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	Foreword

Free markets do not exist within a vacuum, but need a legal framework 
that protects property, enforces contracts and allows free exchange to flourish. 
This statement would tend to be accepted by most economists and, 
increasingly, forms the basis of meaningful discussions of develop-
ment economics. This type of statement also leaves many of the most 
important questions unanswered, however. What should this legal 
framework look like? What are its limits? What systems should we use for 
determining it? And, perhaps most importantly, who should determine 
it? After all, if freely transacting parties within a market are capable of 
designing contracts and even designing very detailed systems of private 
regulation, such as those that used to be found within stock exchanges 
before government regulation took over, then why cannot freely trans-
acting parties design systems of law that are widely applicable?

In particular, those involved with development economics and 
issues of bad governance within poor countries would like urgent and 
simple answers to these questions. But there are no simple answers, and 
our understanding of many of these problems is cloudy. One especially 
important question stands out. Do legal frameworks evolve naturally 
within societies or can they be designed, at least in outline, and imposed 
from above? If it is possible to impose effective legal frameworks within 
which free exchange can take place, then perhaps we can solve problems 
of underdevelopment fairly rapidly: at least where there is an absence of 
war and conflict. Provisionally, however, it seems as if the evidence points 
to the conclusion that many aspects of effective legal frameworks have to 
be allowed to evolve within communities – a process that can take time.

In this excellent collection, put together by Stephen Copp, and 
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containing chapters by many of the leading law and economics scholars 
in the world, many of the authors deal with subjects related to the ques-
tions posed above. In one of the early chapters, Peter Leeson asks quite 
simply whether free markets need government. The relative merits of 
common law versus codified law systems; the relationship between 
government law and natural law; whether concepts such as limited 
liability need to be defined by government law; and whether environ-
mental protection requires state regulation or can be attained through 
private legal actions are then addressed in an engaging and straightfor-
ward style by the authors.

Even upon settling these issues, there remain many questions on 
which free-market economists legitimately disagree. The other authors 
in this book deal with some of these questions. How should we deal with 
monopolies and cartels? If courts have a responsibility to enforce obliga-
tions agreed in contracts, how should they do this in practice? What is 
the relationship between law, regulation and economics? Should human 
rights and economic freedoms be protected in a special way, such as 
through treaties and constitutions? And has an obsession with human 
rights undermined economic freedom?

The importance of the subject area of law and economics is being 
increasingly recognised – though it still does not have the prominence 
it deserves in the UK. This collection is an important contribution to 
the debate in this field. It is important both for economists who wish to 
understand more about the origins and purpose of law and regulation, 
but also for lawyers who need to understand more about the economic 
foundations of sound legal systems.
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1 	THE LEGAL FOUNDATIONS OF FREE MARKETS
		 Stephen F. Copp1

Introduction

The achievement and maintenance of economic prosperity are among 
the central concerns of economics. It is clear that law, broadly defined, 
plays a very important role in this. For example, the Heritage Founda-
tion/Wall Street Journal/IEA 2007 Index of Economic Freedom (2007: 3) 
found in a survey of 157 countries that the world’s freest countries have 
over five times the average income of the fifth quintile of countries. 
Their definition (ibid.: 5) of ten key economic freedoms is dominated 
by measures dependent on law, such as the ability to start and close 
an enterprise easily, labour freedom reflected in wage, hour and other 
restrictions, strong property rights, and freedom from corruption. What 
is immediately apparent from this is that some laws are regarded as 
contributing to economic prosperity, whereas others are damaging to it.

The matters with which the law is, or should be, concerned are much 
more controversial and diffuse than the achievement and maintenance 
of economic prosperity. Typically, most academic lawyers would 
instead respond that law is concerned with questions of rights, justice 
or fairness, though it must be suspected that many would have difficulty 
defining such concepts with any precision. Properly, such questions are 
the subject matter of the discipline of jurisprudence – the science of law 
– but economic analysis typically receives little prominence within this 
and, where it does, offers little positive guidance on how the law might 
contribute to economic prosperity. Such indifference seems dangerous 

1	I  am grateful for the comments made by the anonymous referees on this chapter.
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threat. The old legal maxim used to be that ‘hard cases make bad law’. 
The current approach appears the opposite of this, with the courts, 
Parliament and European legislators all too often reflecting the priori-
ties of the chattering classes, enshrining in law fashionable concerns. 
Norman Barry in Chapter 6 warns how an ‘an all-embracing concept of 
freedom’, a unity of liberty from which economic liberty flows, is being 
abandoned in favour of recognition of particular liberties only, without 
recognition of the intimate connection between them.

The contributors to this book were asked to push back the bound
aries of current thinking on the legal foundations of free markets. They 
were selected on the basis that the book should reflect some of the 
diversity of views that exist on the role of law and regulation. The major 
questions that the book covers are:

•	D o free markets need rules?
•	 How can the rule-making process be made more consistent with free 

markets?
•	 What particular types of law contribute to free markets?

Do free markets need rules?

The title Legal Foundations of Free Markets might at first seem to be an 
oxymoron – a ‘figure of speech with pointed conjunction of seemingly 
contradictory expressions’ (Concise Oxford Dictionary). As Anthony Ogus 
comments wryly at the beginning of Chapter 5, on the topic of regula-
tion, it might seem perverse to write a chapter on a concept that is the 
very opposite of free markets. The question as to whether free markets 
are consistent with laws, and consequently governments, is a difficult 
one. We will start simply with whether free markets need rules, leaving 
open, for now, how those rules might be made and enforced.

The economic justification for free markets owes much to the 
microeconomic model of resource allocation by voluntary exchange in 
competitive markets. The purpose of this model in its simplest form is to 

in countries whose present prosperity may well have been built on legal 
foundations conducive to this.

The essence of a free market is that it is one where parties can 
compete freely through voluntary exchange on terms settled by agree-
ment, on their own or with others, free from interference with their 
person or their property. Because free markets are based on the econo-
mists’ model of perfect competition that can lead to a Pareto-optimal 
(i.e. first best) outcome, they offer a real hope of increased economic 
prosperity. The behaviour consistent with free markets is not an accident 
but the product of laws, based on strong moral foundations.

The legal foundations of free markets in England and Wales (and 
which indeed form the basis of the laws of many other countries through 
the former influence of the British Empire) are commonly associated with 
the mid- to late nineteenth century, with strong laissez-faire influences in 
both the courts and Parliament, though their roots can be demonstrated 
to be much older. As Stephen Smith (2006: 9–10) has expressed it:

The English law of contract has roots going back to the Middle 
Ages, but most of the general principles that underpin the modern 
law were developed in the eighteenth and nineteenth centuries 
. . .  To the judges of this period, theories of natural law meant that 
individuals had inalienable rights to own property, and therefore 
to make their own arrangements to deal with that property, and 
hence to make contracts for themselves. The philosophy of laissez-
faire, for its part, was understood to mean that the state, and thus 
the law, should interfere with people as little as possible . . .  In 
general, the law was not concerned with the fairness or justice of 
the outcome . . .  The judges were not even greatly concerned with 
the possibility that a contract might not be in the public interest 
(say because it restricted competition).

It was not only in the fields of property law and contract law that 
such thinking can be seen: it was true in the area of company law, too. 
Not all was sweetness and light in the Victorian era, though, and some 
forms of government intervention can be traced to that era too (see, for 
example, ibid.: 11). There is now a risk that these foundations are under 
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Freedom of choice and human rationality do not necessarily result 
in behaviour consistent with free markets (or for that matter the perfect 
markets of the model). There is much scope for behaviour that can under-
mine such markets, including theft, fraud, duress, collusion on prices, 
and so on. From an economic perspective, such behaviour diverges from 
the assumptions of property rights, voluntary exchange and competi-
tion. Rules, especially legal rules, can be highly effective ways of discour-
aging undesirable behaviour, for example by increasing its price through 
criminal sanctions (Becker, 1976: ch. 4). How law can do so is discussed 
in more detail towards the end of this chapter. The use of rules is not, 
however, limited to discouraging undesirable behaviour; they can also 
be valuable in providing incentives for desirable behaviour (Veljanovski, 
2006: 61). Property rights appeal to self-interest and incentivise people 
both to look after property and use it benevolently (Gregg, this volume: 
ch. 3). The conditions under which people have to take decisions also 
diverge from the model. Instead of being based on perfect information, 
decisions are taken under conditions of uncertainty, and people can 
be irrationally risk averse; rules can reduce the level of uncertainty by 
addressing the effects of error resulting from decision-making under 
uncertainty (Campbell, this volume: ch. 7). Given that the economic 
rationale behind many rules can be to render behaviour more consistent 
with the Pareto-efficient model, then such rules are not inconsistent with 
free markets, even if a free market need not be a perfect market.

This of course paints a very rosy picture of what rules might achieve. 
In real life, however, rules have equal potential to achieve the exact 
opposite of these desirable functions. There are many illustrations in 
this book of this. Badly drafted rules, for example, instead of reducing 
uncertainty, can increase it, a problem which Epstein laments in Chapter 
9 over the brief drafting of Article 82 of the Treaty establishing the 
European Community2 in relation to competition law, discussed below 
in relation to the rule of law.

2	 Nice consolidated version.

demonstrate at an abstract level how the most efficient (i.e. first best) – 
Pareto-optimal – allocation of resources can be achieved (Maughan and 
Copp, 1999: 112–13; 2000: 15–16), differing therefore from a free market, 
which may be imperfect. Like many simplified models it performs a 
valuable role in enabling us to explain and predict the consequences of 
change. Generally, it is expressed in simple terms, emphasising property 
rights, and making assumptions such as rationality, voluntariness, 
specialisation, competition, information, mobility and the absence of 
transactions costs (Maughan and Copp, 1999: 113). It excludes, however, 
many important and pervasive features of the real world, in particular 
institutions such as government (Maughan and Copp, 2000: 16). This 
simple model, therefore, says little superficially about rules but much 
about how people are assumed to behave, in terms of what motivates them 
and the choices they make. Curiously, it assumes the existence of property 
rights because of the importance these have in providing people with 
incentives, while omitting other rights the absence of which can produce 
equally important disincentives, such as the right to personal security.

The economic model, in turn, developed as a series of independent 
models, designed to explain diverse moral and economic phenomena in 
societies where laws, institutions and practices were based on biblical 
and classical values and developed from inductive and deductive obser-
vations of early market economies (Maughan and Copp, 2003: 249, 256). 
The patterns of behaviour reflected in the model, therefore, were shaped 
by the existence of rules conducive to it and which might have been very 
different in the absence of these rules. Samuel Gregg in Chapter 3 traces 
the contribution of natural law reasoning to free market ideas and prac-
tices, in particular the development of property rights and contract and 
their influence on behaviour, as well as the tradition of liberty under law. 
Natural law, for Gregg, is concerned with discerning the moral good or 
evil of the choices people make and reflects the Judaeo-Christian under-
standing that man was created by God and that certain moral truths are 
as a result permanently inscribed into human nature, whether people 
believe in God or not.
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commercial associations can be seen to work because they provide for 
information sharing and multilateral punishments, such as boycott or 
embargo, as well as reputation acting as a bond to behave well. Perhaps 
more surprisingly, evidence is shown for the spontaneous evolution of 
self-enforcing criminal law in the effectively stateless English/Scottish 
borders between the thirteenth and sixteenth centuries. The latter 
discouraged crime by the creation of mutually recognised juries, the 
use of hostages and the deadly feud (protracted slaughter of another’s 
family). Leeson’s argument indicates that there may be few types of 
behaviour that pose special problems for which government can be said 
to be the only solution.

Whether law should be the preferred route, and if so what type of 
law, is likely to depend on the respective costs and benefits, with different 
types of law giving rise to a hierarchy of cost, with constitutional rules 
tending to be the most expensive rules to change and the rules in indi-
vidual contracts the cheapest (North, 1990: 47). There are, however, 
unique problems that the use of law, as opposed to other approaches, 
can cause. For example, law can increase uncertainty and risk, for 
example by resulting in transactions being held ineffective (Black, 2004: 
52–4), and can undermine incentives, for example by replicating steps 
that market participants would otherwise take themselves (Cheffins, 
1997: ch. 4).

The authors of this book provide a number of illustrations of govern-
ment failures in law-making and discuss ways in which the process may 
be improved. These include alternative means of rule-making (market-
generated regulation and greater use of judicial law-making), as well 
as mechanisms that can provide safeguards against inappropriate law-
making (greater jurisdictional competition, strict adherence to the rule 
of law, restoration of economic rights, and constructive engagement 
between economists and regulators).

Rules may not be the only means, or the best means, of facilitating 
market behaviour. Problems of risk can often be addressed through 
market means, most importantly through insurance. There are many 
ways of resolving issues of uncertainty. For example, North (1990: 138) 
identifies the role that informal constraints, such as cultural values, 
might play, an issue highlighted by Fukuyama (1995: 30) in his distinc-
tion between low-trust and high-trust societies. What we believe 
matters.

How can the rule-making process be made more consistent 
with free markets?

So far, we have been careful to discuss the relevance of rules to markets 
regardless of whether those rules have the status of ‘law’ or not, to avoid 
prejudging how rules can be made or enforced. The significance of giving 
rules the status of law is that legal rules are derived from an institutional 
source socially recognised as having the power to create law (in England 
Parliament, the courts, the European Community and the European 
Convention of Human Rights) (Holland and Webb, 2006: 3–4). The 
distinguishing feature of a law, of course, is that it comes with all the 
supporting coercive power of the state, including the power to punish.3 
It can therefore be very effective at achieving behavioural change.

‘Do markets need government?’ is the provocative question posed by 
Peter Leeson in Chapter 2. He sets out to challenge the belief of most 
economists that markets need government to enforce the rules of market 
exchange, arguing instead that markets may be better at producing their 
own institutions of enforcement than is widely acknowledged. Leeson 
illustrates this from commercial law and criminal law. International 

3	 As Becker puts it (1976: 49), ‘Mankind has invented a variety of ingenious punishments 
to inflict on convicted offenders: death, torture, branding, fines, imprisonment, banish-
ment, restrictions on movement and occupation, and loss of citizenship are just the more 
common ones . . .  The cost of different punishments to an offender can be made com
parable by converting them into their monetary equivalent or worth . . . ’
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generated regulation can bring benefits of flexibility, expertise and lower 
costs (ibid.: ch. 8).4 It is tempting to use Leeson’s argument as support 
for market-generated regulation and the extension of state enforce-
ment powers to markets. Where there is government, however, market-
generated regulation must be suspect. While the costs of regulating 
may be reduced, the existence of rules will still impose costs on non-
consenting third parties5 (Copp and Maughan, 2001: 241). The existence 
of government provides an opportunity for vested interests in such regu-
lation, such as professional bodies, to lobby for statutory support for 
barriers to entry, which conflicts with the need for competition.

Greater use of judicial law-making

While an effective legal system is widely regarded as desirable in 
economic terms to ensure that constitutional and other legal rules are 
adhered to (see, for example, North, 1990: 59–60, 101), many econo-
mists go farther, expressing a strong preference for the common law as 
a rule-making system itself. Holcombe (1983: 140) expresses it nicely as 
‘The Invisible Hand in the System of Precedent’. There are many reasons 
for this. The courts are associated with the development of core areas 
of property law and contract law, seen as consistent with markets. 
Judges are perceived as independent from government and therefore 
less susceptible to short-term political pressures from panics or lobby 
groups. But perhaps above all the courts are seen as a form of spontan
eous order rather than a form of planning. Easterbrook and Fischel 
(1989: 1445) put it this way:

Court systems have a comparative advantage in supplying answers 
to questions that do not occur in time to be resolved ex ante. 
Common law systems need not answer questions unless they occur. 

4	T hough this will depend on the extent to which governments allow private associations to 
administer punishments among freely contracting parties.

5	 For example, in the case of a self-regulating stock exchange, the costs of lack of access to 
credit – though only if a monopoly is established.

Government failure and the law

The most important source of law, at least in terms of volume and 
intrusiveness, is government, despite the increasingly well-known 
problems it can cause. As Coase (1964: 195) put it: ‘It is no accident that 
in the literature . . .  we find a category “market failure” but no category 
“government failure”. Until we realize that we are choosing between 
social arrangements which are all more or less failures, we are not likely 
to make much headway.’

The problems of government regulation can be seen to be deep-
rooted, with Norman Barry in Chapter 6 criticising the workings of 
representative democracy, with parties needing to secure majorities by 
offering favours to significant interest groups, resulting in redistribu-
tion and over-regulation, to the detriment of the community as a whole. 
Julian Morris, for example, in Chapter 10, argues that the impact of 
lobby groups that favour legislation is one reason why statutory regu-
lation has become dominant in environmental law, together with the 
dilution of the common law of nuisance over the last 150 years and the 
high costs of legal action. Nonetheless, these criticisms need to be set 
against the advances made in the design of regulation emphasised by 
Ogus in Chapter 5.

Market-generated rules

Markets are perfectly capable of generating their own rules without 
government. As Leeson points out in Chapter 2, in common-law coun-
tries, state judges were initially seen as discovering pre-existing legal 
principles that governed commercial transactions as well as others 
rather than creating them ex nihilo. The ability of markets to produce 
and enforce their own rules in the shadow of government-provided rules 
is well known. For many years the London Stock Exchange provided 
an excellent example of this; the impact of it being brought within a 
statutory framework in the 1980s was to leave it a much less powerful 
organisation suffering an identity crisis (Cheffins, 1997: 368–9). Market-
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uncharted territory. Veljanovski in Chapter 4 and Copp in Chapter 8 
show how the common law and the statutory development of company 
law respectively in nineteenth-century England were influenced by the 
laissez-faire views of a glittering list of political philosophers and econo-
mists. Epstein (1996: 235) has commented on how nineteenth-century 
judges often delivered judgements that better reflected sound economic 
principles than their counterparts today. Campbell in Chapter 7 is very 
critical of recent judicial developments in the law of contract, which seek 
to improve on practical economic wisdom with abstract legal reasoning 
as to ‘justice’. Is the golden age (if there truly was one) of the judiciary 
over?

Ensure greater jurisdictional competition

In a global economy jurisdictional competition can provide a powerful 
check on governments that might otherwise be disposed to over-regulate. 
In theory, jurisdictional competition can lead to a Pareto-optimal 
outcome, based on fairly rigorous assumptions, such as a perfectly 
elastic supply of jurisdictions (Trachtman, 2000: 338). The existence of 
jurisdictional competition is often not recognised because to a lawyer 
competition tends to imply rivalry, whereas to an economist it simply 
relates to how resources are allocated when prices are not distorted by 
monopoly (Posner, 2003: 294). While jurisdictional competition in a 
corporate-law context has often been derogatively characterised as a 
‘race to the bottom’,6 with states such as Delaware being regarded as 
the more successful (see, for example, Romano, 1987: 720–25), it is a 
vital mechanism to provide choice and to ensure that rules – whether 
statutory or common-law – are proportionate. Without it, a centralised 
decision-maker would be subject to considerable pressures from special 

6	T he origins of this term have been traced by Mayson, French and Ryan (Mayson et al., 
2007: 23) to a judgement of Judge Brandeis in the US case of Louis K. Liggett Co v. Lee 
(1933), 288 US 517, where he referred to ‘the traffic in charters’ (at 557) and to a ‘race’ 
between states ‘not of diligence but of laxity’ (at 559).

