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1

Introduction to Public Law and Economics

King John and the barons negotiated the Magna Carta in 1215. Three thousand years
earlier, Hammurabi enacted his famous code. Law is an ancient discipline. By compar-
ison, economics is young. Adam Smith laid its foundation in 1776 with his masterpiece,
An Inquiry into the Nature and Causes of the Wealth of Nations. Since then, economists
have studied and influenced policy on many topics. During most of that time, however,
economists have not studied or influenced law, at least not in the sense that lawyers use
the term.

For lawyers, “law” means more than policy. Law encompasses constitutions, statutes,
regulations, treaties, customs, and prior cases. Law involves certain forms of reasoning.
To decide if a prior case governs the present case, lawyers reason by analogy. To de-
termine rights and obligations, lawyers interpret law. Through interpretation, judges
determine the meaning of law. Interpretation can lead to monumental decisions, as
when the U.S. Supreme Court held that the Constitution prohibits racial segregation
in public schools.! According to Alexander Hamilton, one of the Founders of the U.S.
Constitution, “Laws are a dead letter without courts to expound and define their true
meaning and operation.”?

To resolve cases, judges apply law to facts. Prior to the 1960s, economists supplied the
facts on some market-related topics. For example, economists might have estimated a
company’s market share for a case about antitrust law, or they might have calculated the
wages lost by a worker injured in an accident. In cases like these, economists provided
the inputs necessary for the operation of law, but little more.

Beginning in the 1960s, the relationship between economics and law changed dra-
matically.® Economics expanded into traditional areas of law, especially criminal law,
property law, contract law, and torts (the law of accidents). Economists began asking
questions like these: Which party to an accident should pay its costs? What is the effi-
cient remedy for a breach of contract? Will harsher punishments deter more crime?

Economics changed the study and practice of law. Today the top law schools in
many countries have economists on their faculties; joint degree programs (a Ph.D. in

! Brown v. Bd. of Ed. of Topeka, Shawnee Cnty., Kan., 347 U.S. 483 (1954). We use the Bluebook style of
citation with minor exceptions, the main one being that we don’t use short forms. This saves readers from
hunting for complete citation information. For cases, the citation begins with the name of the case, followed
by the volume of the reporter in which the case was published, the abbreviated name of the reporter, the page
on which the case begins, and the year of decision. For articles, the citation begins with the author(s), followed
by the name of the article, the volume number of the journal in which it appears, the abbreviated name of
the journal, the first page of the article, and the year of publication. Citations for other kinds of work are
self-explanatory.

2 Tue FEDERALIST No. 22, at 112 (Alexander Hamilton) (Ian Shapiro ed., 2009).

3 The birth of modern law and economics is usually traced to two articles: Ronald H. Coase, The Problem
of Social Cost, 3 J.L. EcoN. 1 (1960) and Guido Calabresi, Some Thoughts on Risk Distribution and the Law of
Torts, 70 YALE L.J. 499 (1961).

Public Law and Economics. Robert D. Cooter and Michael D. Gilbert, Oxford University Press. © Oxford University Press 2022.
DOI: 10.1093/0s0/9780197655870.003.0001
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economics and a degree in law) exist at many prominent universities; law reviews rou-
tinely publish articles using economics; and several journals devote themselves exclu-
sively to the field. Many areas of law, such as corporate law and bankruptcy, are taught
from a law-and-economics perspective. In the United States, prominent law-and-eco-
nomics scholars have become judges. Professional organizations on law and economics
exist in Asia, Europe, North America, South America, and elsewhere. Two economists
who helped found the field, Ronald Coase and Gary Becker, received the Nobel Prize in
Economics.

Economic analysis has enjoyed remarkable success in law. However, it still has room
to grow. Lawyers divide law into two parts, private and public. Private law involves pri-
vate relationships among individuals. When a homeowner hires a painter, private law
governs their agreement. When a driver injures a pedestrian, private law resolves their
dispute. Public law involves the state. Public law establishes the powers of government
and fundamental rights like speech and religion. Public law regulates war, pollution,
immigration, elections, discrimination, education, and health.

Most work in law and economics addresses private law. The economic analysis of
private law has exerted enormous influence on legal scholarship and teaching. By com-
parison, the economic analysis of public law has not. We do not mean that scholars have
not written in this area. Many important works apply economics to topics in public law.
We will discuss many of those works in this book. Outside of criminal law, however,
economics has had limited influence on public law scholarship and pedagogy. When
teaching constitutional law, legal scholars do not usually think of economic analysis.
When arguing cases about elections, lawyers do not ask, “What do economists say about
voting?” When interpreting statutes, judges do not use economic models.

We believe that economics can illuminate public law in the same way that it has
illuminated private law. This book attempts to show how and why. Our ambition is to
make public law and economics as influential as its private law counterpart.

To explain the potential of economics in public law, we begin by discussing its
roots. Economic analysis of law proceeds in three modes: positive, normative, and in-
terpretive. Positive theory predicts when laws arise and how people respond to them.
Normative theory evaluates laws using different conceptions of efficiency. Interpretive
theory ascertains the meaning of law. We will elaborate briefly on each mode.* Although
we have strived for clarity, some readers might find this discussion a little daunting.
Beginning in the next chapter and continuing throughout the book, we will work
through the ideas step by step.

I. Positive Law and Economics

Lawmakers make laws to achieve certain objectives. To illustrate, legislators
lower the speed limit to slow traffic, and regulators cap emissions to reduce pollu-
tion. To achieve these objectives, law usually must influence the behavior of people.

4 Qur discussion draws on Robert D. Cooter & Michael D. Gilbert, Constitutional Law and Economics,
in RESEARCH METHODS IN CONSTITUTIONAL LAw: A HANDBOOK (Malcolm Langford & David S. Law eds.,
Forthcoming).
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Thus, the behavior of people is usually relevant to making, revising, repealing, and
interpreting law. Economics provides a theory of behavior. The theory relies on three
concepts: preferences, maximization, and equilibrium. We will briefly explain each.’

Economists assume that people can rank the benefit or “payoft” to themselves
from different outcomes. Thus, a consumer can rank goods—gourmet coffee, leather
shoes, smartphones, electric cars, and chocolate cake. A politician can rank offices—
town council, governor, member of Congress, and President. A college student can
rank careers—business that promises wealth, or art that gives pleasure. “Utility func-
tion” is the technical name that economists give to a preference ranking. Sometimes
utility functions involve complicated math. However, the idea behind utility functions
is simple. As a person better satisfies her preferences, her payoff or “utility” increases.

Preference rankings must fulfill some formal conditions.® However, economics does
not assume anything about the reasons for a preference ranking. The values underlying
a person’s preferences might include pleasure, love, status, happiness, wealth, power, al-
truism, or justice. People’s actual preferences are complicated and difficult to measure.
To simplify the analysis, economists make assumptions. In business, economists often
assume that people care only about money. Economic models of material self-interest
are often simple and compelling. However, the analysis need not end there. Immaterial
values—political philosophies, moral commitments, religious beliefs—influence
people too.

Having discussed preferences, we consider their satisfaction. Each person wishes to
satisfy her preferences to the greatest extent. When alternatives are ranked, a rational
person chooses the highest-ranking alternative. Given boundless opportunities, eve-
ryone would fully satisfy their preferences. In reality, opportunities are limited. People
have imperfect information, and we face many constraints, including time and money.
Economists assume that people satisfy their preferences as best they can given their
beliefs and constraints. To make specific predictions, economists use the mathematics
of maximization.

Utility maximization often provides a good model for predicting how people will
behave. However, the model is imperfect. Real people are psychological, not purely log-
ical. Many people err when making choices, especially when facing novel situations and
time pressure. Whereas traditional economics anticipates “full rationality;” real people
exhibit “diminished rationality” Cognitive psychologists and behavioral economists
study diminished rationality. Incorporating diminished rationality into economic
models improves their predictions.

So far, we have concentrated on individuals’ behavior. Next, we consider how
individuals interact. A social interaction tends to persist when no individual can in-
crease her satisfaction by changing behavior, given that others do not change their beha-
vior. Everyone maximizes simultaneously. This characteristic defines an “equilibrium.”
If others drive on the right side of the road, I cannot increase my satisfaction by driving
on the left side of the road. Driving on the left would cause an accident, decreasing my

° Readers can find fuller introductions to microeconomic analysis in many sources, including ROBERT
COOTER & THOMAS ULEN, LAw AND Economics (6th ed. 2016).
¢ The usual list has three conditions: reflexivity, completeness, and transitivity.
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satisfaction. Everyone reasons this way, so everyone drives on the right side of the road.
Driving on the right is an equilibrium.

Law creates incentives, and people respond to them. Positive incentives create
opportunities to increase preference satisfaction, as when a constitution protects polit-
ical expression. Negative incentives create opportunities to avoid preference frustration,
as when a law punishes discrimination. Economics specializes in predicting incentive
effects. It predicts these effects by combining utility maximization for individuals and
equilibria for groups.

Economics cannot model human behavior perfectly. However, its models are accu-
rate enough to be useful when predicting the causes and effects of many laws.

II. Normative Law and Economics

“Positive” economics makes predictions without evaluating. To illustrate, when
economists predict the amount of coal burned, the number of cars produced, and the
pounds of potatoes eaten, they conduct positive analysis. In contrast, “normative” ec-
onomics evaluates. Should we increase the minimum wage, subsidize solar energy, or
forbid high-interest loans? To answer questions like these, economists conduct norma-
tive analysis. Normative analysis involves values.

Economists usually focus on one value: efficiency. Most people prefer efficiency to
inefficiency. The fact that one law achieves a goal more efficiently than another is usually
an argument in its favor, regardless of the law’s topic. Economists rely on three standards
of efficiency: Pareto efficiency, cost-benefit efficiency, and social welfare.

A change in law is Pareto efficient if someone supports it and no one opposes it. This
standard of efficiency does not cause much controversy. If someone prefers the new
law and no one opposes it, most people would agree that we should enact the new law.
Unfortunately, Pareto efficiency is not very useful. Nearly every law has at least one sup-
porter. How else could a law get enacted in the first place? If a law has even one supporter,
then changing it is not Pareto efficient. If we only make Pareto-eflicient changes to law,
then we will not make many changes. Laws that nearly everyone hates will remain in place.

To move beyond Pareto efficiency, we can inquire into magnitudes. We can assess
whether a change in law helps beneficiaries more than it harms others. To illustrate,
consider a ban on high-interest loans. The ban will benefit consumers who get tricked
by predatory lenders. However, it will harm some consumers who lose access to credit.
The ban is not Pareto efficient because one or more people oppose it (consumers who
lose access to credit). However, the ban might be cost-benefit efficient. Cost-benefit
analysis might compare the money saved by the first group of consumers to the money
lost by the second. Specifically, it might compare the first group’s willingness to pay to
enact the law and the second group’s willingness to pay not to enact the law. The ban is
cost-benefit efficient if the first group is willing to pay more.

Cost-benefit efficiency helps economists evaluate many laws. However, it has
shortcomings. Among other features, it often gives equal weight to rich and poor. A law
that creates a one-dollar loss for the poor and a two-dollar gain for the rich is cost-
benefit efficient. Sometimes equal weighting of dollars makes sense. Other times, how-
ever, equal weighting does not make sense.
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Public law often makes equality a goal. When equality is a goal, we might set aside
cost-benefit efficiency and concentrate on social welfare. Social welfare aggregates the
utility functions of all individuals in society.” We achieve “social welfare efficiency” by
maximizing aggregate utility.

Social welfare can account for inequalities. A poor person uses money to satisfy
urgent needs, such as food, shelter, and clothing. A rich person uses money to satisfy
wants, such as entertainment and leisure. When he gets even more money, he buys
luxuries—fine food in restaurants, designer clothing, and international vacations.
According to a long tradition in philosophy, the utility that a person gets from an ad-
ditional dollar decreases as he gets more money. Receiving $1,000 increases the utility
of a poor person by more than it increases the utility of a rich person. Social welfare ac-
counts for this. Moving money from rich to poor does not increase the total amount of
money in society. However, it might increase social welfare.

Social welfare provides a powerful framework for assessing many laws. It can accom-
modate a variety of commitments that people hold, including commitments to equality.

III. Interpretive Law and Economics

Positive theory predicts law’s effects, and normative theory evaluates them. These
modes of analysis are familiar to all economists, including those who do not study law.
Together these activities constitute much of law and economics. However, they do not
constitute all of it. Sometimes scholars deploy a third mode of analysis that we consider
especially interesting and that we develop throughout the book: interpretive law and
economics. This mode of analysis does not predict or evaluate law’s effects. It identifies
law’s meaning.

Laws impose obligations on people. Clients pay lawyers to advise them on their
obligations. Lawyers tell people what the law requires them to do. What the law requires
people to do is the law’s content, or the law’s meaning, or an account of the law itself.

Sometimes a lawyer can tell a person what the law requires by reciting a statute,
regulation, or other official document. However, most legal documents require more
than recitation. They require interpretation. To interpret law, jurists draw on various
sources including the text of the law, the intent of lawmakers, and the history of the
law, including prior cases about it. Jurists find law’s meaning by reasoning about diverse
sources. The practice of law requires mastering legal reasoning, not just remembering
rules. Legal reasoning is a humanistic discipline expressed in legal practice and theory
and learned by legal education and experience.

Interpretive law and economics merges the humanistic discipline of law and the so-
cial science of economics. Combining different methodologies can seem confusing.
Economic reasoning does not always resemble legal reasoning. Proof in law does not
resemble proof in an economics journal. However, combining the two disciplines is re-
warding. Economics can increase rigor in legal reasoning, and legal reasoning can in-
crease the relevance of economics to public life.

7 In its simplest formulation, social welfare is the sum of the utility of all individuals. In more complicated
formulations, social welfare is some other function of the utility of all individuals.
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Economics can aid interpretation in different ways that we will elaborate throughout
the book. Here we sketch one way. The purpose of a law often provides an impor-
tant source in interpretation. Laws have various purposes, such as preserving liberty,
increasing equality, reducing discrimination, and protecting endangered species.
Sometimes the correct interpretation of a law is the one that best fulfills its purpose.
Whether an interpretation fulfills the law’s purpose depends in part on the incentives it
creates. Economics specializes in incentives. By identifying the incentives that will best
tulfill a law’s purposes, economics can help with interpretation.

To illustrate, consider tort law. If a person behaves negligently and causes an accident,
she is often liable for the harm. What does it mean to behave “negligently”? According to
a common account, the purpose of tort law is to protect people from unreasonable risks
imposed by others. Thus, a person is negligent when she imposes unreasonable risks.
What constitutes an unreasonable risk? Economists help answer by comparing costs
and benefits. Specifically, they compare the marginal costs of additional precautions
against accidents and the marginal benefits of reduced risk. If a person fails to take a
precaution for which the marginal benefit exceeds the marginal cost, he acts negligently.
This is not a normative argument about what negligence ought to be. It’s an interpre-
tive argument about what negligence is. Interpreting negligence this way incentivizes
people to take cost-justified precautions.

The purpose of some laws is efficiency. For such laws, the normative and inter-
pretive modes of analysis generally yield the same conclusions. The efficient reading
of the law (normative) is the legally correct reading of the law (interpretive). This
overlap makes interpretive law and economics easy to overlook. However, many laws
have purposes other than efficiency. For such laws, the normative and interpretive
modes of analysis diverge. Economists might be tempted to follow the normative
road. Lawyers and judges care about the interpretive road, so we will try throughout
the book to follow it. One of our main objectives is to develop interpretive law and
economics.

IV. Making Economics Relevant to Public Law

We have summarized the three modes of analysis used in law and economics. Scholars
have successfully deployed these modes (especially the positive and normative modes)
in private law. However, these modes have not enjoyed the same success in public law.
Why? We offer three hypotheses.

First, as described earlier, economics emphasizes efliciency as the proper measure of
social value. Efficiency seems like a natural value to prioritize in many areas of private
law. Parties to a contract do not want to leave value on the table. No one wants to waste
money on unnecessary precautions against accidents. The connection between effi-
ciency and contract law, property law, and torts helps explain the success of economics
in those subjects. In public law, the connection is weaker. Many public laws do not seem
to involve efficiency. People doubt the relevance of economics to topics such as human
rights, discrimination, and constitutional interpretation.

Second, scholarship on public law and economics tends to be technical. Economics
journals overflow with game theory, calculus, statistics, and specialized language.
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Economists study abstract models, and they usually write for other economists, not for
nonexperts. For many jurists, the work is impenetrable.

Third, much research on public law and economics focuses on institutions. Scholars
study the design of courts, agencies, and legislatures. They contrast presidential, par-
liamentary, and autocratic regimes. They measure the effect of property rights on eco-
nomic growth. These topics are very interesting and important. However, they’re mostly
irrelevant to legal practice. Most legal practice does not involve institutional design.
In court, judges do not ask the lawyers, “How many chambers should the legislature
have?”, “Should the agency be independent of politics?”, or “Are federal states more cor-
rupt than unitary states?” In sum, much economic research on public law does not ad-
dress the concerns of jurists.

In this book, we attempt to remedy these problems. Regarding efficiency, we con-
sider Pareto and cost-benefit efficiency, but we also consider social welfare. Social wel-
fare provides a measure of social value that does not focus exclusively on wealth and
that can accommodate commitments like equality. Furthermore, we do not assume
that public law aims to maximize efficiency in any sense. We allow for the possibility
that law can have other objectives such as justice. Whatever a law’s objective, lawmakers
usually must change people’s behavior to achieve it. Changing behavior requires good
incentives. By studying incentives, economists can make valuable contributions to law,
whatever its purpose.

Regarding technicality, we strive throughout the book to provide clear and straight-
forward explanations of ideas. We use many graphs, but we mostly avoid math (and we
avoid calculus entirely). We rely on only simple game theory. Our aim is to make public
law and economics accessible to nonexperts. The book should be suitable for teaching
advanced undergraduates, law students, and perhaps graduate students in political sci-
ence, public policy, and related disciplines. We hope the book will provide a resource for
scholars as well.

Regarding relevance, we devote attention in every chapter to concrete questions
in law. For example, we consider cases about federalism, voter fraud, free speech, ra-
cial discrimination, and police searches. We study constitutions, statutes, and judicial
precedents. We compare methods of interpretation like textualism and intentionalism.
Throughout the book, we try to show the applicability of economics to the questions of
lawyers. Like the existing literature, we also discuss questions of institutional design.
The economic analysis of legal institutions can inform the work of jurists, as we will try
to show.

V. Organization of the Book

Public law encompasses everything from the separation of government powers to seat
belts. Given the range, we cannot organize the book around substantive legal subjects.
Instead, we organize the book around processes. Public law relates to six fundamental
processes of government: bargaining, voting, entrenching, delegating, adjudicating, and
enforcing. These processes make, sustain, amend, and implement public law. We devote
two chapters to each process. The first chapter in each pair presents economic theory.
We divide the theory chapters into three parts: positive, normative, and interpretive.
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The second chapter in each pair presents applications. Here we briefly summarize the
chapters.

Chapter 2 addresses bargaining. Bargaining pervades government, so it comes first
in our analysis. We present the positive theory of bargaining, explaining concepts like
efficiency and distribution. We develop the Private Coase Theorem, which is familiar
from private law, and the Public Coase Theorem, which applies to actors like legislators,
administrators, and judges. Turning to normative theory, we explain when bargaining
by public law actors is likely to benefit or harm the public. We also explain concepts like
utility and social welfare. In our interpretive analysis, we apply economics to questions
about the “intentions” of lawmakers. Chapter 3 applies the theory of bargaining to topics
in public law including regulations, the separation of powers, and Article I, Section 8,
of the U.S. Constitution, which divides power between the federal government and the
states.

Chapter 4 addresses voting, which is ubiquitous in public law. This chapter begins
with the positive theory of voting. We consider why people vote and when abstention is
rational. Then we present the median voter theorem. Turning to normative theory, we
explain the relationship between the median voter theorem, efficiency, and social wel-
fare. Our interpretive analysis introduces the “median theory of interpretation” This
theory provides a way to interpret laws enacted by casting separate votes on separate is-
sues, as when voting on ballot initiatives. Chapter 5 applies the theory of voting to issues
in public law. Among other topics, we address the right to vote, political communities,
campaign finance, and gerrymandering.

Chapter 6 presents the theory of entrenchment. Many laws are “entrenched,” meaning
they are especially difficult to change. We show how entrenchment creates an “equilib-
rium set” within which law remains fixed. We explore the conditions under which en-
trenched law can change and how small or large such changes are likely to be. Turning
to normative analysis, we consider justifications for entrenchment. The conventional
justifications involve protecting minority rights and promoting stability. We conclude
with interpretive analysis, relating the economic theory of entrenchment to judicial
precedent and the doctrine of stare decisis. Chapter 7 applies these ideas to topics in
public law, especially constitutional law. Our topics include equality, the freedom of
speech, and conflicts among rights. This chapter concludes by contrasting two methods
for modernizing rights, constitutional amendments and judicial “updating”

Chapter 8 addresses delegation. The delegation of power—from the President
to administrators, from citizens to legislators, and so on—is central to public law.
This chapter begins with the positive theory of delegation. We analyze the trade-offs
principals face when deciding whether to delegate authority, and we consider whether
principals should guide their agents using “rules” or “standards” Turning to norma-
tive theory, we consider the circumstances under which delegation benefits principals,
agents, and the general public. Finally, we consider interpretive theory. Lawyers and
judges routinely ask whether a statute grants an agency the power to take a particular
action. We develop the “delegation canon,” which helps answer that question. Chapter 9
applies the theory of delegation to legal topics like judicial review of agency action, the
nondelegation doctrine, void for vagueness, and bribery laws.

Chapter 10 presents the theory of adjudication. Courts sit at the heart of public law,
and economists have analyzed many aspects of the judicial process. We start with the
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positive theory of adjudication. We examine how litigants determine the value of their
claims and whether they settle or litigate. We discuss trials and appeals, and we re-
late these processes to economic tools like Bayesian updating and the Condorcet Jury
Theorem. Then we turn to judicial behavior. We consider the legal, attitudinal, and
strategic models of judging. Turning to normative theory, we analyze the trade-off be-
tween accuracy in adjudication and the costs of fact-finding and interpretation. Finally,
we present an incentive principle of interpretation. According to this principle, a law’s
correct interpretation creates incentives that best fulfill its purpose. Chapter 11 applies
these ideas to legal topics. We address theories of interpretation, prophylactic rules,
scrivener’s errors, and the development of precedent.

Chapter 12 presents the theory of enforcement. We begin with a positive theory of
enforcement by the state. We discuss deterrence, the probability of enforcement, and the
severity of punishment. We also discuss fines, imprisonment, and enforcement costs.
Turning to normative theory, we consider the circumstances under which enforcement
benefits the public. Finally, we consider interpretive theory. We analyze the doctrine of
“coercive contempt,” which empowers courts to enforce their orders. Chapter 13 applies
these ideas to topics in public law. We address police searches, the exclusionary rule,
qualified immunity, and standards of proof. We also show how law can change people’s
behavior without threatening punishment, as when it supplies information and coordi-
nates action. We conclude with a venerable question: When will the state comply with
its own laws?

People advise writers to “write what you know.” We know law in the United States
better than law elsewhere, so our chapters mostly concentrate on law in the United
States. However, the six fundamental processes of government are universal, as is the ec-
onomic analysis of those processes. Many of the U.S. laws that we address resemble laws
elsewhere. We hope that our book will have value for students and scholars worldwide.

% % ot

In 1973, Richard Posner published the first edition of The Economic Analysis of Law. His
book sketched the contours of the burgeoning field. Since then, many other books have
provided a comprehensive picture of law and economics with a focus on private law.®
These books serve as teaching tools. Every year they introduce thousands of students,
lawyers, and judges to the economic analysis of law. These books also serve as resources
for scholars. Thousands of scholarly works cite and build upon them. These books unify
and organize private law and economics. We hope our book will unify and organize
public law and economics.

8 See, e.g., A. MITCHELL POLINSKY, AN INTRODUCTION TO LAw AND EcoNomics (5th ed. 2018); MAXWELL
L. STEARNS, ToDD Z. ZYWICKI, & THOMAS J. MICELI, LAW AND EcoNoMmIcs: PRIVATE AND PuBLIC (2018);
ROBERT COOTER & THOMAS ULEN, LAw AND EcoNoMics (6th ed. 2016); STEVEN SHAVELL, FOUNDATIONS OF
EcoNOMIC ANALYSIS OF LAw (2004).






2
Theory of Bargaining

Bargaining pervades government—warring nations negotiate peace, rival parties
amend the constitution, two houses of Congress reconcile different bills, judges haggle
over a decision, and so on. Because bargaining pervades government, it comes first in
our analysis. We apply to public law the same theory of bargaining that economists
apply to goods. We show that lawmakers bargain with each other because successful
bargains can benefit them, just as trading stamps can benefit collectors. A successful
bargain among officials concludes in lawmaking or other acts to create mutual benefit.
This logic applies to legislators, regulators, and even judges.

Besides explaining the creation or “supply” of public law, bargaining can explain
“demand” for public law. Successful private bargaining reduces the pressure to make
law. If a nightclub agrees to abate noise, its neighbors do not seek noise ordinances.
Conversely, unsuccessful private bargaining increases pressure to make law. If the night-
club and its neighbors fail to agree, the neighbors seek noise ordinances. Whether pri-
vate parties agree among themselves or officials make new law depends on which group
can strike a deal. To strike a deal, parties must overcome obstacles to bargaining.

These ideas illuminate fundamental questions in public law, including the following:

Example 1: When and why do legislators trade votes to enact laws?

Example 2: Most legislators cut deals—you vote for my bill, and I will vote for yours.
In contrast, professional norms prohibit judges from trading votes across cases.
When should people bargain across issues like most legislators, and when should
they vote their conscience like most judges?

Example 3: Congress sues the President, regulators sue manufacturers, and citizens
sue police. Most legal disputes settle out of court, but some go to trial. Why do
some disputes settle and others litigate?

Example 4: At the U.S. Constitutional Convention, populous states wanted people
represented in Congress (states with more citizens get more representatives).
In contrast, small states wanted states represented (equal number of represent-
atives per state). The “Great Compromise” resulted in representation of people
in the House of Representatives and representation of states in the Senate. It has
endured for over 200 years. Meanwhile, Congress rewrites the budget every year.
Why do some political bargains persist and others change?

To answer these questions, this chapter begins with the positive theory of bargaining,
turns to normative consequences, and concludes by showing how bargaining can aid in
the interpretation of laws.

Public Law and Economics. Robert D. Cooter and Michael D. Gilbert, Oxford University Press. © Oxford University Press 2022.
DOI: 10.1093/0s0/9780197655870.003.0002
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I. Positive Theory of Bargaining

Bargaining usually mixes two activities: production and distribution. Production
refers to the creation of value. Distribution refers to the allocation of value among
people. To distinguish production and distribution, we consider two pure bargaining
situations: games of pure distribution, and games of pure production.

A. Conlflict versus Cooperation

George Washington wrote, “[W]e must consult our means rather than our wishes.”!
Lawmakers confront this reality every time they engage in a fundamental activity of
government: budgeting. Consider bargaining by legislators over how to spend the state’s
budget. If the total budget is fixed, then each dollar spent on one project is a dollar that
cannot be spent on another. Allocating expenditures on projects is a zero-sum game,
like poker. For one player to win, another must lose; wins and losses sum to zero. Since
value gets distributed but not produced, allocating items in a fixed budget is a game of
pure distribution.

Games of pure distribution are often unstable, as players make and unmake coalitions
to secure more for themselves. Imagine three legislators bargaining over how to spend
$100 on three projects (A, B, C). The first legislator would prefer to spend everything
on project A ($100, $0, $0). The second legislator would prefer to spend everything on
project B ($0, $100, $0). The third legislator would prefer to spend everything on project
C ($0, $0, $100).2 The legislature operates under majority rule, meaning any coalition
of two legislators can determine how to spend the money. They begin bargaining with
a proposal to divide the money equally among the projects ($33, $33, $33). Then the
first legislator proposes spending equally on the first two projects and none on the third
project ($50, $50, $0). This proposal commands a majority of votes—2 to 1—over the
original proposal. As another alternative, the third legislator proposes cutting out the
first project and spending on the second and third projects ($0, $75, $25). This proposal
commands a majority of votes—2 to 1—over the preceding proposal. Among the three
proposals, each one beats one and loses to one.

For every proposal, a counterproposal exists that two legislators prefer.
Consequently, there is no stable majority. The legislators run in circles as they haggle,
and they may never reach agreement. The problem lies in the distributive nature of the
game, not the specific proposals. Pure distribution games risk indefinite squabbling.
To make sure that squabbling eventually ends, law restricts it. For example, some state
constitutions impose deadlines on legislators to agree on a budget.*

! Letter from George Washington to the Marquis de Lafayette (Oct. 30, 1780), in 20 THE WRITINGS OF
GEORGE WASHINGTON 266-67 (John C. Fitzpatrick ed., 1937).

2 Here is a fuller statement of the legislators’ preferences: each would prefer to spend more money on his or
her own project and less on the others.

3 We assume the legislators are symmetrical: they each have the same number of votes (one), none has
more control over the agenda than others, and so forth. Under these assumptions, the contest for distribution
destabilizes every possible coalition. We return to this kind of instability in later chapters.

4 E.g., CaL. ConsT. art. IV, § 12(c)(3) (“The Legislature shall pass the budget bill by midnight on June 15 of
each year”).
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Opposite from games of pure distribution are games of pure production, or coordina-
tion games. A coordination game produces value without creating any conflict over its
distribution. The interests of all players converge.’ The best plan for anyone is best for
everyone. To illustrate, imagine a group of motorists deciding whether to drive on the
left or right side of the road. The drivers do not care which side they drive on as long as
they all make the same choice. Moving from a noncooperative solution (they drive on
different sides) to a cooperative one (they drive on the same side) produces value for all
drivers (more safety and speed). Pure coordination games help to explain compliance
with some laws. For example, the “Treaty of the Metre” establishes uniform methods of
measurement that many countries follow, even though the treaty lacks an enforcement
mechanism.

