if a particular rule maximizes
wealth. Though positive economics can tell us whether particular legal
rules will maximize wealth, it cannot provide all the necessary support for
wealth maximization as an appropriate societal norm. Such support in-

34. FERGUSON & GOULD, supra note 15, at 426-77. For a short description, see SAMUEL-
SON, supra note 16, at 633-35.

35. Utilitarian philosophy typically seeks the greatest good for the greatest number in
society. Substantial theoretical computation problems arise, however, in making the prob-
lem more precise. Much of the literature distinguishes among at least three different con-
cepts. See, e.g., Coleman, Wealth Maximization, supra note 10, at 512-14. First is Pareto
superiority. A proposed state of affairs is Pareto superior to another if a change to that
state of affairs will make at least one person in the society better off, and no one will be
worse off. The second concept is that of Pareto optimality. A set of circumstances is Pareto
optimal when there is no change that can be made that would make one person better off
and no one worse off. Unlike Pareto superiority, Pareto optimality is a description of a state
of the world rather than a criterion for approving or disapproving change. The third con-
cept, Kaldor-Hicks efficiency, like Pareto superiority is also a criterion for approving or dis-
approving change. Under this criterion, a change from one state of affairs to a second state
of affairs is justified when the net gainers from the change could compensate the net losers
and still have something left over. Actual compensation is not required. Professor Posner's
welfare maximization standard, discussed below, adopts the Kaldor-Hicks criterion.

36. For a defense of the thesis, see Posner, The Ethical and Political Basis of the Effi-
ciency Norm in Common Law Adjudication, 8 HOFSTRA L. REv. 487, 487-88 (1980) [herein-
after cited as Posner, The Ethical and Political Basis]; Posner, Utilitarianism, Economics
and Legal Theory, 8 J. LEGAL STUD. 103 (1979) [hereinafter cited as Posner, Utilitarianism].
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volves difficult questions of moral and political philosophy. Thus, the prf
dictive capacity of positive economics does not provide philosophical sul
port for any particular normative value.s 7 These issues should be clarifie
by a brief survey of the debate engendered by Professor Posner
proposals.

Posner argues that wealth maximization overcomes some of the moi
serious drawbacks of utilitarianism. A serious weakness of utilitarianisi
is the difficulty of aggregating the utilities of different individuals. Und(
a wealth maximization standard, argues Posner, aggregation is easy; ti
amounts paid by individuals for goods and services are simply added t(
gether. Another serious matter for utilitarianism is the boundary prol
lem-identifying whose well-being is to be counted. Posner claims to haN
solved that problem by identifying those who are willing to pay for gooc
and services as the people whose well-being matters. This standard e3
cludes from consideration, except to the extent their well-being is part 4
the welfare functions of another, those people incapable of supportir
themselves. Under utilitarianism, the position of nonhuman sentient b4
ings is equivocal. Under wealth maximization, however, animals corn
only to the extent that they enhance wealth; this is determined I
whether some humans are willing to pay to protect their interests. Wit
respect to the unborn the test is whether present consideration of the
interests is wealth maximizing-whether the present costs of such consi(
eration exceed its properly discounted future benefits-with all such cos
and benefits measured by present willingness of someone to pay.

Posner argues that this standard conforms to our conventional ethic
notions. For example, it explains exchange is better than theft and it jtu
tifies our notions of economic liberty.38 Wealth maximization will, ult
mately, reward those in society who produce goods and services in whic
others find utility s9 Thus, those who engage in production of goods ar
services for which others are willing to pay will be favored in the leg,
system and such production will be encouraged. Another alleged advai
tage of wealth maximization is that under this standard "moral moi
strousness ' '40 will be less likely because the cost of such activities will I

37. This use of the predictive power of positive economics is normatively tautologic
Rizzo, The Mirage of Efficiency, 8 HOFSTRA L. Rav. 641, 642-48 (1980)[hereinafter cited
Rizzo].