This is an economising device; it avoids working through problems 
that do not arise. The accumulation of cases dealing with unusual 
problems then supplies a level of detail that is costly to duplicate 
through private bargaining.

Posner (2003: 250) explicitly links the common law to free markets: 
‘. . .  the common law establishes property rights, regulates their 
exchange, and protects them against unreasonable interference – all to 
the end of facilitating the operation of the free market, and where the 
free market is unworkable of simulating its results’.

The common law is compared favourably with civil law in Chapter 4 
by Cento Veljanovski, who points to empirical studies that show greater 
economic growth in common-law countries than in civil-law countries, 
though he concludes that the nature of legal processes and their effects 
remain poorly understood. While the common law might facilitate 
economic growth better than civil-law systems in some areas and some 
jurisdictions, considerable variations in common-law systems have to 
be recognised too. Morris, in Chapter 10, demonstrates how private 
regulation based on the common law could well discharge in a more effi-
cient manner many of the functions of environmental law that are more 
usually associated with statutory regulation.

Yet common-law systems are not immune from problems. Govern-
ments can control in legislation the extent of judicial discretion through 
the level of precision employed in statutory drafting or other means; 
judges may be subject to incentives to respond to what politicians want 
(Cheffins, 1997: 350–51). Posner (1995: 117–23), in the strikingly entitled 
book chapter ‘What do judges maximise?’, suggests a desire to maximise 
popularity, prestige, avoiding reversal, reputation, deference and the 
satisfaction derived from power. But it is not hard to think of recent 
cases where judges have shown little deference to politicians or popular 
opinion.

There has to be a worry that, despite the superiority of the common 
law as a system, judicial values may be changing and taking us into 
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constitution, the rules which in foreign countries naturally 
form part of a constitutional code, are not the source, but the 
consequence of the rights of individuals, as defined and enforced by 
the Courts.

Infringements to the rule of law are significant in economic terms 
because they result in an increase in risk and uncertainty and are likely 
to lead to behavioural change adverse to free markets, as parties try to 
respond. Since the actions emanate from the state, however, it may be 
costly or impossible to circumvent these by market mechanisms, even 
where they are sufficiently predictable. Paradoxically, this may provide 
a justification for quite complex institutions and laws, if they at least 
provide greater certainty.

Richard Epstein, in Chapter 9, challenges the compliance of EC 
Competition Law with the rule of law, specifically criticising Article 
82, which broadly covers the abuse of a dominant position. As Epstein 
argues, its language ‘should make classic liberals blanch’. In his view, 
the rule of law requires ‘a clear and knowable line’ to be drawn between 
conduct that is legal or illegal, such as the well-known prohibition ‘thou 
shalt not kill’. Such a prohibition is sufficient for the purpose of notice 
and guidance, even if it does not set out all the details; gaps can be filled 
in by ordinary statutory construction. In contrast, Article 82 gives no 
clear indication of the everyday practices it proscribes and the delega-
tion of administrative authority to a centralised agency may lead to its 
systematic expansion.

Restoration of economic rights

Categorisation of an aspiration or expectation as a human right has 
become enormously important. Such rights are increasingly given special 
status in both domestic and international law. They have the potential 
both to advance economic freedom – and to stunt it.

The case for economic rights is presented by Norman Barry in 

interest groups, would have insufficient information or incentives to 
reflect local needs and would be less likely to experiment because the 
impact of errors would be greater (Charny, 1991: 440–41).

Stephen Copp, in Chapter 8, observes how even limited jurisdictional 
competition may have been significant in Parliament’s decision in 1855 
to allow general limited liability. The availability of limited liability in 
France and the USA was attracting businesses to incorporate there and 
investment funds were flowing out of England to countries such as South 
America. It had made the USA one of the most powerful nations in the 
world, especially in naval power.

It is important, therefore, that the benefits of jurisdictional competi-
tion be recognised and encouraged. The reality is much different. Inter-
national initiatives aimed at global standards across a range of fields, 
which may well be motivated by old-fashioned protectionism, may 
replace competition with stifling uniformity.

Strict adherence to the rule of law

Amid considerable diversity in political and legal systems, the concept, 
or perhaps the ideal, of the ‘rule of law’ has been growing in importance 
as a characteristic thought to be associated with economic prosperity. 
Dicey’s influential formulation of the rule of law in 1885 identified three 
distinct aspects (1885: ch. IV, especially 110–21):

•	 the absolute supremacy or predominance of regular law as opposed 
to the influence of arbitrary power . . .  a man may with us be 
punished for a breach of law, but he can be punished for nothing 
else . . . ;

•	 equality before the law, or the equal subjection of all classes to the 
ordinary law of the land administered by the Ordinary Law Courts 
. . .  it excludes the idea of any exemption of officials or others from 
the duty of obedience to the law . . . ;

•	 a formula for expressing the fact that with us the law of the 
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design. He argues that over the last 25 years the nature of economic and 
social regulation has been transformed, in part through the contribution 
of mainstream economic theorists. Social regulation, for example, has 
shifted from command-and-control measures to co-regulation, whereby 
industries are left to come up with rules to meet objectives set by regu-
lators. Ogus identifies two ways in which economics may play a more 
constructive role. The first is in the exploration of the cost-effectiveness 
of different regulatory instruments, once regulatory objectives are taken 
as a given, where regulatory impact assessment has had the highest 
profile. Second, behavioural economics can assist in predicting irra-
tionality, where unwise individual choices provide the justification for 
genuine paternalist regulation.

Striking illustrations of how economics has transformed environ-
mental regulatory strategy are provided by Julian Morris in Chapter 
10. The usual policy option for environmental regulation has been 
command-and-control regulation, the origins of which can be traced 
back as far as Edward I’s attempt to ban the burning of sea coal in 
London in 1306. Examples of such regulation can be seen in the use of 
technological standards, flow limits and stock limits. Morris argues that 
alternative methods of regulation, specifically tradable emissions permits 
and emission charges, can achieve environmental gains more efficiently, 
though these are usually used to supplement rather than replace existing 
command-and-control regulation. Morris also identifies how the use of 
individual transferable quotas, which closely resemble property rights 
and dramatically alter incentives, to manage scarce ocean stocks, such as 
fish and lobster, has raised levels of efficiency.

What particular types of law contribute to free markets?

The minimum legal foundations conducive to free markets are those 
that ensure personal security, the protection of property rights, volun-
tary contracting and free competition, and the ability to associate. These 
owe much to the microeconomic model of resource allocation discussed 

Chapter 6. He argues that there has been little discussion of economic 
rights, such as the right to property, contract and the procedural require-
ments that make up a market society, and criticises how the debate over 
rights has placed civil rights, such as non-discrimination, to the fore. As 
he puts it, ‘Where would the right to free expression be without the right 
to own a printing press and publishing company?’ Barry is encouraged 
by US judicial approaches, where there is a constitution historically and 
philosophically designed to protect private property and free enterprise. 
In contrast, he is sharply critical of the absence of a written constitution 
or the formal protection of economic rights in Britain, going so far as to 
argue that Britain, notwithstanding the role of the European Convention 
on Human Rights, provides the least formal protection for economic 
rights of any advanced country.

Economic rights, however, need not be limited to matters such as 
property rights and contract. There is a strong case for economic firms 
to be recognised as a matter of right as being legally distinct from those 
who comprise them. Copp, in Chapter 8, identifies how, in contrast, 
prior to 1855, a company with limited liability could be formed only 
through some exercise of discretion – for example, by Board of Trade 
approval or a private Act of Parliament. The problems this gave rise to 
included delay, cost, inconsistencies of treatment and opportunities for 
obstruction by vested interests. Recognition of the statutory right to 
establish a limited liability company by mere registration, first enacted 
in 1855, as an important human right might be a major step forward in 
resisting encroachments upon it.

Constructive engagement between economists and regulators

Economics shows numerous ways in which the process and method of 
law-making can be improved, suggesting that one route forward is for 
more constructive engagement between economists and regulators.

Anthony Ogus, in Chapter 5, believes that we will always have regula-
tion and that economics can have a positive as well as a negative role in its 
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role of the law of contract is essentially concerned with disincentives, i.e. 
raising the price of breach. In contrast, should its role instead be seen 
as incentivising possibly risk-averse parties to enter into contracts, by 
reassuring them that their risk in entering into contractual relations is 
limited?

Campbell, in Chapter 7, criticises recent developments in contract 
law. He sees the essential component of commercial relationships as the 
economic exchange rather than the legal contract; the main reason for 
such a contract being security against non-performance. The present 
law codified previous commercial practice and does not seek to prevent 
breach by ordering compulsory performance but rather to impose 
compensatory damages for breach. Campbell argues that mistakes in 
the contracting process should be seen as inevitable because of bounded 
rationality and that the mechanism for handling this problem is central 
to the efficiency of the market economy. Accordingly, he suggests that 
the major function of the law of contract is to allow breach, but on the 
right occasions and on the right terms.

If the role of law in recognising property and contract rights is seen 
as providing incentives for investment and wealth-maximising coopera-
tion, then the doctrine of limited liability in company law becomes much 
clearer, as does its importance for a free market.

‘Limited liability and freedom’ is the, perhaps surprising, title of 
Stephen Copp’s chapter. Copp traces the origins of a general statutory 
right to limited liability in 1855 in England and Wales through the argu-
ments of the Victorian legislators themselves. Limited liability was seen 
as an integral characteristic of forming a company, following logically 
from the substantive differences between a large partnership and a 
company. Unlimited liability was impracticable to enforce, resulted in 
a disproportionately high risk for investors compared with creditors, 
and a sub-optimal level of investment, but a disproportionately low risk 
for creditors and an above-optimal level of credit being misallocated to 
unmeritorious business activities. Limited liability would remove disin-
centives to enterprise, working-class investment and diversification. In 

above. This book points to a number of ways in which the law can estab-
lish an appropriate structure of incentives and disincentives to this end.

Law as incentive

Law can be used to provide various incentives to shape behaviour 
in a way consistent with free markets. Property rights are especially 
important because they provide incentives to use property efficiently: 
without such property rights there would, for example, be no incentive to 
incur costs in developing land (Posner, 2003: 32). The simple economic 
model assumes that a set of universal, exclusive and transferable 
property rights is in existence before exchanges take place (Maughan, 
1995). Accordingly, the role of law here encourages wealth-maximising 
behaviour by identifying which rights are to be recognised as property 
rights and facilitating their transfer. In doing so, it may also significantly 
reduce problems of uncertainty.

A much wider range of laws is needed, however, to establish property 
rights effectively than is implied by the term: not only will land law be 
needed but laws to establish other forms of property, such as personal 
property, and intangible property rights, such as debts, share capital 
and intellectual property. The transfer of such property rights may entail 
contract law (since few exchanges are simultaneous), conveyancing 
law (since this has been arbitrarily separated in the UK from property 
law), family and trust law (since the individuals assumed in the simple 
economic model will exist in families and other relationships in real life) 
and probate law (since people die).

Law can also be seen as providing incentives for contractual 
exchange. Most sophisticated exchange does not take place simultane-
ously but involves an exchange of promises that are fulfilled later. The 
passage of time creates uncertainties and risks that create obstacles to 
cooperation (Cooter and Ulen, 1999: 184). The law of contract in theory 
enables parties to make credible commitments by foreclosing alternative 
actions with a high liability cost (ibid.: 187). That would imply that the 
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law to deter deliberate injury and a law of torts to ensure that injurers 
internalise the cost of accidents (Cooter and Ulen, 1999: chs 11, 8).

Norman Barry, in Chapter 6, claims that property rights, in 
particular, as a form of economic right, have been poorly protected in 
legal systems throughout the world, with neither common-law nor 
civil-law countries being effective in preventing invasions of property 
by the state. He argues that the main threat to property rights comes 
through excessive regulation, for example zoning laws that prevent a 
person using property profitably, but with little compensation in most 
legal systems for those adversely affected by government action. Barry 
sees some encouragement in the USA, with its written constitution, in 
judicial approaches as to whether compensation should be paid where 
there is, in effect, a partial taking of property through regulation. In 
contrast, he is sharply critical of the protection of economic rights in 
Britain, dismissing the role of the European Convention on Human 
Rights, the First Protocol of which guarantees the ‘peaceful enjoyment of 
possessions’, because of its qualification that the use of property may be 
controlled in the general interest, on the ground that the whole point of 
an individual right is that it is held against the general interest.

A much more complex picture is painted as to whether or when 
the law should provide disincentives for behaviour that conflicts with 
the ideal of a perfectly competitive market. In the, not always helpful, 
neoclassical model, a perfectly competitive market is assumed to be one 
where there are a large number of buyers and sellers, a homogeneous 
product, perfect information and no barriers to entry or exit (Jones and 
Sufrin, 2008: 7). So if, for example, it is assumed that people in real 
life try to be efficient and allocate resources as suggested by the simple 
economic model, then the approach to monopoly would focus not on 
the behaviour of the monopolist but on the constraint that produced 
the monopoly in the first place: monopoly may simply be a response to 
huge economies of scale (Maughan and Copp, 2000: 19). Conversely, 
monopoly may be inefficient where there are barriers to entry, where 
regulation may be justified (ibid.: 19). Others see competition law, 

short, the unshackled ability to pursue economic activity with others 
was an important freedom.

Law as disincentive

Violence, detention and other forms of personal harm affecting the 
personal security of parties to economic exchange are generally incon-
sistent with free markets because of their compulsory, non-consensual 
nature; similarly, theft, forced sale, restrictions on use, damage, or 
trespass involving property. Fraud, misrepresentation, duress and prohi-
bitions affecting contractual exchange are also inconsistent with free 
markets. They are not normally wealth-maximising activities because 
the loss to the party affected invariably outweighs the utility to the party 
responsible, and because they involve utility for one party only whereas 
market exchanges involve utility for both. There are also spillover effects 
to such behaviour, because it imposes costs on non-parties, who will 
invest in non-wealth-maximising precautions as a consequence. Personal 
security and property rights are closely linked: for example, Posner 
describes the function of the law of torts as ‘concerned with protecting 
property rights, including the right to bodily integrity’ (Posner, 2003: 31) 
and a list of torts, such as assault, with their criminal law counterparts, 
as involving a ‘coerced transfer of wealth’ (ibid.: 205).

Law can be used to increase the price of, and therefore discourage, 
such non-wealth-maximising behaviour, thereby signalling parties 
towards wealth-maximising behaviour instead. The sorts of threats faced 
by natural persons will vary and may originate from outside the state 
(such as insurgency), from the state itself, state organisations (such as the 
army or police) or from other persons and organisations (such as trade 
unions). To protect against such a wide range of threats, a wide range of 
laws and the ability to enforce them may both be needed. At the broadest 
level, there may need to be an effective system of international law, a 
constitution to guarantee the rule of law; perhaps some carefully crafted 
human rights law; at the least, there will need to be an effective criminal 
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externalities which impose an uncompensated cost on third parties, the 
policy solution for which is to require the internalisation of this cost. 
Such internalisation does not, however, require such third parties to be 
fully compensated or for the harm to be eliminated, but simply that it 
be reduced to the socially optimal level – that is, where marginal social 
benefit equates to marginal social cost. Identifying this optimal level is, 
however, challenging. As Morris points out, it rankles with notions of 
equity: how can it be optimal that some people are harmed? On whose 
say-so? Morris suggests that the solution to this problem lies in the type 
of regulation adopted – the common law would enhance the ability of 
individuals to achieve their own environmental objectives.

Conclusions

The law, together with the institutions associated with it, plays a central 
role in economic prosperity, which concerns all of us. The legal foun-
dations of free market economies, which have delivered enormous 
improvements to the quality of life of countless people, evolved over 
centuries. Their justification does not lie simply in utilitarian concepts 
of economic efficiency but also in moral concepts of natural law and a 
broader concept of freedom. Great care needs to be taken when changes 
are made to areas of law that can be foundational in shaping market 
behaviour, to ensure that they are not undermined. Similar care needs to 
be taken in developing other areas of law, such as competition law and 
environmental law, where significant inroads may be made, often justi-
fied by reference to alleged market failure. This book suggests various 
practical solutions to these problems, including ensuring greater juris-
dictional competition, greater adherence to the doctrine of the rule 
of law, the restoration of economic rights, greater use of judicial law-
making, and more constructive engagement between economists and 
regulators.

in contrast, as a means of achieving non-efficiency goals, such as the 
supposed benefits of curbing perceived corporate power or promoting 
small enterprises.7

Richard Epstein, in Chapter 9, argues that any regulation of unilateral 
practices should identify those that deviate from a competitive market 
in ways that generate systematic social loss. Yet instead, broad uncer-
tainty is embedded in the EC’s Article 828, without any information as to 
the paradigmatic cases to which it applies. For example, there is no real 
definition of the term ‘unfair’ that is used, despite it possessing multiple 
connotations. He concludes that Article 82 is much more intrusive and 
mischievous than the US case law under s.2 of the Sherman Act. The 
impression created is that the EC is much more corporatist and less 
individualistic in its mindset than US courts. The effect of such decision-
making is likely to hurt the cause of innovation and competition.

The law and market failure

Since a free market is a real-world market, and not an abstract concept of 
a market, it may well be imperfect, for example, in terms of the parties’ 
bounded rationality, asymmetric information, transaction costs and 
negative externalities. Market failure, a rather elastic concept justified 
by reference to such factors, provides the theoretical justification for a 
great many apparently independent fields of law that in reality represent 
qualifications of those described above. For example, employment law 
largely represents extensions to contract law, impinging substantially on 
freedom of contract. Should a market continue to be regarded as free if 
there is state intervention to address such problems?

The difficulties of regulating for market failure are discussed by Julian 
Morris in relation to environmental policy, in Chapter 10. He observes 
how conventional economic theory suggests that, in the absence of 
regulatory intervention, individuals and firms will generate negative 

7	 For a summary of such arguments, see, for example, Jones and Sufrin (2008: 16–18).
8	 See n.2 above.
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these rules, how they emerge, and how they are enforced. It investigates 
whether there might be something like ‘laws of lawlessness’. I consider 
two major areas of law: commercial or contract law and criminal law. 
The first part of this chapter examines how contract law might be 
provided privately and supplies evidence for this possibility. The second 
part examines how criminal law might be provided privately. Unlike 
contract law, the question of criminal law under anarchy has received 
almost no treatment. In addition to exploring this issue theoretically, 
I also consider evidence for the spontaneous evolution of criminal law 
without government.

Does the social dilemma imply the need for government?

The traditional argument for government is rooted in the work of 
Thomas Hobbes (1651 [1955]), which famously described life under 
anarchy as ‘solitary, poor, nasty, brutish and short’. Hobbes’s descrip-
tion has been subsequently formalised by game theorists in the form of 
the prisoner’s dilemma, the classic game of conflict. Without an agency 
of formal enforcement, individuals in this environment have nothing 
preventing them from stealing, defrauding, and generally failing to 
recognise the ownership claims of others. Since each individual stands 
to gain more by plundering his fellow man than interacting with him 
peacefully, society ends up in a ‘war of all against all’ in which everyone 
does worse than if they had interacted peaceably with one another. This 
situation is depicted in Figure 1.