In games of pure production, coordination succeeds if the parties can communi-
cate. If drivers approaching one another on a dirt road can exchange text messages, they
will agree to swerve right or left to avoid an accident. With obstacles to communica-
tion, however, coordination may fail. Consider the width of railroad tracks. To connect
railway lines, all tracks should have the same width. However, coordination is some-
times difficult. Countries in South America did not coordinate when building railroads,
leading to tracks of different width in different places. In contrast, railroad tracks in the
U.S. state of Utah connect seamlessly to tracks in the state of Nevada, thanks in part
to the Pacific Railroad Acts. Coordination over tracks in the United States avoids the
problem of some tracks in South America. Tracks connect in the United States because
one central government can coordinate more easily than many separate governments.

Questions

2.1. Driving in Haiti can be chaotic and dangerous. Levy Azor, “a freelancer with a
passion for order” but no legal authority, successfully directed traffic at a major
intersection. He worked for tips. Suppose Azor favored drivers who tip. Why
might non-tipping drivers still follow his signals?®

2.2. Three legislators begin with the following payofs: (20, 20, 60). After bargaining,
their payoffs will be either (50, 50, 0) or (45, 35, 20). Are the legislators playing a
game of production or distribution?

2.3. Medicaid is a congressional program that gives money to the states to spend
on medical care for the poor. Spending on Medicaid is “mandatory;” not “dis-
cretionary, meaning that the allocation of money to the states follows set
formulas.” What problems does Congress avoid by making Medicaid spending
mandatory instead of discretionary?

2.4. The Uniform Law Commission (ULC) is a nonprofit organization in the United
States that drafts model statutes on topics where uniformity across the states is

5 See THOMAS C. SCHELLING, THE STRATEGY OF CONELICT (1960).

¢ See Damien Cave, The Rhapsody of Port-au-Prince’s Streets, N.Y. TIMES, June 3,2010; RICHARD MCADAMS,
THE EXPRESSIVE POWERS OF Law 23-24 (2015).

7 42 US.C. § 1396b(a).
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desirable. States can enact the model statutes, or modified versions of them, if
they choose. What kind of game among states does the ULC help solve?

B. Mixed Bargains

Instead of being pure, most bargaining games are mixed: they involve production and
distribution. The parties can cooperate and produce, provided they can agree on distri-
bution. We explain these elements in public law by using an example. Criminals who
violate federal law in the United States go to federal prison, and criminals who vio-
late state law go to state prison. Sometimes one system becomes overcrowded, as when
federal officials arrest more drug suspects than their prisons can hold. In that event,
the federal government pays states a “jail-day rate” to house detainees. The jail-day rate
expresses the value of a jail cell in money, just like market prices for automobiles, tooth-
paste, or insurance.

Adam is the warden of a state prison with extra cells, and he has authority to house
federal prisoners. For safety, he prefers to keep his prison below capacity. Translating
into money, the value he places on keeping some cells empty equals $3,000. Blair works
for the U.S. Marshals Service. She would prefer to transfer some federal detainees to
Adam’s prison rather than overcrowd the federal facility. She has a budget of $5,000 and
authority to negotiate the jail-day rate. Let’s assume the value she places on transferring
the detainees equals $4,000. Since Adam values the cells less than Blair, there is scope
for a bargain. Adam will not accept less than $3,000, and Blair will not pay more than
$4,000. The jail-day rate will have to be somewhere in between.?

Some technical language clarifies the logic of this example. The parties have engaged
in a bargaining game, which means communication that may yield an agreement. The
noncooperative solution occurs if the parties cannot agree. In that case, Adam’s prison
remains below capacity, which is worth $3,000 to him. Also, if the parties cannot agree,
then Blair retains the $5,000 in her budget to spend on something other than Adam’s
extra cells. The noncooperative payoffs equal $3,000 to Adam and $5,000 to Blair.”

The players’ noncooperative payofts are called threat values. Here’s why. In the course
of bargaining, Adam and Blair may assert facts (“The detainees are violent”), appeal to
norms (“$3,700 is an unfair price”), and make threats (“I won’t take less than $3,5007).
The economic theory of bargaining focuses on the credibility of threats.

Adam and Blair both can make credible threats. Without Blair’s cooperation, Adam’s
prison remains below capacity, which he values at $3,000. He can credibly threaten
not to cooperate unless the price equals $3,000 or more, so his threat value is $3,000.
Similarly, Blair starts with $5,000, so she can credibly threaten to walk away unless she
gets more than that from the deal. Her threat value is $5,000. If the parties fail to coop-
erate, Adam keeps his value from the empty cells of $3,000, and Blair keeps her budget
of $5,000.

To generalize, a credible threat demands no more than the actor can obtain without
the other’s cooperation. The payoft that the first actor can obtain without the second

8 This game draws on ROBERT COOTER & THOMAS ULEN, Law AND EcoNomics 74-76 (6th ed. 2016).
° We assume that the value to Blair of the money equals its face value.
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actor’s cooperation is the first actor’s noncooperative payoff. Thus, a credible threat asks
for no more than the threatener’s noncooperative payoff. The sum of the threat values is
the noncooperative value of the game. In the case of Adam and Blair, the noncooperative
value equals $8,000.

By bargaining successfully, Adam and Blair can reallocate a resource (empty prison
cells) from someone who values it less (Adam) to someone who values it more (Blair).
With cooperation, Blair receives her use-value of the cells, which is $4,000. To use the
cells, Blair pays some of her $5,000 to Adam. For the sake of example, let’s assume she
pays him $3,600. Adam’s cooperative payoff equals $3,600. Blair’s cooperative payoff
equals her use-value of the cells ($4,000) plus her remaining money ($1,400), so $5,400.
Thus, $9,000 equals the sum of the cooperative payofts and the cooperative value of the
bargaining game.

Notice that the cooperative value of the game is $9,000 and the noncooperative value
is $8,000. The cooperative surplus equals the amount by which the game’s cooperative
value exceeds its noncooperative value. In this example, cooperation produces a surplus
of $1,000.

In addition to producing a surplus, bargaining determines its distribution between
the parties. The price distributes the surplus from cooperation, but it usually does not
affect the total amount of the surplus. For example, if Adam and Blair agree on a price
of $3,600 as described earlier, then Adam gets $600 of the surplus and Blair gets $400 of
the surplus. Alternatively, if the price is $3,800, Adam gets $800 of the surplus and Blair
gets $200. In both cases the surplus equals $1,000.

Neither party will accept a bargain with a smaller payoft than his or her threat value.
Rationality requires the parties to agree to a price between $3,000 and $4,000, as any
price in that range will benefit both parties relative to noncooperation. However, the
exact price on which the parties will agree is unpredictable. If Blair offers $3,100, Adam
may storm away, even though accepting would leave him better off than not cooperating.
Similarly, if Adam demands $3,900, Blair may refuse, even though accepting would
make her better off than not cooperating.

The distribution of the cooperative surplus is unpredictable because it depends partly
on psychology, not purely on rationality. Although the exact bargain is unpredictable,
bargaining theory provides a useful rule of thumb. A reasonable distribution gives each
player an equal share of the cooperative surplus. Applied to this case, the cooperative
surplus equals $1,000, so Adam and Blair should each get $500. To divide the surplus in
this way, Blair must pay Adam $3,500 for the cells. To generalize, the reasonable distri-
bution requires each party to receive his or her threat value plus half of the cooperative
surplus.!?

In game theory, an equal division of the surplus is called the “Nash bargaining solu-
tion.”!! The Nash bargaining solution combines the economic concept of rationality and
the legal concept of reasonableness.

10 f Blair pays Adam $3,500, Adam receives his threat value of $3,000 plus $500, half of the surplus. Blair
gets the cells, which she values at $4,000, and she has $1,500 left over, for a total payoff of $5,500. This equals
her threat value of $5,000 plus $500, half of the surplus.

1 The idea traces to John F. Nash Jr., Equilibrium Points in N-Person Games, 36 PRoC. NAT'L ACAD. ScI. 48
(1950).
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In sum, when the player who owns a resource values it less than another player, the
difference in value creates scope for a bargain. Moving resources from one person to
another produces value when the person who receives the resource values it more than
the person who gives it up. They can create a surplus if they can agree on its distribution.
Bargaining has three elements: establish threat values, determine the cooperative sur-
plus, and distribute the surplus. The threat values and cooperative surplus depend on
rationality alone. Distribution of the surplus depends on psychology and other factors.
A distribution is “reasonable” in our sense if each player receives his threat value plus an
equal share of the surplus. The reasonable distribution predicts the price, although not
perfectly.

Questions

2.5. In the example of Adam and Blair, how is the surplus distributed if the price
equals $3,700?

2.6. In the example of Adam and Blair, explain why the price cannot fall to $2,500.

2.7. Like Blair, suppose that a third party wants empty cells. Adam receives a bid of
$3,200 from the third party. How does the third-party’s bid change the threat
values, the surplus from cooperation, and the Nash bargaining solution in
negotiations between Adam and Blair?

Settle or Litigate?

Bargaining theory illuminates many aspects of law, including the choice to settle
or litigate.!? Consider this example. The state alleges that the Contamination
Corporation illegally discharged toxic chemicals into a river, harming fish. The fine
for doing so equals $300,000. The facts are confusing. The corporation contends that
it did not discharge chemicals; even if it did discharge chemicals, they were not toxic;
and even if the chemicals were toxic, they did not kill the fish.

Because of the confusing facts, neither side is confident about its prospects in
court. Instead, each party believes that it has a 50 percent chance of winning (and
therefore a 50 percent chance oflosing). Litigating will cost each party $50,000, while
settling out of court will cost nothing. Cooperation in this case means settling out
of court and saving the cost of litigation. Noncooperation means going to court and
spending money on litigation.

Assume that the state, like the corporation, wants more money rather than less.
The state’s threat value equals its expected payoff from noncooperation. We can cal-
culate this with math: if the state goes to court, it has a 50 percent chance of win-
ning $300,000 and a 50 percent chance of winning nothing, and it will pay $50,000

12 For an early analysis, see John P. Gould, The Economics of Legal Conflicts, 2 J. LEGAL STUD. 279 (1973).
See also Robert H. Mnookin & Lewis Kornhauser, Bargaining in the Shadow of the Law: The Case of Divorce, 88
YaLe L.J. 950 (1979).
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in litigation costs. Hence, its threat value equals $100,000. By the same logic, the
corporation’s threat value equals —$200,000.!3

Already, we see how bargaining theory provides guidance in settlement
negotiations. The state gains by accepting any settlement offer greater than $100,000,
and the corporation gains by offering a settlement up to $200,000. If the parties co-
operate, they will save $100,000 in litigation costs, so the cooperative surplus equals
$100,000. The reasonable settlement would give each party its threat value plus half
the surplus, meaning the corporation would settle with the state for $150,000.

C. Vote Trading

The value produced by successful bargaining is often expressed in money, as in the ex-
ample of Adam and Blair. Instead of money, however, bargaining in public law often
involves a different currency: votes.'* Turn on the video cameras and the legislature
might resemble a high-minded debating society. Turn off the cameras and the legisla-
ture resembles Istanbul’'s Grand Bazaar, with politicians trading votes the way merchants
trade rugs.

Here is an example of bargaining over votes involving two members of a city council,
Caleb and Dee. Caleb proposes spending more money on public schools. Dee will cast
the tie-breaking vote on Caleb’s proposal, so he needs her vote to pass it. Similarly, Dee
proposes spending more money on police. Caleb will cast the tie-breaking vote on Dee’s
proposal, so she needs his vote to pass it. Each one would prefer for his or her proposal to
pass and for the other’s proposal to fail. Will they make a deal and pass both measures?
Or will they fail to agree and pass neither measure, thus maintaining the status quo?

Let’s formulate the problem in terms of the city council’s budget. Caleb proposes to
raise taxes by $100,000 and to spend it on a school gym. Dee proposes to raise taxes
by $50,000 and to spend it on hiring another policeman. If Caleb and Dee agree,
expenditures on schools will rise by $100,000, expenditures on police will rise by
$50,000, and taxes will rise by $150,000. In order to agree, Caleb and Dee must each
prefer the full package of expenditures and taxes to the status quo.

Unlike the previous example, this one has a constraint: the choices are “lumpy;” not
smooth. The parties cannot build a fraction of a gym for, say, $80,000. Nor can they hire
a police officer and a half for, say, $75,000. With lumpy choices, an agreement may give
one party a disproportionate share of the surplus, without the possibility of transferring
some of it to the other party. Consequently, the parties cannot split the surplus from
cooperation equally as required by the Nash bargaining solution. Even so, reasonable
parties will cooperate and divide the surplus unequally among themselves.

13 Here is the calculation for the state’s threat value: 0.5(300,000) + 0.5(0) — 50,000 = 100,000. Here is the
calculation for the corporation’s threat value: 0.5(-300,000) + 0.5(0) — 50,000 = —200,000.

!4 The germinal analysis of vote trading is JAMES M. BUCHANAN & GORDON TULLOCK, THE CALCULUS OF
CONSENT: LoGICAL FOUNDATIONS OF CONSTITUTIONAL DEMOCRACY (1962).
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Questions

2.8. Is there scope for a bargain if Caleb gains less from a school gym than he loses
from hiring an extra policeman?

2.9. If Caleb does not get his school gym, his career will not suffer. If Dee does not
get her extra policeman, her constituents will vote her out of office. Who has
the upper hand in negotiations, Caleb or Dee? Can you express this idea using
the language of threat values?

2.10. For Caleb and Dee to split the surplus equally, one must make a side payment
to the other. Here are examples of side payments: Dee gets Caleb’s parking spot
at city hall, Caleb gets Dee’s vote on a future issue, or Dee gives Caleb a bag of
cash. Should law allow side payments like these?

2.11. Wisconsin law prohibits legislators from trading votes, but it permits
“agreements to compromise conflicting provisions of different measures”!® If
one measure funds schools but not police, and if the other measure funds po-
lice but not schools, does a compromise that funds both violate Wisconsin’s
law?

D. Sphere of Cooperation

Vote trading pervades the institutions of public law—international bodies, legislative
committees, regulatory agencies, citizen commissions, and even courts. Sometimes
the law extends the sphere of trading, as when states create an international body like
the United Nations and allow delegates to trade votes. Conversely, sometimes the law
prohibits vote trading, as with judges on a panel deciding a case. Next, we discuss the
advantages and disadvantages of extending or reducing the sphere of vote trading.

Consider the extension of the sphere of trade in private goods. Moving a resource
from someone who values it less to someone who values it more increases total value.
Value is maximized when the resource goes to the person who values it most. To max-
imize value, sellers must have access to many buyers, and vice versa. The widest sphere
of cooperation encompasses all buyers and sellers, maximizing the potential gains from
bargaining and trade.

To illustrate, before the Second World War, the countries of Europe imposed tariffs
on the flow of goods among them. Each tariff benefited some industries in the country
that imposed it, but taken as a whole tariffs prevented resources from going to their
highest-value users, which harmed European economies. After the Second World
War, the tariffs were gradually abolished to create a common market. Wider trading
benefited all European economies (but not every individual in every country).!®

15 Here is the complete text of the statute: “Nothing in ss. 13.05 and 13.06 shall be construed as prohibiting
free discussion and deliberation upon any question pending before the legislature by members thereof, pri-
vately or publicly, nor as prohibiting agreements by members to support any single measure pending, on
condition that certain changes be made in such measure, nor as prohibiting agreements to compromise con-
flicting provisions of different measures” Wis. Stat. Ann. § 13.07 (West 2022).

16 Behind this assertion rests a theorem stating that narrow trading groups are Pareto inefficient compared
to wider trading groups. See KENNETH J. ARROW & FRANK HAHN, GENERAL COMPETITIVE ANALYSIS (Ist
ed. 1971).
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The advantage of wide trading in markets for goods and services presumably applies
to politics. For centuries, the countries of Europe pursued national policies. Many of
these policies benefited the enacting country and harmed other countries. The conflicts
escalated out of control, resulting in devastating wars. After the Second World War,
Europeans formed a political union to widen the sphere of political bargaining, just as
the common market widened the sphere of economic bargaining. The European Union
brought political benefits, notably peace, just as the common market brought an eco-
nomic benefit, prosperity.

Like increasing the number of parties, increasing the number of issues widens the
sphere of cooperation. To illustrate by a preceding example, instead of making inde-
pendent decisions about schools and police, Caleb and Dee bargained across them and
created a surplus. Likewise, members of Congress can create a surplus by bargaining
across issues such as highways, fighter jets, food stamps, school funding, and health
care. The advantages of wide scale and scope in bargaining argue in favor of global trade
and government.

Another consideration, however, argues against global trade and government. An
advantage of smaller states is that bargaining is easier within each one. As the sphere
of bargaining gets smaller, fewer people participate, making it easier to reach an agree-
ment. Thus, bargaining is easier in a town council than in Congress, and bargaining is
easier in Congress than in the United Nations. Recently, proponents of Britain’s exit
from the European Union (“Brexit”) asserted that a smaller, more homogeneous polity
would be more agile in regulating business.

We will often compare the gains from wider cooperation against the costs of reaching
wider agreement.

Questions

2.12. In 2002, the United States created the Department of Homeland Security, a
federal agency comprising over 20 smaller agencies that used to be separate,
like the Immigration and Naturalization Service and the U.S. Coast Guard.
From the viewpoint of bargaining, what is the advantage of combining those
smaller agencies?

2.13. The U.S. House of Representatives, which has 435 members, has a “germane-
ness” rule. The rule requires amendments to address the same subject as the un-
derlying bill. The U.S. Senate, which has 100 members, has no such rule. Why?

E. Private Coase Theorem

Bargaining has transaction costs, such as renting a conference room, spending time in
negotiations, and drafting an agreement. As transaction costs fall, the probability of a
successful bargain usually increases. Conversely, as transaction costs rise, the proba-
bility of a successful bargain usually decreases.

To illustrate, assume that a nightclub cannot operate after midnight unless a neighbor
waives her right to quiet. By operating after midnight, the nightclub would earn $500,
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and the neighbor would suffer a loss from noise that she values at $100. If the neighbor
and the nightclub owner cannot bargain—perhaps they speak different languages, or
perhaps they are engaged in a bitter divorce—then the nightclub will close at midnight.
If they can bargain, the nightclub could pay the neighbor for permission to operate,
say, $300. Consequently, the neighbor would net $200 ($300 in cash less $100 in harm
from noise), and the nightclub would net $200 ($500 in earnings less $300 paid to the
neighbor). Both parties prefer this deal to no deal.

In this example, the nightclub and the neighbor reach a private agreement in which
one pays the other to waive her right to quiet. Bargaining achieves mutual gain by
allocating the legal entitlement—control over noise after midnight—to the party who
values it more, the nightclub. If the transaction costs of bargaining are zero, we expect
parties like the nightclub and the neighbor to reach such agreements.

In one of the most famous law articles of all time, Ronald Coase discussed examples
like this one.!” Commentators formulated his arguments as the Coase Theorem.'® The
theorem asserts that bargains will allocate legal entitlements to the parties who value
them most, provided that transaction costs do not impede the bargaining process. The the-
orem is positive, meaning it makes predictions about how people behave.

The Coase Theorem deserves much thought and discussion. Consider one of Coase’s
examples. Imagine two neighbors, a farmer who grows corn and a rancher who keeps
cows. Without a fence, the cows will trample the corn, causing $50 in damage. A fence
will prevent trampling. The farmer can fence the cows out of the crops, or the rancher
can fence the cows inside the pasture. It costs the farmer $10 to fence the cows out, and
it costs the rancher $20 to fence the cows in. The difference in fencing cost is due to the
shorter perimeter of the farm and the longer perimeter of the ranch.

Who will build the fence? If the legal rule is “open range,” meaning the rancher is not
responsible for damage caused by the cows, then the farmer will build the fence. The
farmer would rather pay $10 for a fence than lose $50 in trampled corn.

What if the rule is “closed range,” meaning the rancher is liable for damage caused
by the cows? One might expect the rancher to build the fence, which costs him $20.
But Coase showed that this behavior is irrational, so the prediction may be wrong.
The farmer can build the fence for $10. If the transaction costs of bargaining are zero,
the farmer and rancher will strike a deal under which the rancher pays the farmer to
build the fence. For example, the rancher might pay the farmer $15. After building the
fence, the farmer would gain $5 ($15 from the rancher, minus $10 to build the fence),
and the rancher would spend $15, which is better than spending $20 to build the fence
himself—and much better than paying $50 in damages for trampled corn.

Bargaining theory makes this reasoning precise. If the rule is closed range, and if
the parties do not cooperate, the rancher pays $20 for the fence and the farmer pays
$0. The noncooperative value of the game is the sum of these threat values, —$20. If the
parties cooperate, the rancher pays some amount to the farmer, call it x, and $0 for the
fence. The farmer receives x from the rancher and pays $10 for the fence. The cooper-
ative value of the game is the sum of the parties’ payoffs when they cooperate: —x + x
— $10 = —$10. The cooperative surplus is the difference between —$10 and —$20, which

17" Ronald H. Coase, The Problem of Social Cost, 3 ].L. ECon 1 (1960).
18 See, e.g., Robert Cooter, The Cost of Coase, 11 ]. LEGAL STUD. 1 (1982).
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is $10.1 If the parties agree to a reasonable division of the surplus, the rancher pays the
farmer $15, and the farmer builds the fence.?

In this example, the farmer can build at lower cost and bargaining leads him to do
so, regardless of the legal rule. If transaction costs are zero, the farmer builds whether
the legal rule is open range or closed range. What happens when high transaction costs
prevent bargaining? Without exchange, the law’s initial allocation of rights is the final
allocation. If the rule is open range, the farmer will build the fence at a cost of $10. But
if the rule is closed range and high transaction costs preclude a bargain, the rancher will
build the fence at a cost of $20.

Similarly, consider the nightclub example when bargaining fails. Given failed bar-
gaining, the club owner and the neighbor enforce their rights rather than exchanging
them. The law could give the nightclub the right to play music, in which case it will earn
$500 and the neighbor will lose $100. Or the law could give the neighbor the right to
quiet. In that case, assuming no bargaining, the nightclub owner will forego earning
$500 and the neighbor will avoid harm of $100.

Examples like these illustrate an important generalization. When transaction costs
are zero, law affects distribution but not production. If the nightclub and the neighbor
can bargain easily, the law does not affect whether the nightclub operates and creates net
$400 in value (it does). The rule only affects the parties’ payoffs. Conversely, when trans-
action costs are high, law determines distribution and production.?' If the nightclub and
the neighbor cannot bargain, the law determines whether the nightclub operates, and it
determines the parties’ payoffs.

Questions

2.14. In the preceding example, suppose the legal rule is “open range,” meaning the
rancher is not liable for harm caused by the cows. Will the parties bargain over
who builds the fence? Why or why not?

2.15. Suppose building the fence would cost the farmer $18 instead of $10 and the
legal rule is “closed range.” Everything else in the example remains the same. In
negotiations between the farmer and the rancher, what is the Nash bargaining
solution?

2.16. In the nightclub example, what are the payoffs to the club owner and the
neighbor if the transaction costs are high and the club has a right to play music?
What are the payoffs if the transaction costs are high and the neighbor has a
right to quiet?

19 To be clear, —$10 — (-$20) = $10.

20 The reasonable solution requires each party to get his or her threat value plus half the surplus. The
rancher gets —$20 + $5, or —$15, and the farmer gets $0 + $5, or $5. Both prefer this to noncooperation.

2l The italicized generalizations refer to the efficiency of production, not the quantity of production. The
difference is usually unimportant. To illustrate, the law on whether the range is open or closed affects the rel-
ative wealth of the farmer and rancher. Consequently, the law might affect the demand for goods, in terms of
prices and quantities. Suppose the rancher prefers to eat beef and the farmer prefers to eat corn. A rule of open
range might result in more wealth for the rancher and thus more demand for beef, whereas a rule of closed
range may result in the opposite. Differences in demand for beef and corn might imply different placement of
fences. The law affects where fences are placed but not the efficiency of their placement.
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2.17. Apartment owners in New York City discovered plans to build a tower
next door. The tower would block their views of the Empire State Building.
The owners paid $11 million to buy the “air rights” to the neighboring lot,
preventing the construction of the tower.?2 Who had the law on their side,
the owner of the lot or the owners of the apartment? Was building the tower
efficient?

Bargaining and Norms

Do parties actually bargain as the Coase Theorem implies? Robert Ellickson studied
interactions between farmers and ranchers in Shasta County, California.?® The legal
rule varied between open and closed range. Ellickson found that changes in the law
did not affect fencing decisions, just as the Coase Theorem would predict when
transaction costs are low. However, the parties did not explicitly bargain around the
law. Instead, they obeyed social norms, according to which ranchers kept their cows
under control to avoid negative gossip and injury to their animals.

This research led to a vigorous inquiry by economists into the evolution of so-
cial norms. In general, informal social norms and formal legal rules can increase
production and solve distribution problems. When the transaction costs of social
interactions are low, social norms may produce good results with little help from
formal law. For example, family firms whose members are in close social relationships
may not need much help from formal law to coordinate their behavior. However,
when transaction costs of social interactions are high, social norms may produce
bad results unless helped by formal law. For example, real estate transactions involve
such large sums of money that informal mechanisms like reputation and boycott
cannot prevent wrongdoing. Buying a house involves a complicated ritual. In ge-
neral, fajlures in social norms require legal remedies, just as failures in markets re-
quire regulatory remedies.?

F. Public Coase Theorem

The Private Coase Theorem concerns bargains over private goods—fences, insurance,
computers, cars, and so on. What about bargains over public laws? Bargaining over laws
occurs among executives, legislators, regulators, administrators, committee members,
commissioners, lobbyists, interest groups, and even some judges. Like collectors trading
stamps, lawmakers trade support to benefit themselves. Consequently, we can reformu-
late the Coase Theorem for application to public laws. The Public Coase Theorem asserts
that as the transaction costs of bargaining among lawmakers approach zero, they will
cooperate with each other and allocate public entitlements to the lawmakers who value

22 1. David Goodman, How Much Is a View Worth in Manhattan? Try $11 Million, N.Y. Times, July 22, 2019.
23 RoBERT C. ELLICKSON, ORDER WITHOUT LAw (1991).
24 Robert Cooter, The Normative Failure Theory of Law, 82 CORNELL L. REV. 947, 949 (1997).
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them the most. To illustrate by the example of Caleb and Dee, if transaction costs are
sufficiently low, they will trade votes and provide greater funding for their preferred
programs, schools and police.

To clarify the theorem, consider one more example. Caleb and Dee gain by pushing
their legislation on schools and police through the city council. Expressed in money;,
Caleb gains $100,000 and Dee gains $50,000. In contrast, Graham, a third member of
the city council, opposes the proposals. Expressed in money, Graham will lose $250,000
if the proposals get enacted. Thus, enacting the proposals would create a net loss of
$100,000. If the transaction costs of bargaining are zero, Graham will pay Caleb and
Dee not to enact their legislation. For example, he could do a favor for Caleb (e.g., vote
for a future bill) valued at $140,000 and a favor for Dee (e.g., appoint her to a pow-
erful committee) valued at $60,000. Caleb and Dee prefer Grahamss offers to enacting
their proposals. And Graham prefers his offers, which cost him $200,000, to enacting
the proposals, which would cost him $250,000.2° All parties are better off. Instead of
enacting the proposals and destroying $100,000 in value, the parties bargain to a mutu-
ally beneficial outcome.

In this example, three officials bargain to benefit themselves, but what about their
constituents? Do citizens benefit when their leaders cut deals? We will return to this
question later in the chapter.

Taken together, the private and public forms of the Coase Theorem have an impli-
cation for lawmaking: private bargains and public laws often substitute as solutions to
problems of cooperation. Consider the example of the noisy nightclub and the neighbor.
If they can bargain privately, they will cooperate by making a private agreement—say,
the nightclub pays the neighbor, and the neighbor does not complain about noise. If
they cannot bargain privately, the neighbor may demand noise restrictions from the city
council.

Here is another example. Emily owns a cement factory, and Frank owns an adja-
cent farm. Dust from Emily’s factory contaminates Frank’s crops, and FranK’s tractors
congest the road, impeding Emily’s trucks. If the transaction costs of private bargaining
are low, Emily and Frank may strike a deal under which Emily reduces dust and Frank
reduces congestion. If the transaction costs of private bargaining are high and the
parties fail to reach an agreement, Frank may demand pollution regulations and Emily
may demand congestion regulations.

These examples yield a generalization: successful private bargaining decreases the pres-
sure for new laws, and failed private bargaining increases the pressure for new laws. To
illustrate, consider a Supreme Court case called Masterpiece Cakeshop, Ltd. v. Colorado
Civil Rights Commission.?® A gay couple asked a baker to make a cake for their wedding.
The baker refused because of his religion. Does the couple’s right to equal treatment
trump the baker’s right to (discriminatory) religious beliefs? The answer depends on
the meaning of the Constitution, which is contested. If the couple and the baker had re-
solved their disagreement privately, the Supreme Court would not have gotten the case.

%5 To simplify, we assume that the cost to Graham of doing the favors equals the benefits to Caleb and Dee
of receiving the favors.
26 138S. Ct. 1719 (2018).
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In fact, the parties failed to resolve their disagreement, so the Supreme Court got the
case. The baker won. We will say more about this case later in the book.

Questions

2.18. Beginning in 2018, the U.S. government “shut down” for 35 days because
Congress and the President could not agree on immigration policy. After the
President relented, a bill to reopen the government passed in Congress within
hours.?” Use the Public Coase Theorem to analyze the shutdown.

2.19. During his first term, President Barack Obama threatened to veto bills
containing “earmarks,;” spending measures tacked onto other legislation, like
a $500,000 grant to the Teapot Museum.?® Throughout Obama’s presidency,
Congress found it difficult to compromise.” Can you relate the President’s
threat to compromising in Congress?

