CONSTITUTIONAL POLITICAL ECONOMY, VOL. 3, NO. 3, 1992

THE COMMON LAW AS
CENTRAL ECONOMIC PLANNING*

Peter H. Aranson**

Central economic planning traditionally has set goals and allocated resources by supplant-
ing the price system with central direction. Planners engaged in industry-by-industry and
firm-by-firm decision making, all to achieve predetermined targets. The neoclassical
approach to law and economics posits that common law judges engage in a similar activity,
in rendering decisions that maximize wealth. A significant feature of this approach is
the placement of judges in the position of calculators of comparative values. Neither
advocates of central planning nor those of judicial wealth maximizing address or solve
the economic calculation problem. The vartous aspects of that problem hold two imptica-
tions for common law judges. First, they cannot accomplish the tasks that the neoclassical
approach sets out for them. Second, a recognition of the calculation problem leads to a
rejection of balancing and the choice of rights-based, bright-line rules that return actual
and potential litigants® decisions to the market.

Introduction

I argue here that explanatory and normative applications of neoclassi-
cal microeconomic theory to the common law fail to address the eco-
nomic calculation problem. This is the same criticism that Austrian
economic theorists and writers of the London School of Economics
(L.S.E.) on subjective opportunity cost have aimed at theoretical justi-
fications for central economic planning. Although central planning
and common law judging are not identical activities, neoclassical and

*An earlier version of this essay was prepared for a Liberty Fund, Inc., Conference
on ‘“The Probiems of Economic Calculation under Socialism,”” New York City, January
26-27, 1986. Some time after the completion of the 1986 draft, I received working papers
from Louis De Alessi and Bob Staaf. They were pursuing the same themes that this
paper explores, but in a more focused manner. 1 gained greatly from their work, for it
gave me confidence that these ideas are worth pursuing. I thought it appropriate to revisit
this paper for a volume in Bob Staaf"s memory. | have also benefitted greatly from
extended discussions with Andrew Kull and Paul Rubin.

**Professor of Economics and Chair, Department of Economics, Emory University,
Atlanta, GA 30322,
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normative propositions concerning both activities remain subject to the
same criticisms.'

Section 1 reviews the central model and arguments about common
law efficiency, and Section II examines Austrian and L.S.E. critiques
of the calculation problem in the context of central planning. Section
11 interprets Rubin’s (1977) tort model in light of the calculation prob-
lem and then explores in a similar manner certain features of contract
and property law. Section IV then explores the implications of the
calculation problem for the choice of legal rules.

This discussion attends principally to how well various legal rules
fare in light of the calculation problem. 1 purposely suppress a review
of the rules’ comparative merits on neoclassical grounds. It turns out
that many alternative rules (for example, negligence versus strict liabil-
ity) may (Brown 1973) or may not (Shavell 1980) be equally efficient
under the usual assumptions. I also do not explore questions of strategic
actions, as these ordinarily form poorly considered makeweight argu-
ments.”

I. Theories of Common Law Efficiency
1. Background to the Controversy

The line of research from Coase’s ‘“The Problem of Social Cost™
(1960), to Posner’s first edition of Economic Analysis of Law (1972b),
to Rubin’s **Why is the Common Law Efficient?”’ (1977) prompted a
curiosity that subsequent attacks on law and economics from the left
have tended to obscure. Scholars of the post-Simons Chicago School
had discovered a public-sector institution that, apparently, tended to
adopt welfare-regarding, efficiency-enhancing rules.’

I One could argue that judging and planning share commeon characteristics, especially
in light of contemporary neoclassical interpretations of the common law. But such a
comparison would be strained. The comparison offered here concerns less the actual
activities of judging and planning and more the neoclassical intellectual structures that
maodel each activity.

2 See, e.g., Cooter and Uflen 1988: 293-96, on the ill-conceived nature of arguments
against specific performance as a remedy for breach of contract, based on predictions
of strategic action.