Individuals may follow one of two basic strategies when dealing 
with others: cooperate or defect. Cooperation refers to any individual 
behaviour consistent with the ends of the other members of society, such 
as trade, respecting the property claims of others, and so on. Defection 
refers to the opposite form of behaviour. Here, an individual acts in a 
way that benefits him at the expense of others. Fraud, theft and physical 
violence are examples of this. When both individuals cooperate, they 
both receive α. If one cooperates and the other does not, the cooperative 

2 	DO MARKETS NEED GOVERNMENT?
		 Peter T. Leeson

Introduction

Do markets need government? Virtually every economist believes 
they do. Even the most libertarian thinkers argue that markets require 
government to establish the rules of market exchange and to enforce 
these rules. As Milton Friedman put it, ‘government is essential both as a 
forum for determining the “rules of the game” and as an umpire to inter-
pret and enforce the rules decided upon’ (Friedman, 1962: 15). Markets, 
however, may be better at producing institutions of enforcement of their 
own than we think. Could economists have underestimated the power 
and beauty of markets in this regard? This question is of more than 
mere hypothetical interest. At least 10 per cent of the world’s govern-
ments are classified as ‘weak or failed’ (Foreign Policy, 2006). In these 
countries, the state is so corrupt, fragile or otherwise dysfunctional as 
to create anarchic (as in the case of Somalia) or ‘near anarchic’ condi-
tions. Citizens cannot rely upon the civil magistrate to uphold contracts 
or protect individual property rights. Furthermore, international market 
activity, which now comprises close to a quarter of world GDP (World 
Bank, 2005), has no overarching supranational authority to interpret or 
enforce commercial agreements. In these markets as well, government 
cannot be relied upon to create or enforce the rules of the game required 
for exchange relationships to thrive.

Nevertheless, markets, in both ‘weak and failed states’ and interna-
tionally, flourish. The long-standing existence of vibrant markets under 
conditions of real or quasi-statelessness suggests that private ‘rules of 
the game’ must be possible without government. This chapter examines 
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Both casual observation and recent research, however, suggest that 
the strict game-theoretic outcome of this situation is too strong. Where 
formal enforcement is absent, agents do not immediately and always try 
to kill one another. The presence of international anarchy, for instance, 
has not resulted in all countries adopting a first strike policy, leading to 
perpetual war that ends in world annihilation. In fact, most countries, 
most of the time, are in a state of peace, not conflict. Similarly, among 
primitive people, anarchy has not led to endless fighting and zero trade 
(Leeson and Stringham, 2005). On the contrary, in primitive state-
less societies, as well as internationally, substantial trade and peaceful 
cohabitation overwhelmingly prevail (Leeson, 2006). The traditional 
rendering of anarchy in Figure 1 incorrectly predicts the outcome of 
statelessness because it fails to account for institutions of governance 
besides government. Although it is true that in the absence of any rules 
whatsoever society may break down, as I discuss below, it is evidently 
not true that in the absence of government society lacks rules.	

This should really not be that surprising given the assumptions about 
individuals that the game in Figure 1 makes, namely that they are ration-
ally self-interested. This, after all, is what leads agents to defect in this 
game in the first place. Individuals are able to calculate their prospective 
pay-offs and on the basis of this calculation see that no matter what 
others may do, they do the best by defecting in their interactions with 
others. Rational self-interest is, however, a double-edged sword. While 
it enables individuals to make the calculation that encourages them to 
defect in the absence of state enforcement, it also encourages them to 
develop private solutions to the social dilemma that would otherwise 
stand in the way of their ability to capture the gains from exchange. 
While irrational or selfless actors might sit by and let the absence of 
government prevent them from profiting, rationally self-interested 
actors would not. Thus, rational self-interest is both the cause of and 
the solution to the problem that Hobbes identified. Of course, recogni-
tion of this possibility is far from demonstrating that private solutions 
will, in fact, develop. For this we need to establish how individuals might 

individual of whom advantage is taken receives θ, while the defector 
receives γ. If neither individual cooperates, they both earn less than they 
could by cooperating and each receives only β. In this game, γ > α > β 
> θ, where 2α > (γ + θ) > 2β, which is to say that mutual cooperation is 
socially efficient.

The unique equilibrium of the one-shot version of this game is for 
both individuals to defect. Strictly speaking, the logic of the game 
suggests that in the state of nature individuals will never cooperate 
and will always attack one another. This situation – the game’s pure 
strategy Nash equilibrium – is clearly Pareto dominated by that in which 
both agents behave peacefully towards one another. According to this 
reasoning, to prevent the degeneration of social interaction and facilitate 
cooperation, one form of which is market exchange, society requires 
a formal authority of rule creation and enforcement – a government. 
Without such an authority, the members of society are stuck in the 
mutual defection equilibrium; there is no trade and only war. On these 
grounds, it is easy to understand why everyone from Thomas Hobbes 
to Milton Friedman sees government as indispensable for the market to 
operate.

Figure 1 The social dilemma 1

2

3

4

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

26

27

28

29

30

Cooperate Defect

Cooperate

Defect

α

α

θ

γ
γ

θ

β

β



t h e  l e g a l  f o u n d at i o n s  o f  f r e e  m a r k e t s

46

d o  m a r k e t s  n e e d  g o v e r n m e n t ?

47

multilateral punishment in conjunction with the shadow of the future 
is used as a substitute for state enforcement of commercial agreements. 
For instance, imagine a version of the game played in Figure 1 where 
cooperation refers to fulfilling one’s obligations under a contract with 
the other player and defecting refers to reneging on this agreement or 
in some other way breaking its terms. There are many examples of this. 
Credit agreements are one such example. In the absence of any institu-
tional mechanisms of governance, debtors have no incentive to repay 
their creditors. Once they have received credit, their pay-off is maximised 
by defaulting on repayment – a form of theft. Fraud is another example 
of this. In the absence of any mechanism of contractual enforcement, 
sellers who agree to provide buyers some good of, say, quality X have 
an incentive to take payment from buyers only to provide them with a 
good that upon later inspection by buyers is of some lower quality, Y. 
Realising that this is the debtor’s or seller’s dominant strategy, creditors 
will not offer credit and buyers will not contract with sellers, leading the 
market to shrink and gains from exchange to go unexploited.

If the interaction between a buyer and seller or a creditor and debtor 
is repeated, however, this problem is quite easily overcome. In this case, 
provided the debtor or seller wants to enjoy the benefits of contracting 
with the other party again, he cannot cheat his exchange partner. If 
he does, his partner will refuse to deal with him again, causing him to 
lose the discounted value of the stream of future exchanges that honest 
conduct would have permitted. So long as this loss of future business 
to the dishonest agent is worth more than the one-shot pay-off from 
cheating, he maximises his pay-off by behaving honestly. Thus, his 
trading partner’s credible threat to terminate future dealing if he cheats 
credibly commits him to cooperation, making the contract self-enforcing 
without government or any other form of external coercion. The self-
enforcing exchange institution described here is based on what econo-
mists call bilateral punishment. Bilateral punishment, however, is not an 
ironclad mechanism for enforcing commercial contracts. If, for instance, 
individuals have relatively high discount rates, such that the discounted 

go about establishing and enforcing private rules – laws – that support 
social cooperation and exchange under anarchy, and determine whether, 
in fact, any such rules have emerged without government. I turn to this 
task below.

Self-enforcing commercial law

The development of commercial law, particularly as it relates to 
contractual agreements, is not particularly difficult to imagine without 
government. At the most basic level, this requires rules against fraud 
and contractual violations. As Berman (1983), for instance, points out, 
what is now state-enshrined commercial law in common-law countries 
is really just the outgrowth of rules governing exchange that existed in 
customary law long before government became involved. Hayek (1960, 
1973) and others have similarly emphasised that most commercial laws 
‘created’ under the purview of government in fact existed before state 
courts. Indeed, at least in common-law countries, state judges were 
initially seen as ‘discovering’ pre-existing legal principles that governed 
commercial, as well as other, interactions rather than as creating these 
rules ex nihilo. Thus, virtually no one denies that broad rules outlining 
legitimate and illegitimate conduct can and did in fact emerge to govern 
commerce without government.

Probably for these reasons, the determination of commercial rules 
has not been seen as the primary or most important objection to the 
operation of markets under anarchy. Instead, the enforcement of these 
rules without government has received the focus of most attention that 
deals with stateless commercial order. Commercial rules, such as those 
against fraud and contractual default, might emerge without govern-
ment. But how, in the absence of state enforcement, shall these rules be 
enforced?

A burgeoning literature demonstrates the effectiveness of private 
institutions of self-enforcing exchange where government is absent 
(see, for instance, Ellickson, 1991; Greif, 1993). In most of these cases, 
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default than the bilateral version of this punishment, which involves 
only forgoing future dealings with one individual. In this way, multilat-
eral punishment is much more effective at creating contractual compli-
ance than bilateral punishment. Since all traders know that cheating is 
treated with this harsh form of punishment, they maximise their pay-off 
through cooperation instead of defection. And, since everyone knows 
that this is everyone else’s pay-off-maximising strategy, they can parti
cipate in the market free of fear of default, which would keep them from 
engaging in the market.

Multilateral punishment is effectively a way of creating reputa-
tions for individual traders which have value to those who are honest. 
Honest individuals have good reputations and are able to cash in on this 
through contractual relationships with many others who are willing to 
contract with them because of their good reputation. Cheating would 
be very costly for individuals with good reputations because doing so 
would destroy the value of their histories of good conduct and with it 
the value of their reputations and thus ability to trade with others in 
the future. Reputation creation therefore acts as a kind of bond that 
commits traders to behave honestly. If they do not, they sacrifice the 
value of their bond.1 This is significant because it means that traders are 
likely to fulfil their contractual obligations with others even when they 
do not expect ever to deal with that particular exchange partner again 
(Leeson, 2003). In other words, even in the one-shot version of the game 
in Figure 1, cooperation under multilateral punishment is possible. The 
reason for this is reputation. Although an individual may never contract 
specifically with you again, he still wishes to avoid cheating you. If he 
does not avoid cheating you, you will communicate this to the rest 
of your trading network, which consists of some individuals he does 
anticipate wanting to deal with in the future. This creates a negative 
reputation for him that prevents him from contracting with these other 
individuals. So, cooperation does not require that he interact with you 

1	 On the alleged breakdown of multilateral punishment under conditions of large numbers 
and social heterogeneity, see Leeson (2006, 2008a).

value of the future stream of revenue enabled by continued cooperative 
exchange is worth less to potential defectors than the one-shot pay-off 
from cheating, then cheating will occur and the market will consequently 
shrink in response to this prospect.

What is needed in this case is the ability to impose a greater loss on 
those who have a potential to renege on the contract such that, even 
when they are more impatient, it still pays them to fulfil their end of 
commercial agreements. A coordinated form of bilateral punishment, 
called multilateral punishment, achieves this. Under this strategy, if an 
agent violates his contract, a whole group of individuals refuses to deal 
with him again whether any individual group member specifically was 
the violated party or not. A common manifestation of this mechanism is 
boycott or embargo. As I discuss below, this mechanism of self-enforcing 
contracts is used by traders in the international arena where they enjoy 
very limited, and in some cases non-existent, contract protection from 
government. The way it works is straightforward. Suppose that an indi-
vidual defaults on his contract with another individual. In response, 
the cheated agent communicates this information through his relevant 
network of other international traders. International commercial asso-
ciations and arbitration venues, such as the International Chamber of 
Commerce and the Stockholm Chamber of Commerce, which I discuss 
below, facilitate this communication.

A number of international traders may be members of commer-
cial associations – such as industry associations – which permit them 
to socialise, meet with one another, and so on. At such venues they 
share information about the conduct of other members of the interna-
tional trading community. In sharing information about the identity 
of the trader who cheated him, the cheated individual coordinates 
the responses of his network of other traders, who, not wanting to be 
cheated themselves, refrain from commercial interactions with the 
cheater. This has the effect of cutting off the cheater not only from future 
dealings with the individual he cheated, but also from this individual’s 
entire trading network. It imposes a much stiffer penalty on contractual 
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was no universal law to govern international commercial agreements 
or to resolve international commercial disputes. For instance, which 
party’s domestic law would apply to the agreement in the event a dispute 
arose? Second, there was no common enforcement body for contracts. 
For example, in which party’s country would the state court decide a 
dispute? Most domestic courts would not decide conflicts involving 
international parties. Perhaps even more importantly, even if this could 
be overcome, how would a state court go about enforcing its decision? If 
the loser’s assets resided in his home country, which was not the country 
in which the dispute was decided, how could his assets be seized if he did 
not comply with the state court’s judgement?

To overcome these problems, international trading parties needed a 
common set of rules governing exchange and a mechanism for enforcing 
compliance with these rules. Out of these obstacles evolved a spon-
taneous system of customary law, the lex mercatoria, which over time 
established rules that governed international commercial agreements. 
At first, international disputes were adjudicated in private, informal 
‘merchant courts’ – dispute-resolving bodies that rendered judgements 
on the basis of the rules of the lex mercatoria. Merchant courts consisted 
of international merchants who were familiar with the rules of the law 
merchant and so could apply them to the cases that came before them. 
Since they were private, the decisions they arrived at were not formally 
binding. Instead, reputation, in conjunction with the bilateral and multi-
lateral punishment discussed above, created compliance with merchant 
court decisions. Rejecting a merchant court’s decision brought no formal 
sanctions but could result in boycott or ostracism from the community, 
which created a strong incentive for international traders to comply with 
the rules of the lex mercatoria.

This system operated effectively and governed the preponderance 
of international commercial agreements between the eleventh and 
sixteenth centuries throughout Europe (Benson, 1989). Today, interna-
tional commercial agreements are largely governed by the modern lex 
mercatoria, which operates similarly. In the place of merchant courts 

for an infinite number of rounds. Provided reputations can be estab-
lished, he will cooperate with you even if he intends to interact with you 
only once.

Private mechanisms like reputation are highly important for 
enforcing contracts even where government is present and functional. 
The reason for this is straightforward. Even where government exists 
and is highly functional, state contractual enforcement is costly and 
imperfect.2 For many contractual agreements, it is not profitable to seek 
state enforcement even if a party has certainty he will win the dispute. 
The value he would receive is lower than the cost of pursuing state 
enforcement. Given this situation, one might expect that no contracts 
below this critical threshold would ever be established because, without 
recourse to state enforcement, defection would be endemic. But this is 
evidently not the case. Where state enforcement is prohibitively costly 
and thus cannot provide practical protection, reputation coupled with 
bilateral or multilateral punishment, discussed above, secures contrac-
tual fulfilment.

Evidence from the international arena

Perhaps the best evidence of the effectiveness of self-enforcing commer-
cial law is from international trade. International commercial contracts 
are largely governed by an institution called the lex mercatoria, or law 
merchant. The lex mercatoria grew out of the need of international 
traders in the late tenth century to realise the benefits of exchange in the 
absence of state enforcement (see, for instance, Benson, 1989; Leeson, 
2006, 2007a, 2007b). Traders were separated by their own domestic 
laws, which dealt differently with commercial contracts. Additionally, 
countries’ laws did not have rules that governed international commer-
cial contracts: their laws extended only to domestic contractual agree-
ments. This was problematic in several ways. First, it meant that there 

2	 Furthermore, as Leeson (2007d) points out, in many cases it is inefficient to have any 
government at all.
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enforcing criminal law has received scant attention. Anderson and Hill 
(2004), Friedman (1979), Posner (1995), Benson (1990) and Leeson 
(2007c, 2007f, forthcoming) have discussed this topic. Relatively little 
work, however, deals with the question of preventing and punishing 
violence without government. This is significant because, at least on its 
surface, the problem of violence poses a considerably more serious threat 
to the ability of markets to flourish without government than ‘peaceful 
theft’, such as fraud or contractual default, discussed above. The reason 
for this is twofold. First, although the market may be quite thin if private 
institutional arrangements cannot enforce commercial rules under 
anarchy, society itself will not be destroyed if they cannot. Individuals 
will be relatively poor, but violence will not ensue. Things are different, 
however, if private institutional arrangements cannot prevent violence. 
Not only will the market be thin and thus society poor, but more impor-
tantly the potential for widespread slaughter that involves the death of 
many individuals may result.

For these reasons, even those who are ready to defend the possi-
bility of self-enforcing commercial agreements are not ready to jettison 
government when it comes to matters that typically fall under the 
purview of criminal law. According to this view society requires govern-
ment to prevent physically stronger individuals from using their superior 
strength to violently plunder physically weaker individuals. Even Adam 
Smith held this position. As he put it,

It is only under the shelter of the civil magistrate that the owner 
of . . .  property . . .  can sleep a single night in security. He is at all 
times surrounded by unknown enemies, whom, though he never 
provoked, he can never appease, and from whose injustice he 
can be protected only by the powerful arm of the civil magistrate 
continually held up to chastise it. (Smith 1965 [1776]: 670)

Despite the greater problem that ‘violent theft’ poses for social order 
compared with ‘peaceful theft’, such as fraud or contractual default, 
there is no reason to think that private institutional solutions to this 
problem are any less likely to emerge to facilitate trade in the absence 

are international arbitration associations. Some of the largest of these 
include the International Chamber of Commerce (ICC), the Stockholm 
Chamber of Commerce, the London Court of International Arbitration, 
and the International Center for Dispute Resolution, though hundreds 
more exist globally. These associations are located throughout the world 
and privately decide disputes arising from most international commer-
cial contracts. Upwards of 90 per cent of modern international commer-
cial agreements contain arbitration clauses, stipulating that disputes, if 
they arise, will be decided by a private arbitration association (Volckart 
and Mangels, 1999). Parties may stipulate ex ante which association 
they will use, what law will apply to their dispute (including the evolved 
customary rules of the lex mercatoria), and so on.

Until 1958, private international arbitral decisions were not enforce-
able in state courts. Thus, to create compliance, international traders 
relied on reputation and multilateral punishment, described above. 
Since then, several international treaties, the most notable of which 
is called the New York Convention, make state enforcement of inter-
national arbitral decisions possible in theory. Recent work suggests, 
however, that this convention (and the others that came after it) has not 
contributed dramatically to the size and growth of modern international 
trade (Leeson, 2008b). Thus, the argument that the shadow of the state 
is responsible for the incredible magnitude of international trade since 
1958 is mistaken. On the contrary, it appears that private arbitration 
and enforcement mechanisms along the lines discussed above deserve 
the overwhelming credit for booming international trade. This finding 
is corroborated by reports from the world’s largest international arbitra-
tion association, the ICC, which estimates that 90 per cent of its deci-
sions are complied with voluntarily by parties to international trade 
(Craig et al., 2000).

Self-enforcing criminal law

Unlike the topic of self-enforcing commercial law, the issue of self-
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In fact, the export trade based on producer–middlemen exchange flour-
ished during this time.