38. Posner, Utilitarianism supra note 36.
39. Id. at 132.
40. Id. at 132-34. The term "moral monstrousness" comes from Posner and it refers

outcomes which strongly violate the ethical standards of most citizens. At least in theory,
wealth maximization standard can produce results that most members of society wou
normally find unacceptable. For example, in a society with an extremely uneven distributii
of wealth, the wealth maximization standard could be employed to support slavery for mc
of the population in order to satisfy the preferences of a small number. Posner does arg
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imposed upon those who bring them about. Finally, wealth maximization
is justified on the ground of implied ex ante political consent because the
system will accomplish material improvement of the greatest number of
society's members.4 ' Because this standard is not hospitable to wealth or
income redistribution,'4 Professor Posner limits its application to legal ar-
eas where distributional questions are not "salient." s According to Pos-
ner, these are the legal areas traditionally dominated by judge-made law
rather than legislation. 4

Posner's proposal has been severely criticized, and the specific criti-
cisms are here collected into three main groups. First, a number of com-
mentators have argued that under an appropriate social welfare function,
wealth maximization is simply not the best social value standard for com-
mon law adjudication." The standard of wealth maximization, it has
been argued, is biased improperly in favor of those who presently have
wealth and in favor of productive individuals and entities.46 In addition, a
wealth maximization standard based on market transactions will justify
all price creating or price enhancing activities including price fixing or
agreements to restrict supply.47 Thus, it is contended that the wealth
maximization norm may reward socially undesirable activities. Similarly,
a number of commentators have argued that there are other, better mea-
sures of value that will simply not be properly allowed by a wealth max-
imization standard. 48 These other measures of value include fundamental
entitlements,'49 personal autonomy,50 and a somewhat imprecise concep-

that this situation is extremely unlikely. See Posner, The Ethical and Political Basis, supra
note 36, at 501-02.

41. Posner, The Ethical and Political Basis, supra, note 36, at 501.
42. Id. at 506.
43. Id. at 488. The assumption seems to be that distributional concerns are not particu-

larly important in common law adjudication.
44. In earlier works Posner identifies these areas as property, contracts, torts, and the

parts of criminal law which overlap torts, admirality, and to a lesser extent family law. Pos-
NER, EcONOMic ANALYSIS, supra note 1, at 179.

45. Baker, The Ideology of the Economic Analysis of Law, 5 PHILOSOPHY & PUB. Aim. 4
(1974)[hereinafter cited as Baker], commented earlier that welfare economics provides an
"ideological and frequently objectionable basis for policy guidance."

46. Bebchuk, supra note 21, at 687-88; Baker, supra note 45, at §§ II & IV.
47. Kornhauser, supra note 13, at 595.
48. See generally Baker, supra note 45; Leff, supra note 6; Michelman, Norms and

Normativity in Economic Theory of Law, 62 MINN. L. REv. 1015 (1978) [hereinafter cited as
Michelman] (develops a specific example at 1016-26); Nutter, On Economism, 22 J.L. &
ECON. 263 (1979)[hereinafter cited as Nutter].

49. See, e.g., Buchanan, supra note 15; Dworkin, Why Efficiency?: A Response to
Professors Calabresi and Posner, 8 HOFSTRA L. REv. 563 (1980)[hereinafter cited as Dwor-
kin]; Michelman, supra note 48, at 1027-30, 1044-47.

50. R. NozicK, ANARCHY, STATE, AND UTOPIA (1974); Epstein, Causation and Corrective
Justice: A Reply to Two Critics, 8 J. LEGAL STUD. (1979).



MERCER LAW REVIEW

tion of social justice. 51

The second line of criticisms of this wealth maximization standard at
tacks its consent justification."2 While the arguments are varied, all assez
that the fact that society will be economically better off does not establis
the consent of each, or even most, individual members of society to th
system. If the wealth position of a small number is greatly enhanced, th
wealth position of most members of the society could be substantially it
jured, and there still could be a net gain. In this circumstance, it is irre
tional to imply that most members of society would have consented t
such a system in advance, thus implied consent is not a normative justif
cation for the system."'