3 It remains impossible to sustain the claim that Chicago School economists never
met a form of government intervention they liked. See, e.g., McChesney 1991. So the
characterization to the contrary is overdrawn.
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Enthusiasm for the common law derived from three very different
traditions. First, interpreted in neoclassical construct, the early evi-
dence seemed compelling that common law@induced allocatively @
efficient actions in the private sector (Posner 1972a, 1972b, 1977).

Hence, the common law process contrasted sharply and favorably with i ( .
v

that of legislatipn or administrative regulation, which act on{distribu-

r@ﬁal margms. 1o induce inefficient resource allocations (Tulloc ; Cm‘ e
Stigler T971; Posner 1971, 1974; Peltzman 1976; Aranson and Ordeshook '
1981).*

Second, interpreted in an Austrian construct, the Rubin and Priest
(1977) models gave indirect evidence of a rivalrous, entrepreneurial
legal process, evolutionary in character, in which the decision to sue
or settle rests on individual (disequilibrium) margins of opportunity for
gain (or avoidance of loss). That is, one could not distinguish readily
between the actions of litigants and their lawyers in these models of
the common law process and those of market entrepreneurs in the
analyses of Hayek (1945) and Kirzner (1973, 1979, 1985). Rubin, Priest,
and others who followed in this line of rescarch had made no such
connections. But legal rivalry appeared to share efficiency-seeking
properties with market rivalry, rather than the welfare-dissipating prop-
erties of political conflict.

Third, and from a rights-regarding construct not too distant from
Austrian concerns, perhaps under the influence of Coase (1960), Dem-
setz (1964, 1967), and Rubin, the literature on common law efficiency
seemed initially to be part of a larger economic theory of rights. Several
writers understood early neoclassical works on common law efficiency
to be saying that suits, and therefore changes in the law, could only 3y
arise if rights had not yet been (efficiently) defined, which would then
create conflicting claims that courts eventually would get right. There
was an implicit agreement to abide by the results of the legal process,
so that even if courts occasionally might reassign rights in response to
changing conditions and valuations, the associated redistributions
would remain incidental, and the result, ex anfe, would be efficient.
More to the point, the common law process seemed appropriately to

&

4 Epstein (1982} argues that the choices among common law doctrines (e.g., strict
liability versis negligence) give little opportunity for working allocative or distributive
consequences. But legislation and administrative actions provide a superior means for
accomplishing distributive consequences.
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to reduce the wastefulness of self-help remedies. The common law
concerned the province of rights, while economic analysis examined
the province of preferences and costs. Economists’ central public-
sector concerns, then, remained with legislation and regulation.

Coase s the first economist (of whom I am aware) to ask explicitly
whether common law rules—judges’ decisions and resulting prece-
dents—have allocative consequences. He wrote specifically about nui-
sance law, but his work enjoys far broader application. The Coase
Theorem is well known; 1 briefly rehearse it here to isolate points
of contention that arise later within the structure of the calcutation
problem.

The Theorem has three parts (Liebermann 1981). First, viewed solely
as an economic problem, the placement of liability does not resolve
into a question of discerning causation or blame.

The question [of liability] is commonly thought of as one in which A
inflicts harm on B and what has to be decided is how should we restrain
A? But this is wrong. We are dealing with a problem of a reciprocal nature,
To avoid the harm to B would inflict harm on A. The real question that
has to be decided is: should A be allowed to harm B or shouid B be
allowed to harm A? The real problem is to avoid the more serious harm
{Coase 1960: 2).

Coase specifically rejects the placing of blame as an economic con-
cept. With respect to cattle wandering onto a farmer’s pasture, ‘‘there
would be no crop damage without the cattle,”” but *‘there would be no
crop damage without the crops.”” And concerning a confectioner whose

neisy machines make a doctor’s stethoscope useless, ““[tJhe doctor’s

work would not have been disturbed if the confectioner had not worked
his machinery,”” yet ‘‘the machinery would have disturbed no one if
the doctor had not set up his consulting room in that particular place.”
In sum, “'[ilf we are to discuss the problem in terms of caunsation, both
parties cause the damage (Ibid.: 13).”’