This occurred despite the absence of government in this society. 
Many of the interior communities of producers were stateless. Even the 
African ‘kingdoms’ that had more formal rulers were hardly formal from 
a modern Western perspective. The Europeans (mostly Portuguese) had 
outposts closer to the coast, but these outposts had no official authority 
over indigenous communities in the interior. Most importantly, since 
there was no overarching formal authority to oversee the interactions 
of individuals from different indigenous or European communities, 
there existed large ungoverned interstices for the interactions between 
members of these different groups. Social interaction was essentially 
anarchic.

In the face of the threat of violent theft that middlemen’s strength 
superiority presented, producers developed a practice that through 
expanding use over time was institutionalised without central command 
to facilitate cooperation with middlemen. Producers had a strong 
incentive to find a solution to this obstacle to exchange since, by them-
selves, largely stationary and cut off from global markets, they could 
earn very little. Interactions with middlemen presented an opportunity 
for greater profits, but also made them vulnerable to violent plunder. 
The practice producers employed for this purpose was credit. Normally 
we think of credit agreements as the cause of potential opportunism. 
The separation of payment and provision makes the creditor vulner-
able to debtor default. In the context of producer–middleman relations, 
however, it had quite the opposite effect. The way that credit supported 
cooperation without command is straightforward. In time t, producers 
would produce effectively nothing. They would leave wax, rubber, and 
ivory unharvested. When caravans of middlemen looking for goods to 
steal travelled to outlying interior producers and came upon a village, they 
would find little to forcibly take. This was problematic from the middle-
men’s perspective, as travelling to the interior could be quite costly.

Producers would then offer middlemen the goods they were seeking 

of government than they are to emerge to solve problems of ‘peaceful 
theft’. In fact, the greater threat that ‘violent theft’ poses suggests that 
private mechanisms for dealing with violence are more likely to emerge, 
as the cost to individuals if they do not are much larger.

Trading with bandits

The first example of self-enforcing exchange in the presence of violent 
threats I would like to consider is one I have discussed elsewhere, which 
examines a historical episode in pre-colonial Africa (Leeson, 2007c). This 
case is not so much one of the emergence of criminal law under anarchy, 
but instead one that demonstrates the emergence of private institutional 
arrangements used to facilitate market activity by overcoming the threat 
of violence in the first place. Thus, although it does not deal directly with 
criminal law, it does take up the central issue this chapter is concerned 
with – the ability of markets to function without government, with a 
particular emphasis on the obstacle that the threat of violence poses for 
this ability.

In late-nineteenth-century Angola there was a flourishing export 
trade consisting of beeswax, ivory and wild rubber, for which there was a 
large foreign (European) demand. These goods were produced by indig-
enous Africans in the remote interior of west-central Africa. There were 
two sides to this export-related trade. On one side were middlemen and 
the European agents who employed them to obtain ivory and the rest 
from interior producers. On the other side of this trade network were 
the producers themselves. Middlemen were highly mobile, often armed, 
and travelled in large caravans. Producers, in contrast, were stationary, 
often unarmed, and lived in small villages. Middlemen, then, typically 
constituted the substantially stronger force in the interactions between 
members of these two groups. Indeed, when they could, caravans of 
middlemen violently plundered interior producers – stealing instead 
of trading for the goods they desired. Peaceful trade rather than violent 
theft, however, characterised the preponderance of these interactions. 
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some agents are stronger than others and thus tempted to use force 
instead of trade to obtain what they want. In short, even in the face of 
the potential for violence, the absence of government need not prevent 
markets from functioning.

Spontaneous order in criminal law

Although the case considered above demonstrated how market actors 
devise solutions to the problem of violence that threatens to prevent the 
market from operating, it did not demonstrate the private emergence 
of criminal law. Here, I will briefly take up this issue. An interesting 
historical episode on the Anglo-Scottish border between the thirteenth 
and sixteenth centuries sheds light on the spontaneous evolution of self-
enforcing criminal law (Leeson, forthcoming). This territory was divided 
up into six regions called ‘marches’, three on the English side and three 
on the Scottish side, known as the English and Scottish East, Middle and 
West Marches respectively. Although each march was officially governed 
by a ‘warden’ appointed by its respective crown, between the thirteenth 
and sixteenth centuries the Anglo-Scottish borderlands constituted a 
significant arena of anarchy. There are several reasons for this.

First, march wardens rarely applied or enforced their countries’ 
official domestic law, which, in any case, was incomplete and poorly 
defined. Second, and more importantly, since until the early seven-
teenth century England and Scotland were completely sovereign, there 
were no common, formal laws – criminal or otherwise – that extended 
across the border. This was a significant problem, since the border 
people hardly recognised their ‘official’ countries but instead defined 
themselves as members of clans that stretched across national bounda-
ries. Thus, inhabitants on both sides of the Anglo-Scottish border inter-
acted frequently, so much so that the borderland formed a third, almost 
separate, region between England and Scotland, rather than being a part 
of both (Fraser, 1995). Since neither England nor Scotland’s domestic 
laws extended to the opposite realm, this third region, as it were, was 

on credit. Middlemen would pay up front, and producers would harvest 
the goods after the middlemen departed. Middlemen would later return 
in time t + 1 to collect what they were owed. By indebting themselves to 
stronger middlemen, producers created an incentive for middlemen to 
avoid physically abusing them and to ensure that other middlemen did 
not use violence against them. The reason for this is simple: in order 
to repay what they owed, producers needed to be alive and in good 
health. The financial health of the middlemen who provided producers 
goods on credit became linked to the physical health of producers who 
were their debtors. When middlemen returned to collect on the agree-
ment, all that was on hand to plunder was what they were owed. If 
they wanted more they could either contract a new round of the credit 
exchange or leave, knowing that the next time they returned there 
would again be nothing to take back to their employers for export. 
Middlemen frequently chose to renew their credit relationship. In this 
way, credit emerged as a spontaneous institutional arrangement that 
prevented violence and enabled both sides to realise the gains from 
trade, despite the absence of government and the superior strength of 
some members of society. Notably, these credit arrangements did not 
create the problem of ex post opportunism on the part of producers, 
which normally attends credit agreements. Given the superior strength 
of their creditors, producers knew that, if they failed to deliver, 
middlemen could easily punish them through their greater strength. 
Thus, this spontaneous order solved multiple commitment problems 
that emerge under the social dilemma at once and in each case substi-
tuted cooperation for conflict.

Although the credit mechanism did not create anything like an 
encompassing system of criminal law in late pre-colonial Africa, it 
did overcome the threat of violence by transforming the incentives of 
middlemen from banditry to trade. This historical episode is therefore 
instructive regarding the ability of markets to overcome the obstacle of 
violence. It also suggests that government is not, at least in some cases, 
required for individuals to capture the gains from exchange, even where 
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they involved fines and/or delivery of aggressors to victims to ransom or 
otherwise dispense with as the victims saw fit.

To enforce these rules the borders developed a court-like institution 
known as the ‘day of truce’, which met monthly to settle cross-border 
disputes and address violations of border law according to the leges 
marchiarum. Wardens coordinated days of truce but functioned prima-
rily in an informal fashion under border custom rather than as official 
agents of the state. Wardens announced approaching days of truce in 
the market towns in their marches on either side of the border. Border 
citizens then informed those on the opposite side of the border with 
whom they had grievance (or these individuals’ wardens) of their intent 
to file a ‘bill of complaint’ at the impending day of truce. This functioned 
as a summons for the accused to attend the day of truce and have his 
case heard. At the day of truce, each side created ‘juries’ – the English 
side selecting six Scotsmen for the task and the Scottish side selecting 
six Englishmen. Each side’s jury then heard the bills of complaint filed 
by the other side (the English jury heard the Scottish complaints and 
vice versa), and decided whether border law had been violated and what 
border custom dictated was the appropriate punishment. There were a 
number of interesting details in this well-refined institutional arrange-
ment, which space does not permit me to delve into here. Suffice it to 
say that, over time, the system evolved rules regarding a wide array of 
criminal contingencies.

The day of truce functioned somewhat analogously to the medieval 
merchant courts under the lex mercatoria, although the day of truce dealt 
primarily with criminal violations, such as violent theft, murder, etc. As 
with merchant courts, since the day of truce institution did not fall under 
the purview of a supranational sovereign, its decisions could not for the 
most part be formally enforced. In the absence of formal mechanisms 
for enforcing these decisions, informal mechanisms emerged alongside 
the leges marchiarum and day of truce process to ensure compliance with 
day of truce decisions. Several mechanisms were used for this purpose. 
Space limitations again prevent me from elaborating upon all of them. 

anarchic in the sense that there was no ultimate supranational authority 
to create or enforce laws that dealt with ‘cross-border crime’ – criminal 
acts perpetrated by citizens on one side of the border against those on 
the other. This was problematic in a number of ways. Perhaps foremost 
among these problems, however, was the potential for violent chaos 
ruling the borderlands. The Anglo-Scottish border during this period 
was home to the infamous ‘border reiver’ – that sizeable class of cross-
border criminal memorialised in the poetry of Sir Walter Scott, who 
professionally raided and plundered as a way of life. Without a supra-
national sovereign to regulate the cross-border reiving system, it threat-
ened to plunge the borders into bloody mayhem.

In the face of this threat, the borders developed a unique interna-
tional ‘legal system’ grounded in ancient cross-border custom, called 
the ‘leges marchiarum’, or laws of the marches.3 The leges marchiarum 
are somewhat reminiscent of the lex mercatoria described above. They 
accomplished for borderers in the context of international criminal law 
what the lex mercatoria accomplished for international traders in the 
context of international commercial law. The leges marchiarum were 
primarily concerned with rules regarding violence. They dealt with 
violent cross-border crimes, including murder, violent theft, maiming, 
etc., and stipulated punishments for these crimes. Punishments evolved 
over time along with the system of border rules; in most cases, however, 

3	I t is important to note that international border law was ultimately codified as a series 
of treaties between the English and Scottish kingdoms. In this sense, governments did 
play a role in its operation. Two caveats should, however, be recognised. First, these trea-
ties were based on older border custom that emerged without government involvement. 
Second, the leges marchiarum’s status as a partial product of interstate cooperation does 
not render them unimportant for understanding the emergence of criminal law under an-
archy. Like all international agreements, the leges marchiarum ultimately could be formed 
and upheld only through voluntary, interstate cooperation. No supranational sovereign 
existed then, just as one does not exist today, to enforce governments’ promises to one 
another to comply with the terms of the international treaties they signed. In short, in-
ternational anarchy is inescapable. Thus, the problem of cooperation, here for the pur-
poses of dealing with cross-border criminality, is merely ‘pushed up a level’, to securing 
cooperation between states instead of individuals. Some private, informal enforcement 
mechanism is still required to support cooperative agreements.
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however, borderers had an incentive to avoid violating border law, lest 
they be dragged into a long and bloody battle. It is interesting to note 
that even these rather crude mechanisms for enforcing prohibitions on 
violent behaviour proceeded according to well-established border rules. 
In some cases, for instance, a highly detailed contract elaborating the 
nature of a duel, the rules according to which it would proceed (such 
as the weapons that could be used), etc., was drawn up and provided 
striking structure to this violent enforcement mechanism.

The leges marchiarum and their mechanisms of enforcement worked 
remarkably well at regulating violence along the border when one 
considers that the society in which they emerged was effectively one 
of violent thugs. Of course, the system was far from perfect. But this is 
an unreasonable standard to hold it to in the light of the time period, 
the unruly individuals it encompassed, and the equal imperfection of 
government institutions for dealing with criminal activities that existed 
elsewhere in England and Scotland during this era. Whatever one can 
say about this episode, it does show that rather intricate informal rules 
and institutions of enforcement can emerge under anarchy to prevent 
and punish criminal behaviour.

Concluding remarks

My discussion leads to three conclusions. First, the market is more 
capable of producing institutions for its own enforcement than conven-
tional wisdom permits. Where government is absent, society does not 
launch itself into a violent and dishonest frenzy that leads to the end of 
trade and the death of many of its members. Instead, private institu-
tional arrangements emerge as the result of individuals’ efforts to find 
alternative mechanisms of securing peace and honesty so that they can 
realise the tremendous benefits of exchange.

Second, commercial rules, specifically those relating to contracts, 
can and do emerge where government is absent. Perhaps more import
antly, private mechanisms for their enforcement emerge alongside them. 

Two in particular, however, deserve further attention: bonding and the 
deadly feud. Bonding involved the use of human hostages – typically a 
family member of the accused/guilty or, failing this, one of his fellow 
clansmen. If, for instance, an accused borderer did not show at the day 
of truce to which he was summoned, one of his family members or fellow 
clansmen would be delivered by the accused’s warden or the aggrieved to 
compel his participation. Only showing at the day of truce would lead to 
the release of the bond. Similarly, if an accused was found guilty by the 
jury at the day of truce and refused to comply with the jury’s decision, a 
family member or fellow clansmen would be sent to the aggrieved as an 
assurance until the guilty paid the aggrieved his fine, etc.

The deadly feud was also used to enforce the leges marchiarum 
and day of truce decisions.4 This is somewhat peculiar in that, as its 
name suggests, the deadly feud was a violent institution involving the 
protracted slaughter of another’s family. The idea behind this practice, 
enshrined in border custom, was as follows. Murdering a man, for 
example, in violation of border law, could result in violent retribution 
by the murdered man’s clan. Usually, in response to this, the clan of 
the original aggressor would respond in kind, and a deadly back and 
forth would ensue between the two clans. Obviously, if launched, a 
deadly feud could result in many deaths on both sides. Given a mutual, 
credible expectation of this response to unlawfully aggressing against the 
member of another clan, the cost of doing so was extremely high. This 
expectation created by the deadly feud institution provided a powerful 
incentive to behave within the bounds of border law in the first place. 
In addition to feuds, borderers also used duelling to accomplish similar 
ends. A borderer who failed to uphold his promise under the terms of 
border law or comply with a day of truce decision, for instance, could be 
challenged by the wronged party to a duty-bound duel. Of course, these 
enforcement mechanisms were far from perfect. Protracted feuds, for 
instance, did sometimes break out. Precisely because of this possibility, 

4	 On the stateless Nuer people’s use of feuding to create social order in Africa, see Bates 
(1983) and Leeson (2007d).
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Evidence from stateless societies not considered here, such as that from 
Somalia,5 and from the international arena, which I considered only 
briefly, supports this claim. Significantly, this latter arena is a massive 
one and involves thousands of traders from many different back-
grounds and countries who are able to coordinate on such a level that 
their resulting market activities constitute nearly 25 per cent of global 
economic activity.

Finally, contrary to prevailing wisdom, criminal behaviour poses 
no special problem for markets under anarchy. Like rules for dealing 
with ‘peaceful theft’, such as those that emerge endogenously to govern 
commercial contracts, rules for dealing with ‘violent theft’ also emerge 
endogenously without central direction to regulate the violent disposi-
tion of some members of society. Importantly, private institutions for 
their enforcement, including mechanisms for adjudicating claims of 
criminal behaviour, and mechanisms for enforcing the decisions of such 
adjudications, evolve along with rules regarding criminal conduct to 
enhance the safety individuals require for markets to function.
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3 	NATURAL LAW, SCHOLASTICISM AND 
FREE MARKETS

		 Samuel Gregg

Introduction

Serious study of the history of ideas invariably indicates that it is rare 
for any one set of institutions or practices to have been originally 
conceptualised or predominantly developed by one particular tradition 
of thought. In Law and Revolution (1983), Harold Berman articulates a 
convincing case to demonstrate that what he calls the Western legal 
tradition owed much not only to the ‘papal revolution’ ignited in the 
course of Pope Gregory VII’s clash with Emperor Henry IV, but also to 
an evolving synthesis of royal, imperial, feudal, urban, mercantile and 
Roman law.

A similar explanation underlies the formation of key ideas and insti-
tutions that contributed to the growth of free market economies. As 
Odd Langholm remarks at the beginning of his Legacy of Scholasticism in 
Economic Thought, ‘historians of economic doctrine now recognise that 
modern theory is the product of continuous growth over a much longer 
period of time than was previously assumed’ (1998: vii). Even a relatively 
cursory survey of the literature that explores the emergence of market-
oriented concepts and practices underlines the difficulty of rooting these 
phenomena solely in a single tradition of thought. Free market ideas 
neither began nor ended with the publication of Adam Smith’s Wealth 
of Nations.

The purpose of this chapter is to identify and highlight prominent 
contributions of the natural-law tradition of moral, political and legal 
reasoning to the shaping of free market ideas and practices. Given that 
this tradition of thought stretches back to Aristotle and beyond, it does 
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not only rendered illegal by international law, but were called into 
question by strong Anglo-Saxon and European jurisprudential traditions 
that emphasised that there are indeed universal laws which no positive 
law – no matter how firmly sanctioned by the state – can annul. In his 
closing prosecutorial address, Justice Robert Jackson contended that the 
International Military Tribunal sought to:

. . .  [rise] above the provincial and transient and [sought] guidance 
not only from international law but also from the basic principles 
of jurisprudence which are assumptions of civilization and which 
long have found embodiment in the codes of all nations (1947: 29).

During the trial, the phrase ‘natural law’ was used sparingly by the 
prosecutors. They preferred to use terms such as ‘the laws of peoples 
which the peoples of the world upheld’, ‘the enlightened conscience 
of mankind’ or ‘higher justice’ (Shawcross, 1947: 106). There is little 
question, however, that they were appealing to a notion that there are 
certain principles or goods that the state may not violate, and which 
indeed can nullify the validity of certain laws.

Up to a point, this accurately reflects much of the content of natural 
law, which is far more explicit when it comes to identifying what we may 
not do rather than what we should do. The question arises, however, 
of how we know what we ought never to do. This in turn directs us to 
perhaps the more substantial content of the idea of natural law, which is 
the notion of practical reason. By ‘practical reason’, natural-law scholars 
do not have in mind a type of pragmatism. For its most famous exponent, 
the natural law ‘is nothing other than the light of understanding infused 
in us by God, whereby we understand what must be done and what 
must be avoided. God gave this light and this law to man at creation’ 
(Aquinas, 1954: 245).

Interestingly, Thomas Aquinas’s definition of natural law does not 
presuppose that people must believe in God to know the moral truths 
revealed by our practical reason. These truths, the natural-law tradi-
tion holds, are inscribed into our very reason itself, and thus are a 

not seek to explore or summarise the particular contributions of all 
relevant natural-law thinkers. Rather, the emphasis is upon underlining 
some of the more important contributions by thinkers – specifically 
Aristotle, Thomas Aquinas and the sixteenth- and seventeenth-century 
Scholastic thinkers associated with Spain’s University of Salamanca – 
working within the natural-law tradition.1

What is natural law?

Before embarking on this task, some clarification is required as to the 
meaning of ‘natural law’. In itself this is a vast subject. Throughout 
history, it has involved debates ranging from the meanings of the words 
‘natural’ and ‘law’ to the tradition’s understanding of the precise char-
acter of free will. We confine ourselves here to delineating the most 
uncontroversial features of the tradition more relevant to our immediate 
purposes.