2.20. In a monetary economy, people trade with money, as when the nightclub pays
the neighbor in cash. In a barter economy, people trade with goods and serv-
ices, as when the nightclub pays the neighbor by giving her free admission to
concerts. Does bargaining among legislators resemble a monetary or barter
economy? Which economy has higher transaction costs?

Everyday Politics?

Rod Blagojevich, the former governor of Illinois, was convicted of 18 crimes. His
most sensational crime involved the U.S. Senate. When Barack Obama left the
Senate to become President of the United States, Blagojevich had the power to name
his replacement (Obama was a Senator from Illinois). Blagojevich offered the Senate
seat to an Obama ally in exchange for money or a position in Obama’s Cabinet, like
Secretary of Labor. Obama refused, and Blagojevich was convicted of extortion and
corruption.

Blagojevich appealed his convictions, and he succeeded on one count. The
instructions to the jury did not distinguish Blagojevich’s demand for money from
his demand for a Cabinet appointment. Jurors were told that both demands were
prohibited. However, a federal court disagreed, holding that the two demands were
“legally different: a proposal to trade one public act for another, a form of logrolling,
is fundamentally unlike the swap of an official act for a private payment.”*° The court
continued:

27 Jacob Pramuk, Trump Signs Bill to Temporarily Reopen Government After Longest Shutdown in History,
CNBC, Jan. 25, 2019, https://www.cnbc.com/2019/01/25/senate-votes-to-reopen-government-and-end-
shutdown-without-border-wall.html.

28 Bill Marsh, Pork Under Glass? Small Museums and Their Patrons on Capitol Hill, N.Y. TIMES, Apr.
30, 2006.

29 Niki Papadogiannakis, Laws Plummet in Post-Earmark Era, THE HiLL, Oct. 15,2014.

30 United States v. Blagojevich, 794 F.3d 729, 734 (7th Cir. 2015).
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[A] quid pro quo [occurs when] a public official performs an official act (or
promises to do so) in exchange for a private benefit, such as money. . . . A polit-
ical logroll, by contrast, is the swap of one official act for another. Representative
A agrees with Representative B to vote for milk price supports, if B agrees to vote for
tighter controls on air pollution. A President appoints C as an ambassador, which
Senator D asked the President to do, in exchange for D’s promise to vote to confirm
E as a member of the National Labor Relations Board. Governance would hardly be
possible without these accommodations, which allow each public official to achieve
more of his principal objective while surrendering something about which he cares
less, but the other politician cares more strongly.

A proposal to appoint a particular person to one office (say, the Cabinet) in ex-
change for someone else’s promise to appoint a different person to a different office
(say, the Senate), is a common exercise in logrolling. We asked the prosecutor at
oral argument if, before this case, logrolling had been the basis of a criminal con-
viction in the history of the United States. Counsel was unaware of any earlier con-
viction for an exchange of political favors. Our own research did not turn one up.
It would be more than a little surprising to Members of Congress if the judiciary
found in [federal criminal law] a rule making everyday politics criminal.!

Blagojevich spent many years in prison, but not for demanding a position in
Obama’s Cabinet. That conviction was overturned. Did the court make the right de-
cision? Is logrolling just “everyday politics?”

G. Coase Theorem as a Rule of Thumb versus Law of Nature

To put our discussion of the Coase Theorem in perspective, we contrast rules of thumb
and laws of nature. To make a simple generalization, the Coase Theorem extends the
meaning of “transaction costs” to encompass all obstacles that cause bargaining to
fail. By this definition, bargaining must succeed as transaction costs approach zero, so
the theorem becomes true by definition. A proposition that is true by definition of its
words is a tautology, like “all husbands are married” Regarded as a tautology, the Coase
Theorem is a truth about language.?

Alternatively, regarded as a factual proposition, the Coase Theorem is a rule of thumb
about behavior. As transaction costs fall, more extensive bargaining is easier and agree-
ment is more likely. However, some obstacles to bargaining are persistent and agree-
ment is never certain.

What obstacles to bargaining are persistent? Strategy is one. The best move by one
player in a bargaining game often depends on another player’s strategy, and vice versa.**
Strategy is the essence of games among people. Instead of having simple solutions,

3 Id. at 735.

32 A long literature addresses whether the Coase Theorem is tautological. See, e.g., Douglas W. Allen, The
Coase Theorem: Coherent, Logical, and Not Disproved, 11 J. INsT. ECON. 379 (2015).

33 Sometimes the best strategies involve randomizing, and sometimes the best strategies have multiple
equilibria without a rational way to choose among them. A Nash equilibrium exists if no player wants to
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strategic games are usually complicated, as everyone who watches sports or chess
knows. By treating strategy as a transaction cost, the Coase Theorem reduces compli-
cated game theory to what economists call “price theory;,” which is much simpler. This
simplification makes the Coase Theorem useful.

To illustrate, contrast price taking and price making.>* Shoppers who purchase milk
at the listed price in a grocery store are price takers. Price taking is relatively simple and
determinate. In contrast, a buyer of a used car makes a price by negotiating with the
seller. Price making involves strategic behavior, which is hard to model and predict.

The Coase Theorem is a rule of thumb because its assumptions eliminate strategy,
which simplifies the analysis while remaining approximately accurate. Bargaining usu-
ally succeeds as transaction costs approach zero, but not always. The Coase Theorem is
not a law of nature like Newton’s law of universal gravitation.

II. Normative Theory of Bargaining

Like collectors trading coins, lawmakers trade votes for mutual gain. Throughout the
institutions of public law—international bodies, legislative committees, regulatory
agencies, citizen commissions, and even courts—bargaining benefits the participants.
However, parties to bargains in public law are mostly officials, not citizens. Is political
bargaining good or bad for the public? Earlier we explained that bargaining produces
and distributes value. Efficiency and distribution are two policy values that influence
politics and dominate economics. We can use them to assess political bargaining.

A. Efficiency

As formulated earlier, the Coase Theorem makes a positive prediction: bargains will
allocate legal entitlements to the parties who value them the most, provided that trans-
action costs do not impede the exchange. Now consider this prediction’s normative
significance. When entitlements belong to the people who value them the most, their
allocation is efficient. Consequently, the Coase Theorem can be restated in terms of ef-
ficiency: bargaining allocates legal entitlements efficiently among the bargainers when
transaction costs are zero.

To illustrate by the jail example, bargaining moves entitlement to the empty cells
from Adam, who values them less, to Blair, who values them more. After movement
stops, Adam and Blair have the entitlements that they value most. Consequently, the al-
location is efficient with respect to Adam and Blair.>®

change his strategy, given the strategy of other players. See John Nash, Non-Cooperative Games, 54 ANNALS OF
MATHEMATICS 286 (1951). Multiple Nash equilibria are common in bargaining games.

3 TIn a perfectly competitive market, there is no room to bargain. Participants are price takers, accepting
market prices as given. Price taking eliminates strategic behavior. Conversely, in imperfectly competitive
markets there is room to bargain. Participants try to get a larger share of the surplus from cooperation by
getting the best price from others. Participants are price makers.

% Efficiency comes in different forms. Pareto efficiency is achieved when no change to the existing allo-
cation of entitlements would make someone better off without also making someone else worse off. Cost-
benefit efficiency is achieved when any reallocation of an entitlement would impose more costs than benefits



THEORY OF BARGAINING 27

Earlier we explained that public laws and private bargains are substitutes. We can re-
state this fact as a matter of efficiency. A change from inefficient to efficient allocation
of legal entitlements creates a surplus. Public laws or private deals are alternative means
to achieve that surplus. The efficient approach depends on transaction costs. If transac-
tion costs of public bargaining are lower than private bargaining, new law is the efficient
means of achieving the surplus. Conversely, if transaction costs of public bargaining are
higher than private bargaining, private agreements are the efficient means of achieving
the surplus.

Most people agree that efficiency is better than inefficiency. Politicians coo about the
need for efficiency like pigeons around a slice of bread. State officials never publicly ad-
vocate wasting money. In contrast to efficiency, there is disagreement about distribution
among politicians, as well as among lawyers, economists, and the general public. Later
we will say more about distribution.

B. Representation

Bargains in public law promote efficiency among the officials who make them. What
about everyone else? Is political bargaining good or bad for the public? To answer this
question, we extend the scope of the Public Coase Theorem. If political bargaining
were costless, then everyone could join the bargain. If everyone joins the bargain, then
everyone can share in its benefits. Every law creating more benefits than costs will
get enacted. When every law creating more benefits than costs gets enacted, political
outcomes are “socially efficient” We can restate the Public Coase Theorem in terms of
social efficiency. As the transaction costs of political bargaining approach zero, laws will
become socially efficient.

To illustrate, assume again that Caleb and Dee gain by pushing their legislation on
schools and police through the city council. In contrast, Graham, the third member
of the city council, loses. Assume that legislating requires a majority among the three
of them. Consider two possible consequences. First, if Caleb and Dee gain more from
the legislation than Graham loses, then Graham cannot pay Caleb and Dee enough to
withdraw their legislation. They will enact the legislation, as social efficiency among
the three of them requires. Second, if Caleb and Dee gain less from the legislation than
Graham loses, then Graham can pay Caleb and Dee enough to withdraw their legisla-
tion. They will withdraw the legislation, as social efficiency among the three of them
requires.

Suppose Graham is not a member of the city council but a private citizen. The logic
works the same way. If bargaining is costless and the legislation is socially eflicient for
the three of them, Caleb and Dee can offer Graham something of value in exchange
for his agreement not to impede their proposals. For example, they can offer to hold a
hearing on legislation Graham favors in exchange for his agreement not to disrupt city

overall. When Adam and Blair trade money for cells, they achieve Pareto efficiency and cost-benefit efficiency.
Suppose instead that Adam started with all of the money and the cells. That allocation would be Pareto effi-
cient because changing it—moving money, the cells, or both to Blair—would make Adam worse off. However,
that allocation would not be cost-benefit efficient. Moving the cells from Adam to Blair would create $1,000 in
value. When we refer to “efficiency” in this book, we usually mean cost-benefit efficiency.
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council meetings. If the legislation is inefficient, Graham can offer Caleb and Dee some-
thing in exchange for withdrawing their proposals.

Legislation usually affects many citizens, not just one like Graham. Costless bar-
gaining implies that all lawmakers and all citizens can negotiate, and they will agree
to the socially efficient package of laws. No law gets enacted unless its benefits exceed
the costs.

In reality, the transaction costs of bargaining among large groups are usually high,
not low. Consequently, citizens cannot bargain with one another over public laws.
Instead, officials bargain on their behalf. In a democracy, lawmakers should represent
the citizens. Representative lawmakers ideally strike the same bargains that citizens
would strike if the transaction costs among citizens were not prohibitive. This leads to
another restatement of the Public Coase Theorem: As the transaction costs of political
bargaining among representative lawmakers approach zero, laws will become socially ef-
ficient. Representation is an important and complicated topic that we will return to in
later chapters.

Questions

2.21. If the transaction costs of bargaining were zero, would we need city councils?
Can you relate your answer to the Massachusetts law according to which small
towns hold open meetings at which private citizens make laws?3¢

2.22. Lawmakers sometimes want to enact proposals that would benefit them (e.g.,
higher salaries, more vacation) but hurt private citizens more. In a democracy,
what can private citizens offer legislators in exchange for their agreement to
withdraw such proposals?

2.23. If bargaining between citizens and lawmakers promotes efficiency, why do
bribery laws prohibit citizens from paying lawmakers to vote a particular way?

Majority Rule and Minority Rights

The Voting Rights Act of 1965 is a landmark in American law. By removing racist
barriers to voting, it vastly improved the ability of African Americans to elect their
preferred candidates to office.’” But did electing preferred candidates actually em-
power racial minorities? Consider the U.S. Congress, which has 535 members and
operates under majority rule. One might wonder if adding a few representatives of a
minority group, or even a few dozen representatives, will change legislative outcomes
in Congress. James Madison, one of the Framers of the Constitution, wrote, “If a ma-

jority be united by a common interest, the rights of the minority will be insecure.”

3 These are called Town Meetings. Authorization for them springs from the state constitution. See MAss.
ConsT. art. LXXXIX.

37 52 U.S.C.§10101.

3 THE FEDERALIST No. 51, 265 (James Madison) (Ian Shapiro ed., 2009).
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Bargaining theory shows how even a small minority can exercise power in a ma-
joritarian system. Legislators can trade their votes on issues they do not care about
in exchange for votes on issues they do care about. In this way, a few legislators might
ensure passage of a bill that their constituents value highly. As the transaction costs of
bargaining approach zero, this will happen every time the value to those constituents
(even if they are few in number) exceeds the costs to others (even if they are many in
number).

By making it possible for minorities to win seats in Congress, the Voting Rights
Act facilitated bargaining between them and the majority. Furthermore, as more
seats were won by minorities, they gained more bargaining power. Of course, trans-
action costs always exceed zero, and minority groups may still exercise too little
power. But they exercise more power than they would if bargaining among members
of Congress were prohibited.

C. Distribution and Social Welfare

People mostly agree on the value of efficiency but disagree on distribution. Some argue
that more equal distribution of society’s wealth is better than less, and others argue the
opposite. In the nightclub example, operating after midnight generates $400 in surplus.
Some would argue that sum should go to the neighbor, others would argue it belongs
to the nightclub. People who stand to gain from redistribution especially disagree with
people who stand to lose from it. Thus, the neighbor who stands to gain from a right to
quiet is likely to favor that right, whereas the nightclub that stands to gain from a right to
make noise is likely to favor that right.

Since people disagree about distribution, they also disagree over how much effi-
ciency they would sacrifice for more equality. In the nightclub example, suppose the
neighbor is poor and the nightclub is rich. Assuming no bargaining between them, the
right to quiet will save the poor neighbor $100 at a cost of $500 to the rich club. Is this
worthwhile? People will disagree.

Many clashes in public law trace to two questions: How much equality should we
seek, and how much efficiency should we sacrifice to achieve it? Disagreements about
efficiency and distribution relate to how they are valued. Economists often discuss their
value in terms of utility. Utility refers to an individual’s well-being, which depends on
the things that matter to her, like health, family, social standing, and the fit between her
preferred laws and actual laws. As a person’s well-being grows, her utility increases.

Like health, money increases utility. However, most economists believe it does so ata
declining rate. A check for $100,000 grows the utility of a homeless person by more than
it grows the utility of a billionaire. Thus, transferring money from one person to another
does not change the total wealth, but it might change the total utility.

To illustrate, add some details to the nightclub example. Suppose the neighbor is a
struggling writer, and the club’s noise distracts her. Operating earns the club $500 and
costs the neighbor $100 from late work. If the nightclub operates, value equal to $400
gets produced. How that money gets distributed does not affect the sum—the surplus
always equals $400—but it might affect utility. Transferring more of the cooperative
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surplus to the poor neighbor may increase her utility by more than it decreases the
utility of the nightclub’s rich owner.

To transfer utility, the law can change the rights underlying the bargain. By granting
the neighbor a right to quiet, the law forces the nightclub to pay the neighbor for the
right to make noise. Given our assumptions, a payment from the club costs the owner
less utility than the neighbor gains. Thus, granting the neighbor a right to quiet generates
more utility than granting the nightclub a right to operate.

This conclusion, however, depends on measuring the utility of different people and
adding them. There is no generally agreed upon or accepted way to measure and com-
pare the utility of different people. Many agree that social welfare increases with indi-
vidual utility, but most disagree about the rate of increase. These disagreements reflect

political and moral philosophy more than social science.*

Efficient Redistribution

In California, limousines pass homeless camps, and private jets fly over impoverished
neighborhoods. In Brazil, the six wealthiest people have as much money as the 100
million poorest people.*® The world features profound inequalities in wealth. Many
people believe that we could increase social welfare by moving money from the rich
to the poor. How should we move the money?

We could reallocate rights. To explain this idea, recall the rich nightclub and the
poor neighbor. Suppose we grant neighbors a right to quiet. This forces the club to
pay the neighbor for permission to play music, transferring money from rich to poor.

In this example, giving the neighbor a right to quiet redistributes money from
rich to poor. But what about down the block, where another nightclub is poor and its
neighbor is rich? Here the right to quiet transfers money from poor to rich. To gener-
alize, redistributing wealth through the legal system often requires relying on crude av-
erages, like the typical wealth of nightclubs and the typical wealth of their neighbors.*!

Reallocating rights can cause another problem. Suppose an entrepreneur chooses
between two activities, opening a nightclub and opening a doughnut shop. The
nightclub would create $500 in value for the entrepreneur and $100 in losses for the
neighbor. The doughnut shop would create $250 in value for the entrepreneur and
no losses for anyone. Efficiency requires the entrepreneur to open the nightclub (net
value of $400 instead of $250). If the government grants the neighbor a right to quiet,
the entrepreneur will have to pay the neighbor for permission to operate. This might
cost say, $300, meaning the club’s profit shrinks to $200. The entrepreneur prefers
$250 to $200, so she opens the doughnut shop. The doughnut shop is the best choice
for the entrepreneur but not for society. To generalize, reallocating rights causes inef-
ficiency by distorting people’s choices.

3 For sophisticated discussions, see MATTHEW ADLER, WELL BEING AND FAIR DISTRIBUTION: BEYOND
CosT-BENEFIT ANALYSIS (2012); MATTHEW ADLER, MEASURING SOCIAL WELFARE: AN INTRODUCTION
(2019).

40 This remarkable statistic comes from a report by Oxfam International titled Brazil: extreme inequality in
numbers, which is available at this link: https://www.oxfam.org/en/brazil-extreme-inequality-numbers.

41 See ROBERT COOTER & THOMAS ULEN, Law AND EcoNomMics 107 (6th ed. 2016).



THEORY OF BARGAINING 31

Instead of reallocating rights, we could tax the rich and transfer the revenue to
the poor. A tax-and-transfer system avoids the problem of crude averages. We can
tax rich nightclub owners, not all nightclub owners. Likewise, taxes cause fewer
distortions.*? To see why, suppose that instead of reallocating rights to the neighbor
we require the entrepreneur to pay a 10 percent tax. If the entrepreneur opens the
nightclub, her after-tax profit equals $450. If she opens the doughnut shop, her after-
tax profit equals $225. So she opens the club. The tax leads to the efficient choice
(open the nightclub), whereas reallocating the right leads to the inefficient choice
(open the doughnut shop).

This discussion makes taxes sound better. However, running a tax system is not
cheap. We must identify the rich, assess tax bills, collect the money, identify the
poor, and transfer the money. Every step requires people (accountants, lawyers, tax
collectors) and resources. The Internal Revenue Service, which collects federal taxes
in the United States, employs over 70,000 people and has an annual budget of about
$12 billion. According to one study, about one-third of each marginal dollar of taxes
goes to waste.*?

Most law-and-economics scholars prefer to redistribute money through the tax
system, not through legal entitlements. They believe that taxes cost less and create
fewer distortions all things considered. Of course, not everyone agrees.**

III. Bargaining Failures

We have explained the positive and normative theory of bargaining. The underlying
generalization is that low transaction costs facilitate private and public bargains for mu-
tual gain. As discussed, bargaining sometimes succeeds and sometimes fails. A good
theory of bargaining diagnoses the cause and cure of failures, like a good doctor
diagnoses the cause and cure of a disease. We will sketch theories of bargaining failure
based on economic theories of market failure. These theories connect the cause of bar-
gaining failure to its cure.

Economists often divide market failures into three categories: externalities, asym-
metrical information, and monopoly. These labels capture problems that public law

42 Both taxes and the reallocation of rights can cause inefficiency by discouraging work or wealth accumu-
lation. In our example, if taxes are too high, or if the neighbors have too many rights, the entrepreneur will not
earn enough to justify working. Compared to taxes, however, reallocating rights can cause a second source
of inefficiency by changing behavior connected to those rights. In our example, granting the neighbor a right
to quiet causes the entrepreneur to open a doughnut shop instead of a club, which is the inefficient choice.
On the “double distortion” from reallocating rights, see Steven Shavell, A Note on Efficiency vs. Distributional
Equity in Legal Rulemaking: Should Distributional Equity Matter Given Optimal Income Taxation?, 71 AMm.
Econ. REv. 414 (1981); Louis Kaplow & Steven Shavell, Why the Legal System Is Less Efficient Than the Income
Tax in Redistributing Income, 23 ]. LEGAL STUD. 667 (1994).

43 See Charles L. Ballard, John B. Shoven, & John Whalley, General Equilibrium Computations of the
Marginal Welfare Costs of Taxes in the United States, 75 AM. ECoN. REv. 128 (1985).

4 See, e.g., Zachary Liscow, Reducing Inequality on the Cheap: When Legal Rule Design Should Incorporate
Equity as Well as Efficiency, 123 YALE L.J. 2478 (2014); Chris William Sanchirico, Taxes Versus Legal Rules as
Instruments for Equity: A More Equitable View, 29 . LEGAL STUD. 797 (2000).
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aims to overcome. Economists have spent decades studying these impediments to co-
operation. We will discuss each briefly.

A. Externalities, Public Goods, and Free Riding

In 1948, a toxic fog descended on the town of Donora, Pennsylvania, killing 20 residents
and sickening thousands.*> Emissions from industrial plants contributed to the disaster.
In economic terms, the smog was a negative externality. A negative externality exists
whenever an actor’s decision excludes a cost that he imposes on others. In the case of
Donora, plant owners apparently did not consider the harm their pollution caused to
nearby residents. If plant owners had considered those costs when making decisions,
they would have polluted less. Negative externalities lead to inefficiently high levels of
pollution.

To see the logic clearly, attach some numbers to Donora. Suppose a plant owner earns
money by operating. Expressed in utility, the money is worth 10. Expressed in utility,
the cost to the owner of breathing the dirty air equals 4, and the cost to everyone else
equals 12. If the owner takes all costs into account, he will not operate. He would prefer
not operating and getting zero to operating and getting —6 (10 from profit, —4 from his
breathing dirty air, —12 from others breathing dirty air). If the owner externalizes the
costs to others, he will operate. He prefers operating and getting 6 (10 from profit, —4
from his breathing dirty air) to not operating and getting zero. Negative externalities
lead people to engage in inefficient activities.

Negative externalities relate to the problem of free riding. To understand free riding,
consider how a polluter might reason: “If many factories reduce pollution, the air will be
clean whether or not I reduce my pollution. If few factories reduce pollution, the air will
be dirty whether or not I reduce my pollution. My abatement matters little to air quality,
so I will not spend money reducing my pollution.” Each polluter reasons this way. Thus,
each polluter waits for others to abate, no one reduces pollution, and the air gets dirtier.
Negative externalities cause free riding on abatement by others.

Unlike polluting, some activities have a positive externality. Positive externalities are
the opposite of negative externalities. Imagine a stateless village preyed upon by bandits.
For protection, the community could ask hundreds of volunteers to build a stone wall
around the village. Anyone who volunteers creates a benefit for himself and others in
the village. The benefit to others is the positive externality.

Like negative externalities, positive externalities can lead to free riding. A villager
might reason, “If many people volunteer, the wall will get built whether I haul stones or
not. If few people volunteer, the wall will not get built whether I haul stones or not. My
participation does not matter to my safety, so I will stay home and relax” A villager who
reasons this way free rides on others’ efforts. If most people reason in this way, everyone
stays home. The wall does not get built even though its benefits exceed its costs. When
a decision maker is not paid for the positive externalities of his activity, there is usually
too little of the activity.

4 Lorraine Boissoneault, The Deadly Donora Smog of 1948 Spurred Environmental Protection—But Have
We Forgotten the Lesson?, SMITHSONIAN MAGAZINE, Oct. 26, 2018.
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Specific characteristics cause free riding. If you take a bite from a sandwich, there
is less for me. If you drive the car, then I cannot drive it at the same time. Sandwiches
and cars are rivalrous. Consumption uses up rivalrous goods, preempting their use by
others. In contrast, we can breathe air simultaneously without exhausting the supply.
Similarly, architects have used the Pythagorean Theorem for two millennia, and just as
much remains as before. Air and geometry are non-rivalrous.

Besides rivalry, consider excludability. I can exclude you from driving my car
by locking it, whereas I cannot easily exclude you from breathing air. Similarly,
preventing someone from using your idea is harder than preventing someone from
biting your sandwich. Cars and sandwiches are excludable while air and ideas are
non-excludable.

We can apply these concepts to our village wall. The security it provides is
non-rivalrous because everyone in the village can enjoy it at once, and it is non-
excludable because no one in the village can be omitted from its protection. Non-
rivalry and non-excludability are the characteristics that define a public good in
economics.*® Radio broadcasts and national security are standard examples of pure
public goods. In contrast, rivalry and excludability characterize private goods. Pure
private goods include bananas, bicycles, and bedrooms. In fact, many goods have
characteristics of both public and private goods. Examples of mixed goods include
roads and schools.

The public characteristics of a good cause free riding. For the villager, non-rivalry
means there is plenty of protection to go around, and non-excludability means he can
enjoy that protection whether he hauls stones or not. So he stays home and relaxes. If the
wall did not have positive externalities—if the villager did not benefit when others haul
stones—he could not free ride on others’ efforts.

Like positive externalities, negative externalities cause free riding. To see
why, return to Donora. The smog harmed thousands of residents. The dirty air
was non-rivalrous (all could breathe it simultaneously) and non-excludable (no
one in Donora could avoid it). Residents might have proposed this deal with the
industrialists: “Rather than polluting and earning $1 million, stop polluting and we
will pay you $2 million” This bargain would benefit residents and industrialists alike.
However, all residents would benefit, and this would lead to free riding. Residents
would wait for others to contribute to the $2 million payment just like villagers
would wait for others to haul stones. Free riding by nonpaying residents would pre-
vent the bargain from taking place.

Generalizing from events like Donora, some economists connect free riding to the
origins of the state. Protection and defense provide opportunities to free ride, and free
riding prevents private individuals from cooperating over security and other public
goods. The state arises as a solution. Thus, we can interpret many public laws and the
legal institutions (legislatures, courts) that produce them as solutions to free riding.

46 The economic theory of public goods, and the associated concepts of rivalry and excludability, are usu-
ally traced to a remarkable, three-page paper: Paul A. Samuelson, The Pure Theory of Public Expenditure, 36
REV. ECON. & STAT. 387 (1954).
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The Prisoner’s Dilemma

The prisoner’s dilemma is a paradigm in social science for situations where individual
rationality causes mutually destructive behavior. Police arrest Mr. Byrne and Mr. Char
for jointly setting a building on fire. After being placed in separate interrogation rooms,
each suspect faces a choice: confess to the crime or remain silent. If both confess, both
will spend five years in prison. If neither confesses, both will spend one year in prison.
If one confesses and the other does not, the confessor will spend only six months in
prison—a reward for helping the police—and the non-confessor will spend seven years
in prison. Figure 2.1 summarizes the facts.

Mr. Char
Confess  Stay silent

Confess -5,-5 -0.5, -7

Mr. Byrne

Stay silent | -7, -0.5 -1,-1

Figure 2.1. The Prisoner’s Dilemma

What should each suspect do? If Mr. Char confesses, then Mr. Byrne can either con-
fess and face five years in prison or stay silent and face seven years in prison. So he prefers
to confess. Alternatively, if Mr. Char stays silent, then Mr. Byrne can either confess and
spend six months in prison or stay silent and spend one year in prison. So he prefers to
confess. Regardless of Mr. Char’s choice, Mr. Byrne is better off if he confesses. The same
logic applies to Mr. Char, so he will also confess. The best strategy for each individual
leads to a bad outcome for both of them.

In the payoft matrix, “confess” means “don’t cooperate” and “stay silent” means “co-
operate” Can you use the prisoner’s dilemma to analyze the failure of the villagers to
build a stone wall?

Informal enforcement mechanisms such as social pressure can prevent a little free ri-
ding. If pollution harms only a few people (law calls this a private nuisance), each of them
may chip in and pay the industrialist to abate. Each one chips in to avoid being ostracized
by the group.

Alternatively, if pollution harms thousands of people (law calls this a public nui-
sance), private bargaining seldom succeeds. Correcting a public nuisance usually
requires public law. In the example involving a stone wall, law could prevent free riding
by taxing villagers who do not help build. In Donora, the Clean Air Acts could have
prevented the toxic fog.
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For the state to correct free riding among citizens, lawmakers must overcome free ri-
ding themselves.*” This can be difficult. To illustrate, assume that Helen and Ike are con-
gressional representatives from Michigan where cars get made, and they care intensely
about an automobile bill in Congress. Assume that votes on the bill are equipoised, with
the same number in favor and against. To enact the bill, the Michigan representatives
need to trade a vote with a representative from New York, who cares intensely about
a banking bill. Helen may hold back in the hope that Ike will shoulder the burden of
trading for the needed vote. Ike may do the same. If both of them hold back, the bargain
will never take place. Free riding by private actors causes inefficiency, and free riding by
public actors may prevent the state from correcting it.

Since free riding impedes bargaining, it can be described as a transaction cost. Thus,
the Public Coase Theorem can be restated: bargaining can overcome externalities if
low transaction costs mitigate free riding. With private nuisances (small numbers of
people), social norms may mitigate free riding. With public nuisances (large numbers of
people), legislation is usually necessary to mitigate free riding by the citizens. However,
legislating may require overcoming free riding by the officials who make laws.

Questions

2.24. A factory in Northfield, Minnesota, makes the town smell like popcorn and
chocolate. The smell is a positive externality. Explain how this positive exter-
nality can lead to inefficiency. Does the factory operate too much or too little?

2.25. Imagine a two-by-two matrix with columns labeled “rivalrous” and “non-
rivalrous” and rows labeled “excludable” and “non-excludable” In which box
would the following goods fit: parking spaces, fish stocks in international wa-
ters, broadband internet access, FM radio, satellite radio?*®

2.26. Some kinds of information are public goods. For example, music is non-
rivalrous and, given the ease of copying and sharing, largely non-excludable.
Explain how free riding could affect music sales and music production. Can
you think of any laws that mitigate free riding in music?