Second, if transaction costs are zero (or sufficiently low), and if
precedent places liability on the tortfeasor or leaves the victim unpro-
tected, then the law of the case creates rights in either one party or
the other, which the party owning the right can alienate (sell} to the
other, to their mutual advantage. “‘[IJf such market transactions are
costless, such a rearrangement of rights will always take place if it
would lead to an increase in the value of production (Ibid.: 15).”
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rules are efficient (see, e.g., Posner 1972a, 1972b, 1977). The second
involved studies of the general common law process itself, to deduce
conditions that lead to allocative efficiency (or otherwise).

Here, we consider this second direction. This research seeks to
explain how courts might reach the efficient results that Coase and
others claim to identify. That is, it involves the search for a mechanism,
or set of institutional rules, which;, given the participants’ preferences,
will lead to the adoption of allocatively efficient rules. The models thus
purport to be positive.®

Rubin’s (1977) model seeks such a mechanism. It goes beyond that
of Coase, however, in that Coase (in the case of zero transaction costs)
relies on ‘‘reasonably’’ uncomplicated bilateral bargaining to show that
the final allocation of rights will be efficient. Rubin’s model, by contrast,
assumes explicitly that transaction costs prohibit bilateral or multilat-
eral bargains; hence, in this respect it aptly describes ordinary accident
cases but reveals a mechanism that nonetheless predicts legal evolution
toward efficient rules.

Rubin considers a simple tort case in which a tortfeasor, A, and
victim, B, initially face prohibitively high transaction costs. An accident
occurs, which damages B by an amount X. If the rule of liability favors
A, then B must absorb this cost. But if it favors B, then A must pay X
to B. Suppose that the rule holds A liable. His total cost, T,, is:

T, =54 + NASJX,

8 There were at least two false starts in this literature. The first sought to explain the
adoption of efficient rules in terms of judges’ preferences alone. In this view the nineteenth
century shift from strict liability in tort to a rule of negligence, say, emanated from judges
who shared the class or economic interests of the firms whose owners benefited from
this development (Horwitz 1977). That this shift was also (supposedly) efficient merely
was the artifact of an unanticipated coincidence. Posner (1986: 233~8) examines and
satisfactorily rejects this claim. Inter alia, it is not falsifiable because it is entirely tautolog-
ical.

The second false start involves Posner’s (1972b) own attempt to explain the adoption
of efficient rules. Posner appears to claim that rules of judicial independence and proce-
dure free judges from all other interests; so, if judges can do anything, they might as
well adopt efficient rules to govern the resolution of disputes at common law, While this
“*lack-of-sufficient-reason’” argument simply will not do (Epstein 1980), it contains enough
of a motivational element to be f:zjsj.ﬁablc. And in my view (and that of many others),
it has been falsified. See, e.g., Rubin 1982; Aranson 1985, 1988; Epstein 1985; Priest
1985; Rubin and Bailey 1992,
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overturned in favor of an efficient liability placement that, for the rea-
sons given, the parties never will test. In sum, over time the rule or
precedent governing cach general fact pattern will tend toward efficient
placement of liability. This result holds whether courts establish a right
de novo or reassign rights pursuant to changed economic conditions
(for example, changes in accident or avoidance costs, or in avoidance
technology). '

Most writers refer to Rubin’s modei when they invoke ‘“‘models of
common [aw efficiency.”” But in the same essay Rubin also develops
three other models, whose predictions vary from this one concerning
efficiency. In the first model one party, but not the other, has a future
interest in precedent. The rule then evolves to favor the party with the
future interest, which only fortuitously might reflect efficiency. In the
second model neither party has a future interest in precedent. If litigants
agree on R, then they will settle out of court; otherwise they will go
to trial, again with unpredictable results. In the third model the parties
enjoy a continuing interest in precedent but can contract away from
the rule’s implications for avoidance placement, though not from its
liability assignment. Such shifting never occurs if the rule is efficient,
but it might occur if the rule is inefficient and if transaction costs are
low. Here, the *‘price spread’” affects the results exactly as it does in
secondary markets under price discrimination in the primary markets;
as transaction costs increase, eventually the model converges to the
first one reviewed here.