Perhaps the most common understanding of ‘natural law’ prevalent 
at the beginning of the 21st century is the idea that there are certain 
choices and actions that, no matter what endorsement by the positive 
law legislated by governments, ought never to be taken. A good example 
of the logic of natural law may be found in the 1946 Nuremberg war 
crimes trials. In defending those leaders of the National Socialist 
regime on trial, the lawyers for the accused maintained that the defend-
ants’ actions – such as confiscations of Jewish property, the euthanasia 
programme, medical experiments in the concentration camps, etc. – 
were legal insofar as they had not contradicted and, in many instances, 
had been legitimised by laws promulgated by the Nazi state.

The prosecution responded by maintaining that such actions were 

1	B y the natural-law tradition, we do not mean the natural-rights tradition associated with 
the thought of John Locke and some post-Enlightenment thinkers. Broadly speaking, the 
natural-rights tradition flows from the tradition of natural law, but is more immediately 
concerned with the protection and upholding of human autonomy than with natural 
law’s emphasis on human flourishing.
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for example, there is no absolutely right answer to the question of what 
percentage of his income or time a rich person should give to the poor. 
Natural-law thinkers acknowledge that answering such a question 
depends upon empirical and prudential judgements reasonably in 
dispute among people equally well informed by practical reason.

It is, however, precisely because natural law theorists are concerned 
with discerning the moral good or evil of the free choices of people living 
in society that they have made significant contributions to the formation 
of political, legal and economic thought. In this regard, the approach of 
natural-law theory is decidedly anti-utilitarian and anti-consequentialist 
in its reasoning. Utilitarianism and consequentialism are characterised, 
from a natural-law standpoint, by arbitrariness and a futile attempt to 
measure the incommensurable (Finnis et al., 1990). Certainly, natural 
law does not suggest that the utility and consequences of human acts 
are irrelevant when it comes to discerning the moral worth of human 
choices. As we will see, the issue of utility features prominently in 
natural-law reflections upon economics. Nevertheless, natural-law 
theory insists that the morality or otherwise of a freely chosen act lies in 
the act’s conformity to the moral law discernible through human reason. 
And it is precisely through its study of the mechanics of free choice that 
natural-law theorists have made their most significant contributions to 
the formation of market concepts, practices and institutions.

From Aristotle to Aquinas

If people desire to understand the nature of economic life, they need 
to reflect upon those engaged in it: human persons. A starting point of 
classical natural-law reflection is that, unlike animals, human beings can 
understand and therefore shape the world around them through their 
choices and action. This suggests that it is through the study of human 
intentionality and human acts that people can understand social reali-
ties, including economic activity. As the legal philosopher John Finnis 
notes:

permanent feature of human nature (hence the phrase ‘natural’), regard-
less of whether people believe in God. Natural-law theory thus holds that 
man is free to discover and, if he chooses, obey these moral truths. At 
the same time, natural-law theory contests the notion that reason itself 
creates the truth about moral good and evil. This is why natural law is 
often described as ‘right reason’. Its ‘practicality’ arises from the fact that 
the moral goods revealed by natural law can only be realised – or contra-
vened – through human choice and action. According to Aquinas, ‘Good 
is the first thing that falls under the apprehension of the practical reason, 
which is directed to action: since every agent acts for an end under the 
aspect of good. Consequently the first principle in the practical reason is 
one founded on the notion of good’ (Aquinas, 1975: I-II, 94, a.2).

Sceptics point to the fact of some disagreement in almost all societies 
about what is morally right and wrong as grounds to doubt that human 
reason can reveal definitive moral truths or that moral truth even exists 
beyond the conventions of evolving custom and social habits. Here is not 
the place to debate the merits or otherwise of philosophical scepticism’s 
case against natural law. It is enough to note that natural law theorists 
have produced their own objections to philosophical scepticism, such 
as what John Finnis and others call scepticism’s self-refuting nature 
(1998: 60), and have noted that the fact of difference does not prove the 
‘unknowability’ of anything beyond the power of natural science. Some 
people make errors in their reasoning; others are blinded by cultural and 
emotional prejudices.

But perhaps more importantly, natural-law theory acknowledges a 
diversity of views about what we may rightly choose to do, as opposed 
to refrain from doing. In other words, while natural-law theory posits 
the taking of innocent human life or adultery as acts that may never be 
committed, it also insists that there is significant room for legitimate 
prudential judgement concerning the reasonable and good options that 
people can choose, especially in the realm of economics. Some of these 
judgements may be incompatible with each other, even though they 
are derived from the same principles. From a natural-law standpoint, 
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These are primarily observations on how people typically choose 
and act when property is privately or communally owned. For Aris-
totle, however, private property was not superior to communal property 
arrangements simply because the former appeals to each person’s self-
interest and the incentives that lead to higher economic productivity. 
Aristotle also maintained that private property’s superiority was derived 
from the fact that it created opportunities for people to choose freely 
to use their private wealth in benevolent ways. In other words, legally 
enforceable private property arrangements were far more conducive to 
an individual’s free choice of virtuous acts than communal property.

Aristotle touches on other questions relevant to the formation of 
free markets, but these are generally scattered throughout his writings. 
The most significant natural-law contributions to free market ideas and 
institutions had to wait until the emergence of the Scholastic movement 
in Europe towards the beginning of the ninth century, which persisted 
until the seventeenth century.

As one author notes, Scholasticism was an intellectual movement 
that:

. . .  was essentially a rational investigation of every relevant 
problem in liberal arts, philosophy, theology, medicine, and 
law, examined from opposing points of view, in order to reach 
an intelligent, scientific solution that would be consistent with 
accepted authorities, known facts, human reason, and the 
Christian faith. (Weisheipl, 1967: 212)

Though the names associated with Scholasticism are many, the figure 
of Thomas Aquinas looms prominently, not least because it is virtually 
impossible to discuss natural-law theory without some reference to his 
voluminous works.

Though Aquinas did not address economic questions in a systematic 
way, his work did contribute in a variety of ways to the moral legitimisa-
tion and legal protection of economic liberty. For one thing, he rejected 
Aristotle’s view of commerce as a somewhat disreputable activity. 
There were, Aquinas said, many good reasons for people to engage in 

. . .  human actions, and the societies constituted by human action, 
cannot be adequately understood as if they were merely (1) natural 
occurrences, (2) contents of thoughts, or (3) products of techniques 
of mastering natural materials . . .  True, there are elements in 
human life and behaviour . . .  such as the workings of one’s 
digestion, or one’s instinct and emotions, which can and should 
be understood as objects (subject-matter) of natural science . . . 
But human actions and societies cannot be adequately described, 
explained, justified, or criticised unless they are understood as also, 
and centrally, the carrying out of free choices. (Finnis, 1998: 22)

This attention to the dynamics of human action is manifested in 
the thought of the first thinker normally identified with the natural-law 
tradition. A leading commentator on Aristotelian economics, Ricardo 
Crespo, comments:

For Aristotle, practical rationality is reason applied to prâxis. 
Prâxis is human action; while practical reason has to do with the 
capacity of guiding action toward an adequate end. Thus, practical 
rationality is motivated by ends, and seeks after corresponding 
means to achieve its objectives. (Crespo, 1998: 202)

Like most of the citizen class of his time, Aristotle had a low opinion 
of those engaged in commerce (Aristotle, 1988: 1.3.1257b1–1258a18). Yet it 
has been argued that the very idea of political economy originated with 
Aristotle (Newman, 1951: 138), not least because of Aristotle’s critique of 
the virtually communist property arrangements advocated by Plato. In 
this, Aristotle articulated some of the most lasting arguments in favour of 
one of the free market’s most essential foundations: private property. He 
observed that people tend to take better care of what is theirs than of what 
is common to everyone, since individuals tend to shirk a responsibility that 
is nobody’s in particular. Second, Aristotle stressed that if everyone were 
responsible for everything, the result would be confusion. Finally, Aristotle 
insisted that dividing things up generally produces a more peaceful state 
of affairs, while sharing common things often results in tension.
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intelligence involved in making contracts strengthens their binding 
force. It also reflects a far stronger view of the binding character of 
contracts than is often expressed in many contemporary legal treatments 
of contract (Atiyah, 1995).

There were two further areas in which Aquinas contributed to the 
development of market economic thought. The first arises in the context 
of his attention to the question of which commercial exchanges are 
fair and which are unjust. Reflecting upon what constitutes a just sale, 
Aquinas insisted that the buyer and seller involved in any one exchange 
are acting justly if the amount paid by the buyer and received by the 
seller is neither more nor less than the actual worth or value of the good 
or service being exchanged. This, according to Aquinas, is underpinned 
by the principle that any transaction must be equitable in the sense of 
providing mutual benefit (1975: II-II, q.77, a.4).

But how, some might ask, are we to measure the value of a given 
good or service? For Aquinas, such a measure is to be found in human 
need (1992: v.9, nn.4–5). Elsewhere Aquinas specified that people need 
something when they cannot accomplish ends without it (1929: d.29). 
Drawing upon a variety of his writings to summarise Aquinas’s conclu-
sions on this matter, Finnis writes:

. . .  the value at stake in justice is use-value: in the order of nature a 
mouse, having senses and locomotion, is of greater worth [dignitas] 
than a pearl, but in terms of utility – what people need for their 
use – a pearl has a higher value [pretium]. But utility is relative 
to circumstances: in a situation of necessity [necessitates] a loaf 
of bread . . .  will be reasonably more valued [praeeligeretur], and 
fetch a higher price, than the most precious pearl. The normal 
manifestation of need [indigentia] is preference [praeeligere]: so 
‘need’ amounts in these contexts to ‘demand’. The conventional 
institution of money [numisma] enables us to measure demand, 
i.e., the demand of the buyer who has money and of the seller who 
needs [indigent] money and has what meets the buyer’s demand 
[indigentia]. The normal measure of something’s value, therefore, 
will be the price it would currently fetch ‘in the market’ [secundum 

commercial activity, ranging from the obvious public benefits that flow 
from material prosperity to the ways in which commerce generally helps 
to alleviate the condition of the poor. Aquinas also stressed that profit-
making – provided it was done in morally acceptable ways – was quite 
legitimate (1975: II-II, q.77).

In terms of specific institutions indispensable for market economies, 
Aquinas affirmed Aristotle’s treatment of property (ibid.: II-II, q.66). 
He also, however, devoted much attention to the institution of contract. 
While many Roman legal theorists had examined and analysed contract 
(Gordley, 1991), Aquinas’s particular contribution was to deepen the 
moral significance of contract and expand our appreciation of why unrea-
sonable violation of contracts is immoral. Noting that making a contract 
involves two or more people participating in a legally recognised social 
practice, Aquinas underscored the moral element of promise-making in 
the formation of reasonable contracts. Insofar as valid contracts involve 
promises that demand personal commitments to other people as well as 
a person’s free choice of the moral good of truthfulness, Aquinas stressed 
that making contracts with no intention of adhering to their terms is a 
form of lying (1975: II-II, q.40, q.110).

Aquinas also emphasised that the promise-making implicit to 
contract-making and implementation is much more an act of intelli-
gence than will (ibid., II-II, q.88). Commenting on this passage, Finnis 
observes that for Aquinas the promise-making of contracts:

. . . projects an order, a set of relationships between a person or 
persons and some other act or other ‘thing’, and settling things in 
order is always fundamentally an act of practical understanding 
and more or less creative reason . . .  it is also an assertion of one’s 
present intention to undertake and acknowledge the obligation to 
do so, and the corresponding right of the promise, such that the 
benefits or service of the promisor’s performance can be counted, 
as from now, among the promisee’s sua (belongings, goods) or iura 
(rights). (Finnis, 1998: 198)

From this standpoint, we see that Aquinas’s emphasis on the act of 
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increase in the demand for money. This was not driven simply by 
increased consumption and the heightened processes of exchange. It 
was also based on the need for money as a measure and store of value. 
Once money began to serve this purpose, more people began to realise 
that money could be used to create new and more wealth through invest-
ment. In other words, money could be capital. This raised the question of 
whether it was right to lend money to someone in order that they might 
use it for a business venture and charge interest on the loan.

Such concerns arose, in part, from a static view of the economy. The 
idea of economic growth was incomprehensible to much of the medieval 
and early modern world. Also influential was the manner in which 
Roman law treated the question. According to Roman law, one could not 
charge interest on the ‘personal’ loan – the mutuum (Sohm, 1892: 372–3). 
This could be anything fungible (a res fungibilis): something measurable 
in both quantity and quality which was consumed in use and thus not 
capable of creative use. If borrowed, it could be restored only in the exact 
kind and quantity: one apple for one apple. Because Roman law treated 
money as a means of exchange with no potential future lasting value of 
its own, it was considered fungible. It was therefore ‘sterile’ – unable to 
bear fruit. It was consequently impermissible to charge interest on a loan 
of money (Charles, 1998: 203).

As western Europe moved from static to wealth-creating economic 
arrangements, the inadequacies of Roman law’s understanding of money 
began to be understood. Aquinas played a major role in helping people 
to see that money was capable of transcending its character as simply a 
means of exchange by focusing on how people could use money. There 
were, Aquinas noted, two general types of charges that could be levied 
for giving others the use of our money. Noting that a mutuum excluded 
the possibility of charging interest that was intrinsic to the loan itself, 
Aquinas established that there were at least two extrinsic titles on a loan.

One was recompense or indemnity (interesse) for losses. It was, 
Aquinas argued, legitimate for the lender to levy a charge on the 
borrower that compensated the lender for any losses or expenses 

communem forum], i.e., in deals between willing sellers and buyers 
in the same locality and time-frame, each party being aware of the 
thing’s merits and defects. (Finnis, 1998: 202)

Like his treatment of contract, Aquinas’s reasoning about the justice 
of free exchanges in the market is considerably more complex – and 
perhaps more rigorous – than many more modern explanations, such 
as that articulated by Thomas Hobbes in his Leviathan (1996: xv.14). The 
point, however, is that Aquinas’s analysis of this matter was far more 
detailed and internally consistent than that of most previous writers on 
the subject, thereby helping to establish the moral and therefore rational 
legitimacy of the practice of free exchange in the West’s economic prac-
tices and legal and cultural memory.

A similar observation may be made of Aquinas’s treatment of the 
subject of usury. The history of the usury debates is complex and parti
cularly subject to caricature. For our purposes, it suffices to note that 
while neither Judaism nor Christianity objected to people making honest 
profits, a question hovered over the matter of whether an honest profit 
could be earned by selling money: that is, charging a price for money 
or what we call ‘interest’. The early fathers of the Christian Church 
condemned the charging of interest on a money loan. It was unjust, 
they maintained, when the borrower was a poor person seeking ways 
to survive, while the lender was a wealthy person who had resources to 
help the poor man if he chose to do so. Usury was thus defined as a loan 
for subsistence, as opposed to a loan of capital (Charles, 1998: 95). This 
distinction is crucial, as it does not appear that there were any serious 
objections to people lending others capital (Chadwick, 1988: 15).

The problem was that the distinction between money loans and 
capital loans was not well understood, not least because, as one histo-
rian comments, ‘at the time, the wise and fruitful use of deposits for the 
creation of credit and, hence, of new real wealth, was not fully under-
stood’ (Giuseppi, 1966: 5). With the emergence of new commercial 
wealth in twelfth-century western Europe, there was a corresponding 
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The very simple formula in which ecclesiastical authority expressed 
its attitude to the question of profit making is this: interest on a 
pure money loan, in any form, is forbidden; profit on capital, in 
any form, is permitted, whether it flows from commercial business, 
or from an industrial undertaking . . .  or from insurance against 
transport risks; or from shareholding in an enterprise . . .  or 
however else. (Sombart, 1967: 314)

The late Scholastics and the market

Scholasticism was not a static intellectual movement. This much is 
evident from observing how post-Aquinas scholars ranging from Joannis 
Gerson (1362–1444) to Cardinal Tomas Cajetan (1468–1534) continued 
to develop the insights of the tradition in response to new problems. 
The fruits were considerable, not least the establishment of the founda-
tion of modern international law by sixteenth-century Scholastics such 
as Francisco Suárez, SJ (1548–1617), and Cardinal Robert Bellarmine 
(1542–1621).

Less well known is the contribution of Spanish Scholastic thinkers 
writing during the same period to the intellectual refinement of concepts 
and institutions important for free markets. The Austrian economist 
F. A. Hayek did not exaggerate when he indicated that the tradition of 
liberty under law – so strong in continental Europe during the Middle 
Ages – was kept alive:

. . .  by the Schoolmen after it had received its first great 
systematization, on foundations deriving from Aristotle, at the 
hands of Thomas Aquinas; by the end of the sixteenth century it 
had been developed by some of the Spanish Jesuit philosophers 
into a system of essentially liberal policy, especially in the economic 
field, where they anticipated much that was revived only by the 
Scottish philosophers of the eighteenth century. (Hayek, 1978: 123)

The specific contributions to economic thought of the ‘late Scho-
lastics’, as they have become known, many of whom were associated 

incurred for making the loan (1975: II-II, q.78, a.1). This could include, 
Aquinas suggested, a charge payable to the lender if the borrower failed 
to repay the principal of the loan as scheduled, and which compensated 
the lender for any losses incurred as a result. The second extrinsic title 
was that of shared profits in joint enterprises. According to Aquinas, the 
person who lends money to another on the basis of sharing in any profits 
or losses resulting from the enterprise is entitled to part of the profits as 
well as the return of his capital (ibid.: II-II, q.78, a.2).

Several intellectual breakthroughs occur here. First, there is an 
implicit recognition that money is not always sterile. Given certain 
conditions (i.e. those of the free market, transparency in transactions, 
and economic growth), money acquires its own productive character. 
Second, Aquinas implicitly underlines a willingness to take risks by 
lending capital in the form of money to others as an activity worthy of 
financial compensation. Third, he recognises the factor of time as influ-
encing the relative productivity of money. Fourth, Aquinas seems not to 
limit his view of money to the medium of coinage, as suggested by some 
commentators (Langholm, 1984: 80–86). Finnis observes that much 
of what Aquinas says about usury assumes that the principal can take 
more abstract forms such as bonds, stocks and shares (Finnis, 1998: 207, 
217–18).

Over time, these observations had a powerful effect upon the legal 
and moral treatment of lending. It was not, for example, difficult for 
scholars such as Bernardino of Siena to observe, on the basis of Aqui-
nas’s remarks, that ‘[m]oney has not only the character of money, but it 
has beyond this a productive character which we commonly call capital’ 
(Pachant, 1963: 743). The Fifth Lateran Council (1512–17) was able to 
define usury as ‘nothing else than gain or profit drawn from the use of 
a thing that is by its nature sterile, a profit acquired without labour, 
costs, or risk’ (Gilchrist, 1969: 115). This meant that charging interest 
upon money-as-capital was permissible because money-as-capital was 
not sterile. Commenting on this and related texts, the historian Werner 
Sombart remarks:
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throughout his ever-expanding dominions, Juan de Mariana argued that 
public law and government should protect private property rather than 
usurp it. While taxation, he argued, was necessary if government was to 
perform its essential functions, he observed that the state’s tendency is 
to move beyond such boundaries very quickly and to increase taxation 
accordingly (1950b: 23–7). Mariana also noted how government-
sponsored currency debasements and excessive expenditures (and subse-
quent tax increases) effectively amounted to the slow but sure violation 
of private property (Mariana, 1950a: 548). Writing in response to the 
same problems, Pedro de Navarra outlined a range of criteria to help 
establish whether or not a tax was just. This went beyond simply the 
tax being legislated according to due process. It involved using classic 
Scholastic analysis to establish criteria to judge whether the need for a 
tax was genuine and whether the amount levied was excessive (Navarra, 
1597: 135).