The third group of criticisms argues that the wealth maximization star
dard is internally inconsistent and impossible to implement." Thoug
Posner clearly advocates a distribution of wealth that will give resource
to those who most value them, he does not provide an ethical basis fc
determination of the appropriate initial distribution of wealth. Accordin
to several critics, this determination will be critical since it is only in th
context of an existing distribution of wealth that a wealth maximizin
system knows what rules to adopt and how to resolve disputes. Similarb
it has been argued that the common law is a significant determinant (
the distribution of wealth and to also give it a wealth maximizing goi
would result in essentially circular reasoning.06 In addition, Professc
Rizzo has argued that real world determination of wealth maximizatio
must consider all third party effects as well as the effects on the parties t

51. See Calabresi, About Law and Economics: A Letter to Ronald Dworkin, 8 HOFSTF
L. REv. 553 (1980).

52. See, e.g., Bebchuk, supra note 21, at 675, 688-89, 697; Coleman, Wealth Maximiz4
tion, supra note 10; Dworkin, supra note 49 at 574; Rizzo, supra note 37, at 655.

53. Bebchuk, supra note 21, at 692 passim argues that Posner may mean that membe
of society did consent to take the chance that each might be worse off. This necessari
assumes that members of society are not risk averse to be able to imply a general conser

54. See, e.g., Baker, supra note 45; Bebchuk, supra note 21, at 682, 684, 697; CalabreL
supra note 51; Coleman, Wealth Maximization, supra note 10.

55. See Baker, supra note 45, for a discussion of the idea that common law dispu
resolution in fact determines much of the existing distribution of wealth.

An extreme example of the importance of the initial distribution of wealth is the Scito
sky paradox, discussed id. In this hypothetical situation, the initial distribution of wealth
completely determinative of the efficient allocation of resources. For a brief discussion, so
FERGUSON & GOULD, supra note 15, at 473-74. In repsonse, Professor Posner argues that tl
problem simply will not arise that frequently. See note 36 supra.

It is also argued that, because common law adjudication will have a relative price effect
the prices of different goods, the wealth maximization standard will prove to be somewh
circular. See Bebchuk, supra note 21, at 692-93; Coleman, Wealth Maximization, supi
note 10; Rizzo, supra note 37, at 649.
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the exchange and this is impossibly complex and unworkable."s Never-
theless, the argument continues, no justification has been offered for con-
sidering only the wealth effects on the specific parties to the transaction
rather than the wealth effects on all members of the society.

This brief review of the controversy over Professor Posner's proposal to
adopt wealth maximization as a partial social welfare function should il-
lustrate the extent to which so called normative economic analysis con-
cerns philosophy rather than positive economics. Wealth maximization is
a normative principle. It is a normative principle that requires economic
analysis to apply it to individual cases and situations, but the justification
for adopting the standard is not exclusively based on economic analysis.
There is a subtle but crucial distinction between making economic values
the objective of legal action, and using economic theory to justify use of
such criteria.

In fact, none of the reasons advanced by Posner in support of his stan-
dard are based on economic theory and few of the criticisms are so based.
The prime justifications offered by Posner are that wealth maximization
solves measurement and boundary problems, it conforms to our ethical
standards regarding the comparative value of exchange and economic lib-
erty, it rewards those who produce useful goods and services, it minimizes
moral monstrousness, and the standard can be justified on the ground of
prior political consent. Positive economics must be used to apply the
standard to particular cases. But all the arguments supporting wealth
maximization as the best standard for common law adjudication are
noneconomic. Here, as everywhere, economics can help determine the
consequences of choosing particular norms. However, economics alone
cannot be used to make the final choice among alternatives.

B. Hidden Value Choices

Confusion of positive and normative uses of economics can result when
value choices slip into what purports to be positive economic analysis
without notice or justification.5 7 Frequently, this conscious or unconscious
process proceeds through three steps. First, economic analysis is em-

56. Rizzo, supra note 37, at 652. In more general terms, a number of commentators have'
noted that a rule or result that appears efficient in a streamlined and simplified analysis will
frequently not prove to be so, or will prove to be indeterminate, when all potential costs and
benefits are considered. See Bebchuk, supra note 21, at 690; Coleman, Efficiency, Exchange,
and Auction, supra note 15, at 226; Kornhauser, supra note 33, at 625; Tullock, Two Kinds
of Legal Efficiency, 8 HOFSTRA L. REv. 659 (1980)[hereinafter cited as Tullock]. For a de-
tailed argument that property and contract law have not been shown to be efficient, see
Kennedy & Michelman, Are Property and Contract Efficient? 8 HOFSTRA L. REV. 711
(1980)[hereinafter cited as Kennedy & Michelman].