Several other models appear in the literature, and these, together with
Rubin’s work, reveal a variety of assumptions and disparate findings
concerning commeon law efficiency (Priest 1977; Goodman 1978; Landes
and Posner 1979; Cooter and Kornhauser 1980; Terrebonne 1981). Com-
binations and permutations of assumptions within these models raise
the possibility of millions of findings, only a few of which have been
explored. The models to date thus remain profoundly inconclusive and
incomplete with respect to common law efficiency.'”

II. The Calculation Problem

I. From Common Law to Central Planning

In each area of common law—property, contracts, and torts—courts
face a variety of decisions, each of which requires that they choose an

10 For recent analysis and commentary that casts doubt on efficiency claims, see
Hadfield 1992, Bailey and Rubin 1992, Bailey 1991, and Johnston 1991,
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The first three rules, in sum, do _not rely on calculation to confirm e
people’s rights. " The last three rules do rely on calculation, in a manner
that resembles the calculations found in central economic planning,
Courts using the first three rules operate under the implicit assumption
that a rights-preserving structure will minimize social opportunity costs.
Courts using the last three rules operate under the explicit assumption
that the judicial process can enter on a case-by-case basis, to get each
matter right. It is in this sense that the calculation problem gains rele-
vance for modern law and economics.™

2. The Austrian and L.S.E. Critiques

The Austrian and L.S.E. critiques oﬁ'e reasons to believe that Cf
courts, like central economic planners, cannot adequately perform the
necessary calculations to get matters right. 1 call these reasons: (1)
the computation problem; (2) the dynamic prediction problem; (3) th
decentralized information problem; and (4) the subjective cost problem.

The computation problem. Both central economic planning and judg-
ing on wealth-maximizing or related utilitarian grounds supplant a price
system with centralized, non-price direction. To get decisions right,
therefore, both planners and courts must act as if they compute relative
prices and estimate marginal utilities. The computation problem, how-
ever, exceeds human capacity. Mises (1948) and Hayek (1935a, 1935b)
point out that under socialist central planning there exist no prices.
Without prices there can be no economic calculation, to decide between
competing resource uses. And:

Without calculation, economic activity is impossible. Since under Social-
ism economic calculation is impossible, under Socialism there can be no
economic activity in our sense of the word. In small and insignificant
things rational action might still persist. But, for the most part, it would

13 Most areas of common law contain irreducible requirements for calculation. Even
with injunctive relief in nuisance law, for example, courts must calculate damages from
the time the nuisance began until the time that the injunction takes effect. Specific
performanceé may be impossible in contract law, or the parties may have contracted
away from this remedy, in which case damages are required. Successful tort actions
under a rule of strict liability also require assessments of damages, The argument here

is not that calculation is wholly avoidable. Instead, I argue that courts can diminish the J—"
e which they rely on calculation, especially in the initial determination of liability.

14 I address the calculation problem with respect to constitutional law in Aranson,
1985, 1987, 1950.
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(costs) set off unpredictable actions on entrepreneurial and other mar-
gins. Neither planners nor courts reliably can predict these actions and
their consequences.

The socialist-pricing proposals led the Austrians to deveiop the con-
cept of market process. Briefly stated, given any change in preferences
or relative prices, a prior *‘equilibrium™ would be upset. Prices, being
nonparametric, are instead, exchange ratios subject to constant attack
through a highly decentralized and rivalrous process, in which prices
signal entrepreneurs to search for new profit opportunities that, when
exploited, will themselves alter future prices (Kirzner 1973).

The socialist pricing scheme would impose on those subject to it
either constant stagnation or constant dislocation because of the human
engines of change. Let the central planners set initial prices. Ratios of
marginal wtility to price then change, as do those of marginal product
to unit cost. Demand restructures, and so do the “‘proper’’ levels of
relative prices. The authority has unleashed incalculablé changes in the
economy and must change prices again. In this activity it would seem
no more effective than a dog pursuing its own tail (Hayek 1948: 187)."