2.27. The theory of public goods justifies many state actions, but some doubt
that it explains the genesis of the state. Under what circumstances will pri-
vate individuals fail to cooperate in providing a public good but succeed in
cooperating to form a state?4’

47 See W.M. Crain & R.D. Tollison, Team Production in Political Majorities, 2 MicropoLITICS 111 (1982).
The connection between team production and free riding is developed in Armen A. Alchian & Harold
Demsetz, Production, Information Costs, and Economic Organization, 62 AM. ECON. REV. 777 (1972).

48 As discussed, rivalrous, excludable goods are “private” goods, while non-rivalrous, non-excludable
goods are “public” goods. Rivalrous, non-excludable goods are “‘common” goods or “‘common-pool re-
sources.” Non-rivalrous, excludable goods are “club” goods. As resources like pastures get crowded, they
switch from public goods to common goods.

49 See Russell Hardin, Economic Theories of the State, in PERSPECTIVES ON PUBLIC CHOICE: A HANDBOOK
24 (Dennis C. Mueller ed., 1996) (“[W]e resolve the problem of failure to supply public goods by supplying a
super-public good, the state, so that it can supply lesser public goods.”).
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The Articles of Confederation

The Articles of Confederation established a central government for the United States
after the colonies declared their independence from Great Britain. But the Articles
only lasted for a few years, in part because of money. Under the Articles, the cen-
tral government could request funding from the states, but the Articles provided no
mechanism to force the states to pay their assigned shares. Some states did not pay,
apparently hoping that payments from other states would keep the central govern-
ment afloat. The nonpaying states were free riding.

Without income, the central government could not finance a military to protect
the states from foreign aggressors. This failure convinced people that the central gov-
ernment needed more authority. In 1787, the Philadelphia Convention drafted the
U.S. Constitution, adoption of which required support from nine of the 13 states.
A year later the Constitution took effect, replacing the Articles of Confederation.
The Constitution made important changes that get attention, like creating the presi-
dency and protecting individual rights. Critically, it also empowered the federal gov-
ernment to raise money, first through tariffs and later through the income tax. This
mitigated the problem of free riding. When war erupted in 1812, the United States
had a powerful navy.

B. Information Asymmetry

On September 11, 2001, Al Qaeda terrorists destroyed the World Trade Center in
New York City and killed almost 3,000 people. The United States accused Iraq of aiding
Al Qaeda and stockpiling chemical, biological, and nuclear weapons. Iraq denied ter-
rorism and permitted only limited inspections of its military facilities. Diplomacy
failed and the United States invaded Iraq in 2003, overthrowing a dictatorial govern-
ment but finding no ties to Al Qaeda or weapons of mass destruction. If the United
States had known the facts, it might not have threatened war, and if Iraq had known the
United States would invade, it might have allowed inspections. Misinformation causes
miscalculations, and miscalculations cause bargaining to fail. The following pages ex-
plain why.

In our opening example, we considered the case of Adam and Blair trading money
for jail cells. We assumed that each knew his or her own threat value ($3,000 in the case
of Adam, $5,000 for Blair). In fact, parties often have incomplete information about
their own threat values. Misinformation causes mistakes in bargaining. To demon-
strate, most scientists agree that global temperatures will rise over time, but they disa-
gree on the rate, cost, and amount attributable to human activity. This makes legislators
uncertain about the value of regulating greenhouse gases. Without good information,
legislators may deregulate greenhouse gases and then find the effects are worse than
expected.

Aside from imperfect science, bills are often so complicated that legislators cannot
comprehend their full effects. In 2014, Congress passed a single bill exceeding 1,500
pages in length that authorized $1 trillion in spending on child immigrants, disease
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in Africa, drought, gun control, sales taxes, campaign finance, museums, the transfer
of detainees from an American military base in Guantanamo Bay, Cuba, and so forth.
When bargaining, each legislator understood some of the bill’s details, and no legislator
understood all of them.

In these examples, parties must gather costly information to determine their own
threat values. A different problem arises for determining the threat values of other
people. Suppose the President negotiates with Congress over an immigration bill. If the
President and Congress agree, they can change the number of immigrants allowed by
law. Congress would prefer to admit, say, up to 500,000 additional immigrants, whereas
the President would prefer to admit, say, up to 200,000 additional immigrants. Since
both prefer additional immigrants, there is scope for cooperation. Suppose the President
offers to admit up to 200,000 additional immigrants, but Congress thinks the President
is actually willing to accept up to 300,000 additional immigrants. Thus, Congress holds
out for admitting more immigrants, and bargaining with the President fails.

If Congress knew that the President would only accept 200,000 additional
immigrants, it would accept the President’s offer. In the example, the President knows
his own preferences, but Congress does not. Information asymmetry means one player
knows something the other does not know. In this example, information asymmetry
blocks bargaining.

Players withhold information about their threat values to gain a strategic advan-
tage. To see this clearly, consider Adam and Blair. Adam values the jail cells at $3,000
and Blair values them at $4,000, meaning a successful bargain will create $1,000 in sur-
plus. Price determines the distribution of that surplus. If Adam reveals his threat value,
Blair may offer him $3,001, meaning he gets just $1 of the surplus. If he withholds the
information—if he bluffs and says he values the cells at $3,900—she may offer him a lot
more. Adam has an incentive to exaggerate his threat value. Blair has a similar incentive.
Asymmetrical information persists partly because of strategic behavior. However, it can
cause miscalculation and failure to agree.>®

The problem of verification exacerbates information asymmetry. Suppose that
the President truthfully declares that he prefers to admit up to 200,000 additional
immigrants, but no more. Recognizing the powerful incentive to bluff, the Congress
may not believe him. How could the President verify his statement and make Congress
believe him? That would be as hard as Adam proving to Blair that he values the empty
jail cells at $3,000. Choices are observable but preferences are unobservable. Because
they are unobservable, preferences are unverifiable.

Suppose Congress and the President agree on an immigration deal. Another problem
looms: Will they follow through? Will Congress pass the bill as promised or renege and
embarrass the President? Will the President sign as promised or veto? If either party
expects the other to back out, they will not bother bargaining in the first place. The
parties can make promises to one another, but talk is cheap.! To facilitate bargaining,
making false promises must be costly.

0 Roger B. Myerson & Mark A. Satterthwaite, Efficient Mechanisms for Bilateral Trading, 29 J. ECON.
THEORY 265 (1983) (proving that individually rational, strategic behavior can prevent efficient bargaining).

! For groundbreaking work on cheap talk, see Vincent P. Crawford & Joel Sobel, Strategic Information
Transmission, 50 ECONOMETRICA 1431 (1982).
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The costliness of a false promise can be understood through the idea of credible
commitments. A credible commitment forecloses an opportunity. In a classical book on
the art of war, the Chinese philosopher Sun Tzu wrote, “When your army has crossed
the border, you should burn your boats and bridges, in order to make it clear to every-
body that you have no hankering after home”>? Before the boats burn, the cost of retreat
is low. After the boats burn, the cost of retreat is high. The burning of the boats commits
the army to advance. Realizing that the invading army cannot turn back, the defenders

>

are prone to negotiate peace. “To subdue the enemy without fighting,” Sun Tzu wrote,
“is the acme of skill”>?

We can connect these ideas more closely to bargaining theory. Recall that “threat
value” refers to the payoft a player can get on his own without the other’s cooperation.
A commitment often consists in a player reducing his own threat value. By making non-
cooperation less appealing, one commits to cooperating. For example, if the President
publicly commits to signing the immigration bill, he makes noncooperation—vetoing
the bill at the last minute—politically costly to himself. Foreseeing that the President
will not veto, Congress passes the bill.

As another example, consider private parties bargaining over a house. The seller
promises not to damage the house before transferring ownership, but the buyer doubts
the seller’s promise. Fearful of damage, the buyer might walk away from the deal, leaving
both parties worse off. Now suppose the seller can do more than make a promise; she
can sign a contract requiring her to maintain the house or pay for its repair. Unlike a
bare promise, the contract is enforceable. If the home is damaged, the buyer can use
the legal system to force the seller to pay. No longer fearful of damages, the buyer will
proceed with the deal. The contract lets the seller make a credible commitment not to
damage the house, facilitating its sale.

Good law facilitates bargaining, and bad law obstructs it. In places with good legal
systems, parties can use contracts to make credible commitments. A good legal system
enforces contracts and prompts deals. Bad legal systems fail to enforce contracts and
impede deals. Thus, farmers in Ohio can contract to buy and sell land, while farmers
in South Sudan, a new country embroiled in conflict, cannot settle land disputes with a
piece of paper.

Public officials often resemble farmers in South Sudan: law does not enforce their
bargains. Caleb and Dee cannot sign a contract, enforceable in court, committing each
to vote for the other’s proposal. Legal contracts usually do not exist for bargains in
public law. Credible commitments in public law often require legal institutions other
than contracts. Consider the long struggle for power between the British Parliament
and the King.** The King often borrowed money, especially in time of war, but failed
to repay the loans. Creditors became reluctant to lend the King more money. In 1688,
Parliament removed and replaced the King in an event called the Glorious Revolution.
The new monarch was forbidden to alter the terms of loans except by the lender’s con-
sent. One might think this restriction weakened the Crown, but the opposite is true.

52 SuN Tzu, ON THE ART OF WAR 115 (Lionel Giles trans., 1910).

53 Sun Tzu, ON THE ART OF WAR 77 (Samuel B. Griffith trans., 1963).

* Douglas C. North & Barry R. Weingast, Constitutions and Commitment: The Evolution of Institutions
Governing Public Choice in Seventeenth-Century England, 49 J. EcoN. HisT. 803 (1989).
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The Crown strengthened itself by making a credible commitment to repay its lenders.
Afterward the Crown could borrow more money, and at lower interest rates, than be-
fore. The money funded successful wars with France that established England’s domi-
nance for world power.

Bluffing, verifiability, commitment, credibility, trust—these are problems of asym-
metrical information in bargaining. They arise in private and public bargaining alike.
The vast literature on asymmetrical information encompasses many other problems,
some of which we will discuss later.

Questions

2.28. In the United States, Supreme Court Justices are independent of Congress and
the President. However, nominees need Senate approval to join the Court. If
you were a Senator, would you trust a nominee who promises to interpret the
law objectively?

2.29. There are few international courts and no international executives. This makes
international law hard to enforce. Some countries have incorporated interna-
tional law into their domestic systems. This gives international law the same
status as (or even higher status than) national law. Does incorporation as we
have described it make a country’s commitment to international law stronger?
Why might the promise to incorporate international law make bargaining over
the substance of that international law easier?>>

2.30. Wars waste lives and money in disputes that diplomacy could resolve. Why
can’t nations agree to reduce their armies by 50 percent?*® Why are civil wars
within countries harder to end than wars between countries?®” (Hint: in civil
wars, the losing side usually must lay down its arms.)

2.31. Imagine a dictatorial society with two types of people. The few rich are or-
ganized politically. The numerous poor are disorganized politically. Random
events like economic recessions briefly unite the poor. While united, they de-
mand from the rich a greater share of the nation’s wealth. The rich would prefer
to pay the poor to go away, but they might have to implement democracy in-
stead. Why?>8

% Tom Ginsburg, Svitlana Chernykh, & Zachary Elkins, Commitment and Diffusion: How and Why
National Constitutions Incorporate International Law, 2008 U. ILL. L. Rev. 201, 210-13 (2008); Pierre-
Hugues Verdier & Mila Versteeg, International Law in National Legal Systems: An Empirical Investigation,
in COMPARATIVE INTERNATIONAL Law 525-26 (Anthea Roberts, Paul B. Stephan, Pierre-Hugues Verdier, &
Mila Versteeg eds., 2018).

6 See James D. Fearon, Bargaining, Enforcement, and International Cooperation, 52 INT’L ORG. 269 (1998);
Robert Powell, Absolute and Relative Gains in International Relations Theory, 85 Am. PoL. Sc1. REv. 1303
(1991).

57 Barbara F. Walter, The Critical Barrier to Civil War Settlement, 51 INT'L ORG. 335 (1997).

58 DARON ACEMOGLU & JAMES A. ROBINSON, WHY NATIONS FAIL (2012).
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Optimism: A Menace in Court

The state accuses the Contamination Corporation of dumping toxic chemicals into
a river. The corporation can pay a $300,000 fine or go to court. Consider the ex-
pected costs to the corporation. Litigating costs the corporation $50,000. The cor-
poration believes (incorrectly) that it has a 10 percent chance of losing in court
and paying $300,000, and a 90 percent chance of winning in court and paying no
fine. The corporation’s perceived threat value equals —$50,000 + 0.1(-$300,000) +
0.9($0) = —$80,000. Now consider the expected costs of the state. Litigating costs the
state $50,000. The state believes (correctly) that it has a 50 percent chance of win-
ning in court and gaining $300,000 and a 50 percent chance of losing and gaining
nothing. The state’s perceived threat value equals —$50,000 + 0.5($300,000) + 0.5($0)
=$100,000.

Under these assumptions, the most the corporation would be willing to pay in a
settlement equals $80,000, and the least the state would be willing to accept in a set-
tlement equals $100,000. Thus, the parties will litigate rather than settle. Litigating
wastes $100,000 in time and money. The corporation’s false optimism precludes a
bargain.>®

Asymmetrical information often contributes to false optimism. To illus-
trate, suppose a state official recorded a video of the Contamination Corporation
dumping the chemicals in the river. One side knows something the other does not
know. To encourage settlement, the state may show the recording to the corpora-
tion. Alternatively, to secure victory by surprising the corporation at trial, the state
may not show the recording to the corporation. Without information about the re-
cording, the corporation is too optimistic, and its optimism precludes a deal.

In reality, the legal process would probably require the state to share the recording
with the corporation. Can you use bargaining theory to explain why?

C. Monopoly

In 1882, the industrialist John D. Rockefeller and his associates formed a secret trust,
combining their companies into Standard Oil, which dominated the petroleum market.
Monopoly occurs when a market has one seller like Standard Oil and many potential
buyers. The monopolist restrains trade by setting prices at high levels, as with Standard
Oil. As another example, AT&T once controlled telephone service in the United States.
A ten-minute distance call cost about $20 in today’s money.*

Monopoly does more than enrich companies at the expense of consumers; it causes
inefficiency. To see why, consider the Junction Company, which owns a bridge and
charges a toll to cross. Each crossing costs $1 in wear and tear on the bridge. Driver 1

9 See John P. Gould, The Economics of Legal Conflicts, 2 ]. LEGAL STuD. 279 (1973).
% Common Carrier Bureau of the Federal Communications Commission, The Industry Analysis
Division’s Reference Book of Rates, Price Indices, and Household Expenditures 62 (Tracy Waldon & James
Lande eds., 1997).
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is on a trip for pleasure, and he values crossing the bridge at $5. Driver 2 is delivering
materials for a job, and she values crossing the bridge at $10. Because the Junction
Company has a monopoly, it can choose the toll. If it sets the toll at $4, both drivers
will pay to cross, and the company will earn $6 in profit (with two drivers, the company
makes a total of $8 in tolls and pays a total of $2 to maintain the bridge). If the com-
pany sets the toll at $9, only Driver 2 will cross. The company will earn $8 in profit ($9
from the toll minus $1 in maintenance). The company prefers $8 to $6, so it will set the
toll at $9.

Asin this example, monopolists usually earn more when they charge a high price and
have few customers than when they charge a low price and have many customers.®! This
is rational for the monopolist but inefficient. Efficiency demands that every driver cross
when the benefit of crossing exceeds the cost. With a $9 toll, drivers who value crossing
at $5 do not cross, even though crossing would create more benefits ($5 per driver) than
costs ($1 in wear and tear). Monopoly creates inefficiency.®?

In general, law can correct inefficient monopolies in private markets in two ways: by
regulating prices and by promoting competition. Thus, law can regulate tolls on a single
bridge, or law can establish competing governments to build multiple bridges. However,
sometimes bargaining will solve the problem of monopoly without government inter-
vention, as we will explain.

According to the Coase Theorem, bargaining among private actors tends toward ef-
ficiency as transaction costs approach zero. We can apply the theorem to our example.
If the Junction Company’s toll creates inefficiency, there must be a bargaining failure.
To see the connection between monopoly and bargaining, consider two ways that
monopolists can determine prices. First, the monopolist can name a firm price, as when
the Junction Company sets the toll at $9. Drivers can take or leave the price. Inflexibility
creates inefficiency by discouraging Driver 1, who is unwilling to pay $9 but whose ben-
efit from crossing ($5) would exceed the cost ($1).

Second, the monopolist can name a flexible price, and each buyer can make a coun-
teroffer. With price flexibility, the parties bargain to reach an exact price. To illustrate,
the Junction Company might charge some drivers $4 to cross and others $9 to cross.
Everyone who values crossing the bridge at an amount greater than the cost of crossing
($1) strikes a deal and crosses. The bargains are efficient. The inefficiency of monopoly
disappears.

Price flexibility faces an obstacle: transaction costs. If the monopolist bargains suc-
cessfully with buyers, each one pays a negotiated price,%> but arriving at such a price
takes time and effort. Given transaction costs, the monopolist may gain more from
naming a firm price and not bargaining over a flexible price.

We have analyzed a classic monopoly in which one buyer faces many sellers. Now
consider a bilateral monopoly. This occurs when there is only one seller and only

61 In the standard economic model of monopoly, the monopolist maximizes profits by setting a firm price
where the marginal revenue from a small increase in production equals the marginal cost.

62 Besides raising prices, monopolies tend to suppress innovation. For example, members of the New York
Stock Exchange collected fees for matching buyers and sellers of stock. When a new technology allowed
computers to make matches electronically, the Exchange delayed its adoption. Jacob Goldstein, Putting a
Speed Limit on the Stock Market, N.Y. TIMES MAGAZINE, Oct. 8,2013.

63 Economists call this perfect price discrimination. Perfect price discrimination is efficient, although all of
the bargaining surplus goes to the monopolist and none goes to the buyer.
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one buyer. If the Junction Company has the only bridge and the Krosswise Shipping
Company is the only customer who uses it, there is a bilateral monopoly, and the two
parties must deal with each other. Knowing that Junction needs its business, Krosswise
demands a low toll. Knowing that Krosswise needs its bridge, Junction demands a high
toll. Bilateral monopoly makes bargaining inevitable, and strategic behavior makes the
outcome uncertain.

Instead of two-party bargaining, consider three-party bargaining. The U.S. House
of Representatives, the Senate, and the President must bargain with one another to
make law. Each of the three institutions can prevent a new law.®* The familiar term for
this power arrangement is unanimity rule. Unanimity rule requires all parties to agree.
The UN Security Council cannot make certain decisions without the unanimous con-
sent of the five permanent member states. Similarly, the state compact that created the
Metro train system required the unanimous agreement of Maryland, Virginia, and
Washington, DC. In general, increasing the number of actors who must agree on collec-
tive action decreases its probability.

Unlike unanimity rule that requires all three actors in our example to agree, majority
rule only requires a majority to agree (two of the three actors in our example). Most
state legislatures and appellate courts make decisions using majority rule. A switch
from unanimity rule to majority rule reduces the number of actors who must agree on
a collective action. The majority need only negotiate an agreement that creates value for
them, not for everyone. Consequently, majority rule lowers the transaction costs of col-
lective action.

Specifically, majority rule avoids the problem of holdouts. A holdout is a person
whose cooperation is essential for collective action and who refuses to provide it, except
under terms that greatly favor him or her. To illustrate, suppose the state wishes to build
aroad across three parcels of private property. The road will produce $1 million in com-
merce. Construction of the road will cause $100,000 in damage to each of the parcels.
On balance, the road across the three parcels will produce $700,000 in value. However,
aroad across less than three parcels—two, one, or zero parcels—will be incomplete and
produce no value. After construction of the road on two parcels, the owner of the third
parcel may hold out for a very high price. The sale of his land will allow completion of
the road, increasing value from zero to $700,000. So he may demand $700,000. When
the state begins to buy land for the road, each owner can make this same demand for
$700,000. If each holds out for $700,000, the state would have to pay $2.1 million for a
road that generates $700,000 in value. The state will probably refuse to pay such a high
price. Holdouts prevent bargains that would create value.

Short of preventing bargains, holdouts slow bargaining and increase its costs.
Holdouts encumber bargaining throughout public law. Thus, Congress cannot enact
law without the President’s signature.®® Like the third parcel owner, the President can
hold out, demanding favors from the Senate and the House in exchange for his or her
support. With few actors, the problem of holdouts can be overcome; Congress and
the President often cooperate and enact statutes. With many actors, holdouts become

6 This is not quite correct. Congress can override a President’s veto if two-thirds of the members of the
House and the Senate agree, but this happens rarely.

65 Again, Congress can override a President’s veto if two-thirds of the members of the House and the Senate
agree, but this happens rarely.
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insurmountable. For over a century, Poland’s legislature operated under unanimity rule.
Holdouts paralyzed lawmaking, contributing to the failure of the state.®

As these facts suggest, public law can lower transaction costs by switching from una-
nimity to majority rule. Consistent with this prescription, as more countries have joined
the European Union, the Council of Ministers has replaced unanimity rule with ma-
jority rule for its decisions.” Compared to unanimity rule, majority rule increases the
pace of collective action, but it also has a downside. With unanimity rule, no agreement
happens unless it makes all parties better off. With majority rule, any majority can cut
out a minority. A majority of legislators, for example, can omit a minority from an ex-
penditure program or impose disproportionate taxes on them. This is analogous to the
example of Caleb and Dee, who agreed to pass proposals that helped them but hurt
Graham, the third city councilman, by more. A switch from unanimity to majority rule
exacerbates contests over distribution.

In conclusion, unanimity rule risks holdouts that majority rule prevents, and ma-
jority rule risks minority exploitation that unanimity rule prevents. This fundamental
tradeoft animates the allocation of power in basic laws like the U.S. Constitution. Good
public law finds the best balance.

Questions

2.32. Movie theaters charge high prices for popcorn and forbid customers from
bringing their own. Should the state regulate this monopoly by setting popcorn
prices?

2.33. In the example of holdouts, three landowners each demand $700,000 from the
state in exchange for their property. The state is unlikely to pay $2.1 million
for the land since the road it wants to build only creates value of $700,000. But
suppose the state did pay the $2.1 million. Is this inefficient? Do the payments
from the state to the landowners destroy money or transfer money?

2.34. The Takings Clause in the U.S. Constitution allows the government to expro-
priate private property for public use if it pays “just compensation”*® In ge-
neral, “just compensation” means the market price. Why does the government
expropriate property instead of simply buying it at the market price?

2.35. As discussed, many states free rode on others under the Articles of
Confederation. Providing the central government with taxing authority could
have alleviated the problem, but amending the Articles required unanimous
agreement among 13 states. Why did states fail to amend the Articles but suc-
ceed in adopting a new Constitution?

2.36. The process for amending the US. Constitution has never changed.
Nevertheless, amendment has become more difficult over time. Why?

% Liberum Veto, Encyclopadia Britannica, Oct. 30, 2008, https://www.britannica.com/topic/libe
rum-veto.

67 The European Council and the Council of the EU Through Time: Decision- and law-making in European
Integration, Council of the European Union (2016), https://www.consilium.europa.eu/media/29975/qc041
5219enn.pdf.

¢ U.S. Const. amend. V.
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Madison and the Sphere of Democracy

In the 1780s, James Madison, along with Alexander Hamilton and John Jay, wrote
a series of essays encouraging the states to ratify the new Constitution. Those
essays, commonly called the Federalist Papers, are a landmark of American political
theory and an important aid in constitutional interpretation. The Federalist Papers
addressed important concerns, including this. In the eighteenth century, many
people thought democracy could work in city-states like ancient Athens but not in
large countries like the United States. Madison famously disagreed.

In Federalist No. 10, Madison addressed the danger of factions, “a number of cit-
izens . . . united and actuated by some common impulse of passion, or of interest,
adverse to the rights of other citizens”® In Madison’s view, factions are inevitable
because people disagree (the “latent causes of faction are thus sown” in our nature).”®
Since factions cannot be eliminated, Madison reasoned that they must be held in
check. He argued that enlarging the country would prevent factions from achieving
amajority and controlling government: “Extend the sphere, and you take in a greater
variety of parties and interests; you make it less probable that a majority of the whole
will have a common motive to invade the rights of other citizens.””!

We can interpret and develop Madison’s argument using bargaining theory.
Extending the sphere reduces the chance of a faction attaining a majority. Without
a majority, a faction cannot exploit others but must bargain and cooperate with
them. If a faction does attain a majority, competing factions ensure it will be short
lived: today’s majority becomes tomorrow’s minority, and vice versa. Any majority
that enriches itself by exploiting today’s minority must fear that the tables will turn
tomorrow. The possibility of being exploited tomorrow tempers the urge to exploit
others today. Thus, the solution to factions is more factions. This is Madison’s central
claim for extending the sphere of the country, and it demonstrates a powerful con-
nection between bargaining and democracy.”?

IV. Interpretive Theory of Bargaining

According to positive theory, low transaction costs facilitate bargains, and according
to normative theory, bargains create mutual gain. Three persistent sources of trans-
action costs inhibit bargains: free riding, asymmetrical information, and monopoly.
Bargaining theory illuminates how legislators enact laws. But it can do more; bargaining
theory can help judges. To show how, we turn to interpretation, the third branch of law
and economics.

% THE FEDERALIST No. 10, at 48 (James Madison) (Ian Shapiro ed., 2009).

70 Id.

7V Id. at 52.

72 See Neil Siegel, Intransitivities Protect Minorities: Interpreting Madison’s Theory of the Extended
Republic (2001) (unpublished Ph.D. dissertation, University of California, Berkeley) (on file with UMI
Dissertation Services).



THEORY OF BARGAINING 45
A. The Problem of Legislative Intent

Sometimes the words of a statute seem to contradict the legislature’s intent. Consider
United States v. Kirby.”> A federal statute prohibited “knowingly and willfully
obstruct[ing] . . . the passage of the mail””’4 The Supreme Court had to decide if a sheriff
violated the statute when he arrested a mail carrier. Arresting the mail carrier certainly
obstructed the passage of the mail. But the sheriff had a good reason for the arrest: the
mailman was wanted for murder. Even though the sheriff violated the plain language of
the statute, the Court concluded that the statute did not apply to the sheriff’s conduct.
According to the Court, “the legislature intended exceptions to its language” to avoid
“an absurd consequence.””® Considering legislative intent allowed the Court to avoid an
unreasonable outcome.

Judges often consider legislative intent when interpreting statutes. Sometimes leg-
islative intent is inferred from common sense, as in Kirby. Surely Congress did not in-
tend its statute to protect murderous mail carriers from arrest. Other times legislative
intent is inferred from legislative history. While enacting a bill, many actors—sponsors,
opponents, committee chairs, and other members of the legislature—make statements
about it. In the United States, committees in the House of Representatives and Senate
often write official reports about the bill. Together these materials constitute the legisla-
tive history. Sometimes legislative history offers clues about intent.

To demonstrate the use of legislative history, consider Church of the Holy Trinity
v. United States.”® A church in New York signed a contract with an alien (“alien” is a
legal term for a noncitizen) named Warren. Under the terms of the contract, Warren
moved to New York and worked as a pastor for the church. The question in the case was
whether the church violated a federal statute, which stated:

(1]t shall be unlawful for any person, company, partnership, or corporation, in any
manner whatsoever, to prepay the transportation, or in any way assist or encourage the
importation or migration of any alien . . . into the United States . . . under contract or
agreement . . . to perform labor or service of any kind[.]””

The church seemed to break the law according to its plain language. However, the
Supreme Court reached the opposite conclusion. According to the Court, Congress
did not intend the statute to prohibit churches from recruiting foreign pastors. The
Court based its conclusion in part on legislative history. A committee in the House of
Representatives had written a report about the statute before it passed. According to
the report, the law targeted aliens “from the lowest social stratum” who “live upon the
coarsest food, and in hovels of a character before unknown to American workmen””®

73 74U.S. 482 (1868).

74 Id. at 485. Here is the complete text of the statute: “That if any person shall knowingly and willfully ob-
struct or retard the passage of the mail or of any driver or carrier or of any horse or carriage carrying the same,
he shall, upon conviction, for every such offense pay a fine not exceeding one hundred dollars” 4 Stat. 104
(1825).

75 Kirby, 74 U.S. at 486-87.

76 143 U.S. 457 (1892).

77 Id. at 458.

78 Id. at 465. This is not the only language in the opinion that shocks modern sensibilities.
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Pastors did not fit that description, the Court reasoned, so Congress did not intend the
law to cover contracts with pastors.

Manyjudges uselegislative history when searching for legislative intent. Nevertheless,
the practice is controversial. Statements from legislators and committees often con-
tradict one another. In anticipation of judges consulting legislative history, legislators
might “salt” the record, strategically making statements that reflect their preferred
interpretations rather than the proper interpretation. From this morass, the argument
goes, judges can extract legislative history to support any interpretation they like. Judge
Harold Leventhal quipped that citing legislative history is like “looking over a crowd
and picking out your friends>”’

The criticism runs deeper yet. Legislative history is supposed to clarify legislative
intent. But legislative intent, some critics argue, is nonexistent. The legal scholar Max
Radin wrote, “A legislature certainly has no intention whatever in connection with
words which some two or three [people] drafted, which a considerable number rejected,
and in regard to which many of the approving majority might have had, and often de-
monstrably did have, different ideas and beliefs.”®

B. The Bargain Theory of Interpretation

Judges interpreting statutes have sought legislative intent for centuries. Have the critics
proved them wrong? Should judges abandon the search for legislative intent? No, but it
should be reformulated. Legislation is often the product of bargaining. Like Caleb and
Dee, legislators compromise over the content of law. To understand a legislative bargain,
do not try to aggregate the intentions of individual legislators. This is impossible, as a
later chapter will show. Instead, look to the bargain the legislators intended to strike.
This is the bargain theory of interpretation.®!

How can one find the terms of a legislative bargain? The text of the statute is the nat-
ural place to start. Like buyers and sellers drafting contracts, legislators formalize their
deals in the language of the law. According to the bargain theory, judges ordinarily
should emphasize the text of statutes when interpreting them. This is consistent with
modern judicial practice in many places.