57. Leff, supra note 6.
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ployed to determine the economic costs of a given rule. Next, it is ob
served that this rule is economically costly. This leads to the conclusioi
that the particular law should be changed to reduce those costs. Thi
problem here is the unstated presumption that no counterbalancing bene
fits can justify the costs, even though noneconomic values often do justif.
economic efficiency costs. Professor Michelman has described this proces
as one in which "persuasive descriptive regularities can serve as premise
in political arguments leading to normative conclusions and, further, tha
such arguments may exert their influence implicitly, catalyzing [sic] intui
tive and unreflective leaps from descriptive law to legal norm."58

An example from the corporations law literature should illustrate thi
process. Mainstream legal analysis has, for some time, lamented the fac
that state corporation laws have gradually eliminated many restriction
on the discretion of corporate management as a way of attracting man
agement to choose the state for incorporation and business activities.'
Professor Ralph K. Winter disagrees. Based upon microeconomic analysi
of corporation law,60 Professor Winter argues that variation in state regu
lation of management discretion is neither a "race for the bottom" nor
"competition in laxity." Professor Winter concludes that competition wi]
assure the appropriate level of shareholder protection and variation ii
state laws. This will, in turn, assist investors by offering them a choic
with respect to shareholder protection against management misconduct

Presumably, states are competing with each other to induce the highes
possible number of corporations to incorporate in their state and conduc
business there. But state laws designed to protect shareholders fror
abuse of management discretion are costly-sometimes those laws dete
managers from using their best judgment. The costs imposed by restrict
ing management discretion may be viewed as insurance against manage
ment misbehavior. Thus, like insurance premiums, these increased cost
reduce corporate earnings and lower share values and dividends.

Professor Winter argues that market forces will insure that every stat
offers an efficient level of shareholder protection. By choosing to incorpc
rate in a given state, management offers all potential investors a particu
lar package of shareholder protections and costs. To the extent the
states offer different levels of shareholder protection, corporations, b
electing to incorporate in a particular state, may offer potential investor
different mixes of operating costs and more extensive shareholder prote(
tion. Corporations incorporated in states which offer investors unattra(

58. Michelman, supra note 48, at 1041-42.
59. See, e.g., Cary, Federalism and Corporate Law: Reflections upon Delaware, 88 YAL

L.J. 663 (1974).
60. Winter, supra note 26. This conclusion is also reflected in POSNER, ECONOMIC ANAL'

Sis, supra note 1, at 307.
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tive levels of shareholder protection should suffer a decline in the value of
their shares because fewer investors will wish to own them. This will re-
duce the number of companies incorporating in that state and may in-
duce states to increase their levels of shareholder protection. Moreover,
since shareholders differ in their risk preferences, legal arrangements
which permit a choice of protection will permit corporations to attract
investment capital at the lowest possible cost.

The difficulty with Professor Winter's analysis is in his leap from the
conclusion that the variety of state regulatory schemes should be econom-
ically efficient for corporate investors to the normative conclusion that it
will be "optimal." 61 Even if wide variation in state regulatory schemes is
economically efficient with respect to corporations and sophisticated in-
vestors, other parties may be injured thereby. These include creditors,
uninformed investors, and the public interest in controlling the discretion
of private power centers such as corporations. The magnitude of third
party interests must be weighed in making a final decision regarding the
appropriate level of management regulation and the degree of variation
that ought to be permitted. Although economics will be helpful, indeed
crucial, the final decision cannot be made solely on the basis of economic
analysis.

IV. TROUBLE SPOTS IN THE EFFECTIVE USE OF ECONOMIC ANALYSIS

This section will explore four types of difficulties in the application of
economic analysis to legal policy questions. As with most tools, economic
analysis is neither self-applying nor selfm-correcting when misapplied. To
maximize the potential utility of economic analysis in legal decision mak-
ing, it is essential that its pitfalls be identified and avoided.