The second area in which late Scholastic natural-law theory contrib-
uted significantly to the development of free markets concerned the 
area of price and value. The late Scholastics did not adhere to a labour 
theory of value, as suggested by R. H. Tawney (1937: 36). Instead, they 
drew upon a growing body of consensus among natural-law thinkers 
including Aristotle, Aquinas, Bernardino of Siena, Antonio of Florence 
and Cajetan (not to mention St Augustine) (Chafuen, 2003: 80–81) to 
develop the idea that the value (and therefore price) attached to goods 
and services depended upon the utility attached to them by people. They 
often employed the phrase ‘common estimation’ to describe this. In 
doing so, they developed a sophisticated theory of pricing.

The late Scholastics generally identified three elements that deter-
mined the prices of saleable goods. These were a good’s virtuositas 
(objective use in value), raritas (scarcity) and complacibilitas (desirability 
or common estimation) (ibid.: 81). As Scholastic thinking on this subject 
continued to develop, it rapidly moved towards the conclusion that the 
just price was the value of the good as determined by common estima-
tion in the market. Francisco de Vitoria (1483–1546), for example, wrote 

with Spain’s University of Salamanca in the sixteenth and seventeenth 
centuries, have become better known as a consequence of the work of 
scholars such as Alejandro Chafuen (2003), Marjorie Grice-Hutchinson 
(1973), H. M. Robertson (1973) and Jesús Huerta de Soto (2006). The 
inquiries of the late Scholastics embraced practices as varied as taxation, 
coinage, foreign exchange, credit, prices, value, interest and banking.

On subjects such as private property, late Scholastic thinkers such 
as Juan de Mariana, SJ (1535–1624), Domingo de Soto (1493–1560) and 
Leonardo Lessio (1554–1623) largely elaborated upon the foundations 
established by Aquinas’s analysis of the subject. Some late Scholastics 
emphasised the problems arising from common ownership by under-
lining the fact that the fallen nature of man, or original sin, made it 
extremely difficult for people to practise complete detachment from 
temporal goods (Chafuen, 2003: 37). Other late Scholastics contributed 
to developing the discussion of usury, most notably by identifying more 
extrinsic titles upon loans (Cruz, 1637).

There are, however, two areas in which late Scholastic thinkers 
made distinctive contributions to the development of contemporary 
free markets which reflect not simply the exegesis of Aquinas but also 
responses to issues confronting Spanish society at the time. The late 
Scholastics wrote in a period when Spain not only acquired a world 
empire but also experienced the economic costs of the almost continuous 
wars that accompanied and followed many such acquisitions. While 
Aquinas’s treatment of the state is one that notes its limits, several late 
Scholastic writers focused upon its limited competence in the economic 
realm. Domingo de Soto, for example, emphasised how the state’s exces-
sive intervention in economic life deeply damaged the common good: 
‘Great dangers for the republic spring from financial exhaustion; the 
population suffers privations and is greatly oppressed by daily increases 
in taxes’ (1968: Bk 3, q.6, a.7).

Reacting to the financial privations visited upon Philip II’s Spain 
as the king struggled to suppress rebellion in the Netherlands, ward 
off Muslim invaders from the Mediterranean and maintain order 
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detailed sense when it comes to either economics or economic systems. 
Certainly, neither anarchism nor communism is reconcilable with clas-
sical natural-law theory. But between these poles, natural-law theory 
recognises a range of possibilities as just and meeting the demands of 
practical reason. Nonetheless, at particular points of history, the natural-
law tradition has made significant – and, in some instances, decisive 
– intellectual contributions to practices and ideas that have positively 
shaped the development of the habits and institutions required by free 
markets. For a tradition not focused on economic questions per se, this 
is a considerable achievement.
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common law and a preference for codes, rules and public enforcement. 
Jeremy Bentham, the founder of utilitarianism, argued that the common 
law lacked coherence and rationality – a repository of ‘dead man’s 
thoughts’ and ‘dog law’ similar to beating a dog after it has disobeyed 
its master – and was less effective and authoritative law than a legal 
code (Bentham, 1777). Gordon Tullock, a founder of the economics of 
politics (public choice) school, argued that the common-law method of 
adjudication is inherently inferior to the continental European civil-law 
system because of its duplicative costs, inefficient means of ascertaining 
the facts, and its scope for wealth-destroying judicial activism (Tullock, 
1980, 1997; Zywicki, 2007). Many lawyers in common-law countries 
have also supported its erosion, beginning with workers’ compensation 
laws, no-fault schemes and replacement by statute on the grounds that 
these are more certain, cheaper and fairer methods of enforcing rights 
and resolving disputes. Many of these claims have, however, never been 
empirically verified, and run against the grain of the growing view that 
statutory law (regulation) in practice is not efficient.

The common law, it is true, is an enigma – claimed by some to be 
an engine of wealth maximisation and economic freedom while at the 
same time opaque and shrouded in ambiguity. It is in the eyes even of 
many lawyers incoherent, irrational and frequently ‘unfair’. In this, 
some say, it shares many of the attributes of the marketplace. Here the 
nature of common-law adjudication and evidence of its relative efficiency 
compared to other legal systems are examined.4

A tale of two laws

Two major legal systems vie with one another in non-socialist countries 
– the common or judge-made law; and civil or code-based law exempli-
fied by France’s Napoleonic Code but which includes the German and 
Scandinavian legal systems. Owing to the imperial ambitions of Britain, 

4	T he discussion is based on Veljanovski (2007: ch. 1).

4 	THE COMMON LAW AND WEALTH
Cento Veljanovski1

Introduction

Laws and institutions affect a nation’s wealth. This is an obvious but 
neglected claim. Fortunately, as concerns over the adverse impact that 
the growth of regulation on productivity, competitiveness and economic 
growth have increased, interest in the efficiency of different laws and 
legal systems has been rekindled.2 One fundamental area which warrants 
serious research is which legal system – common or civil law – contrib-
utes most to the wealth of a nation.3

Views on the relative economic efficiency of these two legal systems 
differ sharply. F. A. Hayek (1973) advanced the view that the common 
law contributed to greater economic welfare because it was less inter-
ventionist, less under the tutelage of the state, and was better able to 
respond to change than civil legal systems. Indeed, it was for him a legal 
system that led, like the market, to a spontaneous order. Judge Richard 
Posner (of the US Federal Court of Appeals) achieved notoriety in the 
1970s by claiming, and then adducing evidence based on an analysis of 
specific legal doctrines, that the hidden logic of the common law was and 
is wealth maximisation (Posner, 1971).

On the other hand, there is general hostility to the untidiness of the 

1	 © Cento Veljanovski. All rights reserved 2007.
2	T he law and development literature is also relevant: Schafer and Raja (2007); Dam 

(2006); Joireman (2004); Fullerton (2001).
3	T he terms wealth maximisation and efficiency are used interchangeably. This is defined in 

the Kaldor-Hicks sense of an efficient allocation of resources which maximises producer 
and consumers’ surplus or simply the cost–benefit test of economic benefits exceeding 
costs. For a general introduction to these concepts see Veljanovski (2006).
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France and Germany, these legal systems have been ‘exported’ across the 
world – today 54 countries have a common-law legal system and 94 civil-
law legal systems. It must be stressed, however, that within these broad 
categorisations there are major differences.

These two legal systems differ in origin, development and structure. 
The common law’s origin is the customary law of England developed 
after the so-called tyranny of the Norman Conquest and is reputed to 
have taken hold under the reign of Henry II. It is judge-made law evolved 
through case-by-case decisions of a judiciary independent of the state. 
Civil-law systems are based on written codes handed down by the state.

There are also procedural differences. The common law is based on 
the private enforcement of rights by those affected by a breach of the 
law, adversarial trials and, originally, juries. In civil-law systems there is 
often a prosecutor; the system is inquisitorial, with a greater role given 
to judges, who are less independent.

The other major difference is the interaction between the judiciary 
and the executive. In England, since the Magna Carta, the courts have 
not been beholden to and controlled by the sovereign or the executive. 
At the heart of the common-law system is the ‘rule of law’. To quote 
Dicey (1885: 194):

In England no man can be made to suffer punishment or to pay 
damages for any conduct not definitely forbidden by law; every 
man’s legal rights or liabilities are almost invariably determined 
by the ordinary Courts of the realm . . .  These principles mean 
that there can be no punishment or taking of property without an 
explicit law, and all persons (including officers of the government) 
are subject to the power of the courts.

The position in France after the French Revolution was radically 
different – a war (literally) ensued between the judiciary and the exec
utive, with the latter appointing judges and blocking them from control-
ling the actions of the state. While this is a controversial statement, 
French-based civil-law systems are more dirigiste and have less respect 
for the rule of law.

Table 1 C ommon-law countries

Africa Asia Australasia Caribbean Europe North 
America

South 
America

Botswana Bangladesh Australia Anguilla Cyprus Canada Falkland 
Islands

Ethiopia Hong Kong Fiji Bahamas Ireland United  
States

Guyana

Ghana India New  
Zealand

Barbados England

Kenya (Iran) Papua  
New  
Guinea

Belize Wales

Lesotho Israel Samoa Bermuda

Malawi Malaysia Solomon 
Islands

British Virgin 
Islands

Namibia (Nepal) Cayman 
Islands

Nigeria Pakistan Dominica

Sierra  
Leone

(Saudi 
Arabia)

Grenada

South  
Africa

Singapore Jamaica

Tanzania Sri Lanka Montserrat

Tonga Thailand St Kitts & 
Nevis

Uganda (United Arab 
Emirates)

St Vincent & 
Grenadines

Zambia (Yemen) Trinidad & 
Tobago

(Zimbabwe) Turks & 
Caicos 
Islands

Note: Countries in brackets have mixed legal origins but which include elements of the 
common law 
Sources: World Bank (2004: 115–18); Reynolds and Flores (1991)
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not operate as a general (universal) compensation or insurance scheme.
Finally, because of the costs and uncertainty of litigation, an over-

whelming proportion of legal disputes and potential cases are settled out 
of court or abandoned. The proportion of cases coming to court of those 
that are meritorious probably numbers a few per cent. That is, litiga-
tion is a last resort, or, as is now often said, the common law encourages 
‘bargaining in the shadow of the law’.5

To the above features must be added the way common law evolves. 
Common law is often described as judge-made law. This is something 
judges would dispute, since they regard themselves as discovering 
already existing law which they apply to new fact situations. ‘Childish 
fiction’ or not, the common law has evolved over centuries through the 
decisions of judges in individual cases. These cases, or rather the legal 
precedents they set, create a body of law which must be distilled from 
the written decisions of judges, and when distilled must be applied to 
new cases with different facts. It is, to use a contemporary term, ‘bottom-
up law’ created in an evolutionary and practical way to resolve disputes. 
This contrasts again with the civil-law systems of the rest of Europe, 
which are based on written legal codes devised by governments.

It is also the case that common-law judges rarely state general 
principles of law. It has been described as a system of law that places 
a particular value on dissension, obscurity and the tentative character 
of judicial utterances so that ‘uniquely authentic statements of the rule 
. . .  cannot be made’ (Simpson, 1986). The linguistic formulations used 
by judges, such as ‘duty of care’, ‘reasonable foreseeability’, ‘proximity’ 
and ‘reasonable care’, have a chameleon‑like quality. They are frequently 
used interchangeably, confusing lawyer and layman alike. The result 
is that the general principles of English common law are open-ended.  
‘[T]he conceptual structure of tort law’, declared Patrick Atiyah (1980: 
35–6), ‘is a disorganised and ramshackle affair’.

Further, there is no general agreement as to the objectives of the 

5	T he expression was coined in Mnookin and Kornhauser (1979).

Structure of the common law

The first step to understanding common-law adjudication is to describe 
its main features.

First, it relies on private enforcement. That is, the parties to dispute 
must litigate their claims, and fund the costs of litigation and out-of-
court settlements.

Second, disputes are adjudicated by an independent judiciary in 
adversarial proceedings. The parties – known as the plaintiff but now 
called the claimant under recent reforms in England and Wales, and the 
defendant – must present their claim and defence respectively to the 
court. The burden of proof is placed on the claimant to establish that 
the alleged harm is a legal wrong on a balance of probabilities in civil 
actions; and it is for the defendant to counter these allegations. The 
proceedings are said to be adversarial, involving a legal ‘contest’ before a 
judge, and contrast with most other European civil legal systems, where 
the judge elicits the facts and questions the parties, the latter known as 
an inquisitorial system.

Third, the common law offers a limited range of remedies, which 
are confined to enforcing the parties’ rights or compensating them for 
their losses. The typical remedy is compensatory damages, which aim to 
restore the claimant to the position in which he or she would have been 
had the wrong not occurred. In more limited circumstances, the courts 
may offer an injunction to prohibit or force a party to do something or, 
in contract disputes, determine a specific performance requiring the 
party to honour the contract. Courts cannot impose more general penal 
sanctions such as fines or imprisonment, and can only rarely impose 
damages in excess of a genuine pre-estimate of the claimant’s losses 
(except where there is contempt of court).

Fourth, the common law often denies those harmed a remedy. It 
is generally based on a fault liability, or other judgemental standard 
governed by the conduct of both parties. The law also often provides the 
defendant with a number of defences or excuses which allow him or her 
to avoid paying compensation. This means that the common law does 
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Why would the common law be efficient?

‘Economic’ views of the common law are not new or novel. Historians 
and legal scholars have claimed in different ways that the common law 
has been influenced by economic interests and power. Changes to the 
common law during the Industrial Revolution purportedly from strict 
to fault liability are claimed by some to have been motivated by the need 
to protect a nascent industry from the crushing costs of strict liability, 
which would have required factories to compensate an army of injured 
workers and a public choking on the fumes and smoke belching from 
iron foundries (e.g. Horwitz, 1977). The shift to fault-based liability was 
designed to relieve industry in its formative stages from these crippling 
‘external’ costs, thereby promoting industrialisation and economic 
growth. It was, some argue, a judicial ‘subsidy’ justified on infant 
industry grounds. Why the judges should be interested in the welfare of 
an emerging class of merchants, coal-mine and mill owners, and railway 
companies is not satisfactorily explained.

Others see the development of the common law in nineteenth-
century England as shaped by an intellectual elite that included judges 
influenced by the ideas of Scottish political philosophers and econom
ists, such as Adam Smith and David Hume, who extolled the virtues of 
laissez-faire and freedom of contract. The legal judgments, extrajudicial 
views of judges and the historical record lend some support for this view 
in some areas of the common law (Atiyah, 1979). The claim that judges 
are ‘intellectuals’, however, especially judges and barristers in England, 
where the common law originated, is roundly ridiculed, and in jurisdic-
tions where judges are more susceptible to grand social theories of the 
role of the law, such as the United States, this has led to an activist judi-
ciary and, some argue, the decline of the efficiency of the common law.

The modern law and economics literature offers several other, 
admittedly not fully satisfactory, explanations as to why the common 
law might have an ‘economic logic’.7

7	 For an excellent review of this literature, see Rubin (2005). 

common law, and its specific branches. Among lawyers the common law 
is seen as having three often conflicting objectives – corrective justice, 
distributive justice (compensation) and deterrence.

At a formalistic level there can be little dispute that the common 
law appears for the most part to be concerned with corrective justice, 
i.e. ‘rendering to each person whatever redress is required because of the 
violation of his rights by others’ (Epstein, 1979: 50). But corrective justice 
is an empty shell, since it lacks a definition of rights or wrongs, although 
it does stress that much of the common law is concerned with reinstating 
those wronged to their original position.

Few would claim the common law is an effective method of redistrib-
uting wealth in society. Nonetheless, many legal scholars and reformers 
have seized on the fact that common-law remedies seek to give monetary 
compensation to those whose rights have been infringed. They have in 
turn sought to assess the law in terms of its ability to compensate accident 
victims and those ‘wronged’. The view that the goal of the common law 
is compensation is a half-truth. While the routine remedy at common 
law is compensatory damages, this is provided only when there has been 
a violation of an individual’s rights. Thus, as with corrective justice, this 
begs the question of how the rights and wrongs are determined.

Finally, deterrence is often discussed as a goal of the common law. 
This sees the law’s primary function as influencing conduct and deter-
ring avoidable accidents, interference with property, crimes and other 
harms. Most legal texts mention this objective only to dismiss it as 
unsupported in law, and unlikely in practice. In the economic approach, 
however, this view is central. Law is viewed as a system of rules, stand-
ards and constraints that guide individual and collective actions into 
desirable outcomes – it is an incentive system rather than a means of 
redress for an actionable wrong.6 This is even so when the law does not 
seek to promote efficient outcomes, or express itself in economic terms.

6	 For a full discussion of the differences and similarities between economic and legal rea-
soning, see Veljanovski (2006).
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legislation comes from cohesive coordinated groups, typically industry 
or special interest groups; the supply side of legislation is less easy to 
define given the nature of the political and legislative process. The state 
has a monopoly over one basic resource, however – the power to legit
imately coerce. This leads to the view that because the legislative process 
is skewed towards cohesive groups which can lobby effectively, it tends 
to overly favour these to the disadvantage of the public and is gener-
ally inefficient. Indeed, this view gave rise to a pessimistic assessment 
of the sustainability of a liberal and open society as politics and govern-
ment become overwhelmed by special interest politics that undermine 
economic growth and social progress (Olson, 1982).

This ‘theory’ of regulation is not wholly satisfactory. While much 
statute law, especially during the heyday of the common law, supported 
monopolies and was redistributive, much was not. For example, 
the Factory Acts, which governed work conditions and safety, had a 
common-law character with their focus on liability based on the ‘reason-
ably practicable’ standard. More recently deregulation, market liberal
isation, privatisation and other supply-side reforms have signalled not 
only the radical transformation to private property in most post-war 
mixed and socialist economies, but a political endorsement of markets 
and economic efficiency.

To explain the alleged efficiency of the common law others have 
looked not at the personal motivations, predilections and/or self-interest 
of judges and politicians but to evolutionary forces – that is, the supply-
and-demand factors that would ‘predict’ institutional outcomes and their 
effects over time. This idea is not new, and in its modern form can be 
traced back to the early property rights literature of the 1960s (Demsetz, 
1967). The economics of property rights ‘predicts’ that new property 
rights evolve as costs and benefits alter with changes in market condi-
tions and technology. Thus, all things being equal, the more valuable 
prospective property rights, the more likely new ones will emerge.