When interpreting a statute, some judges refuse to look beyond the statute’s text.
Such judges are called “textualists”®? A later chapter will say more about the textualist
approach to interpretation. Here we focus on judges who are prepared to look beyond
the statute’s text. Many judges will consider a statute’s legislative history. The bargain
theory shows them where to look.

79 See Patricia M. Wald, Some Observations on the Use of Legislative History in the 1981 Supreme Court
Term, 68 Towa L. REV. 195, 214 (1983).

80 Max Radin, Statutory Interpretation, 43 HARV. L. REV. 863, 870 (1930).

81 The theory is developed in McNollgast, Legislative Intent: The Use of Positive Political Theory in Statutory
Interpretation, 57 LAw & CONTEMP. PROBS. 3 (1994); McNollgast, Positive Canons: The Role of Legislative
Bargains in Statutory Interpretation, 80 GEo. L.J. 705 (1992). See also Frank H. Easterbrook, Foreword: The
Court and the Economic System, 98 HARV. L. REV. 4, 42-58 (1984); VICTORIA NOURSE, MISREADING Law,
MiSREADING DEMOCRACY (2016).

82 In fact, many textualist judges will consider legislative history in certain circumstances. See, e.g., Frank
H. Easterbrook, What Does Legislative History Tell Us?, 66 CHI.-KENT L. REV. 441, 448 (1990) (“Intelligent,
modest use of the background of American laws can do much to bring the execution into line with the plan.”).



THEORY OF BARGAINING 47

The legislative process features many decisive players. In the U.S. Congress, bills do
not ordinarily become law unless the chairs of the relevant committees support them.
Likewise, bills typically do not get a vote unless the leaders (the Speaker of the House
and the Majority Leader in the Senate) agree. To make law, liberals and conservatives
often need support from moderates. In exchange for their support, moderates often de-
mand modifications to the proposals. Moderates, leaders, and committee chairs are piv-
otal: you cannot make law without them. Understanding the views of pivotal players
helps us understand the bargain they struck. When interpreting legislation, the bargain
theory of interpretation directs judges to focus on the deal struck by the pivotal players.

To demonstrate, consider one of the most important and inspiring statutes in
American history: the Civil Rights Act of 1964. It prohibited discrimination based
on race, color, sex, religion, or national origin. It opened job opportunities and
public accommodations, like restaurants and hotels, to African Americans and other
minorities who had long suffered from unequal treatment. This landmark of civil rights
remade American society and sparked litigation.

Consider a famous case about the Act, United Steelworkers of America v. Weber.33
A company had two kinds of workers: unskilled workers who earned low wages, and
skilled workers who earned higher wages. At one of the company’s plants, about 2 per-
cent of skilled workers were African American, but 39 percent of the community’s
workforce was African American. The company started a training program to turn un-
skilled workers into skilled workers. Half of the positions in the program were reserved
for African Americans. The question in the case was: Does the Civil Rights Act permit
voluntary affirmative action programs by private employers?

To interpret a statute, lawyers begin with its language. In Section 703(a), the Civil
Rights Act forbade employers from classifying employees “in any way which would de-
prive . . . any individual of employment opportunities . . . because of such individual’s
race[.]”8 In Section 703(d), the statute forbade employers from discriminating against
“any individual because of his race . . . in admission to, or employment in, any program
established to provide apprenticeship or other training”®® This language cast doubt on
the legality of the company’s training program. Reserving half the spots in the program
for black workers made it harder for white workers to get in. Thus, white workers were
denied opportunities because of their race.

Despite the language of the statute, the Supreme Court upheld the affirmative action
program. The Court reached its conclusion by looking to legislative intent. What was
Congress trying to achieve when it passed the Civil Rights Act? According to the Court,
Congress intended the law to open employment opportunities for African Americans.

83 443 U.8.193 (1979).

84 Here is the complete, relevant text: “It shall be an unlawful employment practice for an employer . . . to
limit, segregate, or classify his employees or applicants for employment in any way which would deprive or
tend to deprive any individual of employment opportunities or otherwise adversely affect his status as an em-
ployee, because of such individual’s race, color, religion, sex, or national origin”

85 Here is the complete text: “It shall be an unlawful employment practice for any employer, labor orga-
nization, or joint labor-management committee controlling apprenticeship or other training or retraining,
including on-the-job training programs, to discriminate against any individual because of his race, color,
religion, sex, or national origin in admission to, or employment in, any program established to provide ap-
prenticeship or other training””
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The affirmative action program was consistent with that purpose, so the program did
not violate the statute.

How did the Court identify the purpose of the statute? By looking at legislative his-
tory. Consider this statement from Senator Hubert Humphrey, a key supporter of the
act, which appeared in the legislative record:

What good does it do a Negro to be able to eat in a fine restaurant if he cannot afford to
pay the bill? What good does it do him to be accepted in a hotel that is too expensive
for his modest income? How can a Negro child be motivated to take full advantage of
integrated educational facilities if he has no hope of getting a job where he can use that
education?®

The legislative history of the Civil Rights Act has many statements like this, though
few so eloquent. This history persuaded the Supreme Court that programs to benefit
African American workers were consistent with the law.

Two scholars, Daniel Rodriguez and Barry Weingast, analyzed Weber using the bar-
gain theory of interpretation.?” Here is a brief version of their account. The Democrats
in Congress were split. Northern Democrats supported the Civil Rights Act, but
southern Democrats strongly opposed it. To pass the law, northern Democrats needed
support from Republicans. Senator Everett Dirksen, the leader of Republicans in the
Senate, negotiated with the northern Democrats. He and his bloc of Republicans were
pivotal; the law could not pass without them.

In exchange for their support, the Republicans demanded that the statute include
Section 703(j). Section 703(j) provides that the Civil Rights Act shall not:

be interpreted to require any employer . . . to grant preferential treatment to any indi-
vidual or to any group because of the race . .. of such individual or group on account of
an imbalance which may exist with respect to the total number or percentage of per-
sons of any race . . . employed by any employer.3

Focus on the language: Section 703(j) shall not “require” preferential treatment. The
Supreme Court reasoned that although employers cannot be required to grant prefer-
ential treatment, they are permitted to grant preferential treatment. Thus, Section 703(j)
did not prohibit the company’s voluntary affirmative action program.

86 United Steelworkers of Am. v. Weber, 443 U.S. 193, 203 (1979). The term “Negro” was common in
Senator Humphrey’s day, but it has become uncommon and offensive over time.

87 See Daniel B. Rodriguez & Barry R. Weingast, The Positive Political Theory of Legislative History: New
Perspectives on the 1964 Civil Rights Act and Its Interpretation, 151 U. Pa. L. REv. 1417 (2003).

8 Here is the complete text: “Nothing contained in this subchapter shall be interpreted to require any
employer, employment agency, labor organization, or joint labor-management committee subject to this
subchapter to grant preferential treatment to any individual or to any group because of the race, color, reli-
gion, sex, or national origin of such individual or group on account of an imbalance which may exist with re-
spect to the total number or percentage of persons of any race, color, religion, sex, or national origin employed
by any employer, referred or classified for employment by any employment agency or labor organization,
admitted to membership or classified by any labor organization, or admitted to, or employed in, any appren-
ticeship or other training program, in comparison with the total number or percentage of persons of such
race, color, religion, sex, or national origin in any community, State, section, or other area, or in the available
work force in any community, State, section, or other area”
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Is this the proper interpretation? Rodriguez and Weingast argue that the answer is
no. The Republicans seemed to oppose all discrimination based on race, whether vol-
untary or not.%’ The Republicans were pivotal and therefore in a position of strength.
Given their strength, the proper interpretation of Section 703(j) is broad. That provi-
sion prohibits all discrimination at work. The Republicans made their support condi-
tional on that interpretation. The Court erred by reading the provision narrowly, as if
Republicans were not pivotal.

Do Rodriguez and Weingast have it right? Maybe yes, maybe no. Beachcombers use
metal detectors to find buried jewelry. Sometimes they find trinkets, and sometimes
they find treasures. The bargain theory of interpretation is like a metal detector. It tells
searchers where to look in the legislative history, but it cannot guarantee a find. Still, the
theory improves on traditional approaches to legislative intent.

Questions

2.37. In general, courts do not consult legislative history if the text of the statute
is clear and does not yield absurd results. Is concentrating on the text of the
statute consistent with the bargain theory of interpretation?°

2.38. Suppose the legislature enacts a statute with two parts, X and Y. A court
reviews the statute and concludes that X is constitutional but Y is unconstitu-
tional. According to the severability doctrine, the court should ask this ques-
tion: Would the legislature have enacted X without Y? If so, the court should
“sever” Y and uphold X. If not, the court should invalidate the entire statute.’!
Would the bargain theory of interpretation and the traditional approach to in-
tentionalism give different answers to the question about X and Y?

2.39. Some statutes include severability clauses that explicitly direct courts to sever
unconstitutional parts of the statute and leave the remaining parts intact.
Do severability clauses increase or decrease the transaction costs of political
bargaining?

2.40. Sumitomo Shoji America, Inc., was a New York corporation and wholly owned
subsidiary of a Japanese corporation. The company only hired Japanese men
for managerial positions. Female employees in New York sued the company
for discrimination. The company claimed that a treaty between the United
States and Japan exempted it from U.S. discrimination law. The governments
of Japan and the United States disagreed with the company’s interpretation of
the treaty. The Supreme Court ruled against the company, stating, “When the

89 See United Steelworkers of Am. v. Weber, 443 U.S. 193, 240 (1979) (quoting senators supporting the bill
as saying, “There is no requirement in title VII that an employer maintain a racial balance in his work force.
On the contrary, any deliberate attempt to maintain a racial balance, whatever such a balance may be, would
involve a violation of title VII because maintaining such a balance would require an employer to hire or refuse
to hire on the basis of race. . . . [I]f a business has been discriminating in the past and as a result has an all-
white working force, when the title comes into effect the employer’s obligation would be to simply fill future
vacancies on a nondiscriminatory basis. He would not be obliged—or indeed permitted—to fire whites in
order to hire Negroes.”).

%0 See John E. Manning, What Divides Textualists from Purposivists?, 106 CoLum. L. REv. 70 (2006).

1 For a discussion of severability, see CALEB NELSON, STATUTORY INTERPRETATION 142-46 (2011).
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parties to a treaty both agree as to the meaning of a treaty provision, and that

interpretation follows from the clear treaty language, we must . . . defer to that

interpretation.?

(a) IstheCourt’sdecision consistent with the bargain theoryofinterpretation?

(b) Suppose Japan and the United States agreed that U.S. discrimination law
did not apply to the company, but the language of the treaty stated that
U.S. discrimination law did apply to the company. Would deciding that
discrimination law did not apply to the company be consistent with the

bargain theory of interpretation?

The Hierarchy of Legislative History

Legislative history comes in different forms. Sponsors, supporters, and opponents of
bills make statements. Sometimes the President makes a “signing statement” when
he signs a bill into law. To become law, bills usually travel through committees, and
committees usually write reports explaining the bills. When the House and Senate
pass different versions of the same bill, a conference committee is formed to recon-
cile them. The conference committee proposes a bill to both chambers under a closed
rule, meaning the bill cannot be amended, and it usually attaches a report explaining
the bill. Legislative history comes in other forms too.

Courts do not treat all forms of legislative history the same. In their search for leg-
islative intent, they prioritize some forms over others. Here is a list of some legislative
history types, organized from most to least influential on courts: conference reports,
committee reports, sponsor statements, statements by other legislators, executive
signing statements.”

What legislative history should courts credit, and what legislative history should
they ignore? Economics has answers.** According to the bargain theory of interpre-
tation, courts should search for the bargain legislators struck. The bargain theory
implies that courts should credit statements by pivotal players. Courts do this in
some respects. Like the Supreme Court in Church of the Holy Trinity, courts place
weight on reports from committees whose support was necessary for a bill's pas-
sage. However, courts fail to do this in other respects. They systematically discount
signing statements by the President, even though the President is decisive in most
legislation.

These ideas have a converse. If courts should place more weight on statements by
decisive players, they should place less weight on statements by nondecisive players.
Consider the sponsors of a bill. They usually start by proposing major reforms and
compromise to achieve minor reforms, which they prefer to nothing. Courts often

92 Sumitomo Shoji America, Inc. v. Avagliano, 457 U.S. 176, 185 (1982).

93 See CALEB NELSON, STATUTORY INTERPRETATION 362-67 (2011); WiLLIAM N. ESKRIDGE JR. ET AL.,
CASES AND MATERIALS ON LEGISLATION AND REGULATION: STATUTES AND THE CREATION OF PUBLIC PoLiCY
93 (5th ed. 2014).

94 See McNollgast, Legislative Intent: The Use of Positive Political Theory in Statutory Interpretation, 57 Law
& CONTEMP. PrOBS. 3 (1994).
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credit statements from sponsors and discredit statements from other legislators, in-
cluding decisive players.

Separate from decisive players, economics provides broader perspective on leg-
islative history. Some legislative statements are cheap talk, meaning legislators face
no penalties for saying false or misleading things. Legislators who make statements
about a bill after it passes, for example, are usually engaged in cheap talk. Judges
should ignore cheap talk. In contrast, statements are credible when legislators face
penalties for making false or misleading statements. Senator Humphrey was the
Majority Whip in the Senate, and he organized support for the Civil Rights Act.
Senators asked him for information about the bill, and he gave it. If Humphrey
made false statements, he would endanger his leadership position and reputation.
Consequently, Humphrey had a strong incentive not to mislead his colleagues. His
statements about the meaning of the act were credible. Perhaps this justifies the
weight accorded to his statements by the Court in Weber.

Conclusion

Galileo introduced the concept of a “frictionless plane,” where objects move forever in
the same direction at the same speed. Frictionless planes do not exist, but they pro-
vide a theoretical baseline for predicting movements of real objects. Similarly, a world
with “zero transaction costs” does not exist, but the idea provides a baseline for making
predictions about real bargains. When the transaction costs of bargaining are low, pri-
vate parties allocate entitlements to the parties who value them the most, as required
for efficiency. When the costs are high, private parties fail to reach eflicient agreements.

To supply public laws, lawmakers must overcome the impediments to political bar-
gaining, which resemble the impediments to private bargaining (externalities, informa-
tion asymmetries, and monopoly). Lawmakers overcome these impediments through
the governmental processes discussed in subsequent chapters—voting, entrenching,
delegating, adjudicating, and enforcing. However, the same mechanisms used to cor-
rect inefliciencies can be used to aggravate them for political advantage. As subse-
quent chapters show, the processes of government resemble a drug that can cure or kill,
depending on the circumstances and dosage.






3
Bargaining Applications

The germ theory of disease gave us antibiotics, and calculus gave us skyscrapers. As
in medicine and math, good ideas in economics have useful applications. The pre-
vious chapter developed the bargaining theory of public law, and this chapter applies it.
Bargaining theory provides insights into questions like these:

Example 1: To fix prices on their products, oil companies collude with other oil
companies, and oystermen collude with other oystermen. Collusion creates in-
efficient monopolies. Why should law prevent oil monopolies but not necessarily
oyster monopolies?

Example 2: Lawyers want to give people rights to protect them from the state. Many
economists want to give people rights so they can exchange them with the state.
Should rights be “unalienable” like the Declaration of Independence says, or
should they be tradable like Pokémon cards?

Example 3: According to the Supreme Court, the Commerce Clause of the U.S.
Constitution empowers Congress to regulate one farmer’s wheat, which has a
trivial effect on the economy, but not violence against women, which has a large
effect on the economy. Does economic theory support the Supreme Court’s
interpretation?

To answer such questions, this chapter blends positive, normative, and interpretive
analysis. We begin by examining laws regulating citizens, and then we turn to laws
organizing government.

I. OnRegulation

Food labels, prescription drugs, speed limits—regulations touch many aspects of our
lives. Some regulations are simple (do not speed), while others are technical (use the
Johnson Permeameter for soil infiltration tests of storm water). We focus on regulations
whose purpose is correcting externalities, where one person’s activity affects another
persons well-being. Whether the topic is speeding or soil erosion, regulations present
a fundamental choice: Should the state facilitate private solutions or impose public
solutions?

Public Law and Economics. Robert D. Cooter and Michael D. Gilbert, Oxford University Press. © Oxford University Press 2022.
DOI: 10.1093/0s0/9780197655870.003.0003
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A. Congestion and Externalities

The public has access to “common” resources like air, oceans, and pastures. In the lan-
guage of the previous chapter, common resources are non-excludable. When few
people use these resources, they do not interfere with each other (the resource is non-
rivalrous). When many people use these resources, however, they become congested,
and they interfere with each other (the resource becomes rivalrous). With congestion,
each additional user harms other users. Thus, with uncongested common pasture,
ranchers in Montana can graze their cattle without affecting each other’s livelihood.
With congestion, each additional cow harms the livelihood of other ranchers. In the
previous chapter, we explained that when an activity has negative externalities, there is
usually too much of it. Left to their own devices, ranchers harm the land by overgrazing.

Barren pasture illustrates the tragedy of the commons.! The tragedy arises when
everyone’s individually rational decision to use a common resource depletes the re-
source for all. The tragedy of the commons explains why there is too much smog in
Beijing, too many industrial pollutants in the Ganges River, and too few trees left in the
Amazon. It explains why drivers in Los Angeles face gridlock (when you drive, you slow
others down) and why radio stations interfere with each other (more on this later).

To understand the tragedy better, consider a numerical example. Five fishers have
access to a lake (a “fisher” is a person who catches fish). Every fish caught has a market
value of $1, so each fisher earns $1 for each fish he or she catches. Instead of fishing, each
fisher can stay home and enjoy leisure (say, binge-watching television), which he or she
values at $4 per day. To decide between work and leisure, each fisher weighs benefits and
costs. Thus, if a fisher expects to catch six fish that day, he chooses between earning $6
by fishing or getting $4 of leisure, so he chooses to fish. Conversely, if a fisher expects to
catch three fish that day, he chooses between earning $3 by fishing or getting $4 of lei-
sure, so he chooses leisure.

Table 3.1 shows the long-run relationship between the number of fishers on the lake
and the number of fish caught per day. The first row indicates that one fisher will catch
20 fish, two fishers will catch 32 fish, and three fishers will catch 39 fish. More fishers can
catch more fish, but only up to a point. Increasing the number of fishers from three to
four causes the catch to decline to 36 fish, and increasing from four fishers to five causes
the catch to decline to 25 fish. With so many fishers, the fish cannot reproduce quickly
enough. In the long run, this means fewer fish will be caught.

If fishers have open access to the lake, how many will fish? Consider the problem se-
quentially. If the lake is empty to start, the first fisher will think: “If  work, I will catch 20
fish and earn $20, and if I stay home I will get only $4 from leisure. I will fish” The second
fisher arrives to find only one other person fishing on the lake. She reasons: “If I fish,
I will earn $16, and if I stay home I will get only $4 from leisure. I will fish.” Following
the same logic, the third, fourth, and fifth fishers decide to fish, as row 3 of the table
illustrates. Thus, individually rational decisions result in fishing by five people.

Is this result efficient? No. Efficiency maximizes the total net revenues. Total net
revenues are maximized when three fishers fish on the lake, as row 4 of the table shows.

! Garrett Hardin, The Tragedy of the Commons, 162 SCIENCE 1243 (1968).
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Table 3.1. Tragedy of the Commons

Number of fishers on the lake

1 2 3 4 5
1. Total revenue from selling all fish (total $20 $32 $39  $36 $25
number of fish caught * sale price of fish)
2. Revenue per fisher $20 $16 $13 $9 $5
3. Net revenue per fisher (revenue minus lost $16 $12 $9 $5 $1
leisure)
4. Total net revenue (total revenue minus total $16 $24 $27 $20 $5
loss of leisure for all fishers)
5. Marginal net revenue (change in total net $16 $8 $3 -$7 -$15

revenue from an additional fisher)

What causes the inefficiency? Each fisher gets paid for the number of fish she catches,
which includes fish that others would have caught if she had stayed home. Thus, each
fisher internalizes only some of the costs of fishing. If the fourth fisher were paid his
marginal contribution to the total catch as indicated by the table’s row 5, he would not
work and the lake would not be overfished. In sum, open access to the lake causes too
many individuals to fish, congestion on the lake is a negative externality, and overfishing
depletes the number of fish.

The lake is a common resource in the sense that different people share its use.
Sometimes private actors successfully manage common resources. Fishermen in Port
Lameron, a village in Nova Scotia, have informally divided territory in nearby fisheries.?
For centuries, ranchers have managed communally the mountain pastures of Iceland.?
But for each success, there are many failures. In the 1930s, California’s annual sardine
harvest exceeded 500,000 tons. Within 20 years, overfishing led to a collapse in the sar-
dine stock and the failure of this industry.*

Questions

3.1. When the COVID-19 pandemic swept across the United States, many
businesses shut down. The mayor of Las Vegas pushed for businesses in her city
to reopen. When asked how they could reopen without spreading the disease,
the mayor responded, “[W]e're in a crisis healthwise, and so for a restaurant to
be open or a small boutique to be open, they better figure it out. That’s their job.

2 ELINOR OsTROM, GOVERNING THE COMMONS 173-78 (2015) (citing Anthony Davis, Property Rights
and Access Management in the Small Boat Fishery: A Case Study from Southwest Nova Scotia, in ATLANTIC
FISHERIES AND COASTAL COMMUNITIES: FISHERIES DECISION-MAKING CASE STUDIES 133-64 (Cynthia
Lamson & Arthur Hanson eds., 1984)).

3 Thrainn Eggertsson, Analyzing Institutional Successes and Failures: A Millennium of Common Mountain
Pastures in Iceland, 12 INT'L REV. L. ECON. 423 (1992).

4 GaRy D. LIBECAP, CONTRACTING FOR PROPERTY RIGHTS 76 (1993).
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That’s not the mayor’s job”® Do you agree? Relate your answer to the tragedy of
the commons.
3.2. When people file lawsuits, they create a negative externality by slowing down
other cases in the legal system. How does the law try to correct this externality?
3.3. Many people use Wikipedia, an online encyclopedia, but only a fraction pay for
their use. Is Wikipedia a public good? How does it try to overcome free riding?

Marginal Costs and Benefits

In Table 3.1, the last row shows “marginal net revenue.” Here is the intuition behind
those numbers. Without any fishers the lake produces nothing, and with one fisher
the lake produces net revenue of $16. Thus, the marginal net revenue associated
with the first fisher is $16. The lake produces net revenue of $16 with one fisher and
$24 with two fishers. Thus, the second fisher’s marginal net revenue is $8, and so on.
Marginal net revenue is positive for the third fisher but negative for the fourth and
fifth. The fourth and fifth fishers do more harm than good.

This is marginal analysis, a hallmark of economics. According to marginal anal-
ysis, we should do more of an activity until the additional benefit of doing more
equals the additional cost. Then we should stop. Efficiency is achieved when mar-
ginal benefits equal marginal costs.

To illustrate, consider an important question: How many hours should a student
spend studying for an exam? The first hour of studying greatly improves comprehen-
sion, and it does not interrupt the student’s social life. The marginal benefit greatly
exceeds the marginal cost, so the student should study. By the time the student gets
to, say, the eleventh hour, the calculation changes. Studying for 10 hours is sufficient
to get an A. Studying for an eleventh hour does not improve comprehension, and it
would require the student to skip a party. The marginal cost of that hour exceeds the
marginal benefit. The student should stop studying after 10 hours.

Marginal analysis can be counterintuitive. To see why, suppose the student would
gain 50 utility from getting an A on the exam. By studying for 20 hours at a cost of
20 utility, the student will get an A. Foreseeing a net gain of 30, the student decides
to study for 20 hours. This is not efficient. The student is thinking in total rather than
marginal terms. Ten hours of study are enough to get an A, so the marginal benefit
of studying for the eleventh hour is zero. Meanwhile, the marginal cost of studying
for the eleventh hour is high (remember the party). Instead of studying for 20 hours
and receiving a payoft of 30, efficiency requires the student to study for 10 hours and
receive a payoff greater than 30.

Marginal analysis is central to public law. Consider a case, Corrosion Proof Fittings
v. Environmental Protection Agency.® Pursuant to the Toxic Substances Control Act
(TSCA), the Environmental Protection Agency (EPA) regulated asbestos, a material
that has many valuable uses but causes cancer. The EPA could have required labeling

° Justin Wise, Las Vegas Mayor Doubles Down on Push to Reopen Casinos, Says It’s Not Her Job to Do It
Safely: “They Better Figure It Out”, THE HiLL, Apr. 22, 2020.
6 947 F2d 1201 (5th Cir. 1991).
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of asbestos or limited its use. Instead, the EPA banned asbestos. The question in the
case was whether the EPA had authority to issue such a strong regulation. The TSCA
required the EPA to use the “least burdensome” regulation. According to the court,
the EPA failed to prove that banning asbestos was least burdensome:

While the EPA may have shown that a world with a complete ban of asbestos might
be preferable to one in which there is only the current amount of regulation, the
EPA has failed to show that there is not some intermediate state of regulation that
would be superior to both. . .. [T]he proper course for the EPA to follow is to con-
sider each regulatory option, beginning with the least burdensome, and the costs
and benefits of regulation under each option. The EPA cannot simply skip several
rungs, as it did in this case, for in doing so, it may skip a less-burdensome alterna-
tive mandated by TSCA. Here, although the EPA mentions the problems posed by
intermediate levels of regulation, it takes no steps to calculate the costs and benefits
of these intermediate levels.”

The court does not use the exact language of marginal analysis. However, the
court understands the TSCA to require it. To see this clearly, make a comparison.
The court refers to two “worlds,” one with few regulations on asbestos and one with
a complete ban on asbestos. The first world is analogous to the student not studying,
and the second world is analogous to the student studying for 20 hours. Can you see
why the EPA should have considered an alternative in between?

B. Regulation and Information

In the previous chapter, we explained that when private actors cannot cooperate, as in
the tragedy of the commons, pressure for public law grows. Many citizens demand ac-
tion on climate change, spotted owls, water management, and so forth. In the United
States, the Clean Air Acts, the Endangered Species Act, and many other laws aim to
correct externalities. Laws to correct externalities usually mandate certain behavior by
private people. To clean the air, the state prohibits smoking in public and forbids power
plants from emitting mercury above a certain threshold. To protect pasture on public
land, the state limits grazing. To reduce radio static, the state confines each broadcaster
to one frequency.

Much of the American administrative state involves regulations like these. They are
sometimes called command-and-control regulations because they define permissible
and impermissible behavior (the command) and they induce compliance by sanctions
(the control). In practice, command-and-control regulations have shortcomings. Take
our fishing example. How can the state reduce fishing on the lake by commands? It can
limit the number of fishers, limit each fisher’s catch, restrict fishing to certain days, reg-
ulate fishing technology (e.g., permit lines but not nets), or forbid taking fish below a

7 Id.at1217.
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certain size. However, limiting fishers requires issuing permits and monitoring the lake,
limiting the catch requires publicizing the limits and monitoring the scales at the dock,
and so on. Each alternative command is costly to enforce.

Command-and-control regulations require state officials to have private informa-
tion. To prevent overfishing, the state needs to know the relationship between profits
and the number of fishers. Fishers know their profits from fishing, but the state does
not, so the state easily makes regulatory errors. When Peru established no-catch periods
for anchovies, fishers bought larger, faster boats with sonar technology, allowing them
to catch the same number of fish in a shorter time.® Instead of reducing the catch, the
regulation led fishers to spend more money on boats that spent less time at sea. The state
did not anticipate how fishers would upgrade their fleets because officials did not know
the profitability of fishing.

To illustrate by our numerical example, row 4 of Table 3.1 indicates that when three
fishers fish on the lake, total net revenue (i.e., profit) equals $27. However, open access
causes five fishers to fish on the lake, and total net revenue equals $5. Thus, open access
causes a social loss of $22. Assume that the state regulates to correct the inefficiency by
monitoring the number of fishers. The regulation causes a net gain if monitoring costs
less than $22, and the regulation causes a net loss if monitoring costs more than $22.
Sometimes enforcing commands is so costly that society is better oft without regulation,
or with an alternative kind of regulation.

Questions

3.4. Is it easier to enforce fishing regulations on Lake Tahoe, which is about 200
square miles in size, or Lake Michigan, which is over 20,000 square miles in size?
Which lake do you think suffers more from overfishing?

3.5. Public utilities like gas companies are often monopolies. Government boards set
the rates that public utilities can charge. The best rate depends on how much it
costs the utilities to provide their product to consumers. Who has better infor-
mation on the cost of the product, the utilities that supply gas or the state?

3.6. A Pigouvian tax is a tax equal to the negative externality that an actor causes.’ To
demonstrate, a polluter whose factory imposes harm of $10 on the community
would pay a tax of $10. Carbon emissions harm the planet. Why can’t nations
agree on a Pigouvian tax for carbon?

Cost-Benefit Analysis in the Administrative State

In Michigan v. Environmental Protection Agency, the Supreme Court struck down
an EPA regulation requiring power plants to reduce their emissions.!? The problem

8 Milena Arias Schreiber & Andrew Halliday, Uncommon Among the Commons? Disentangling the
Sustainability of the Peruvian Anchovy Fishery, 18 ECOLOGY & Soc’y 12 (2013).

9 ArTHUR C. P16ou, THE EcoONoMICS OF WELFARE (4th ed. 1932).

10 1358. Ct. 2699 (2015).
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was not that the regulation had no benefit. According to the EPA, the quantifiable
benefit would total between $4 million and $6 million. Rather, the problem was cost.
Complying with the regulation would cost power plants about $10 billion. According
to the Court, the EPA cannot “impose billions of dollars in economic costs in return
for a few dollars in health or environmental benefits.”!!

In that case, one of the Clean Air Acts required the EPA to account for the costs
of its regulation. Different laws in the United States impose a similar requirement.
Executive Order 12866 requires federal agencies to “assess all costs and benefits of
available regulatory alternatives, including the alternative of not regulating” The
Administrative Procedures Act requires courts to set aside agency actions that are
“arbitrary, capricious, an abuse of discretion, or otherwise not in accordance with
law” In a case called Business Roundtable v. Securities and Exchange Commission, a
court struck down a regulation requiring public companies to inform shareholders
about candidates for the board of directors.!* According to the court, the agency
acted “arbitrarily and capriciously” because it failed to consider the regulation’s
costs.!?