A. Assumptions

One must be aware of the fact that microeconomic analysis requires the
existence of conditions which are not universally present. Obviously,
where the real world situation does not approximate the conditions re-
quired by microeconomic analysis, the analysis will not yield accurate
predictions.6 For example, microeconomics assumes that transactions are

61. Winter, supra note 26, at 96. He does offer justification that "[ijntervention in pri-
vate transactions which impose no social cost can be justified only as a means of reducing
the cost to private parties." Id. at 259. While he does not define "social cost," he implicitly
interprets the term narrowly since he does not consider the impact of market imperfections,
including third party consequences, of a legal regime that permits private parties to decide
the extent of mangement discretion. If there are substantial market imperfections, the sys-
tem may not be economically efficient. See text at notes 62-74, infra.

62. In this situation economic analysis is not wrong but it is inapplicable. On the role of
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costless. High transaction costs may preclude the agreements and ar-
rangements necessary to establish the private, two-party equilibrium pos-
sible under perfect markets. High transaction costs also may bias the
results of transactions which do take place. Further, when certain trans-
actions involve substantial costs or benefits to third parties (externali-
ties), the equilibrium generated by the two-party exchange may not be s
socially optimal one. Though all proponents of law and economics con-
cede this point, third party costs often are difficult to measure and thi,
difficulty makes it tempting to ignore them.

Microeconomics also assumes that market forces will tend toward ar
equilibrium in which supply is equal to demand and price is equal to cosi
(including reasonable return to capital). Indeed, the predictive power ol
economics requires that an equilibrium exist. Within the commonly un-
derstood positive microeconomic model, equilibrium is stable, and if som(
exogenous force disturbs the market from equilibrium, then the markel
process will tend to return the variables to equilibrium magnitudes. Yel
some markets may not reach a stable equilibrium. In this situation, eco
nomic analysis can offer only a description of the change;" it canno
make a prediction of consequences of changing any of the market vari
ables. Obviously, legal decision makers must know whether the marke
with which they are dealing approximates a stable equilibrium to knov
what help to expect from economic analyses. Further, neither the idea o
equilibrium nor the existence of a particular stable equilibrium implie
that actual transactions between parties take place at the equilibrium val
ues of the variables. Whether the market in question is a market fo:
goods or one for corporate control or for securities, the equilibrium mode
offers no information on whether it is in equilibrium or whether, if so,
particular transaction took place at the equilibrium point.

This fact might make positive microeconomic analysis more useful fo
legislative action than judicial decision making. In enacting legislation i
usually is sufficient to know where a market is heading. Therefore, it ma,
not matter whether a particular market is at equilibrium or only movin
towards it. It might be argued that, with respect to adjudication, in decid
ing particular cases it is crucial to know the exact equilibrium status
This problem may be less serious than it appears. Usually the prime util
ity of economic analysis with respect to individual litigation is to develo]

assumptions in economic analysis of law, generally, see, e.g., Minda, The Lawyer and Econ
omist at Chicago: Richard A. Posner and the Economic Analysis of Law, 39 OHIO ST. L.
439 (1978); Polinsky, supra note 8.

63. For a complete discussion of stability see J. ROBINSON, THE ECONOMICS OF IMPERFEC
COMPErITON, Ch. 2 (1933). Classical microeconomics predicts a stable equilibrium; sore
economic theories, such as the theory of oligopoly, do not. Such theories are only descrif
tive; they cannot predict future changes.
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effective general rules relevant to the kind of transaction involved in the
case at hand. To the extent this is the goal, there is no difference between
the utility of economics for legislative and judicial decision making.

As microeconomics has been applied to law, it has typically been as-
sumed that market adjustments to changes in legal rules take place in-
stantaneously. In economics, this is known as comparative static analysis;
the static equilibrium state before the change is compared with the pre-
dicted static equilibrium state after the change. The assumption of in-
stantaneous adjustment in a comparative static analysis presents several
potential problem areas. First, there is no determination of the time-path
of the adjustments that the market would make in moving from the ini-
tial equilibrium position to the new equilibrium condition." While there
is a strong temptation to assume that the transition will be direct and
continuous, comparative static analysis does not support this conclusion.
Nothing in static analysis implies that the adjustments will be smooth,
instantaneous, disjointed, cyclical, explosive, or random. Determination of
the path of adjustment requires further analytical and empirical
microeconomic investigation. 5 In addition, there is no determination of
the length of time required to effect the transition from the initial equi-
librium position to the new. Comparative static analysis predicts the
eventual consequences of any change in the determinants of the market
relationships; however, it does not suggest whether the period to effect
the change will be hours or generations. Further, changes other than the
one being studied may cause independent alteration of the static
equilibrium.