One evolutionary approach has been to link the development of 
the common law to the litigation/settlement process, and the natural 

Judge (then Professor) Richard Posner (1972), beginning with his 
paper ‘A theory of negligence’, advanced the radical and highly contro-
versial thesis, refined in later articles and books (for example, Landes 
and Posner, 1987), that the fundamental logic of the common law 
was economic; that its doctrines and remedies could be understood 
‘as if’ judges decided cases to encourage a more efficient allocation of 
resources, or simply to maximise wealth. This was posed not as a state-
ment of fact but an economic hypothesis or theory to be tested against 
the empirical evidence. If this hypothesis were to be verified, it would be 
a finding of great legal and empirical significance.

The idea that economics could unlock the logic of the common law 
and its specific legal doctrines and remedies raised its profile among 
legal scholars, who were either attracted or repelled by the proposi-
tion. For many legal scholars the fact that judges do not use explicit 
economic reasoning and language in their decisions is sufficient to 
dismiss the claim that the common law has an economic purpose. This 
often reflected, however, no more than the lawyers’ aversion to (or lack 
of understanding of) theory and social science approaches.

Posner’s explanation of why the common law maximised wealth 
focused on the role of judges. He claims that common-law adjudication 
forces judges to restrict their attention to a narrow range of issues corre-
lated with efficiency and wealth maximisation, making it a poor method 
for large-scale wealth redistribution. Judges are required to reinstate 
wronged individuals and firms to their prior position in a process of 
case-by-case adjudication (Posner, 1995: ch. 3). This necessarily implies 
acceptance of the pre-existing distribution of wealth, and places a severe 
constraint on the use of the common law to redistribute wealth.

On the other hand many view public or statute law as largely 
redistributing wealth despite its stated public interest objectives and 
the intention of Parliament. Stigler’s (1971) ‘capture theory’ and the 
economic theory of regulation (Posner, 1974; Peltzman, 1976; Becker, 
1983) have as their central hypothesis that the primary ‘product’ trans-
acted in the political marketplace is wealth transfers. The demand for 
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The fees of court seem originally to have been the principal 
support of the different courts of justice in England. Each court 
endeavoured to draw to itself as much business as it could, and 
was, upon that account willing to take cognisance of many suits 
which were not originally intended to fall under its jurisdiction. 
The Court of King’s Bench, instituted for the trial of criminal causes 
only, took cognisance of civil suits; the plaintiff pretending that 
the defendant, in not doing him justice, had been guilty of some 
trespass or misdemeanour. The Court of Exchequer, instituted 
for levying of the king’s revenue, and for enforcing the payment 
of such debts only as were due to the king, took cognisance of all 
other contract debts: the plaintiff alleging that he could not pay the 
king because the defendant would not pay him. In consequence 
of such fictions it came, in many cases, to depend altogether upon 
the parties before what court they would choose to have their 
cause tried; and each court endeavoured by superior despatch 
and impartiality, to draw to itself as many causes as it could. The 
present admirable constitution of the courts of justice in England 
was, perhaps, originally in great measure formed by this emulation 
which anciently took place between the respective judges; each 
judge endeavouring to give, in his own court, the speediest and 
most effectual remedy which the law would admit for every sort of 
injustice.

Zywicki (2003) argues that this created an incentive for each court to 
provide unbiased, accurate and quick dispute resolution, and the evolu-
tion of efficient law.9 Indeed, the adoption of the law of merchants (the 
law merchant) into the common law (Benson, 1989) was an important 
source of efficient law.

Is the common law efficient?

Two types of evidence have been examined to assess whether the 

9	B enson (1990) takes issue with this claim, arguing that the common law differs from cus-
tomary law as a result of the intervention of the king, who set up a subsidised court system 
and forced dispute resolution into the royal courts. 

survival of efficient legal precedent.8 These so-called demand-side models 
are driven by the self-interest of individual litigants in response to the 
prospect of succeeding in the courts, either to gain compensation or 
other remedies or to avoid them. The central hypothesis is that because 
inefficient laws by definition impose larger losses on the parties, they are 
litigated more often than efficient laws (Rubin, 1977). Thus, even if they 
are oblivious to economic efficiency as a legal goal, judges will have to 
adjudicate a disproportionate number of cases challenging inefficient 
laws, and over time the courts will tend to overturn inefficient laws more 
often than efficient laws. As a result the body of efficient legal precedent 
grows, even though at any one time a significant part of the law may be 
inefficient. That is, the efficiency of law evolves through a myriad of inde-
pendent individual actions and not by design, as if, to use Adam Smith’s 
metaphor, by some ‘hidden hand’.

Subsequent work examining this hypothesis has found that not all 
roads lead to efficiency (Priest, 1977, 1980; Landes and Posner, 1979; 
Goodman, 1979; Cooter and Kornhauser, 1980; Eisenberg, 1990). 
Indeed, the original model was a special case, and private litigation is 
just as likely to lead to inefficient as efficient law (Fon and Parisi, 2003; 
Hylton, 2006).

Others have employed ‘supply-side’ models that focus on compe-
tition between different courts, and other forums for the business of 
litigants. During the formative period of the common law in England 
there was active competition between a large number of courts to attract 
litigants (Berman, 1983). This competition occurred between civil and 
ecclesiastical courts, and within civil courts between the royal (King’s 
Bench, Exchequer and Court of Common Pleas), feudal, manorial, urban 
and mercantile law courts. All these vied for the business of litigants and 
their fees, and were free to adopt the remedies and rules of the others. 
Adam Smith, in the Wealth of Nations (Book V), offers one historical 
account:

8	T he main articles are collected in Rubin (2007) and Cross (2005).
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actions and legal outcomes seems absent. But often these pockets of 
strict liability are consistent with the view that the law can be explained 
as if it seeks to influence actions to promote a more efficient outcome.

The second approach is based on more objective empirical evidence 
of the efficiency of the common law. Beginning with the work of Barro 
(1991) and Scully (1992),11 there have been a number of empirical studies 
of the impact of common law, civil law and other legal systems on 
economic growth. These have found that, after controlling for other 
factors, economic growth has been greater in common-law than in civil-
law countries.

Scully’s statistical analysis found that, on average, the 54 common-
law countries in his sample gave much greater protection of civil liber-
ties than the 94 civil-law countries, and that in politically open societies 
real per capita income grew at an annual compound rate of 2.5 per cent 
compared with 1.4 per cent for politically closed societies. According to 
Scully (1992: 179):

. . .  societies where freedom is restricted are less than half as 
efficient in converting resources into gross domestic product as 
free societies. Alternatively, more than twice the standard of living 
could be obtained with these same resource endowments in these 
societies, if liberty prevailed.

Mahoney (2001) studied the legal systems of 102 non-socialist coun-
tries over the period 1960 to 1992. His empirical research found that 
economies in countries with common-law legal systems grew 0.71 per 
cent or one third faster, and the standard of living measured by real per 
capita income was 20 per cent greater, than in countries with civil-law 
legal systems. Mahoney attributes the higher economic performance to 
better-quality judiciary, as measured by their integrity and efficiency, 
and greater security of property and contract rights in common-law 
nations.

11	 Other important recent contributions include Barro (1997); Hall and Jones (1999); Knack 
and Keefer (1997).

common law has or had an economic logic – the economics of specific 
common-law doctrines; and more rigorous statistical analysis of its and 
other legal systems’ impact on economic growth.

The first is exemplified by the work of Posner. His evidence that 
wealth maximisation underlies the common law is based on his and 
others’ findings that, in a large number of areas, common-law doctrines 
can be explained ‘as if’ they are efficient. This method of verification is 
based on looking at common-law doctrines and remedies and seeing 
whether they have a plausible economic rationale. The explanation and 
evidence used to support the theory are the law and cases rather than 
its verifiable effects on behaviour, economic growth and/or quanti
fication of costs and benefits in a given case or over a run of decisions. 
This approach, while appealing to lawyers since they rarely have to 
stray beyond the law, is often no more than a plausible story rather 
than hard empirical analysis of the economic facts. Nonetheless, it has 
offered surprising confirmation of the common law’s economic logic, 
and new genuine insights into the common law’s doctrinal structure 
and coherence (Veljanovski, 2007: ch. 5). Others vigorously question 
the validity and evidence used to establish the efficiency of specific rules 
(Veljanovski, 1981).10

In many areas this model of law is plausible. Take one of the core 
concepts of the common law – fault liability. This is not treated in law 
as indicating moral culpability but as an objective standard of conduct 
based on the actions of the parties. One is ‘at fault’ if the care exercised 
falls below that regarded by the court as objectively required in the 
circumstances. That is, liability is tied to actions. It can be shown that 
there is an economic version of fault liability that leads to an efficient 
level of care and harm prevention, and that the system of defences and 
remedies that attach to fault liability can also be rationalised in terms of 
this model of efficient (victim) accident prevention (Landes and Posner, 
1987). In other areas where there is strict liability, the link between 

10	 For a more sympathetic view based on experience teaching tort law, see Veljanovski (1985; 
1986).
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do this better than civil-law systems, at least in some areas and in some 
jurisdictions. It must also be recognised, however, that common-law 
systems vary considerably, not only in terms of the law, but also in terms 
of procedures, the appointment of the judiciary and the legal culture, all 
of which will affect the performance of the legal system and its economic 
effects.
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that from a variety of perspectives and with a variety of methodologies.
The task I have set myself in this chapter is to review different 

economic approaches to regulation and to speculate on how these 
approaches have, or might have, influenced the design of regulation. 
Since my own background is in law, I shall focus on the legal dimen-
sions of regulation: the legal forms that are used to achieve regulatory 
ends, and the legal institutions and procedures that govern the process. 
Although my approach will not be chronological, I nevertheless take a 
historical perspective, because economic approaches to regulation have 
evolved over time.

Public interest analysis

Someone seeking to gain an impression, during the 1960s and 1970s, 
of the key features of economic and social regulation2 in the United 
Kingdom, or other western European countries, would have observed 
the following:

•	 With regard to economic regulation: Important branches of public 
law concerned to authorise and control economic activity of the 
state in the form either of public enterprise or of public institutions 
investing in, or directing, private enterprise – what the French call 
le droit public de l’économie (Delvolvé, 1998) – and a relative absence 
of public law and public institutions to encourage and maintain the 
competitiveness of markets.

•	 With regard to social regulation: A solid core of principles and 
processes administered by public agencies concerned to protect 
citizens, particularly employees, against risks to health and safety 
and a fast-developing array of rules protecting consumers against 
inadequate quality in goods and services purchased.

2	 For the distinction between the two types of regulation, see Ogus (2004a: 4–5).

5 	ECONOMICS AND THE DESIGN OF 
REGULATORY LAW

		 Anthony Ogus

Introduction

For a book entitled The Legal Foundations of Free Markets it may seem 
somewhat perverse to write a chapter on regulation. Arguably, regu-
lated markets are the very opposite of ‘free markets’.1 Nevertheless, an 
understanding of why and how governments regulate and the inter-
action between regulatory law and market activity is of the greatest 
importance.

‘Regulatory law’ is an imprecise term. Here I use it to refer to 
legal instruments used by governments to induce economic actors to 
outcomes that would not have been reached if they had been allowed to 
engage freely in market activity (Ogus, 2004a: 1–4). During the last fifty 
years or so, there have been immense changes in the substance of this 
area of law; even more importantly, perhaps, there have been immense 
changes in the way this area of law has been perceived by economists 
and in their influence on the design of it.

A quick glance at the pronouncements of some of the greatest 
economists might suggest a uniform hostility to, and distrust of, regu-
lation. The arguments are at times couched in the language of freedom 
(for example, Hayek, 1960); others (for example, Friedman, 1962) have 
focused on the inefficiencies, both allocative and productive, to which 
regulation typically gives rise. The degree of conviction with which 
these views are held should not, however, be allowed to distort the more 
constructive role that economics has played in relation to regulation, and 

1	I  refer, of course, to markets regulated by government rather than through private mech-
anisms.
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and information costs, as these affect the capacity of the private law to 
address the problems of industrialisation. But there was also recognition 
of redistributional goals, the need for governments to overreach dispari-
ties of wealth and bargaining power, as well as some concessions to 
paternalism (although this word was studiously avoided), that govern-
ments should make decisions for individuals where the latter cannot be 
relied on to make wise decisions in their own best interests.

In retrospect, it is surprising that the analysis, which was so copious 
on market (or private-law) failure, paid such little heed to the possibility 
of government failure (Demsetz, 1969). True, there were concerns about 
the effectiveness of the implementation of regulatory programmes, but 
these were seen to arise from weaknesses in the institutional frame-
works, rather than from any limitation in the capacity of governments 
to address the problems.

The theoretical input for challenging this capacity could have been 
sought in two major contributions to the economic literature. The first, 
by Hayek, had grown out of the Austrian tradition, with its subjectivist 
notion of information and hence suspicion of attempts to meet social 
preferences by centralised institutions. In the three-volume Law, Legis-
lation and Liberty (1973–79), Hayek drew a sharp contrast between two 
systems of social organisation: ‘spontaneous order’, largely dependent 
on decentralised information and in which guiding principles evolve 
gradually over time in response to changes in that information; and 
‘rational constructivism’, in which centralised rule-makers attempt to 
dictate outcomes on the basis of the (limited) information available to 
them. The pricing system of the market and the common law epitomise 
the first; a planned economy and regulatory law the second.

The other, if less obvious, theoretical input was that of Ronald Coase. 
His ‘Problem of Social Cost’ (1960) contained two insights relevant to 
the design of regulatory law. The first is the perception that conflicts in 
resource use can be, and will be, resolved by negotiation between the 
affected parties, provided that transactions costs and the law allow them 
to do so. The normative implication of this is that public centralised 

The focus of this chapter is on social regulation, but it cannot be 
disassociated from economic regulation, which reflected both strong 
ideological trends, prevalent in Europe in the post-World War II period, 
and the continuing strengths of Keynesian macroeconomic theory 
(Robson, 1960). Microeconomic theorists may have had less of an 
impact on regulatory policymaking, but the lines of orthodox reasoning 
were clear (Skuse, 1972).3 Market failure was assumed to be widespread. 
Technological change had generated large-scale externalities (primarily 
risks to public health and safety); it had also widened the information 
gap between supplier and consumer. It was assumed that interven-
tionist, regulatory measures were both necessary and adequate to deal 
with these phenomena and hence overcome market failure.

Legal theorising about the British regulatory state during this period 
was weak4 (public lawyers were obsessed with constitutional arrange-
ments and the power of the courts to constrain the executive) and 
intellectual links with economic analysis are hardly discernible. It is, 
nevertheless, striking that such legal literature as did exist on general 
regulatory institutions and strategy reveals some interesting paral-
lels with economic theorising. The key author was the German émigré 
Wolfgang Friedmann. In his classic text Law in a Changing Society 
(1959; see also Friedmann, 1971), he chronicled the rapid growth of 
public-law incursions on private law, including land-use planning on 
private property rights; state welfare provision on family-law entitle-
ments; social insurance on tort liability; and health-and-safety regula-
tion and consumer protection on contract. The justification for much of 
this was articulated in terms of what economists call transaction costs 

3	I nstitutional economics, with its focus on the ‘power’ behind market and other institu-
tions, and represented particularly by the work of John Commons (1924), was apt to sup-
port interventionist policies but had been largely neglected, at least on this side of the 
Atlantic.

4	 With the possible exception of publications emanating from the London School of Eco-
nomics (e.g. Laski et al., 1935), there had been nothing in the UK to match analysis like 
that of Ernst Freund in the USA, particularly his Standards of American Legislation (1917) 
and Legislative Regulation (1932).
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regime decrees by means of a so-called ‘grandfather clause’ that certain 
standards should apply only to new producers (Breyer, 1982: 115). A 
third example occurs where the regime adopts measures the compliance 
cost of which does not vary with output, thereby discriminating against 
small firms and removing competitive pressure from larger firms (Ogus, 
2004a: 172).

Of course, not everyone is prepared to accept the assumption that 
politicians and bureaucrats are driven exclusively or even predomi-
nantly by self-seeking motives; ideology and altruism may be equally 
important (Farber and Frickey, 1991). Nevertheless, private interest 
theory has had a profound impact on the way we think about regulation 
and the regulatory processes, not least because, as the Virginia School of 
Public Choice has made clear, it has important normative implications 
(Tollison, 1982). Their main point is that the resources devoted to the 
campaigns to acquire regulatory wealth transfers – what Virginians refer 
to as ‘rent-seeking’ – are, from society’s point of view, entirely wasted: 
they do not contribute to a wealth-enhancing activity (Tullock, 1967).

Clearly, to the extent that private interest analysis is sustainable and 
that rent-seeking behaviour leads to adverse consequences, regulatory 
policymaking processes should be designed to minimise such behaviour 
(Ogus, 1998: 490). More than this, the analysis underlines the import
ance of the availability of information as to the distributional conse-
quences of regulatory measures. ‘We need to know who wins and who 
loses and by how much, when thinking about public policy. Not only 
is this a necessary part of strategic public management, it is crucial to 
a normative consideration of whether the legislation is in the public 
interest’ (Mashaw, 1989: 145).

Renewed public interest analysis

An observer returning to the United Kingdom (or western Europe) 
during the last 25 years would have been struck by the fundamental 
changes to economic and social regulation (OECD, 1992).

and coercive interventions to resolve such conflicts are likely to be less 
effective than private consensual approaches. The second insight was to 
expose the fallacy that misallocations arising from negative ‘externali-
ties’ should always be corrected by internalising the costs to the actors 
‘responsible’ for them, because other solutions may resolve the conflict 
at lower cost. I discuss the legal implications of this at length elsewhere 
(Ogus, 2006: ch. 6). Suffice it here to observe that, for this reason, regu-
latory interventions may not always be optimal.

Private interest analysis

In the late 1970s and early 1980s the expression ‘regulatory failure’ gained 
currency (Sunstein, 1990). Many regulatory regimes were perceived to 
be unduly complex, excessively burdensome and poorly targeted. Why 
should this have occurred? Political scientists had suggested that regu-
latory agencies were vulnerable to ‘capture’ by the regulated industries 
(Bernstein, 1955). Some economists developed this into an ‘economic 
theory of regulation’. Regulation was a commodity made available in the 
political ‘marketplace’ and ‘supplied’ by politicians and bureaucrats by 
reference to the demand of those who would benefit from its promulga-
tion, the price being some form of political, generally electoral, support 
(Stigler, 1971; Peltzman, 1976). While different groups could furnish 
political support, the transaction was most likely to be secured by those 
groups that could coordinate their influence at lowest cost, thus tending 
to favour, for example, producers over consumers (Olson, 1965).