The decentralized information problem. Relative prices and factor
costs result from the more or less informed choices of actors throughout
the economy. Knowledge of opportunities and individual preferences
is broadly, even radically decentralized (Hayek 1945). To make plans
centrally, or to render legal judgments based on the summary statistics
that prices and quantities alone provide, remains difficult in a static
economy. The successful pursuit of these activities becomes impossible
in a dynamic economy.

Mises (1981) recognized that individual valuation and money price
do not necessarily measure the same things. The first is decentralized,

I5 Heiner, 1986, 1983, explains the possible superiority of rule-governed decision
making, as distinct from calculation, by appealing to a gap between the complexity of
the environment and the decision maker’s ability to understand it. We may interpret
Heiner's work as an attempt to place a neoclassical foundation under Austrian ideas.
Heiner's writing plainly corresponds to the computation problem. But it does not apply
to the dynamic prediction problem. The reason for this lack of correspondence is that
the decision problem in Heiner's work is wholly determined, and the remaining difficuity
is one of estimation of underlying variables. But the decision problem is not so given
under the dynamic prediction problem. That is precisely the meaning of the claim that
prices are nonparametric. For a discussion of common law efficiency using reasoning
very similar to Heiner’s, see Hadfield 1992.
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cannot claim ‘scientific’ precision for his estimates unless he restricts
himself rigidly to objectively-observed magnitudes [choice-influenced
costs]. But if he does this, he cannot claim that his estimates reflect
reasonable norms upon which ‘social’ choices should be based
(Ibid.: 60).”

The problem of public (judicial, legislative, or administrative) deci-
sion making then comes clearly into focus:

There is an obvious inconsistency. The Pigovian norm [for example] aims

at bringing marginal private costs, as these influence choice, into line

with social costs, as these are objectively measured. Only with objective

measurability can the proper corrective devices be introduced. But under

what conditions can objectively measurable costs, external and internal,

be taken to reflect, with reasonable accuracy, the costs that the effective

decision maker may take into account {1969: 74)?

In a regime without prices, the equation of the two kinds of costs is
an iHusion based on an apparent similarity.

Since the persons who bear these *‘costs”—those who are externally

affected—do not participate in the choice that generates the *‘costs,”

there is simply no means of determining, even indirectly, the value that

they place on the utility loss that might be avoided (Ibid.: 72).

III. Economic Calculation and Common Law Efficiency

If calculation is a judicial chimera, wherein lies the common law’s
superiority, referred to at the outset? In earlier drafts of this and another
paper {Aranson 1988), I conclude that the common law replaces the
uncertainty of calculation with the certitude of doctrine, in the form of
rule-governed choice. On this reading, ** Austrian” judges would prefer
strict liability to negligence, to govern decisions in tort actions; they
would prefer injunctive remedies to a Coasian balance test in nuisance
actions; and they would prefer specific performance over damages in
matters of breach.

I continue to believe that a preference for bright-line rules over
calculation is correct,'® but the justification for this preference only

16 Where courts choose the wrong body of law (e.g. tort law to govern contractual
relations), negligence over strict liability may be preferred. For example, consequential
damage to the plaintiff’s property may grow out of a contractuat nexus. The common
law traditionally and in my view mistakenly, has treated such cases as torts, not as
contract actions. In these circumstances a neglipence rule ameliorates the underlying
problem. Section I'V takes up these problems at greater length. For a discussion of part
of these legal rules, see Epstein, 1992. I am grateful to Richard Epstein for discussions
about this problem.
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vanished forever (as did the ‘‘defendant’ as the same person, for that
matter). Hence, a “‘reasonable-man’’ standard, say, would remain with-
out meaning or principle of application. Second, the defendant is
unlikely to have been able to calculate costs as a guide for knowing
what avoidance costs to incur or whether to defend or settle. S, in the
first component is a choice-influencing cost, while S, in the second
component, N,(5,)X, is a choice-influenced cost; there is no warrant
for equating the two. Third, X is a choice-influenced cost for B, a
““social cost,” but a choice-influencing cost for A (by hypothesis).