Further, microeconomics assumes that all participants in the market
processes have full knowledge of all the relevant variables. Full knowl-
edge should be understood as a term of art in economics. The meaning of
this assumption is that each individual knows the full range of choices
available and that he has the ability to calculate the expected conse-
quence of any choice. Full knowledge does not guarantee that individuals
can be certain of the outcome of particular actions. It is possible that
there will be risk associated with any economic decision. The requirement
of full information is that all possible outcomes of each choice are known

64. See text at note 23 supra. It should be noted that equilibrium theory predicts the
net interaction of market forces. Since the actual conditions of the market are likely to be
different from the equilibrium position, changing policy may result in changing the predic-
tion rather than actually causing predetermined market changes.

65. See Fama, Efficient Capital Markets: A Review of Theory and Empirical Work, 25
J. FINANCE 383 (1970). The concept of efficient capital markets is that the securities markets
respond quickly and properly to all new information. This includes financial information
about individual corporations as well as general economic and political developments. Be-
cause financial markets offer ready and accurate data to support empirical testing, a great
deal of research has been conducted concerning these markets.
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and the likelihood, that is, probability, of each outcome is determinable.
Sometimes circumstances preclude calculation of the relevant probabili-
ties. This may occur because of a lack of information as to all possible
consequences of a choice or a lack of information as to the likelihood of
any of the outcomes, or when the decision maker does not know all of the
choices available.60 When substantial uncertainty is present or there are
other major information problems, market participants may not behave
as microeconomic theory predicts.

In summary of the discussion to this point, miroeconomics assumes the
existence of circumstances which may not be present. When they are not
present, the conclusions and predictions of microeconomics must be qual-
ified. To identify the qualifications, the consumer of law and economics
literature always must pose three questions. First, is there any reason to
believe that human beings confronted by the circumstances on which the
law must operate will not behave as conventionally understood rational
maximizers? s7 Second, is there reason to believe that the relevant mar-
kets will not work in a manner approximating perfectly competitive ones
because the circumstances necessary for perfect competition are not
workably approximated? Third, are there reasons for expecting that the
results of private exchange will not roughly approximate socially optimal
results either because of third party effects or because of the presence of
important social values that would not be taken into account by the pri-
vate actors?

B. Value Conflict

There is the disagreement over the goals law is to serve. By hypothesiz-
ing an economic efficiency goal, law and economics can cause laws aimed
at other goals to appear misguided. The problem is illustrated by disa-
greement over the propriety of using the law to redistribute income. This

66. Uncertainty can also result from market structure imperfections, such as oligopoly
See generally W. BAUMOL, ECONOMIC THEORY AND OPERATIONS ANALYSIS (1977). For an ex.
ample of an alternative approach to the usual economic maximizing assumption, the alter.
native being "satisfice" see. Simon, Theories of Decision Making in Economics and Behav.
ioral Science, 49 AM. ECON. REV. 253 (1959).

67. Nutter, supra note 48, notes that there are "realms of value" for which people do no
trade off some goods and services for others. Extreme examples are the martyr and th(
addict. If one wishes to make the paradigm rational maximizer model fit, one can argue thai
addicts and martyrs rationally maximize their behavior to exercise a very strong preference
In such situations, however, the standard analysis, based on a willingness to trade economi
goods to maximize satisfaction is as likely to mislead as inform.