Cost-benefit analysis has become central to the regulatory process. Conceptually,
the task is straightforward, as in our fishing example. In practice, cost-benefit anal-
ysis requires answering hard questions, like how much society benefits when fewer
children get cancer. Many disputes in law and politics trace to disagreements about
the costs and benefits of regulation.

C. The Market Mechanism

In the previous chapter, we explained how externalities cause free riding. Command-
and-control regulations attempt to stop free riding by prohibiting it. A different ap-
proach aims to stop free riding by encouraging bargaining. With lower transaction
costs, parties may reach a private agreement that eliminates the inefficiency. If private
parties can bargain with one another, they can overcome free riding and achieve the ef-
ficient solution on their own.

To illustrate, consider the electromagnetic spectrum. Parts of the spectrum are used
for communications like radio broadcasts and cellular phones. If two people send sig-
nals on the same frequency at the same time, interference results. In 1910, the Secretary
of the Navy complained about “irresponsible operators” jamming the Navy’s sig-
nals: “calls of distress from vessels in peril . . . are drowned out in the etheric bedlam.”!4
To mitigate the externality, the federal government gave away licenses to broadcasters
for free and required them to use only their assigned frequencies.

Who should get a valuable license for free? The Federal Communications
Commission (FCC) held hearings, sometimes called “beauty contests,” to decide which

11 Id. at 2707.

12 647 E3d 1144 (D.C. Cir. 2011).

13 Id. at 1148.

14 Ronald H. Coase, The Federal Communications Commission, 2 J.L. ECoN 1, 2 (1959).
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uses of the spectrum advanced the public interest. Ronald Coase offered a different solu-
tion.!” Instead of giving away licenses and restricting their use, he proposed auctioning
licenses and permitting their resale. Individuals would hold a property right to part of
the spectrum like homeowners hold a property right to their houses. Private exchange
would reallocate spectrum to the highest-value use. The federal government would not
have to hold a beauty contest to assign the licenses. Instead of government allocation,
there would be market allocation.

Moreover, a property right would empower a spectrum owner to exclude “irrespon-
sible operators”—people transmitting unlawfully on the owner’s frequency—in the way
homeowners can exclude trespassers. The power to exclude prevents free riding (recall
the connection between free riding and non-excludability). Influenced by Coase, the
FCC has held dozens of spectrum auctions and raised tens of billions of dollars for the
government.'

We can generalize from Coase’s analysis of the spectrum: clear rights ease bargaining.
Granting and clarifying rights lowers the transaction costs of bargaining by reducing the
errors and miscalculations that obstruct people when they try to cooperate.!” Clearer
rights make threat points easier for the parties to determine. Agreement is achieved
more easily when threat positions are known by everyone.

To illustrate this idea, consider land ownership in Peru.!® Many poor people live on
land that they cannot prove they own. Uncertainty over property rights hinders exclu-
sion and trade (would you purchase land from someone who may not own it?). In recent
decades, the Peruvian government has given many people formal titles to their land.
Clear property rights permit people to exclude and make trades. With a title, farmers
can use their property as collateral to secure loans. Clear rights ease bargaining. They
offer a market mechanism for correcting inefficiencies.

Questions

3.7. Marijuana is legal under Colorado law but illegal under U.S. federal law. How
would legalizing marijuana at the federal level affect the market for the drug in
Colorado?

3.8. In 1952, steel mills and workers in the United States failed to agree on wages,
leading to a nationwide strike during the Korean War.!® Federal labor law
structures bargaining between employers and unions by requiring them to meet

15 1d.

16 Federal Communications Commission, Auctions Summary (Nov. 26, 2019), https://www.fcc.gov/aucti
ons-summary.

17 For supporting evidence, see Elizabeth Hoffman & Mathew Spitzer, The Coase Theorem: Some
Experimental Tests, 25 ].L. ECON. 73 (1982). See also Varouj A. Aivazian, Jeffrey L. Callen, & Susan McCracken,
Experimental Tests of Core Theory and the Coase Theorem: Inefficiency and Cycling, 52 ].L. ECON. 745 (2009);
Stewart Schwab, A Coasean Experiment on Contract Presumptions, 17 ]. LEGAL STUD. 237 (1988).

18 See HERNANDO DE SoTo, THE OTHER PaTH: THE ECONOMIC ANSWER TO TERRORISM (1986); Chris
Arsenault, Property Rights for World’s Poor Could Unlock Trillions in “Dead Capital”, REUTERs, Aug. 1, 2016,
https://www.reuters.com/article/us-global-landrights-desoto/property-rights-for-worlds-poor-could-unl
ock-trillions-in-dead-capital-economist-idUSKCN10C1Cl.

19" See A.H. Raskin, 600,000 Quit Steel Mills; Industry Offers to Bargain, N.Y. TIMEs, June 3, 1952.
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at reasonable times, negotiate in good faith, and so on.2’ Does labor law impose
command-and-control regulations, or does it lower transaction costs?
3.9. Privatizing a common pasture should prevent its depletion. If you own the pas-
ture, then only you can use it, and you will internalize the costs of overgrazing.
Did privatization work better before or after the invention of barbed wire
fences??!

3.10. In our fishing example, efficiency requires three people to fish, but five people
fish instead. If the transaction costs of bargaining were zero, the fishers could
solve the tragedy of the commons and achieve efficiency on their own, without
state intervention. Explain how.

Collusion and Conservation

In the 1930s, Frank Manaka caught fish off the California coast but could not sell
them.?? Canneries and a private association of fishermen had struck a deal under
which the canneries only bought fish from the association’s members, and the
members sold their fish at a fixed price. Manaka was not a member of the associa-
tion, so no one would buy his fish. He sued, and a federal court found the association
guilty of conspiracy in restraint of trade under the Sherman Act.

Collusion between canneries and fishermen created a monopoly, just like the
court held, and monopolies cause inefficiency. But the monopoly had another ef-
fect: it conserved fish stocks by limiting the harvest. A similar arrangement conserved
shrimp off the coast of Mississippi. Shrimpers and packers colluded, creating a mo-
nopoly that encouraged harvesting few large shrimp instead of many small shrimp.
Courts struck down this arrangement and dozens like it.

Courts used the Sherman Act to trade one inefficiency for another.?® They
prevented monopoly but accelerated the tragedy of the commons. Courts prohib-
ited bargaining, rather than lowering its costs. Antitrust law does not necessarily
require this result. The “rule of reason” in antitrust law permits anticompetitive
arrangements to stand if they have offsetting efficiency benefits.** A court could
find that conserving common resources is an offsetting benefit. Until courts
adopt this approach, antitrust law will continue to promote the tragedy of the
commons.

20 See, e.g., Kenneth G. Dau-Schmidt, A Bargaining Analysis of American Labor Law and the Search for
Bargaining Equity and Industrial Peace, 91 MicH. L. REV. 419 (1992); Steward J. Schwab, Collective Bargaining
and the Coase Theorem, 72 CORNELL L. REV. 245 (1987).

2l Terry L. Anderson & PJ. Hill, The Evolution of Property Rights: A Study of the American West, 18 J.L.
Econ. 163 (1975). See also Harold Demsetz, Toward a Theory of Property Rights, 57 AM. ECoN. REV. 347
(1967).

22 This discussion draws on GARY D. LiBECAP, CONTRACTING FOR PROPERTY RIGHTS (1989); Jonathan H.
Adler, Conservation Through Collusion: Antitrust as an Obstacle to Marine Resource Conservation, 61 WASH. &
Lee L. REV. 3 (2004).

23 Policy interventions to correct one inefficiency often introduce other inefficiencies. See generally R.G.
Lipsey & Kelvin Lancaster, The General Theory of Second Best, 24 REv. ECON. STUD. 11 (1956).

24 The rule of reason is usually attributed to Justice Brandeiss opinion in Chicago Board of Trade v. United
States, 246 U.S. 231 (1918).
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D. Coase or Hobbes?

When bargaining fails, the state has two methods for correcting the inefficiency: give
orders (command and control) or facilitate bargaining (market mechanism). Giving
orders presupposes that people cannot resolve the inefliciency on their own. We call
giving orders the Hobbesian solution after the philosopher Thomas Hobbes, who
doubted people’s capacity to cooperate. Facilitating bargaining presupposes that people
can cooperate if transaction costs are low enough. We call facilitating bargaining the
Coasean solution.?

The Hobbesian and Coasean solutions have distinctive costs, as an example illustrates.
Much of San Francisco Bay’s shoreline that was “soft” (sand, marsh, flood plain) is now
“hard” (stone, concrete, docks). The environment benefits from soft shoreline, and com-
merce benefits from hard shoreline. A local authority that authorizes hardening part of
the shoreline—say, building at Marina south of San Francisco—externalizes environ-
mental costs and internalizes commercial benefits. To prevent too much hardening, the
central authority could prohibit local governments from hardening some parts of the
shore and permit hardening elsewhere. This is a Hobbesian solution. For it to work ef-
ficiently, the central authority must find out the relative worth of particular parcels of
hard and soft shoreline. This is an information-gathering cost.

Alternatively, the central authority could forbid each local authority from hardening
shore anywhere unless a specific amount is softened somewhere else. To implement
this solution, local governments could be given hardening rights that they can trade
with each other. Local governments would respond by bargaining with each other and
trading their development rights. This is a Coasean solution. For it to work efficiently,
the central authority does not need to know the relative worth of particular parcels of
hard and soft shoreline. Information-gathering costs are reduced. However, the central
authority needs to define the boundaries of the parcels and distribute them initially,
which is costly.

The choice between Hobbesian and Coasean solutions illuminates much regulatory
law. To correct externalities, the state can command by issuing non-tradable grazing
permits, or it can facilitate bargaining by issuing tradable grazing permits that ranchers
can exchange. To correct monopoly, the state can command by limiting a monopo-
list bridge’s tolls, or it can facilitate bargaining by permitting price discrimination (the
bridge can charge different users different amounts) or subsidizing construction of a
competing bridge. To correct information asymmetry, the state can command by ban-
ning high-interest loans, or it can facilitate bargaining by permitting the loans and
requiring banks to disclose their terms.

Economists take all costs into account. The best solution depends on which one has
lower total costs. The costs of Hobbesian solutions include information-gathering (e.g.,
learning the relative worth of particular parcels on San Francisco Bay) and enforcing
(e.g., inspecting for unlicensed development). Alternatively, the costs of Coasean
solutions include defining development rights and initially distributing them. In prac-
tice, a regulatory program that combines Hobbes and Coase, rather than using just one
or the other, might minimize total costs.

%5 On Hobbes and Coase, see Robert Cooter, The Cost of Coase, 11 J. LEGAL STUD. 1 (1982).
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E. On Liability

We have analyzed regulation to correct externalities. Now we consider an alternative
approach familiar to lawyers: liability.?® To prevent drivers from harming pedestrians,
the state can regulate them (e.g., speed limits, yield signs). Alternatively, the state can
impose liability. If a negligent driver causes $100 in harm to a pedestrian, the pedestrian
can sue. Paying $100 in damages makes the driver internalize his harm.

Like regulation, liability involves a command (do not drive negligently) and a control
(if you drive negligently and cause harm, you will pay). However, regulation and liability
differ in other ways. To begin, consider the informational demands of each approach. In
general, parties with better information should make the decisions. A pedestrian struck
by a car will usually understand her injuries—medical bills, missed work, emotional
distress—better than state regulators. In contrast, when schoolchildren drink leaded
water, the state might have better information about the consequences than the parents.
Regulation tends to work best when the state has better information, and liability tends
to work best when the victims have better information.

Now consider the identity of the enforcer. In general, the state enforces regulations,
whereas private parties sue liable defendants. Private parties face many challenges when
filing suit. Litigation takes time and money (lawyers, expert witnesses). Collective ac-
tion problems can arise. If 100 victims each suffer $100 in harm (total $10,000), and if
the cost of suit totals $200, no victim sues, meaning the injurer externalizes $10,000 in
harm. Litigation causes many people stress. In the end, the plaintiff might lose, meaning
the time, money, and stress are wasted. This possibility discourages plaintiffs from suing
in the first place. The state does not suffer as much from these problems. Regulations
work better as the litigation costs of private parties increase.

We have analyzed plaintiffs’ ability to sue. Now consider injurers” ability to pay.
Suppose a chemical company accidentally discharges toxic waste, causing $1 million
in harm to a victim. If the company has $1 million on hand, the victim can sue and get
a full recovery. Liability will force the company to internalize all of the harm it caused.
However, if the company has only $500,000 on hand, the victim cannot get a full re-
covery, and the company will only internalize a fraction of its harm.

Injurers are judgment proof when they cannot pay for all of the harm they cause.
A judgment-proof injurer externalizes costs, leading to inefliciency. Liability tends to
worsen the problem of judgment proofness. Like the company in our example, many
injurers cannot pay large damages awards. In contrast, regulation mitigates the problem
of judgment proofness. Injurers who cannot pay large damages often can pay small
fines. Regulations might require the chemical company to transport toxic waste using
safe equipment or pay a $20,000 fine. As long as the company has $20,000, it will inter-
nalize the cost of violating the law. Internalization encourages the company to obey the
regulation and transport waste safely. To generalize, regulations tend to work best when
injurers’ have a limited ability to pay.

Finally, consider administrative costs. Regulations require ongoing monitoring and
enforcement by the state. To keep bacteria out of the food supply, dairy farms are subject

26 This discussion draws on Steven Shavell, Liability for Harm Versus Regulation of Safety, 13 ]. LEGAL STUD.
357 (1984).
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to regulations on pasteurizing milk. The state might inspect many farms, including
farms with responsible owners who protect against bacteria even without the threat of
enforcement. Likewise, the state might test a lot of milk, even though only a tiny frac-
tion is contaminated. This ongoing effort is costly. In comparison, liability tends to be
cheap. No one inspects farms or tests milk unless someone gets sick and sues. The threat
of a lawsuit makes farmers careful without ongoing inspections and tests. In general, li-
ability has lower administrative costs than regulation.

We have compared regulations and liability, showing that each has advantages and
disadvantages. To maximize advantages, the state can combine regulations and lia-
bility. In the United States, truck drivers are subject to many regulations—licensing,
lighting requirements, weight limits—and they are liable for accidents. The optimal
mix of regulations and liability depends on many factors, including those previously
mentioned.

II. Federalism

We distinguished public laws that regulate private persons with Hobbesian and
Coasean solutions. Now we apply this distinction to public officials. Laws can com-
mand officials, facilitate bargaining among them, or both. To illustrate, with tens of
thousands of citizens, a nation’s people cannot bargain with one another over law-
making. The citizens can, however, elect representatives to bargain for them. The
constitution stipulates how to create a legislature. The constitution commands the
process for legislating, but not the substance. Thus, the constitution creates a legisla-
tive forum in which representatives can bargain over laws. This is a bargaining justi-
fication for representative democracy.

A constitution usually creates several legislative bodies and divides power among
them. Power can be divided horizontally, as when school boards and water boards work
independently. Neither legislative body is above the other. Dividing powers among sev-
eral bodies of lawmakers increases the ease of bargaining within them. However, di-
viding powers diminishes the scope of bargaining across them. For example, earlier we
discussed Caleb and Dee, city councilmembers who traded votes on police and schools.
Striking a bargain between Caleb and Dee would be hard if Caleb belonged to the city
council that controlled the police budget and Dee belonged to the school board that
controlled the school’s budget. However, striking a bargain within the city council on
police, or striking a bargain within the school board on schools, might be easier.

Alternatively, power can be united horizontally, as when the town council has com-
prehensive power over police and schools. Uniting powers in one body of lawmakers
extends the scope of bargaining by its members. For example, striking a bargain be-
tween Caleb and Dee would be easier if both of them belonged to the city council that
controlled the budget for police and schools, as opposed to one of them belonging to
the city council and the other belonging to the school board. In general, comprehensive
power facilitates bargaining across issues.

The city council and the school board illustrate the horizontal division of power,
where neither body of lawmakers is higher than the other. Power can also be di-
vided vertically between the central government and the state governments. In the
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United States, the vertical division is called federalism. Federalism is a core feature
of American constitutionalism and the source of many legal and policy disputes. The
U.S. Constitution enumerates the powers of the central government and reserves
unenumerated powers to the states, as we explain later in detail. We use bargaining
theory to analyze federalism.

A. Legal Externalities

Earlier we discussed free riding on the supply of public goods like clean air and the
abatement of public “bads” like noise pollution. Without corrective laws, private actors
supply too little clean air and too much noise. Similarly, free riding mars the making of
corrective laws. Laws often come with externalities, as we saw in the previous chapter.
Under the Articles of Confederation, states like Virginia failed to pay taxes to the central
government, which harmed the security of all states.” As another illustration, suppose
the state of Nebraska makes a law to reduce the number of feedlots within its borders.
By cleaning the air, the law benefits Nebraska. It also benefits lowa, which is downwind.

Legal externalities arise when law has effects beyond the enacting government’s
borders. Like market externalities, legal externalities cause inefficiency. If Virginia had
accounted for Maryland’s security, it might have paid up, making the confederation
better off. Similarly, feedlots in Nebraska cause too much pollution in Iowa. If Nebraska
accounted for the harm to Iowa, it might reduce pollution.

What can cure legal externalities? As usual, bargaining offers a solution. If transac-
tion costs are low, Nebraska and Iowa can strike a deal under which Iowa pays Nebraska
to reduce pollution from its feedlots. According to the Supreme Court’s interpretation,
the Constitution authorizes states to make interstate compacts like this without fed-
eral involvement.? Thus, the Compact Clause and the Court’s interpretation of it facili-
tate bargaining between states. States have negotiated hundreds of interstate compacts.
Some compacts solve coordination problems, like the Driver License Agreement,
under which states honor driver’s licenses issued by other states. All states benefit when
their licenses are honored everywhere. Because interests align, coordination is rela-
tively easy to achieve, and nearly all states have joined the Driver License Agreement.
Other compacts involve distribution. Virginia and West Virginia have signed numerous
compacts to settle their border.

States can choose to join or not join interstate compacts. Like a contract between a
buyer and a seller, interstate compacts require all parties to agree. This process is a form
of unanimity rule. As the previous chapter explained, unanimity rule provokes holdouts
that make bargaining difficult. Recall that thirteen states could not agree to fund the
central government under the Articles of Confederation.

27 See, e.g., RANDOLPH E. PAUL, TAXATION IN THE UNITED STATES (1954).

28 The constitution requires congressional consent for interstate compacts. See U.S. ConsT. art. I, § 10 (“No
State shall, without the Consent of Congress . . . enter into any Agreement or Compact with another State[.]”).
In Virginia v. Tennessee, 148 U.S. 503 (1893), however, the Supreme Court held that not all agreements be-
tween states constitute “Agreements or Compacts” requiring congressional consent.



66 PUBLIC LAW AND ECONOMICS

Questions

3.11. Is North Korea’s decision to manufacture nuclear weapons a legal externality?
How is the world trying to resolve this situation?

3.12. Is bargaining over the border between two states a game of production or dis-
tribution? Why are border disputes difficult to resolve?

3.13. In Virginia v. Tennessee, the Supreme Court held that interstate compacts re-
quire Congress’s approval only if they threaten to increase the power of states
at the expense of the federal government.?’ What negative externality does this
decision prevent? What negative externalities does it permit?

B. The Internalization Principle

If bargaining cannot solve legal externalities, what can? Internalization. Expanding
a government’s borders makes external effects internal. Suppose Nebraska’s law on
feedlots affects Iowa. If Nebraska and Iowa cannot bargain, they can merge. If a single
state encompasses both places, its laws have no externalities. The new state internalizes
the effects of its law.

Larger governments imply fewer legal externalities. This suggests that governments
should have broad reach. However, larger governments come with a disadvantage: they
lack information about local matters. Consider the distinction between national and
local public goods. National defense benefits everyone within the nation’s borders,
making it a national public good. In contrast, Central Park in New York City mostly
benefits people who live or work nearby, making it a local public good. Similarly, con-
gestion on the Golden Gate Bridge mostly harms commuters between San Francisco
and Marin County, making it a local public “bad” An air-quality basin, a city park, and a
congested street are standard examples of local public goods and bads.

People affected by a law have more reason to inform themselves about it and to influ-
ence it than those unaffected by it. Thus, affected people are more likely to cast informed
votes, monitor politicians, impose taxes on themselves, design optimal regulations, and
perform the acts of citizenship that make democracy work. Considerations of informa-
tion and motivation imply a prescription for allocating government power called the
internalization principle: assign power to the smallest unit of government that internalizes
the effects of its exercise.>

The internalization principle provides a guide to fundamental laws. If a public good
is national, or nearly so, the central government should provide it. The central govern-
ment should raise revenues and use them to supply national public goods. Conversely,
if a public good is local, like a small city park, the local government should supply it.
Funding for the park should come from a local source, like a community tax, which pri-
marily hits beneficiaries of the park and misses nonbeneficiaries.

29 148 U.S. 503 (1893).

30" See Robert D. Cooter & Neil S. Siegel, Collective Action Federalism: A General Theory of Article I, Section
8, 63 StaN. L. REV. 115 (2010). For an early formulation of this approach that influenced economists, see
WALLACE E. OATES, STUDIES IN FIscAL FEDERALISM (1972). For a later summary of this approach, see Wallace
E. Oates, Federalism and Government Finance, in MODERN PUBLIC FINANCE 126 (John M. Quigley & Eugene
Smolensky eds., 1994).



BARGAINING APPLICATIONS 67

The internalization prescription for supplying public goods also applies to abating
public bads. If a negative externality is national, or nearly so, the central government
should control it. Likewise, if a negative externality is local, or nearly so, the local gov-
ernment should control it.

We have presented internalization as a normative principle. It provides an economic
theory for how states ought to be organized. However, the principle is also positive. It
helps explain how states are organized. To illustrate, suppose that establishing a large
park in the mountains would attract visitors from all over the nation. If most financing
must come from taxes and not entrance fees, financing the national park from a na-
tional tax burdens all potential visitors. The national government, not state or local gov-
ernment, represents all potential visitors. Thus, federal officials have better incentives
than state or local officials to build a large park that would attract visitors nationally.
Responsibility for parks benefitting the nation should fall upon officials who have a na-
tional perspective, which is mostly what we observe. The largest and finest parks in the
United States are almost entirely the work of the federal government.

As another illustration, consider special government districts. Many externalities
cross borders. Water and air circulate in regions formed by rivers and mountains, not
political boundaries. Consequently, pollution spills over from one government jurisdic-
tion to another. Sometimes special governments can be created to fit the boundaries of
a natural region. A special district might provide clean water to several counties, or it
might impose liability on local governments that pollute an air basin. According to the
internalization principle, the jurisdiction of a special district should extend as far as the
effects of the public goods that it supplies, or the public bad that it abates. The United
States contains many special governments that approximately satisfy the principle.
California alone has more than 5,000 special districts, including water, school, park,
and transportation districts.’! Similarly, the Washington Metropolitan Area Transit
Authority operates the Metro train system for commuters in Washington, DC, and its
neighboring jurisdictions.*

C. Introduction to Article I, Section 8

The internalization principle helps explain and justify general features of American
federalism. However, you will not find the principle written in the Constitution.
There is no “internalization clause” Instead, the Constitution contains Article
I, Section 8, which enumerates the powers of the federal government. If a power
is not listed in Article I, Section 8, the federal government cannot exercise it.
According to the Tenth Amendment, powers not delegated to the federal govern-
ment are reserved to the states. Thus, Article I, Section 8 allocates power between
the federal and state governments. This section reviews Article I, Section 8, begin-
ning with its text:

31 See California Special Districts Association, Special Districts Mapping Project, https://mydashgis.com/
CSDA/map.
32 Washington Metropolitan Area Transit Authority, History, https://www.wmata.com/about/history.cfm.
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The Congress shall have power to

10.

11.

12.

13.

14.

15.

16.

17.

18.

. lay and collect taxes, duties, imposts and excises, to pay the debts and provide

for the common defense and general welfare of the United States; but all duties,
imposts and excises shall be uniform throughout the United States;

To borrow money on the credit of the United States;

To regulate commerce with foreign nations, and among the several states, and
with the Indian tribes;

To establish a uniform rule of naturalization, and uniform laws on the subject of
bankruptcies throughout the United States;

To coin money, regulate the value thereof, and of foreign coin, and fix the
standard of weights and measures;

To provide for the punishment of counterfeiting the securities and current coin
of the United States;

To establish post offices and post roads;

To promote the progress of science and useful arts, by securing for limited times
to authors and inventors the exclusive right to their respective writings and
discoveries;

To constitute tribunals inferior to the Supreme Court;

To define and punish piracies and felonies committed on the high seas, and
offenses against the law of nations;

To declare war, grant letters of marque and reprisal, and make rules concerning
captures on land and water;

To raise and support armies, but no appropriation of money to that use shall be
for alonger term than two years;

To provide and maintain a navy;

To make rules for the government and regulation of the land and naval forces;
To provide for calling forth the militia to execute the laws of the union, suppress
insurrections and repel invasions;

To provide for organizing, arming, and disciplining, the militia, and for gov-
erning such part of them as may be employed in the service of the United
States, reserving to the states respectively, the appointment of the officers, and
the authority of training the militia according to the discipline prescribed by
Congress;

To exercise exclusive legislation in all cases whatsoever, over such District (not
exceeding ten miles square) as may, by cession of particular states, and the ac-
ceptance of Congress, become the seat of the government of the United States,
and to exercise like authority over all places purchased by the consent of the legis-
lature of the state in which the same shall be, for the erection of forts, magazines,
arsenals, dockyards, and other needful buildings; —And

To make all laws which shall be necessary and proper for carrying into execution
the foregoing powers, and all other powers vested by this Constitution in the
government of the United States, or in any department or officer thereof.

The first clause gives Congress authority to “lay and collect taxes.” This prevents the free
riding that took place under the Articles of Confederation by empowering the central
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government to fund itself. To many people, the remaining powers look like a hodge-
podge. Why does Congress have authority over things like bankruptcies (clause 4),
post offices (clause 7), and the “useful arts” (clause 8)? Why does Congress not have
authority over health care, education, and the police? And what do the clauses mean?
Consider clause 17, which gives Congress power to erect certain “forts, magazines,
arsenals, dockyards, and other needful buildings” Military hospitals are not on the list.
Do they constitute “needful buildings”? What about hangars for military helicopters,
which were invented 150 years after the Constitution was written?

To answer these questions, we must interpret the Constitution. Lawyers and judges
have interpreted, and reinterpreted, many of the clauses in Article I, Section 8. We focus
on interpreting two clauses critical to federalism: the General Welfare Clause and the
Commerce Clause.

Clause 1 empowers Congress to “provide for the common defense and general wel-
fare of the United States” Whereas the common defense seems relatively transparent,
the general welfare seems relatively opaque. In the 1800s, lawmakers thought the clause
was quite limited. As President, James Madison vetoed a bill to fund roads and canals
because, in his view, Congress lacked constitutional authority to make such “internal
improvements.”**> Many decades later, the Supreme Court in United States v. Butler
disagreed.** The Court held that the General Welfare Clause gives Congress broad au-
thority to spend the money it raises through taxation. Thus, Congress can tax citizens to
pay for things like roads and canals, as well as social security, unemployment benefits,
and education.®

The General Welfare Clause grants Congress broad spending power, but it does
not grant regulatory power. Interpreting the clause to grant regulatory power would
render the rest of Article I, Section 8 superfluous. Why bother granting power over
bankruptcies in clause 4 and post offices in clause 7 if Congress already has that power
(and much more) in clause 1? Interpreting clause 1 to grant general regulatory authority
would seem to give the federal government all power, not some power. As the Court
wrote in Butler, interpreting the clause this way would make the United States “a gov-
ernment of general and unlimited powers, notwithstanding the subsequent enumera-
tion of specific powers.”*®

Now consider the Commerce Clause. Clause 3 empowers Congress to regulate
“commerce with foreign nations, and among the several states, and with the Indian
tribes” The question of what constitutes “commerce . . . among the several states” has
preoccupied jurists since the eighteenth century. During the so-called Lochner era, the
Supreme Court interpreted the clause narrowly. Thus, Congress could regulate “com-
merce” but not “manufacturing.”?” Commerce within a state was not “among the several
states,” and therefore outside of Congress’s jurisdiction. Congress could regulate goods

3 James Madison, Veto Message on the Internal Improvements Bill (Mar. 3, 1817) (transcript available at
https://millercenter.org/the-presidency/presidential-speeches/march-3-1817-veto-message-internal-impro
vements-bill).

3 297U.S.1(1936).

3 Helvering v. Davis, 310 U.S. 619 (1937).

36 Butler,297 U.S. at 64 (quoting 1 JosEPH STORY, COMMENTARIES ON THE CONSTITUTION OF THE UNITED
StATES § 907 (Melville M. Bigelow ed., 5th ed. 1905) (1833)).

37 United States v. E.C. Knight Co., 156 U.S. 1, 12-13 (1895).
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in the “flow” of commerce,®® but not goods outside the flow that affect interstate com-
merce.® Also, it could regulate “harmful” but not “harmless” goods.*°

The Supreme Court eventually abandoned these distinctions. During the Great
Depression, President Roosevelt threatened to “pack” the Supreme Court with judges
sympathetic to federal power. Under pressure, the Supreme Court Justices devel-
oped a new interpretation of the Commerce Clause that greatly expanded Congress’s
power,*! as illustrated by Wickard v. Filburn.** A farmer grew more wheat than a federal
law allowed, and he used the excess wheat to feed his family and livestock. The excess
wheat was outside the flow of commerce. Even so, the Supreme Court allowed Congress
to regulate the farmer’s excess wheat. Growing wheat for oneself reduces demand for
wheat at the store, which implies lower prices for wheat on interstate markets. Thus, in
the Courts new view, wheat grown by one farmer in one state for home consumption
involved “commerce . .. among the several states.”