Buchanan’s formulation thus reveals the utter confusion in this cast-
ing of the problem, a confusion only compounded by the need to calcu-
late similar costs, Ty, for the plaintiff, B. Rizzo, moreover, points out
in the context of negligence determinations, that some of these costs
never existed at all as choice-influencing costs.

We are driven to compare two counterfactual hypotheses: If A were
required to bear the full social cost attached to his behavior he would
have avoided the accident at [$5,], and if B bore the full costs he would
have avoided it at [$S5). Now if [$5.] is less than [$5,], the efficiency
framework implies that A ought to be made liable for the harm resulting
from the accident. The issue is not to compare or evaluate what has
" happened but, rather, to speculate about what might have happened in
two alternative worlds and then to compare the outcomes (1980a: 292),

This reliance on counterfactuals makes the court’s problem that much
more intractable. But this much we should have known. Any court that
seeks to calculate such costs, and then to arrive at an “‘efficient’” liability
assignment, is engaged in a central planning, economic-calculation and
direction activity. And so all of the Austrian and L.S.E critiques fully
apply.

But let us assume, ex Aypothesis, that a court somehow could over-
come these problems and get the liability assignment right by a series
of adjustments over time. Only if circumstances were fully static would
the resulting rule enjoy a claim to efficiency. The problem here is
precisely the same as the problem with the Lange-Dickinson socialist-
pricing proposal. Attime =1, the court “*observes’” costs and fashions
a rule that, as precedent, will govern future similar parties’ decisions.
But at time t=2 conditions have changed, infer alia, because of the
rule that the court enunciates at =1, and those costs no longer remain
relevant. The court then fashions a new rule, and so forth. As a conse-
quence the court perpetually {and unsuccessfully) must ‘‘fight the last
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accurate measurement, the only test of efficiency remains the require-
ment that compensation be paid (Buchanan 1959). A rule of strict liabil-
ity in tort requires tortfeasors to compensate victims. And only through
such a mechanism can one accurately reveal the parties’ preferences.

The parallel between the application of strict liability in tort and
the requirement that losers from government actions be compensated
extends to a deeper level. Rizzo (1980} points out that strict lability
allows for a test of the proposition that the activity forming the proxi-
mate cause of damage is indeed more valuable than the offsetting dam-
age to person or property. The test reveals itself in the subsequent
actions of the instant defendant and all future potential defendants.
Similarly, Buchanan (1959) observes that the correct test for efficiency
remains consent. The political economist’s task is to create proposals
for change, including compensations, that can gain the unanimous
" acceptance of affected parties.

2. Contract Law

Contract law is a **pure’’ variety of common law, because transaction
costs do not necessarily preclude the alienation of obligations (liabili-
ties) found within its body of precedents. Because contract law grows
out of disputes arising from preexisting contracts, the parties might
have contracted around extant rules, or reacted to their absence, though
at some additional cost. To the extent that (1) obligations remain alien-
able, (2} parties know the law, and (3) transaction costs are negligible,
the substance of contract rules does not matter. Parties may use preex-
isting rules or contract around them, as they see fit. This much follows
from the Coase Theorem.

The goal of contract law is to help parties accomplish their joint
purpeses when their performances are temporally separated. It achieves
this goal by two means. First, it provides certainty of performance
of the promised conduct. Second, it incorporates rules that minimize
(additional) transaction costs, by adopting conventions that most parties
wotuld adopt, most of the time, especially with respect to unforeseen
contingencies.

Problems emerge when courts go beyond these means to modify
contracts, fail to enforce their terms, including those that contract
around legal conventions, or read into them provisions that they do
not contain. The corpus of contract law is quite large, and I only
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duress failed to prove that the transaction was welfare-regarding. Courts
have no way to second-guess the relative values of the transaction
under duress of goods; hence, ordinarily they will find for plaintiffs in
such cases.