Polinsky, supra note 7, specifically discusses redistribution costs and the convexity as
sumption. Nutter, supra note 54, discusses why economics has particular problems witl
questions that relate to processes rather than end results. Baker, supra note 45, discusses a
some length values that are relatively more important than economic efficiency.
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is the prime dilemma for any modern society and no generally accepted
answer to this problem has been found. Many law and economics prac-
titoners strongly oppose government redistribution of income. Sometimes
they use the fact that actions designed to redistribute income may reduce
economic efficiency to attack redistribution. Their technique is to pre-
sume that there is general agreement that the goal of law is to maximize
economic efficiency. Thus, a law with distributional goals can be made to
appear misguided if analyzed with respect to an efficiency purpose. For
example, courts might hold a landlord legally liable to tenants injured
because of the landlord's violation of the housing code. Strong arguments
may be made that such an imposition of liability is economically ineffi-
cient." However, as Professor Michelman has argued, a rule imposing lia-
bility in this circumstance may be based on the desire to redistribute in-
come by protecting the tenant class in the distribution of the loss
(assuming that this is possible) even though such a result is economically
inefficient. To conclude that a law with distributional purposes is ineffi-
cient establishes only that there is a cost to pursuit of the distributional
goal. It does not establish that the goal is improper 6fj that the specific
rule is a poor vehicle to pu;i* it. In general, the problem is with the
appropriate role of economics in specifying goals, as discussed in section
III above.

C. Identification Problems

The apparent generality and elegance of microeconomics facilitate its
conscious or unconscious misuse. Economics involves predictions about
the choices which will be made by rational maximizers after identification
of all the relevant costs and benefits of alternate courses of action.
Through selective inclusion or exclusion of specific costs or specific
benfits, the prediction can be shaped to suit the preferences of the ana-
lyzer. Similarly, by implicit or explicit assumptions about the magnitudes
of identified costs and benefits, the same kind of bias can result. These
problems are particularly difficult because the methodology requires iden-
tification and quantification of these costs and benefits, and because there
is no way to avoid "empirical guesses" 9 in assessing their magnitude. The
writers of much of the law and economics literature have argued that the
common law is efficient. Many of the preliminary analyses supporting this
hypothesis have been contradicted by a more accurate identification and
calculation of the relevant costs and benefits.70 Given the almost limitless

68. Michelman, supra note 48, at 1016-27.
69. Klevorick, supra note 20.
70. See, e.g. Tullock, supra note 56; Rizzo, supra note 37, at 642-48; Kennedy &

Michelman, supra note 56, who dispute the proposition that contract law and property law
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range of potentially remote costs and benefits stemming from common
law rules, the efficacy of the common law can only be handled case by
case. In fact, it often is very difficult for even a sophisticated
noneconomist to expose conscious or unconscious bias.

D. Quantification Problems

There are the troublesome problems associated with quantifying the
variables and parameters essential to economic analysis. Frequently, the
prime utility of economic analysis will be to identify the empirical guesses
which are necessary to rational policy making.71 Once costs and benefitE
have been specified, some notion of the relative magnitudes is essential
Ideally, a decision maker would then determine the facts by empirical
studies. Unfortunately, despite the relatively highly developed state ol
empirical economic research compared to the other social sciences,7 2 ii

often is impossible to quantify the relevant benefits and costs. In addi.
tion, the propriety of data handling and inference techniques with respeci
to microeconomic analyses is a matter of continuing debate. The onl3
clear conclusion about this problem is that this methodology is complex
inaccessible to the uninitiated, and in places, controversial. For example
a definitive empirical determination of the extent to which corporationi
seek to maximize profits, and the extent to which securities markets anc
markets for corporate control supervise the performance of managements
is a critical issue in the economic analysis of corporation law.73 Yet de
spite all the studies, a definitive conclusion is difficult.7 '

VI. CONCLUSION

Microeconomics has the potential for substantial contribution to th4
resolution of legal problems. In the areas of corporations and securitie
regulation the existing literature already makes substantial contribution:
and more should be forthcoming. However, scholars employing economic:
must be scrupulous in expressing necessary qualifications and limitation
of the tool. More importantly, they must take great pains not to, or not tA
appear to, characterize political and philosophical orientations as neutra

are efficient; Baker, supra note 45.
71. See Klevorick, supra note 20.
72. Posner, The Economic Approach, supra note 18.
73. See, e.g., Wolfson, supra note 3.
74. See SCHERER, INDUSTRIAL MARKET STRUCTURE AND ECONOMIC PERFORMANCE 29-44 (2

ed. 1980). Professor Scherer does appear to agree with the general conclusion that most (
the critical assumptions of the perfectly competitive models will be workably approximate
in the conduct of business firms. See, e.g., id. at 41.
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analysis. Otherwise all economic analysis of law will be rightfully stripped
of its credibility and, ultimately, its usefulness.