For decades, the Supreme Court seemed to allow Congress unlimited power to reg-
ulate under the Commerce Clause. That changed in 1995 when the Supreme Court
decided United States v. Lopez, a case involving a federal statute that criminalized pos-
session of a firearm within 1,000 feet of a school.** The challengers to the law argued
that the federal government did not have authority under the Commerce Clause to
regulate this activity. The Supreme Court agreed, concluding that gun possession near
schools does not have a “substantial” effect on interstate commerce. Similarly, United
States v. Morrison struck down part of the Federal Violence Against Women Act.* The
Court reasoned that gender-motivated crimes of violence do not constitute economic
activity, and therefore the Commerce Clause does not authorize Congress to regulate
them. In Gonzales v. Raich, the Court held that Congress can regulate “economic” ac-
tivity but not “noneconomic” activity.**

To summarize, Congress has power to tax and, under the General Welfare Clause,
power to spend, but it lacks general power to regulate. The Commerce Clause grants
Congress specific power to regulate, but only if the regulated activity is “economic”

Alexis de Tocqueville, a keen observer of the United States, said the federal system
was designed to combine “the different advantages which result from the magnitude

38 Carter v. Carter Coal Co., 298 U.S. 238, 305 (1936). Compare Swift & Co. v. United States, 196 U.S. 375,
398-99 (1905) (upholding application of the Sherman Act to price fixing by stockyard owners), with A.L.A.
Schechter Poultry Corp. v. United States, 295 U.S. 495, 543 (1935) (“So far as the poultry here in question is
concerned, the flow in interstate commerce had ceased. The poultry had come to a permanent rest within the
state.”).

3 A.L.A. Schechter Poultry Corp., 295 U.S. at 523-25, 527-28, 542-51 (1935) (invalidating the Federal
Live Poultry Code for the New York City metropolitan area, which regulated the sale of diseased chickens
and which included wage, hour, and child labor provisions, based on an “indirect” relationship to interstate
commerce).

40 E.g., Hammer v. Dagenhart, 247 U.S. 251, 268-72, 276-77 (1918) (invalidating a federal ban on the ship-
ment in interstate commerce of goods produced by child labor, and distinguishing cases in which the Court
upheld federal regulation on the ground that in those cases “the use of interstate transportation was necessary
to the accomplishment of harmful results,” whereas in the case at bar “[t]he goods shipped [were] of them-
selves harmless”).

41 Por evidence that law, and not political threats, caused the Court’s reinterpretation of the Commerce
Clause, see Barry Cushman, Rethinking the New Deal Court, 80 VA. L. REV. 201 (1994).

42 317U.S.111 (1942).

3 514U.S. 549 (1995).

4 529U.S.598 (2000).

15 545U.S.1(2005).
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and the littleness of nations.”*® Do the Supreme Court’s interpretations achieve this? We
will use economics to provide an answer.

Questions

3.14. Congress has general power to tax but not regulate. Thus, Congress can tax
people for failing to buy a house (the interest deduction on home mortgages
is equivalent to an extra tax on people who rent instead of own). However,
Congress cannot require people to buy houses and fine them for renting in-
stead. What is the difference between a tax and fine?*’

3.15. Is growing wheat for home consumption, which has a trivial effect on the
market price, “economic” activity? Are gender-motivated crimes of violence,
which have a large effect on the economy (doctors, lawyers, police, jailers,
employers, courts), a “noneconomic” activity?

D. Collective Action Federalism

While cataloging the failures of the Articles of Confederation, Madison decried the
“want of concert in matters where common interest requires it”*® For common concerns
like security, the states should act together, not individually. The Framers lacked the
tools of modern economics, but they knew a collective action problem when they saw it.
The Constitution’s federalism reflects this. Table 3.2 summarizes and sorts the clauses of
Article I, Section 8 into three categories that we will describe.*’

The first category concerns interstate externalities. Most of the clauses listed there in-
volve national defense. Defense is a public good that individual states will undersupply
on their own. According to the internalization principle, the national government, not
the states, should control defense, and under the Constitution it does.

Now consider clause 7. The post office is a network that becomes more valuable as
it acquires more pickup and delivery points. If the postal industry consisted of private
firms that cooperated, each firm’s activity would expand the network and benefit the
other firms. The post office in the eighteenth century resembles the railroad in the nine-
teenth century and the internet in the twentieth century in this respect: participation
has positive externalities. Legal scholars who observed positive externalities on the in-
ternet called them “network effects”

461 ALEXIS DE TOCQUEVILLE, DEMOCRACY IN AMERICA 206 (Francis Bowen ed., Henry Reeve trans., 1898).

47 Cf.Neil S. Siegel & Robert D. Cooter, Not the Power to Destroy: An Effects Theory of the Tax Power, 98 Va.
L.REV. 1195 (2012).

8 James Madison, Vices of the Political System of the United States, in JAMES MADISON: WRITINGS 69, 71
(Jack N. Rakove ed., 1999).

49 This discussion is based on Robert D. Cooter & Neil S. Siegel, Collective Action Federalism: A General
Theory of Article I Section 8, 63 STAN. L. REV. 115 (2010). See also Jack M. Balkin, Commerce, 109 MicH. L. REv.
1(2010); Max Stearns, The New Commerce Clause Doctrine in Game Theoretical Perspective, 60 VAND. L. REV. 1
(2007); Adam Badawi, Unceasing Animosities and the Public Tranquility: Political Market Failure and the Scope
of the Commerce Power, 91 CAL. L. REv. 1331 (2003).
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Table 3.2. Collective Action in Article I

Category Art. 1, Sec. 8 Clause  Power
Interstate Externalities 1 Common defense
10 Suppress piracy
11 Declare war
12 Raise armies
13 Maintain navy
14 Make military law
15 Call militia
16 Govern militia
Interstate Markets 7 Establish post offices
8 Make intellectual property law
3 Regulate interstate and foreign commerce
4 Naturalization law
4 Bankruptcy law
5 Issue money
5 Fix weights and measures
6 Punish counterfeiting
Federal Administration 1 Taxes and duties
2 Issue bonds
9 Create lower federal courts
17 Govern DC and federal buildings in states
18 Make laws necessary and proper to execute

these and other powers

Firms are reluctant to invest in a business that externalizes benefits. Given positive
externalities, the initial problem of creating a network is to grow it to sufficient size so
that it becomes profitable. The federal government’s interest in promoting the post of-
fice resembles its subsequent interest in promoting the railroad and the internet. Once
such an industry is viable, competition often propels the market toward a single pro-
vider or a small number of large providers, as with the railroads and Google. A large
firm can internalize positive market externalities in the way that a large state can inter-
nalize positive legal externalities. Economists call this situation a “natural monopoly.”>°
With a natural monopoly like the postal service at the national level, the federal gov-
ernment should have power to regulate it or to provide the service itself. Under the

Constitution, it does.

0" A natural monopoly arises when production has high fixed costs but low marginal costs. Electricity
offers an example. Building an electricity distribution system costs a lot (high fixed costs). Once the system is
built, however, serving each additional customer is cheap (low marginal costs). Extending service to an addi-
tional customer only requires, say, running one wire from the street to the house, or maybe just switching the
power from off to on. If one company builds an electricity distribution system, other companies will find it
hard to compete. They must incur the high fixed costs necessary to build a competing distribution system, but
then they will attract only a fraction of all potential customers (many customers will remain with the initial
company). The first company has a natural monopoly.
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Turning to clause 8, an inventor without a patent cannot prevent someone from
copying her invention. The benefit of the invention to a copier is a positive exter-
nality. External benefits discourage making inventions, novels, songs, and other cre-
ative works. Because the problem of unauthorized use extends across state lines, the
problem is national, so Congress is better placed than states to solve it. Federal in-
tellectual property laws enable creators to collect fees from users across the nation,
which creates a unified national market for creative works. This is the economic justi-
fication for clause 8.

Now consider the second general category in Table 3.2: interstate markets. In the
eighteenth century, America faced the problem of creating a unified market for goods,
capital, and labor. Legal obstacles to the movement of resources inhibit national
markets. In contrast, a uniform regulatory framework lubricates national markets.
Recognizing the federal government’s decisive advantage over state governments, the
drafters of the Constitution gave Congress the power to create unified national markets
in clauses 3 through 6.

Congress used this power. Labor mobility increased as a result of uniform federal
laws enacted pursuant to clause 3, such as social security and civil rights, and as a
consequence of naturalization laws passed pursuant to clause 4. Stability and trust in
capital markets increased following federal statutes enacted pursuant to clause 3, such
as federal deposit insurance, compulsory disclosure by issuers of stocks, registration
of brokers, and uniform bankruptcy law passed pursuant to clause 4. Federal stat-
utes enacted pursuant to clause 3 also provide the legal foundation for industries like
radio and television, in which the Federal Communications Commission prevents
broadcasters from interfering with one another. Congress created a common cur-
rency as authorized in clauses 5 and 6 and established national standards for weights
and measures as authorized in clause 5. These actions solved coordination problems
and lowered the transaction costs of interstate trade. Together these laws made the
United States the world’s largest zone of unrestricted mobility of goods, capital, and
labor for more than 150 years, which helps explain the country’s remarkable eco-
nomic success.

Implementing the preceding powers requires federal administration. Clauses 1, 2,
9, 17, and 18 authorize robust means to achieve the ends specified in the other clauses.

With the help of economics, Article I, Section 8 looks like a rational response to col-
lective action problems, not a hodgepodge. Earlier we wrote that the Constitution does
not contain a general “internalization clause.” Instead, it contains individual clauses that
authorize Congress to internalize spillovers.

So far, our analysis of ArticleI, Section 8 is descriptive. Now we turn to interpretation.
Recall clause 1: “Congress shall have power to . .. provide for the . . . general welfare of
the United States”>! The Supreme Court has interpreted the General Welfare Clause as
empowering Congress to spend but not to regulate. Granting Congress power to regu-

late would, the Court wrote in Butler, give the federal government “unlimited powers.”>?

5L US.Consrt.art. I, § 8, cl. 1.
52 297 U.S. at 64.
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Can one interpret the General Welfare Clause to grant Congress some regulatory power
but not all regulatory power? We think the answer is yes. Economics shows how.

When interpreting laws, courts often use a principle called “ejusdem generis,” which
is Latin for “of the same kind”” Ejusdem generis clarifies the meaning of catch-all terms
in a list. For example, consider a law forbidding “cars, trucks, motorcycles, and other
vehicles” on a public path. Ejusdem generis directs courts to read “other vehicles” in a
way consistent with the terms “cars,” “trucks,” and “motorcycles” Thus, tractors count
as “other vehicles” forbidden on the path because they are heavy and motorized like the
others. Skateboards and bicycles, however, are light and not motorized, so they may not
count as “other vehicles.”

Applied to Article I, Section 8, ejusdem generis directs courts to read the General
Welfare Clause consistently with specific clauses that empower Congress to act in
situations involving interstate externalities. The specific clauses arose in response to
failures of states under the Articles of Confederation to solve interstate externalities
through bargaining. Thus, the General Welfare Clause can be interpreted to au-
thorize Congress to act on interstate externalities when the transaction costs of bar-
gaining among states are high and congressional power is not authorized by another
clause.”

To demonstrate, suppose a disease sweeps across the nation. Vaccine programs in one
state have positive externalities on other states. Suppose the states cannot agree on the
best vaccination program. Article I, Section 8 does not explicitly authorize Congress to
regulate disease.> Under the interpretation offered here, however, the General Welfare
Clause would authorize Congress to enact a vaccination program. Conversely, if the
states could agree on the best program, then they could manage the issue themselves,
and Congress would lack authority to intervene.

To give another example, suppose a composting facility converts food waste into rich
soil for nearby farms. The facility attracts rodents and produces odors, so the neighbors
complain. The facility has negative externalities. If the externalities do not cross state
lines, then our interpretation of the General Welfare Clause does not authorize Congress
to act. The externalities must be interstate.

In sum, we can read Article I, Section 8 as a unified whole, like a well-written para-
graph. Clause 1 expresses the unifying principle of a federal government empowered
to promote the general welfare, meaning to overcome collective action problems
among the states. Clauses 2 through 17 provide instances of the principle that were
most important at the time the Framers wrote the paragraph. Clause 18, the Necessary
and Proper Clause, underscores the broad availability of means to promote the general
welfare.

This understanding of Article I, Section 8 is called collective action federalism.
Collective action federalism is a theory of interpretation rooted in economics. It
demonstrates the usefulness of economics for the work of lawyers and judges.

3 For an elaboration and defense of this interpretation, see Robert D. Cooter & Neil S. Siegel, Collective
Action Federalism: A General Theory of Article I Section 8,63 STAN. L. REV. 115 (2010).

% Under existing jurisprudence, the Commerce Clause and the Necessary and Proper Clause authorize
Congress to act in this scenario. The General Welfare Clause might offer a more logical basis for that
authorization.
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Questions

3.16. Many states have enacted laws limiting where convicted sex offenders can live.
A law like this in Minneapolis may cause sex offenders to move to the neigh-
boring city of St. Paul. Should courts interpret the General Welfare Clause to
empower Congress to make a national law on sex offenders?

3.17. According to collective action federalism, Congress can act on interstate
externalities when states cannot bargain successfully among themselves.
Suppose New Jersey prefers a federal solution to an interstate externality. What
can New Jersey do to ensure that the federal government has constitutional au-
thority to impose a solution?

E. Commerce Revisited

The Commerce Clause, as interpreted by courts, often determines the reach of federal
power. Recall Wickard v. Filburn, in which the Supreme Court held that Congress can
regulate one farmer’s home production of wheat.>> Does this holding address a collec-
tive action problem among the states that Congress needed to solve? Congress perceived
overproduction of wheat as a national problem. (Put aside the question of whether
Congress’s perception was accurate, or whether production restrictions were a remedy
for the Great Depression.) To solve this perceived problem, individual states could have
ordered limits on production within their own borders. However, restrictions in one
state disadvantage its producers relative to producers in other states with unrestricted
production. Given this fact, each state has an incentive not to restrict production within
its borders.

Lawyers call the problem we have described the “race to the bottom.” In national
markets, producers look for advantages over their competitors. This can cause them to
adopt harmful practices, like destroying the environment. The “race” refers to the pres-
sure among states to relax their laws to advantage their producers. The “bottom” refers
to the bad outcome of the race—too much pollution.

In theory, interstate compacts can facilitate cooperation and prevent the race to the
bottom. To prevent overproduction of wheat during the Great Depression, states could
have agreed by compact to limit it. However, compacts require unanimous support,
empowering states to hold out. Holding out is a classic collective problem in regulating
interstate commerce. The power to hold out makes it hard for states to cooperate.

In contrast to compacts, national regulation can prevent the race to the bottom. In the
1930s, Congress could effectively reduce production of wheat. In Wickard, the Court
concluded that the Commerce Clause gave Congress that power.’® Holdouts make
it hard for states to prevent the race to the bottom on their own, and the Commerce
Clause permits Congress to act instead.

Here is another illustration of these ideas. In Hodel v. Virginia Surface Mining ¢
Reclamation Association, the question was whether Congress had authority under

55 317 U.S. 111 (1942).
56 Id.
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the Commerce Clause to regulate mining, including its environmental impacts. The
Court answered yes, stating that national standards “insure that competition in in-
terstate commerce among sellers of coal produced in different States will not be
used to undermine the ability of the several States to improve and maintain ade-
quate standards on coal mining operations within their borders.”>” The Commerce
Clause empowers Congress to prevent a race to the bottom in the national mining
market.

In recent decades, the Supreme Court has pared back the Commerce Clause.
Collective action federalism illuminates the Court’s logic.’® In Lopez, the Court held
that Congress could not regulate guns near schools.>® Failing to regulate guns near
schools in one state probably does not aftect such regulations in another state. There is
no negative externality. (The same cannot be said of gun sales, where loose regulations
in one state can undermine strict regulations in another state.*°)

Similarly, in Morrison the Supreme Court held that Congress could not regulate vi-
olence against women.®! The regulation of violent crimes against people—women or
men—is traditionally a power reserved for the states. States disagree with each other
concerning criminal law and punishment, with some states punishing more severely
than others. The Supreme Court apparently perceived some disagreement among states
with respect to violent crimes against women, but not a holdout problem among the
states or a race to the bottom. Less severe punishment in one state probably does not af-
fect states with more severe punishments. This does not mean violence against women
is not a serious problem (it is!). But it does not appear to be a collective action problem
among states.

In another case, Gonzales v. Raich, California law permitted marijuana for medical
use, but federal law prohibited it.®* Did the Commerce Clause authorize Congress to
preempt California law and forbid marijuana? The Court answered yes, and collective
action federalism may explain why. Marijuana for medicinal purposes is indistinguish-
able from marijuana for other purposes. Furthermore, drugs do not respect political
boundaries. California’s authorization of marijuana could make it more difficult for
other states to ban marijuana. If there is an externality—medical marijuana use in
California makes it harder to police drugs at, say, the Arizona border—then Congress
can intervene. (The legal principle that the federal government has authority to crim-
inalize marijuana remains unchanged, but the federal government no longer has the
will to enforce its prohibition, so legalization is proceeding in many state and local
jurisdictions.)

In Lopez, Morrison, and Raich, the Supreme Court’s reasoning is mostly consistent
with collective action federalism, but it did not use this language. In explaining its

57 452U.S. 264, 281-82 (1981) (citation omitted).

8 This discussion draws on Robert D. Cooter & Neil S. Siegel, Collective Action Federalism: A General
Theory of Article I Section 8, 63 StaN. L. REv. 115 (2010).

% 514 U.S. 549 (1995).

0 See, e.g., Leo H. Kahane, State Gun Laws and the Movement of Crime Guns Between States, 61 INT'L REV.
L. Econ. 1 (2020) (presenting evidence that guns used for crime move from states with weak gun regulations
to states with strong gun regulations).

61 529 U.S. 598 (2000).

62 545U.S.1(2005).
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decisions, the Court distinguished between “economic” and “noneconomic” activity.
This distinction, however, is probably untenable. The main reason for dividing power
between the federal and state governments is their comparative advantage in dif-
ferent government activities. However, the federal government is not especially able
in economic matters, and state governments are not especially able in noneconomic
matters. The economic/noneconomic distinction does not systematically relate to the
reason for giving some powers to the federal government and other powers to the
state governments. A better approach distinguishes individual and collective actions
by the states.

The Dormant Commerce Clause

Under the Commerce Clause, Congress can regulate commerce “among the sev-
eral states”®® Courts have interpreted the clause to mean that stafes cannot regulate
commerce among the several states. This prohibition operates even when state law
does not conflict with federal statutes. The “dormant commerce clause” refers to
the prohibition against the states regulating interstate commerce, whereas the “ac-
tive commerce clause” refers to the empowerment of Congress to regulate interstate
commerce.

In H.P. Hood & Sons, Inc. v. Du Mond, a Massachusetts company wanted to
build a milk depot in New York.** New York farmers would deliver raw milk to the
depot, where it would get weighed, tested, and shipped to Massachusetts for sale.
New York law forbade construction of the depot, thus effectively retaining more
milk for consumers in New York at the expense of consumers in Massachusetts.
No federal statute conflicted with New York’s law. Nevertheless, the Supreme
Court struck down New York’s law for violating the dormant Commerce Clause.
The Court wrote:

[T]he established interdependence of the states only emphasizes the neces-
sity of protecting interstate movement of goods against local burdens and
repressions. . . . Our system, fostered by the Commerce Clause, is that every farmer
and every craftsman shall be encouraged to produce by the certainty that he will
have free access to every market in the Nation.®®

The dormant Commerce Clause is consistent with collective action federalism. Each
state has an incentive to make laws benefitting their own producers or consumers at
the expense of the rest of the nation. Such laws raise the transaction costs of inter-
state exchange. The dormant Commerce Clause prevents states from acting individ-
ually when they should act collectively.

63 U.S.Consr.art], § 8, cl. 3.
64 336 U.S. 525 (1949).
65 Jd. at 538-39.
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III. Separation of Powers

The U.S. Constitution divides the state vertically through federalism, and it divides the
state horizontally through the separation of powers. Rather than concentrating au-
thority in a monarch, we divide it among executive, legislative, and judicial branches.
The separation of powers is a core feature of constitutions worldwide, and it has many
legal and policy dimensions. We will return to the separation of powers throughout
this book as we develop new tools for studying it. Here we focus on the relationship be-
tween the separation of powers and bargaining. Bargaining theory helps explain why
separating powers is usually a good idea, and it helps predict the laws that separated
powers will produce. Before analyzing the separation of powers, we sketch some
examples of it.

A. Forms of Separated Powers

The executive, legislative, and judicial powers of government can be united or
separated. A dictatorship unites all three powers in the executive, who governs by de-
cree. In contrast, a state with the rule of law, such as Great Britain, Germany, or the
United States, separates the judicial power from the others. Beyond judicial separa-
tion, the remaining powers are organized in different ways. A parliamentary system
unites executive and legislative powers as in Great Britain, where the Parliament’s lower
chamber elects the prime minister. In contrast, a presidential system separates executive
and legislative powers as in France and the United States, where citizens directly elect
the president. A unicameral system unites legislative powers in a single house, as in Mali
and New Zealand. In contrast, a bicameral system divides legislative powers between
two houses, as in Canada and South Africa. The number of powers can range from 1 ina
dictatorship to 4 in a presidential, bicameral democracy, as depicted in Table 3.3.

Table 3.3 simplifies reality. South Korea has a mixed system with a president and
a prime minister. The president has much executive power, but the prime minister
has some responsibilities day by day. Another complication occurs when the effec-
tive allocation of power in politics does not correspond to the legal allocation in the

Table 3.3. Separation of Powers

Type Powers Number Example
Dictatorship Executive holds all 1 North Korea
Rule of law + unicameral ~ Courts + one legislative house 2 Greece
parliamentary with prime minister

Rule of law + bicameral Courts + upper house + lower 3 Japan
parliamentary house with prime minister

Rule oflaw + unicameral ~ Courts + one legislative house + 3 Costa Rica
presidential president

Rule of law + bicameral Courts + upper house + lower 4 United States

presidential house + president
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constitution. For example, a dominant political party can unite powers separated in the
constitution, as illustrated by the Communist Party in the Soviet Union. Conversely,
fragmented parties can separate powers united in the constitution. The effective sepa-
ration of powers depends on law (the constitution) and politics (parties). We focus on
law, and we focus on the separation of powers in the United States. Much of the analysis
generalizes to other settings.

B. Separation and Competition

The English Crown oppressed the American colonies. Oppression caused the rev-
olution and, later, opposition to a strong central state. The Articles of Confederation
created a weak central state, preventing oppression but also collective action. After the
Articles failed, the Framers of the new Constitution faced a challenge: How to design a
powerful government that could facilitate collective action without oppressing like the
Crown? In a famous passage, Madison captured the problem: “In framing a govern-
ment. .. the great difficulty lies in this: you must first enable the government to control
the governed; and in the next place oblige it to control itself”%

Elections help. The threat of removal from office should cause officials to respond
more to voters and less to their own whims. But elections are insufficient.®’ The Framers
also separated powers. Dividing the state, and making its parts compete and cooperate
with one another, should prevent oppression. The division of the state is called separa-
tion of powers, and the competition and cooperation is called checks and balances.

Economic theory provides an analogy. Monopoly in business leads to high prices
and inefficiency. One way to correct monopoly in business is to foster competition.
To lower the price of telephone service, the U.S. government split AT&T into multiple
companies. After the split, no company could monopolize the market alone. To form
a monopoly, they would have to collude and fix prices, which was difficult. Not only
was price fixing illegal but collusion required unanimous agreement by the companies.
Each company had a strong incentive to violate the agreement by reducing its prices and
capturing more of the market.

Monopoly in government leads to dictatorship. Like monopoly in business, dictator-
ship leads to inefficiency, though the stakes are much higher. The world’s most vicious
regimes—Nazi Germany, Stalinist Russia—had monopolies on government. To prevent
government monopoly, the Framers split the state into three branches that would vie
for power. No branch could control the government alone, and if one tried, the other
branches would block it. Rather than concentrating power, the Framers fragmented it.
Separating powers divided the state like antitrust laws divided AT&T. Division prevents
the concentration of power.

Apart from preventing monopoly, separating powers changes the conduct of the
state. Rather than proceeding through orders like a dictator, the state proceeds through
bargaining. To govern, the branches of government must cooperate. In the United

% THE FEDERALIST No. 51, 264 (James Madison) (Ian Shapiro ed., 2009).
7" According to Madison, “A dependence on the people is, no doubt, the primary control on the govern-
ment; but experience has taught mankind the necessity of auxiliary precautions.” Id.
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States, federal legislation ordinarily requires support from the Senate, the House, the
President, and the courts (courts “support” legislation by not striking it down). This
structure is akin to unanimity rule, which empowers holdouts. Consider the New Deal.
During the Great Depression, President Roosevelt and the Congress agreed on national
legislation intended to improve the economy and citizens’ lives. The Supreme Court
struck down many laws—price controls, agriculture subsidies, a minimum wage—
because they exceeded Congress’s authority under the Commerce Clause. The Court
effectively held out, preventing government action.

This example shows alink between bargaining and the division of the state. Separating
powers raises the transaction costs of bargaining. Sometimes transaction costs are so
high that they impede state action. Impeding state action benefits society when the state
is rapacious but harms it when the state is benevolent. The Framers worried more about
the former.®

Questions

3.18. To prevent monopoly and oppression, the Framers divided government. Why
not divide government further by having three legislative chambers rather
than two and two presidents rather than one?

3.19. In the United States, citizens elect presidents and legislators but not central
bankers or police officers. If elections make officials accountable, why don’t we
elect all officials?

C. Checks and Balances

Separation of powers fragments the state, and checks and balances keep it fragmented.
Without mechanisms for mutual influence, one branch can overpower the others, and
monopoly may result. Consider an example. A state is divided into a legislature and an
executive. Who decides how the state spends its budget? One option would permit ei-
ther branch to spend the budget unilaterally. This leads to a tragedy of the commons.
The legislature benefits from its spending but externalizes some of the costs (spending
costs the legislature and the executive). The same goes for the executive, and together
they spend too much.®

Another option would let the legislature spend the budget alone. This mitigates
overspending but may unbalance power. Consider some numbers. The legislature
would like to pass a budget bill that prioritizes spending on roads. The bill would

% Hamilton wrote: the “power of preventing bad laws includes that of preventing good ones,” but the “in-
jury that may possibly be done by defeating a few good laws” will be “amply compensated by the advan-
tage of preventing a number of bad ones” THE FEDERALIST No. 73, 372 (Alexander Hamilton) (Ian Shapiro
ed., 2009).

% Torsten Persson, Gérard Roland, & Guido Tabellini, Separation of Powers and Political Accountability,
112 QJ. Econ. 1163, 1176-79 (1997) (treating unilateral spending as a “common pool problem”). See also
Richard T. Boylan, The Impact of Court-Ordered District Elections on City Finances, 62 ].L. ECON. 633 (2019)
(presenting evidence that replacing at-large municipal elections with district elections increases government
spending).
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provide a benefit to the legislature of 10. This could be a policy benefit if the legislators
favor the substance of the bill, or a political benefit if legislators think the bill will get
them reelected. The bill would cost the executive 2. Thus, the net gain from the bill
among these actors equals 8.

Without a formal role in the budget, the executive cannot veto or modify the bill.
But the executive can try to bargain. Suppose she favors a budget bill that prioritizes
spending on health care. A budget that prioritizes spending on health care would pro-
vide a benefit to the executive of 10 and a loss to the legislature of 2. The executive can
bargain with the legislature, proposing passage of a budget that prioritizes roads and
health care rather than just roads.

If the parties do not make a deal, the roads-only budget will pass, yielding 10 for the
legislature, -2 for the executive, and a net gain of 8. If the parties make a deal, the roads-
and-health-care budget will pass. This yields 8 for the legislature (10 from roads and —2
from health care) and 8 for the executive (-2 from roads and 10 from health care) for a
net gain of 16.7% Cooperating creates a surplus of 8. If the parties agree on the reasonable
distribution, they each get their threat value plus half the surplus. Thus, the legislature
gets 14 and the executive gets 2. To achieve this distribution will require the executive to
make a side payment to the legislature. Perhaps the executive will promise to support a
future bill.

In this example, the combined budget is more efficient than the roads-only budget.
If the transaction costs of bargaining are zero, the combined budget will pass, even
though the executive has no formal role in budgeting. This is consistent with the Coase
Theorem: given zero transaction costs, parties will bargain to the efficient outcome
regardless of the legal rule. Recall, however, that the legal rule affects distribution.
Without a role in budgeting, the executive gets a payoff of 2. With a role in budgeting,
the executive’s payoff grows. Suppose the legislature cannot pass a budget without the
executive’s support. Without an agreement, no one gains or loses anything. Thus, in-
stead of 10, the legislature’s threat value equals 0, as does the executive’s. With an agree-
ment, the combined budget passes and they split a surplus of 16. Now the reasonable
distribution gives the parties 8 apiece instead of 14 and 2.

Empowering the executive in budgeting equalizes the branches. It stops one from
making law at the other’s expense, as with the legislature’s roads-only budget. It prevents
one branch from gaining a lot while the other gains little, as with the payoffs of 14 and
2. This inequality may seem trivial in a law on roads and health care. But suppose the
law addressed immigration, diplomacy, control over the bureaucracy, or the executive’s
war powers. Unequal outcomes on such law could concentrate power in one branch.
Checks and balances prevent this. In economic terms, checks and balances prevent one
branch from worsening the threat point of other branches in bargaining.

Questions

3.20. Congress passed a law that sought to reduce the U.S. government’s budget def-
icit. The law directed the Comptroller General, a legislative-branch official, to

70 We assume these expenditures are separable.
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make some decisions about government spending. In Bowsher v. Synar, the
Supreme Court found a constitutional problem with this arrangement.”! The
law vested executive power in a legislative official. Use our analysis of checks
and balances to defend the Court’s decision.