Contract-formation rules against coercion and duress excuse defen-
dant’s performance, but they constitute reasonably clear provisions
that assure, ex ante, that the contract made the parties better off. This
claim does not hoid true of a more recent contract-formation doctrine,
*“‘unconscionability.”” Contract clauses are unconscionable if they

are so one-sided as to be unconscionable under the circumstances existing
at the time of the making of the contract. . . . The principle is one of the
prevention of oppression and unfair surprise. . . and not of disturbance
of allocation of risks because of superior bargaining power.?

Courts have used the doctrine fo overturn a number of commercial
practices, including add-on clauses, waiver-of-defense clauses, exclu-
sion of liability for consequential damages, due-on-sale clauses, and
termination-at-will clauses in franchise contracts. In each instance the
deciding courts focus narrowly on each clause’s effect on the instant
litigants. And in all cases the courts ignore the effects on the litigants’
class.

Add-on clauses, for example, allow merchants who sell under instatl-
ment contracts, to reach as collateral goods that they previously sold
the buyer. Courts have judged these clauses to be unconscionable, but
as Epstein (1975) notes, they represent a least-cost way for poor people
to acquire installment credit. Durables'ﬁmlfrrltu_rep_lc;?ialue
more rapidly than poor people can pay off installment loans, and the
alternative for poor people would be higher down payments. Prior
purchase from the same merchant also allows the merchant to assess
the value of goods sold earlier. Add-on clauses, in sum, make credit
available to some people who otherwise would not have it.

The reasons for enforcing these clauses go beyond simple appeals
to freedom of contract. The problem is that the courts have no easy
way to assemble the information required to assess their true effects.
First, the judges who initially considered the issue were not even aware
that add-on clauses might be welfare-regarding. Second, even if they

20 Uniform Commercial Code sec. 2-302 comment 1 (1977), as quoted in Cooter and
Ulen 1988: 268.
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Remedies. The principal remedies for breach in modern contract law
involve the defendant’s paying of compensatory damages.” Contracting
parties sometimes may fashion their own damages, as part of the con-
tracting process. These/include liquidated damage clauses, penalties,
and specific performance. Courts, as a general rule, are least likely to
enforce pena iises and have created several exceptions to specific
performance, SOW enforce it completely. %

Any failure to enforce a contract as written reduces the parties’
reliance on contracts as a manner of doing business; thus, such refusals
limit freedom of contract itself. The Austrian and L.S.E. critiques hold
implications for all such refusals.

De Alessi and Staff (1989) observe that courts ordinarily will award
damages based on market prices for breach of contract. Ceteris paribus,
this method accurately compensates plaintiffs for loss of marginal
unit(s), as their marginal benefit for these units usually equals market
price. But it does not compensate plaintiffs for inframarginal units. If
perfect replacement of the performance contracted for is not possible,
courts cannot accurately compensate plaintiffs. This condition will pre-
vail where contract-specific performance is involved. But even where
perfect substitutes are available, plaintiffs must undergo additional
transactions.

When parties contract for their own remedies, not involving monetary
compensation, one is likely to find complicated contract terms reflecting
subjective values that monetary compensation cannot reach, else judi-
cial compensation would be appropriate. But judicial reluctance to
enforce such contract terms reduces the value of contracting (see relat-
edly Bishop 1985; Muris 1983; Schwartz 1979).

To restate the matter in terms of preference revelation, knowledge
concerning the vaiues of performance and nonperformance are subjec-
tively known to plaintiff and defendant. The subjective-cost problem
alerts us that courts cannot get these values right, and where the parties
have contracted around compensatory damages to arrive at specific <~
performance, or have specified damages in advance, courts should
sustain these terms. Specific performance sends determination of the
case back to the market, wherein resides the information required for
judgment (Aranson 1988).

e
o

L

23 These include reliance damages, expectation damages, and damages associated

with lost opportunities associated with the contracts formation. '
o
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values abound in property valuations, and they become more pervasive
still where livelihoods are involved.