3.21. The Court concluded that the Comptroller General was subservient to the leg-
islative branch because Congress could fire him. However, to fire him, Congress
would have to pass a veto-proof resolution. As Justice White argued in dissent,
“Congress will have no independent power to coerce the Comptroller unless it
can muster a two-thirds majority in both Houses,” which is very difficult.”? Is
Justice White making an assumption about the transaction costs of bargaining?

The Line-Item Veto

In 1996, Congress passed and the President signed the Line-Item Veto Act, which
aimed to reduce government spending. The act gave the President power to “cancel”
individual items in spending bills. For example, suppose Congress passed a bill
with two elements, a subsidy for potato farming and money to care for the indi-
gent. Without the line-item veto, the President could either sign or veto the entire
bill. With the line-item veto, the President could veto selectively. He could veto the
money for indigents, or he could veto the potato subsidy, and then sign. Either way,
only part of the original bill would become law.

In Clinton v. City of New York, the Supreme Court held that the Line-Item Veto Act
violated the Constitution.”? Specifically, the Court concluded that the act ran afoul of
the Presentment Clause.”* According to the Justices, that clause gives the President
power to sign bills or to veto bills and nothing else. “The power to enact statutes,”
the Court wrote, “may only be exercised in accord with a single, finely wrought
and exhaustively considered, procedure””> The line-item veto was not part of that
procedure.

Bargaining theory illuminates the line-item veto.”® It could raise the transaction
costs of bargaining by blocking side payments. Suppose proponents of a bill need
one more vote. They could approach a Congressman who opposes the bill and offer
$500,000 for a bridge in his home district in exchange for his support. Without a
line-item veto, those proponents only need to bargain with the Congressman. With
the line-item veto, they need to bargain with the President too. The Congressman
will not agree to the deal unless the President agrees not to veto the bridge.

71 478 U.S. 714 (1986).

72 Id.at771.

73 5241U.S.417 (1998).

74 The Presentment Clause appears in Article I, Section 7 of the Constitution: “Every Bill which shall
have passed the House of Representatives and the Senate, shall, before it become a Law, be presented to the
President of the United States: If he approve he shall sign it, but if not he shall return it, with his Objections to
that House in which it shall have originated, who shall enter the Objections at large on their Journal, and pro-
ceed to reconsider it”

75 Clinton, 524 U.S. at 419 (internal quotation marks and citation omitted).

76 On connections between the line-item veto and bargaining in government, see Glen O. Robinson, Public
Choice Speculations on the Item Veto, 74 VA. L. REv. 403 (1988); Maxwell L. Stearns, The Public Choice Against
the Item Veto, 49 WASH. & LEE. L. REV. 385 (1992).
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In some cases, the line-item veto could lower bargaining costs. Suppose the
Congressman supports the bill. He nevertheless has an incentive to bluff and pre-
tend he opposes it. He may say, “I will oppose the bill unless you give my district
$500,000 for a bridge” Without a line-item veto, legislators may have to haggle with
the Congressman over the bridge. With a line-item veto, they can simply agree and
let the President veto the bridge. Foreseeing the veto, the Congressman will not
bother bluffing.

Now consider the Coase Theorem. If the transaction costs of bargaining among
lawmakers are zero, the line-item veto will not affect the efficiency of law. Legislators
will agree to the efficient package of laws regardless of the nature of the President’s
veto power. However, the line-item veto affects distribution. By empowering the
President to cancel parts of bills, the line-item veto raises his threat value and reduces
Congress’s. This could undermine the separation of powers. Justice Kennedy wrote,
“Concentration of power in the hands of a single branch is a threat to liberty;” and
the Line-Item Veto Act “enhances the President’s powers beyond what the Framers
would have endorsed”””

These ideas lead to a rule of thumb: laws that significantly change the threat points
of Congress or the President in negotiations violate the separation of powers.

D. Bargaining across Branches

Separating the legislative and executive branches requires them to agree to make
new law. The example of spending on roads and health care provided a snapshot of
interbranch bargaining. This section analyzes interbranch bargaining more gener-
ally. We explain the logic of bargaining between the legislature and executive with the
help of Figure 3.1, which depicts a spatial model.”® A later chapter discusses spatial
models in detail. To simplify, we mostly ignore details like filibusters, committees, and
agenda setters. We also treat the legislature as a unitary actor rather than a collection of
individuals. We will return to some of these issues later.

The government considers spending money on a new program. Unless the legislature
and executive agree, no bill will pass, meaning the status quo prevails and expenditures
equal 0. The executive would be happiest spending 12 (point E in Figure 3.1). However,
she prefers every expenditure level between 0 and 24 (point E,) to the status quo. She is
indifferent between spending 0 and spending 24. Thus, the executive is prepared to dis-
cuss every expenditure level in the set [0, 24].7° The legislature would be happiest with
expenditures of 5 (point L).3° However, the legislature prefers every expenditure level

77 Clinton v. City of New York, 524 U.S. 417, 450-51 (1998) (Kennedy, J., concurring).

78 For a related analysis, see ROBERT COOTER, THE STRATEGIC CONSTITUTION (2000).

7 In set notation, brackets indicate a closed interval, meaning the end points are included. Thus, the exec-
utive is willing to discuss expenditures greater than or equal to 0 and less than or equal to 24. Why would the
executive discuss 24 when she is indifferent between 24 and the status quo? We assume the actors will discuss
any possibility that leaves them at least as well off as the status quo. This simplifies the presentation without
affecting the logic.

80 To simplify, we treat the legislature as a unitary actor. All members agree with each other. The next
chapter examines voting among people who disagree with each other.
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Figure 3.1. Bargaining among Branches

between 0 and 10 (point L ) to the status quo. Thus, the legislature will discuss every
point in the set [0, 10]. The intersection of these two sets, which equals [0, 10], is the set
of expenditures that both parties are prepared to discuss. Thus [0,10] is labeled discus-
sion set in Figure 3.1.

When the parties begin discussion, they will immediately identify some points pre-
ferred by both of them to other points. For example, they both prefer spending 5 to
spending 4. Law is Pareto inefficient when changing it can make at least one party better
off without making anyone worse off. Spending 4 is Pareto inefficient for the legislature
and executive—moving from 4 to 5 would make both parties better off. In contrast,
spending 5 is Pareto efficient. A law is Pareto efficient when changing it makes at least
one party worse off. From 5, decreasing expenditures would make both parties worse
off, and increasing expenditures would make the legislature worse off.

Now consider the problem from the other side. To do this, ignore the discussion
set, and focus only on the concept of Pareto efficiency. Spending 13 is Pareto ineffi-
cient, as both parties prefer expenditures of 12 to 13. Spending 12 is Pareto efficient.
From 12, increasing expenditures would make both parties worse off, and decreasing
expenditures would make the executive worse oft.

Expenditures of 5 and 12 are not unique. These expenditures and all points between
are Pareto efficient, so Figure 3.1 calls them the Pareto set. To see the logic, pick any
point in the Pareto set. Moving leftward from that point makes the executive worse off,
and moving rightward makes the legislature worse off. For points outside the Pareto set,
moving either leftward or rightward can make both parties better off.

Rational parties will not agree to make Pareto-inefficient law. The executive and leg-
islature will not agree to spend 4 when they both prefer 5. Furthermore, they cannot
make a law unless they are willing to discuss it. Thus, we can remove points they are
unwilling to discuss from the Pareto set. What remains is the bargain set [5, 10]. For a
point to be in the bargain set, both parties must be prepared to discuss it, and they must
disagree about whether any better point exists. Thus, the bargain set equals the intersec-
tion of the discussion set and the Pareto set.

The parties will agree on an expenditure level in the bargain set. What point in the
bargain set will the parties choose? This question is analogous to one involving Adam
and Blair, who bargained over jail cells in the previous chapter. We knew they would
settle between $3,000 and $4,000, but we could not predict the exact price. Soon we will
make sharper predictions.
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Figure 3.2. Bargaining with More Players

So far, our analysis of bargaining assumes a unicameral legislature. Now consider
bargaining under bicameralism. Depicting bargaining between the executive and a two-
chamber legislature requires modifications as pictured in Figure 3.2. Instead of thinking
of L as the legislature, think of it as the lower chamber of the legislature, like the House
of Representatives in the U.S. Congress. The new point U represents the spending level
most preferred by the upper chamber of the legislature, like the Senate in Congress. The
point U, is the upper chamber’s point of indifference with no expenditure. To make the
analysis general, we have eliminated numbers.

Compared to the status quo of 0, the upper chamber will discuss expenditures in the
set [0, U,], the lower chamber will discuss [0, L ], and the executive will discuss [0, E ].
Thus, the discussion set equals [0, U,]. All three actors prefer U to points leftward, and
all three prefer E to points rightward. Thus, the Pareto set equals [U, E]. The bargain set
equals the overlap of the two preceding sets, [U, U].

Compared to Figure 3.1, Figure 3.2 has a narrower discussion set and bargain set.
This is not surprising. Adding another actor under unanimity rule tends to make bar-
gaining harder. Compared to Figure 3.1, Figure 3.2 has a wider Pareto set. Again, this is
not surprising. The Pareto set captures the points over which the parties disagree about
whether any better alternative exists. As the number of parties increases, disagreement
tends to increase.

The sets in Figures 3.1 and 3.2 depend on the locations of the points E, L, and so on.
We chose the locations of those points arbitrarily for the sake of example. Now we de-
velop a generalization that does not depend on the exact locations of the points: addi-
tional division of powers weakly decreases the range of bargaining and weakly increases
the size of the Pareto set. Adding another power like a second legislative chamber cannot
lengthen, and might narrow, the bargain set. Likewise, it cannot narrow, and might
lengthen, the Pareto set.

E. TakeItor Leave It

Thomas Hobson had 40 horses in his stable, but customers had just one choice: take the
horse near the door or walk. A “Hobson’s Choice” offers one option only, which can be
accepted or rejected.3! This is a take-it-or-leave-it offer. Take-it-or-leave-it offers help us

81 Hobson's Choice, WEBSTER’S THIRD NEW INTERNATIONAL DicTioNaRY (Philip Babcock Gove ed., 3d
ed. 1976).
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predict the outcomes of bargaining games. The executive and legislature will reach an
agreement in the bargain set, but which point in the set will they choose? Take-it-or-
leave-it offers provide an answer.

The previous chapter discussed credible commitments. Commitments are
credible when parties are better off following through than reneging. Credible
commitments lower the transaction costs of bargaining by facilitating trust. They
also affect the distribution of the surplus. The ability to make a take-it-or-leave-it
offer gives all the bargaining power to one actor. An actor with this power will make
an offer in the bargain set closest to his most preferred point. If they are rational,
the other parties will accept this offer because they prefer it to the status quo and no
alternatives are possible.

To illustrate, suppose that the executive in Figure 3.2 can make a take-it-or-leave-
it offer. He will offer spending at U, which is as close to his preferred point as he
can get while remaining in the bargain set. Both legislative chambers prefer this to
the status quo.3? Since the offer is final, they cannot hope for a better choice, so they
will accept.

What allows the executive to make a take-it-or-leave-it offer? Term limits are a pos-
sibility. At the end of a president’s term, and with re-election foreclosed by law, he can
make a take-it-or-leave-it offer. In general, however, take-it-or-leave-it offers are rare
because public actors struggle to make credible commitments. Unlike the buyer and
seller of a house, they cannot sign a legally enforceable contract that commits them
to their promises. An executive may state that his offer is final, but in reality rejecting
the offer may lead to further negotiations. President Trump tried to make a take-it-or-
leave-it offer to the House of Representatives, telling its members to vote on a health
care bill by March 24, 2017, or lose his support. The House voted on the bill several
weeks later—with Trump’s support.??

Sometimes procedural rules give an official power to make take-it-or-leave-it
offers. In the legislature, take-it-or-leave-it offers may take the form of bills drafted in
committee and proposed to the whole legislature under a procedural rule requiring
legislators to vote for or against the bill without amending it. This is called a closed
rule. In contrast to an open rule that permits amendments on the floor, a closed rule
empowers committees to make take-it-or-leave-it offers.®* To illustrate, making new
law requires both houses of Congress to pass the same bill. Sometimes they cannot agree
and pass different bills. A “conference committee” with members from both chambers
may be appointed to reconcile the different bills. The conference committee reports one
bill to both chambers under a closed rule.

82 Actually, the upper chamber is indifferent between U, and the status quo. If the upper chamber “votes for
change” when indifferent, the executive offers U, as we described. If the upper chamber votes against change
when indifferent, the executive makes an offer just left of U,.

83 See David Lawder & Steve Holland, Trump Tastes Failure as U.S. House Healthcare Bill Collapses,
REUTERS, Mar. 24, 2017, https://www.reuters.com/article/us-usa-obamacare/trump-tastes-failure-as-u-s-
house-healthcare-bill-collapses-idUSKBN16V149; Brian Naylor, Trump “Confident” About GOP Health Care
Bill’s Prospects in the Senate, NPR, May 4, 2017, https://www.npr.org/2017/05/04/526866090/trump-confid
ent-about-gop-health-care-bills-prospects-in-the-senate.

84 See Barry R. Weingast, Floor Behavior in the United States Congress: Committee Power Under the Open
Rule, 83 Am. PoL. Sc1. REV. 795 (1989); David P. Baron & John A. Ferejohn, Bargaining in Legislatures, 83 Am.
PoL.Sci. REv. 1181 (1989).
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Questions

3.22. In Figure 3.2, suppose the upper house can make a take-it-or-leave-it offer.
What level of spending will the upper house propose? If the lower house can
make a take-it-or-leave-it offer, what level of spending will it propose?

3.23. A legislative committee sends a bill to the full legislature. Before the legisla-
ture votes, the committee circulates a report with details about the bill. The
bill passes and becomes a statute that courts must interpret. Courts search the
committee report for clues about the statute’s meaning. Why is the committee
report more reliable if the legislature voted under a closed rule than an open
rule?

E A Cooling Saucer?

Thomas Jefferson and George Washington debated the Constitution over break-
fast. Jefferson asked Washington why he had agreed to a bicameral Congress with a
Senate rather than a unicameral Congress. Washington replied by asking Jefferson
why he poured his coffee in a saucer. “To cool it,” Jefferson answered. “Even so,” said
Washington, “we pour legislation into the senatorial saucer to cool it.”8> This story
may be more fiction than fact, but it captures an enduring argument. Bicameralism
and the separation of powers moderate and stabilize legislation. They prevent,
as the Federalist Papers argued, an “excess of law-making” and “improper acts of
legislation.”8¢

Is this argument correct? Yes and no. Separating powers makes enacting new law dif-
ficult. It is hard to get multiple actors to agree. Making new law difficult to enact freezes
old law in place, so separating powers promotes stability. Figure 3.3 demonstrates.
The government considers changing expenditures on the military. The House of
Representatives, Senate, and executive prefer different levels of expenditures, as indi-
cated by H, S, and E. Will they agree to change expenditures? Suppose that the House
and Senate can make law without the executive’s support (bicameralism). If the existing
level of expenditures is outside of the Pareto set under bicameralism, they will agree to
change it. But if the existing level of expenditures is inside of the Pareto set under bicam-
eralism, they will not. Expenditures in the Pareto set are stable.

Because law inside it is stable, scholars call the Pareto set the “gridlock zone”®” The
size of the gridlock zone depends on the level of agreement between the House and the
Senate. When one political party controls both, H and S may be close together and the
gridlock zone narrows. If different parties control the House and Senate, H and S may
drift apart and the gridlock zone widens. The gridlock zone also depends on the extent

85 Matthew C. Stephenson, Does Separation of Powers Promote Stability and Moderation?,42 J. LEGAL STUD.
331, 331-32 (2013) (citing 3 MAx FARRAND, THE RECORDS OF THE FEDERAL CONVENTION OF 1787, at 359
(1966)).

86 THE FEDERALIST No. 62, 31415 (James Madison) (Ian Shapiro ed., 2009).

87 Jason S. Oh, The Pivotal Politics of Temporary Legislation, 100 ITowa L. Rev. 1055, 1064 (2015); Keith
Krehbiel, Prvorar Porrtics: A THEORY OF U.S. LAWMAKING (2010); David W. Brady & Craig Volden,
REVOLVING GRIDLOCK: POLITICS AND POLICY FROM JIMMY CARTER TO GEORGE W. BUSH (2005).
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Figure 3.3. Separation of Powers and Stability

to which powers are separated. If making new law requires the President’s support (bi-
cameralism and presentment), the zone widens, as Figure 3.3 shows. Increasing powers
weakly increases the size of the gridlock zone.

We have shown how separating powers can promote stability. What about modera-
tion? The story is complicated. Getting multiple actors to agree usually requires com-
promise, so separating powers usually promotes moderation—but not always. Because
new law is difficult to enact, old law endures, even when that old law is unpopular or
extreme. The promise of endurance incentivizes political actors to pass extreme laws
when the opportunity strikes.38

To see this clearly, imagine a competitive democracy in which a unicameral legisla-
ture has exclusive control over lawmaking. If political liberals control the legislature,
they can make liberal laws. However, when the political conservatives gain control, they
will repeal those liberal laws. The liberals can prevent this unstable back-and-forth by
enacting moderate rather than liberal laws. Repealing laws is costly. Conservatives will
pay those costs to repeal liberal laws but not moderate laws. Thus, moderation insulates
law from change.® To prevent their program from being undermined after the next
election, liberals may enact moderate laws. They get some of what they want for a long
time rather than all of what they want for a short time.

Now replay this scenario with some changes. The legislature is bicameral, and it must
cooperate with the executive to make law. Thus, powers are separated. Political liberals
control all branches of government. To repeal the liberals’ program, conservatives will
have to gain control of all branches of government. It is much harder to gain control
over all branches than to gain control over a unicameral legislature. Thus, liberals have
confidence that their program will endure. They do not need to enact moderate laws to
avoid repeal. They can enact liberal laws and let the separation of powers insulate them
from repeal.

This logic amends Washington’s metaphor. A second legislative chamber may
“cool” legislation. Or, by weakening the threat of repeal, it may encourage extreme
legislation.

88 See Matthew C. Stephenson, Does Separation of Powers Promote Stability and Moderation?, 42 ]. LEGAL
STUD. 331, 331-32 (2013).

8 Yehonatan Givati & Matthew C. Stephenson, Judicial Deference to Inconsistent Agency Statutory
Interpretations, 40 J. LEGAL STuD. 85 (2011); Terry M. Moe & Michael Caldwell, The Institutional Foundations
of Democratic Government: A Comparison of Presidential and Parliamentary Systems, 150 J. INST. &
THEORETICAL ECON. 171 (1994).
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Questions

3.24. Assume H and S appear at the points indicated in Figure 3.3. Assume E does
not appear on the figure. Your job is to add E to the figure. This question will
help you understand this statement: “Increasing powers weakly increases the
size of the gridlock zone”

(a) Can you find a location for E that does not change the size of the grid-
lock zone?

(b) Can you identify all of the locations for E that would widen the grid-
lock zone?

(c) Canyou find alocation for E that narrows the gridlock zone?

Conclusion

The previous chapter develops the theory of bargaining, and this chapter applies it to
problems in public law. We first apply the theory to regulations. Bargaining theory
clarifies why markets fail, when regulations can correct market failure, and whether
regulations should command (Hobbesian solutions) or facilitate bargaining (Coasean
solutions). Second, we apply the theory to federalism. Scholars have long debated when
national as opposed to state governments should exercise power. Bargaining theory
provides an answer. Finally, we apply bargaining theory to the separation of powers.
Our analysis shows the consequences of different laws and legal arrangements. Since
the meaning of law often depends on consequences, our analysis also aids in legal
interpretation.






=
Theory of Voting

In a democracy, citizens vote for legislators, legislators vote on bills, judges vote in
panels when interpreting laws, and juries vote when deciding cases. Sometimes citi-
zens vote in a plebiscite (a direct vote of the people), as when Coloradans voted to le-
galize marijuana. Some people hope that voting in the United Nations will replace war,
as when the Security Council sanctions countries for violating international law. Voting
is fundamental to democracy, so fundamental that people have fought and died for the
right to vote.

What is the connection between voting and bargaining, the subject of the preceding
chapters? Recall the example of city council members who bargained over funding for
schools and police. Caleb and Dee agreed to the terms of the bargain in De€’s office,
and they implemented the bargain by casting votes at the city council meeting. Like
signing a contract, voting formalizes a deal that has already been struck. In a democ-
racy, implementing a political bargain often requires voting.

Besides implementing, voting sometimes substitutes for bargaining. California
makes laws by legislation and plebiscite. With a plebiscite, the voters make law them-
selves. The California legislature is small enough for its members to bargain together
and enact legislation. However, California has too many citizens (about 40 million) for
them to bargain with each other over the terms of a plebiscite. In 2008, California held
a plebiscite to prohibit same-sex marriage. The direct vote of the citizens substituted for
bargaining among legislators.!

We have contrasted voting as implementing political bargaining with voting as
substituting for political bargaining. This difference is so fundamental that we will
refer to two forms of government: bargain democracy (voting implements bargains)
and median democracy (voting substitutes for bargains). To contrast them, this chapter
develops the theory of voting, which provides insight into questions like these:

Example 1: Some voters want government to be rich as a symbol of a great society, and
other voters want it starved so it cannot cause harm. Most voters favor a position
between these extremes. What political platform on government expenditures
will command a majority of votes by citizens?

Example 2: Majorities sometimes exclude minorities from power, as when the white
majority in the American South excluded the African American minority from
politics. When is majority rule desirable and when is it undesirable?

! The plebiscite passed, thus prohibiting same sex marriage, but it was then overturned in court.

Public Law and Economics. Robert D. Cooter and Michael D. Gilbert, Oxford University Press. © Oxford University Press 2022.
DOI: 10.1093/0s0/9780197655870.003.0004



92 PUBLIC LAW AND ECONOMICS

Example 3: According to a popular slogan, “If voting made any difference, they
wouldn't let you do it Are political outcomes decided by people who cast votes?
Or are they decided by agenda setters who structure votes, like the Speaker of the
House in the U.S. Congress?

Example 4: In 2014, the U.S. Congress passed a bill to “unlock” cell phones. The
same year, Congress passed a 1,600-page bill addressing immigration, tropical
diseases, military spending, abortion, gun sales, and other matters.> When should
legislators cast separate votes on separate issues, and when should they cast a
single vote on multiple issues?

To address these questions and others, this chapter draws on positive, normative, and
interpretive analysis.

I. Positive Theory of Voting

We build the theory of voting from the ground up. First, we examine how individuals
vote, and then we examine how to aggregate votes. Sometimes voting produces a
winner, in which case the voters decide the direction of government. Other times, how-
ever, voting spins its wheels like a car stuck in mud. Adding structure to the voting pro-
cess prevents wheel-spinning, but then officials decide where government goes.

A. Why Vote?

In the 1960s, southern states blocked African Americans from voting, leading to violent
confrontations.* Meanwhile, millions of enfranchised citizens did not bother to vote.
Today, roughly half of eligible citizens in the United States vote in major elections. Voter
participation rates are similar in other countries. Many commentators ask why citi-
zens choose not to vote. Economists turn the question around: Why do citizens choose
to vote?®

Imagine a self-interested person, Larry, who decides whether to vote by comparing
the cost and benefit of voting. His benefit from voting lies in electing his preferred can-
didate. Of course, he may get that benefit whether or not he votes. Larry’s vote only
affects the election if he is the decisive voter. To illustrate, suppose one candidate wins by
ten votes. Larry was not decisive because the same candidate would have won whether
Larry voted or not. If Larry cast the tie-breaking vote, however, then he was decisive.®

For Larry, the benefit of voting must be discounted by the probability that he is deci-
sive. In a large election, the probability of being the decisive voter is negligible. Thus, his

2 This quote is often misattributed to Mark Twain. The actual source of the quote is unknown.

3 Unlocking Consumer Choice and Wireless Competition Act, 17 U.S.C. § 1201 (2014); Consolidated
Appropriations Act of 2014, Public L. No. 113-76, 128 Stat. 5 (2014).

* Disfranchisement was especially salient in the United States in the 1960s, but the practice is much older
than that.

° This question has been explored in a sizeable literature. For a review, see Timothy J. Feddersen, Rational
Choice Theory and the Paradox of Not Voting, 18 ]. ECON. PERSP. 99 (2004).

¢ The “decisive voter” is also called the “pivotal voter.”
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expected benefit from voting is very small. Meanwhile, voting imposes costs—learning
about candidates, finding the polling station, taking time from work, waiting in line, and so
forth. The effort required to vote probably exceeds the expected benefit in large elections.

Some notation and specialized language will clarify this point. Voting imposes costs
on Larry, including an opportunity cost. He foregoes doing something else in order to
vote. To demonstrate, a parent who votes instead of watching her child’s champion-
ship game has a higher opportunity cost than a college student who votes instead of
watching a boring movie. The total cost of voting to Larry, which includes the oppor-
tunity cost, can be denoted C. Let p denote the probability that Larry’s vote decides the
election’s outcome (p is sometimes called the “power” of a vote). Let B denote Larry’s
benefit from his preferred candidate winning the election. His expected benefit from
voting equals pB. Larry votes when the expected benefit exceeds the opportunity cost,
or pB> C. In these circumstances, voting is “rational” for Larry. Conversely, he does not
vote when the expected benefit is less than the opportunity cost, or pB < C.” In these
circumstances, voting is not rational.

To illustrate concretely, assume that having his preferred candidate win the election
is worth $10,000 to Larry, and assume that voting requires one hour of his time, which
he values at $10. Rationality prompts him to vote if p($10,000) > $10, which implies
p > 1/1,000. In large elections, the probability of any single citizen’s vote being decisive
is much smaller than 1/1,000. In 2008, the probability of a voter being decisive in the
U.S. presidential election was one in 60 million.?

This reasoning leads to the paradox of voting.® Rationality should prompt citizens to
vote at much lower rates than we observe. What explains the paradox? Political theory
dating from Aristotle holds that political participation appeals to people’s social nature.
People express themselves by performing civic duties like voting, and self-expression is
intrinsically satisfying. In addition, voting can have social advantages. We often praise
voters and criticize nonvoters. Some villages in Italy post public lists of the names of
citizens who did not vote. Social pressure may cause people to vote even when they get
little self-satisfaction from it. (Are you wearing your “I Voted” sticker?) A combination
of self-satisfaction and social pressure, which we call the civic duty theory of voting, may
explain why people vote.!?

To represent the civic duty theory of voting, let V denote the intrinsic and instru-
mental value to Larry of fulfilling his civic duty. In contrast, let B represent his nar-
rowly self-interested benefit from his preferred candidate winning the election. We have
separated reasons for voting into narrow self-interest B and civic duty V. Larry votes if
V + pB > C. In these circumstances, we might say that voting is rational and benevolent.
Conversely, he does not vote if V+ pB < C.

These ideas may help explain high voter participation rates in general elections where
the probability of casting a decisive vote is low. The outcome of a presidential election

7 What happens when costs and benefits are equal? Larry may follow a rule, like “always vote when indif-
ferent,” or he may flip a coin or use some other procedure. This does not affect our analysis.
8 Andrew Gelman, Nate Silver, & Aaron Edlin, What Is the Probability Your Vote Will Make a Difference?,
50 Econ. INQ'y 321 (2012).
9 See ANTHONY Downs, AN EcoNomic THEORY OF DEMOCRACY (1957).
10" See William H. Riker & Peter C. Ordeshook, A Theory of the Calculus of Voting, 62 Am. PoL. Sci. REvV. 25
(1968).
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affects many more people than the outcome of a local election for the city council. For
people who care about the public interest, the increase in the number of people affected
by a national election increases the civic duty V in general elections relative to V in
local elections. The increase in civic duty V may offset the decrease in the probability
p of casting a decisive vote.'! This may explain why voter turnout is higher in national
elections than local elections.

Questions

4.1. Use the probability p of casting the decisive vote to explain why the rate of voter
participation will never fall to zero.

4.2. Until 2014, voters in South Carolina elected the Adjutant General, an official
who oversees the state’s national guard. Use the aforementioned ideas to explain
why participation in South Carolina’s statewide election for adjutant general
may be lower than participation in New York City’s citywide election for mayor.

B. Why Abstain?

The analysis so far implies that people will vote when the intrinsic and instrumental
payoft V + pBis high. Yet this is not always the case. Sometimes voters choose to abstain,
even when they might tip the election. Such abstention can be rational, as an example
demonstrates.

Suppose you are a member of the U.S. Senate, which has 100 members and often uses
majority rule (to simplify, we ignore the filibuster). Suppose the Senate votes on a na-
tional security bill, specifically a bill on collecting citizens” phone records. Should you
vote or abstain? If your vote will be indecisive, meaning the outcome does not depend
on it, then your choice does not matter. But suppose your vote will be decisive. Forty-
nine Senators have voted in favor of the bill, 49 Senators have voted against it, and one
Senator is absent. The bill will pass if you vote for it, and it will fail if you vote against
it. If you abstain, the vote ties. In the event of a tie, the Vice President will cast the tie-
breaking vote, according to the Senate’s voting rules.

Two considerations should guide your choice of whether to vote or abstain: infor-
mation and values.'? If you know more than the Vice President about the bill, then
you should vote. If the Vice President knows more than you, and if you and the Vice
President share the same values concerning national security and privacy, then you
should abstain. The hard choice comes when the Vice President knows more about

1 To express the argument succinctly, if 7 is the number of voters, the probability of being decisive roughly
equals 1/n. The gain from being decisive, as perceived by the voter, equals the number of people benefited
n multiplied by the benefit per person b. Thus the expected benefit from voting roughly equals (1/n)(n*b).
Since the n cancels, the expected benefit from voting is independent of the number of voters. See Aaron Edlin,
Andrew Gelman, & Noah Kaplan, Voting as a Rational Choice: Why and How People Vote to Improve the Well-
Being of Others, 19 RATIONALITY & SOC’y 293 (2007); Aaron Edlin, Andrew Gelman, & Nate Silver, Vote for
Charity’s Sake, 5 EcoNoMISTS’ VOICE 1 (2008).

12 In reality, a third value might guide a Senator’s choice: popularity. If voting leads to political rewards, a
Senator might vote, regardless of informati