Nor need we rely solely on subjective value to arrive at the same
conclusion. The decentralized information problem remains at least as
telling. Imagine, for example, a limit-pricing monopolist whose profits
are very small, but whose plant produces factors for an important
national industry. A much smaller firm might locate nearby and foul
the air, making it impossible for the monopolist to operate. But when
the court compares profits, it finds that the new firm is of higher value
and thus declares that no nuisance has occurred. The monopolist goes
out of business, because it cannot afford to buy out the new firm’s
activity. Some time passes before new entry, and losses to do\mstream
firms become substantial.

If transaction costs are high, Coase’s approach does not necessarily
yield a superior solution. The major problem is that the coutt, if only
implicitly, must estimate transaction costs if it wishes to extinguish
prior property rights (create new easements} based on comparative
valuations of uses. The most famous case in this line of reasoning, one
that substituted damages for injunctive relief, is Boomer v. Atlantic
Cement Co.” There the New York Court of Appeals refused to issue an
injunction against a cement manufacturer that had damaged a residential
area with a few low-level commercial establishments. The ¢ourt read
the case as involving air pollution, when in actuality the complaint went
principally against the effects of blasting. The court evidently believed
that the use of the traditional remedy would be unavailing, because of
transaction (bargaining) costs. Against the possibility of holdouts, it
balanced the $45 million investment in the cement plant along with its
substantial payroll. Farber (1988), however, has explored the record
and found nothing remarkable in it to warrant treating Boomer differ-
ently from any other nuisance action.

Where transaction costs actually are high, in many cases there
remains no reason for treating nuisances differently than one would
treat other torts: strict liability should apply, not negligence. If that
task exceeds the court’s capacity, as it well may if large scale poliution
problems are involved, then a legislative solution may be preferred.”

26 26 N.Y.2d 919, 309 N.Y.2d 312, 275 N.E.2d 970 (1970).

27 The legislative forum must be tightly bound to the affected collectivity. Most solid
waste and toxic tort problems are best handled by state and (preferably) local govern- -
ments. Water pollution should be handled at the regional level. Most air pollution prob-
lems remain local in nature. See Aranson {982,
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In recent years, of course, courts have broadened the scope of malprac-
tice and products liability (Priest 1985). Nineteenth century judges tried
to soften the effects of tort law in such cases, by resorting to negligence
instead of the then prevailing tort rule, strict liability.®® And defenses
such as customary practice were often invoked (Epstein 1992). But
courts now impose strict liability in many of these cases. Even where
negligence rules prevail, it is an easy case for plaintiffs’ attorneys to
reach deep corporate pockets.

As various scholars have noted, the effect of assigning malpractice
or enterprise liability cases to the category of torts effectively “‘bun-
dles™ an insurance policy with the primary good or service purchased
(Rubin 1992). In traditional tort actions, those involving strangers, we
preferred strict liability to negligence because under a negligence system
neither the (potential) plaintiff nor defendant could know in advance
the respective probability of harm or compensation or the appropriate
care due. Nor, more importantly, could courts gain th¢ information
required to get matters right. In contract actions, though,
enforcement of contracts as written as well as injunctive relief, for
similar reasons of informational accuracy. Each system—strict liability
in tort and precise enforcement through injunctions in contracts—
appears best for its particular set of disputes.

But strict liability in tort is not equivalent to an unwincing contractual
enforcement. Were it possible for strangers to contract with each other
in advance, we might replace strict liability with the actual terms of
the contract. And, the various parties might prefer the terms of the
contract to strict liability.

In malpractice and product liability law cases, such contracts could
emerge if courts would allow that result. The intellectual case dgainist
such an approach is a hotlow shell, as Priest (1985) and Rubin (1992)
observe. Terms such as “*contract of adhesion’” try to identify the take-
it-or-leave-it nature of arrangements large firms would make “‘against’’
helpless, disorganized consumers.

The problem with this formulation is that the courts, through the
imposition of tort liability to essentially contractual relations, have
fashioned a new contract of adhesion, one in which consumers must
purchase (costly) insurance bundled with the primary good or service,
whether they want it or not. Stated differently, courts systematically

28 I am indebted to Richard Epstein for this observation. See supra note 16.
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