Private interest economic theory was adept at showing how interven-
tionist measures that were ostensibly designed to protect consumers (or 
other largely dispersed groups, such as environmentalists) in fact served 
to protect specific producer interests. This was generally achieved by 
restricting the entry of newcomers. The obvious example is a licensing 
system that purports to restrict supply to ‘safe’ or ‘reliable’ producers, but 
which, because of the barrier to entry, often serves simply to enhance the 
profits of incumbents (Maurizi, 1974). This is so also where a regulatory 
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lation’ is only concerned with prices and competition.7 But if the inter-
action between economic theory and social regulation has been less 
pronounced, it has not been unimportant. Most influential, perhaps, 
has been a group of scholars whose work is described in Susan Rose-
Ackerman’s paper ‘Progressive law and economics – and the new admin-
istrative law’ (1988). The epithet ‘progressive’ is intended to distinguish 
them from other economists, notably those emanating from Chicago, 
whose analysis has led them to condemn as inefficient most forms of 
regulation, and instead to adopt a more constructive approach to inter-
ventionist measures. As Rose-Ackerman observes, the group is:

. . .  similar to Chicagoans in recognising the value of markets in 
promoting efficiency and the importance of economic incentives 
in both the private and public sectors. They are trying to get the 
economic incentives right, not eliminate them. (Ibid.: 344)

We can here briefly survey different features of this work.

Comparison of instruments

Central to the revitalised public interest analysis of social regulation 
has been an exploration of the cost-effectiveness of different regulatory 
instruments (Dewees, 1983). With the regulatory objective, such as the 
level of safety for an activity or product as a given, how can the costs 
of achieving that goal be minimised? The important dimensions to this 
inquiry extended beyond the compliance costs to industry, which, in 
terms of British regulatory policy, were for political reasons given undue 
prominence (Froud et al., 1998). They included also the costs of obtaining 
the information necessary for the formulation of standards and other 
rules and the costs of administering the system, including notably moni-
toring for compliance and enforcement. Equally important, though less 
easy to appraise, are indirect costs – for example, the welfare losses from 

7	 A survey of ‘regulatory economics’ in the previous twenty years in Crew and Kleindorfer 
(2002) does not even mention social regulation!

•	 With regard to economic regulation: The primary model of economic 
regulation, involving public ownership of monopolistic services, 
has been replaced by one in which the majority of those services 
have been privatised, but subject to price and quality regulation, 
at least for so long as the relevant market remains insufficiently 
competitive. A more vigorous competition law has impinged on 
other markets.

•	 With regard to social regulation: There has been some shift away from 
traditional command-and-control instruments, replacing some of 
them with financial incentives, and setting more general objectives, 
leaving it to the industry or individual firms to devise particular 
rules to meet these objectives, hence the notion of ‘co-regulation’.5 

Some form of regulatory impact analysis is generally undertaken as 
part of the policymaking process.

Mainstream economic theorists have both contributed to, and fed on, 
these changes. Understandably, this has been most marked in relation 
to economic regulation, which is concerned with the desired degree of 
competition within markets and, where necessary, the appropriate prin-
ciples for price control. Economic analysis was at the forefront both in 
revealing the weaknesses of the public ownership model (Swann, 1988) 
and in devising appropriate principles and processes for price controls 
(Littlechild, 1983). Even more significant, perhaps, has been its contri-
bution to the debate on the liberalisation of energy markets, showing 
how it would be possible to segment the supplying industries in order 
to minimise the dimension, normally the transporting of the product, 
for which it was economically beneficial to retain a monopolistic under-
taking (Vickers and Yarrow, 1988).6

Some economists use language that suggests that for them ‘regu-

5	 A system in which public regulators oversee rule-making by associations representing 
private regulatees: Gunningham and Rees (1997).

6	T he so-called ‘natural monopoly’ conditions, where very large-scale economics prevail.
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between regulatory systems can broaden choice and stimulate innova-
tion. While, obviously, for the purposes of trans-boundary trade there 
are economies of scale in having a single set of rules, experience has 
shown that it might be very costly to establish such rules, particularly 
between jurisdictions with different legal cultures (Teubner, 1998). 
Moreover, any barriers to trans-boundary trade may be surmounted by 
a system of mutual recognition,9 whereby the authorities in one jurisdic-
tion accept compliance with the other jurisdiction’s legislation as being 
equivalent to compliance with its own (Pelkmans, 1987).

It has not been difficult to invoke other arguments for European 
legislation overreaching localised diversity, but whether, in aggregate, 
they are powerful enough to justify this solution depends on their 
relative strength, which may vary from sector to sector, and on whether 
solutions other than harmonisation are available at lower cost. So, the 
fact that one jurisdiction’s legislation – for example, that on environ-
mental protection – may generate externalities in the sense that it has 
consequences for those in other jurisdictions does not necessarily mean 
that a pan-European measure imposing a common level of protection 
is optimal. The electorates in different jurisdictions may have different 
preferences regarding the level of protection, and where these collide 
a bilateral negotiated compromise may be more appropriate than a 
multilateral solution (Cohen, 1996).10 Take, next, the assertion that 
regulatory competition will lead to a ‘race to the bottom’, meaning that 
member states will lower their regulatory standards in order to attract 
industry to their jurisdiction. Within the European Union, there is 
little evidence that diversity in standards has led to such consequences 
(for tax, Huizinga and Nicodeme, 2006; for employment, Dehejia and 
Samy, 2006; for the environment, Janicke, 2004). This should not be 

9	T his may be by legislation or by judicial practice, applying the familiar Cassis de Dijon 
[1979] ECR 649 principle.

10	T he fact that in practice there will usually be some degree of negotiation and compromise 
between the jurisdictions involved in trans-boundary externalities suggests that the op-
timal arrangements might be some mixture of cooperation and competition – what Esty 
and Geradin (2001) call ‘co-opetition’.

inhibiting technological development and restricting competition (Ogus, 
2004a: 152–5).

Institutional arrangements

Analysis of this kind has had a major influence on the developments to 
social regulation, most significantly as regards the substitution of more 
general principles for specific rules and the absorption of co-regulatory 
systems, both of which reflect in particular an appreciation of the infor-
mation costs attendant on the more traditional approaches. Questions 
concerning the institutional arrangements for implementing more 
general principles have been, perhaps, less well treated in the economic 
literature. The problem here has been that although there has been 
economic modelling of the principal-agent problem as it applies within 
a public bureaucratic context (Spiller, 1990), exponents of it have been 
almost exclusively American and their work is heavily influenced by the 
separation-of-powers constitutional arrangements that are to be found 
in that jurisdiction (Spiller, 1998).8

Regulation at a European or a national level?

In contrast, the ever-continuing debate, within the European Union, on 
the extent to which regulation should be made, or perhaps harmonised, 
at a European level, rather than at the level of member states, has been 
subjected to penetrating economic analysis (Sun and Pelkmans, 1995), 
derived from Tiebout’s seminal paper on the economics of federalism 
(1956). The starting point is the recognition that local decision-makers 
can best meet local preferences regarding regulatory objectives and that, 
assuming some degree of mobility of individuals and firms, competition 

8	 With a more pronounced constitutional separation of powers, regulatory agencies must 
seek to satisfy three ‘principals’: the legislature, the executive and the courts. Under a 
‘Westminster’ approach, the legislature is largely controlled by the executive and the 
courts play a more passive role in relation to judicial review.
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although some trade-off must be made with the increased incidence of 
error costs that will arise, given the absence of the criminal justice stand-
ards of proof (Hylton and Khanna, 2007).

Regulatory impact assessment

The mode of economic analysis of regulation that has had the highest 
profile is undoubtedly regulatory impact assessment (RIA). In one form 
or another, it has been adopted by most industrialised countries as a 
mandatory bureaucratic investigation of the likely impact of regulatory 
proposals. In its most developed form, following the model established 
by Reagan’s Executive Order 12,291, it is a full cost–benefit analysis 
(Heimann et al., 1990).12

The extent to which RIA has actually influenced regulatory policy, in 
the sense of leading to changes in the legislation made, remains unclear 
(Hahn et al., 2000). Furthermore, a cost–benefit analysis cannot provide 
a determinative judgement on whether a proposal should be imple-
mented. This is not only because of the familiar difficulties of assigning 
a value to some of the key benefits of social regulation, such as the value 
of life or of a clean environment (McGarity, 1991); it is also because the 
mere fact that aggregate benefits exceed aggregate costs (the Kaldor-
Hicks efficiency criterion) does not necessarily mean that the proposal 
is socially desirable (Ogus, 2006: ch. 7). Politically, or morally, it might 
be inappropriate to impose costs on some members of the community to 
improve aggregate welfare.

Nevertheless, RIA has become an important part of regulatory 
policymaking. Its primary value lies in its capacity to provide systematic 
information on important issues (Posner, 2001a), to render transparent 
the regulatory process and to impose a discipline on officials preparing 
policy proposals, forcing them to address key questions in a coherent 
manner (Froud et al., 1998).

12	 For a survey of national developments, see Radaelli (2004).

surprising. Location decisions are made by reference not only to regu
latory compliance costs but also to considerations such as the quality of 
a jurisdiction’s infrastructure and its labour force, and these are likely to 
be found in countries whose citizens have preferences for higher regu
latory standards (Revesz, 2001).

In the 1970s and 1980s, the strength of ideological commitment 
manifestly adopted by some European politicians led to a programme of 
harmonisation that paid little heed to these arguments.11 Some reversal 
to that policy is evident in the more recent adoption of the subsidiarity 
principle, and this has been influenced, or least underpinned, by the 
economic analysis (Van den Bergh, 1998).

Sanctions and enforcement

In the last decade, attention has focused on the incentive effects of 
regulation and on the methods of inducing compliance. At the time of 
writing, the Regulatory Enforcement and Sanctions Bill is before Parlia-
ment. Largely implementing Macrory’s Cabinet Office review (2006), 
this will (if enacted) make radical changes to UK policy and practice of 
regulatory enforcement, including the widespread use of administra-
tive financial penalties outside the ambit of the criminal justice system. 
Undoubtedly economic analysis has had a major influence in this area.

The economics of law enforcement, derived from Becker’s classic 
(1968) paper, has provided the necessary input (Ogus, 2004b). This 
revealed the inadequacy of deterrence when a relatively modest criminal 
penalty was combined with a low rate of prosecutions, a consequence 
of the high cost to the prosecuting authorities of meeting the elevated 
evidentiary standards of the criminal process. A system of administrative 
penalties can solve the problem, given the higher rate of imposition, 

11	E conomic private interest theory can also be invoked to explain these developments, 
some key interest groups being stronger, relative to other groups, at a European level, 
compared to a national level, and thus applying pressure for a harmonisation policy on 
which they can exert their more powerful influence: Noam (1982).
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of controlling it, on the basis of such evidence as is available at reason-
able cost.

The crucial difficulty here is that lay perceptions of risk often differ 
widely from the objective assessment made by experts. Behavioural 
economics, drawing on social psychology empirical studies (Noll and 
Krier, 1990), indicates that ordinary people will, in particular:

•	 overestimate risks identical, or analogous, to those arising from 
events receiving much media attention (‘availability heuristic’);

•	 overestimate risks that have already materialised (‘hindsight bias’);
•	 overvalue the benefit of preventing (or reducing) risks from new 

activities or technologies (‘status quo bias’).

By way of topical illustration, empirical studies have shown that, 
relative to what is suggested by objective evidence, Americans attribute 
a high value to the probability of a terrorist attack14 and a low value to 
the possibility of climate change (Sunstein, 2007). Such phenomena give 
rise to a delicate policy question: to what extent should policymakers 
adjust safety regulation upwards from optimal safety standards as 
reflecting expert assessments to meet the preferences implicit in the lay 
perceptions?

Mainstream welfare economics would seem to give a straightfor-
ward answer to this question. Lay perceptions can be treated simply 
as examples of risk aversion. The object of economic decision-making 
is to maximise utility. Even if the lay perceptions of risk outlined above 
are ‘irrational’, they cause disutility, and those who are risk-averse will 
pay more than those who are risk-neutral to alleviate the disutility, by 
reducing the risk or engaging in self-insurance (Cicchetti and Dubin, 
1994). Assuming that regulatory policy aims at mimicking the market 
transactions that would have taken place without heavy coordination 

14	I n the period after 9/11, 88 per cent of Americans believed that it was ‘likely’ or ‘somewhat 
likely’ that another terrorist attack would occur within the next few months: Sunstein 
(2007: 516).

Behavioural law and economics

The final area of economic input into regulatory policymaking to which 
I wish to refer should certainly be considered public interest analysis. I 
treat it separately from other types of that analysis because, drawing on 
social psychology, it distances itself from the assumptions of conven-
tional microeconomics. Indeed, its very raison d’être is to predict conse-
quences where individuals do not behave rationally (Sunstein, 2000). 
Although this obviously has important implications for regulatory policy, 
the analysis seems, so far, to have made little impact on policymakers. 
Here I shall deal with two questions on which, nevertheless, it has poten-
tially much to offer: irrational attitudes to risk; and paternalism.

Risk management

A major dimension of modern social regulation involves risk manage-
ment and control. Much of it is controversial, as there are difficult ques-
tions, such as how to value life and limb (Jones-Lee, 1989) and how to 
respond to phenomena such as climate change and terrorism, which 
are both uncertain in their incidence and fraught by political considera-
tions (Sunstein, 2002). Clearly, these events can impose huge costs on 
society if, and to the extent that, they materialise. But, equally clearly, 
stringent regulatory measures taken to constrain them – for example, 
those taken to implement the so-called ‘precautionary principle’13 – are 
also very costly, particularly if governments aim at a level of protection 
that significantly exceeds what is socially optimal.

Determination of what is socially optimal involves targeting regu-
latory measures to the level of protection at which the marginal costs 
approximate to the marginal benefits, the latter involving principally 
reduced damage costs. That determination is often weakened by inad-
equate data, but the principle remains clear – that it should involve an 
objective, scientific assessment of the nature of the risk and of the means 

13	 On which see Majone (2002) and Sunstein (2005).
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to decide whether they wish to purchase the product or service. Yet, 
perhaps because of political correctness, the topic is rarely discussed 
openly and analysis of when paternalistic justifications for regulation 
should be invoked are hard to find.15 This is to be regretted and, in this 
final section of the chapter, I seek to show how such analysis can make a 
valuable addition to regulatory policymaking.

We should note, in the first place, that many apparently interven-
tionist measures, overriding individual preferences, can be rational-
ised economically without reference to paternalistic arguments. Most 
obviously and importantly, some unwise individual decisions generate 
negative externalities. Thus, insistence that a safety helmet or an equi
valent protective device be worn by those at risk may reduce injuries and 
thus also the healthcare costs borne by taxpayers and health insurance 
contributors. Alternatively, it can be justified on grounds of information 
asymmetry; this is conceptually distinct from paternalism, which can 
apply even where these is perfect information.

Genuine paternalistic arguments are founded on presumed irration-
ality and, as we have seen, the work of behavioural economists provides 
some rich insights as to when this is likely to occur. With the aid of this 
evidence, it is possible to identify situations in which many, perhaps 
most, individual decision-makers select options that would not reflect 
their preferences if they had been responding rationally to the informa-
tion available. The benefit of a legal intervention forcing an individual 
to adopt the rational choice may then be expressed as the difference 
between the utility gained from complying with the legal requirement 
and the utility that would have been gained from exercising the preferred 
option. The social benefit of the measure would then be the aggregate of 
such increases in utility for all those subject to the requirement – though 
some deduction would have to be made for imperfect enforcement of 
the law – and these can then be compared with costs of the regulatory 
measure (Zamir, 1998).

15	E xceptions are Zamir (1998) and Camerer et al. (2003), in addition to my own paper 
(Ogus, 2005) on which this section is based.

costs, there is therefore a justification in making safety policy meet 
standards higher than those required by expert assessments.

Adopting this approach meticulously would, however, lead to 
disproportionate responses to flawed and irrational risk perceptions and 
seriously inhibit technological development (Viscusi, 1998). Nor does 
economic reasoning ineluctably lead to such a conclusion. As we have 
already seen, Coase’s ‘social cost’ paper (1960) teaches us to be sceptical 
of normative propositions that the active creators of risks should always 
be expected to modify their conduct; in some situations the potential 
‘victim’ is the cheaper cost-abater. If, and to the extent that, attitudes to 
risk are based on inadequate information or fallacious understanding, 
it can be argued that the disutility to which these give rise may more 
easily and cheaply be contained by the better informing and educating 
of public opinion (Ogus, 2004c). Take, for example, terrorism (Ogus, 
2007). A different regulatory strategy can be adopted, the focus shifting 
from attempts to control the risk of terrorist acts to alleviating fear, 
which is the consequence of such risk (Posner, 2002). The strategies 
might include not only the provision of information and public reassur-
ances but also efforts to ‘normalise’ the risk of terrorism, for the psycho-
logical evidence shows that the longer people are exposed to a risk the 
better they adapt to it and the less the fear that it engenders (Posner, 
2001b).

Paternalism

Paternalism, the overriding of individual choice on the ground that indi-
viduals cannot be trusted to make decisions wisely, would seem to lie 
behind a large number of regulatory measures, including social insur-
ance; the compulsory wearing of seat belts and safety helmets; and 
‘cooling-off periods’ enabling consumers and investors to withdraw from 
contractual undertakings. They also include, more generally, prohib-
iting or controlling certain risk-generating products and services, as an 
alternative to providing information and risking leaving it to consumers 
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Conclusion
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6 	ECONOMIC RIGHTS
		 Norman Barry

Introduction

It is noticeable that in all the febrile debate about rights which has 
emerged in recent years there has been little discussion about economic 
rights – that is, the right to property, contract and all the other proced
ural requirements that go to make up a market society. The civil rights to 
non-discrimination, free discussion, religion and so on have been to the 
fore in political and philosophical argument. It is true that in America 
certain economic liberties have emerged as almost accidental by-prod-
ucts of these concerns, such as the right to advertising, which has been 
protected as a necessity for the right to free expression, guaranteed by 
the First Amendment to the Constitution, but for most of the time, in 
all countries, economic rights have been at the mercy of legislatures 
throughout this and the last century, with little or no protection from 
the courts or written constitutions.

This is partly due to philosophical reasons, the shift in the meaning 
of liberalism away from economic freedom towards a more socially 
oriented doctrine that permits redistribution and excessive liberty-
reducing regulation, and also involves a redefinition of liberty. This last 
point has involved the abandonment of the essential unity of liberty, in 
which economic liberty flows directly from an all-embracing concept of 
freedom, towards the promotion of particular liberties. In that taxonomy 
economic rights have not been regarded as of overwhelming import
ance, or of any real value at all. There is scarcely any recognition of the 
intimate connection between economic rights and all the other more 
fashionable notions.
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code-law systems normally have grandiose statements about the right 
to property but the codes have been modified over time to gradually 
whittle down this right. It is also true that the European Convention on 
Human Rights, in Article 1 of its First Protocol, talks of the right ‘to the 
peaceful enjoyment of . . .  possessions’, but this has been of little use in 
the prevention of the value-reducing actions of government intervention 
(see below).

Protection of economic rights in America

In the USA there is some formal constitutional protection for economic 
liberties in the Fifth and Fourteenth Amendments to the Constitution, 
but these relate exclusively to property; and other economic liberties are 
not specifically enumerated and depend entirely on controversial consti-
tutional decisions of the courts. The economic right to free contract was 
established (temporarily) in the notorious Lochner v. New York (1905) 
case (see Siegan, 1980). A New York statute had severely restricted 
the hours per week that bakers could work. Free market critics argued 
that the law was designed to protect large established bakers against 
competition from smaller immigrants prepared to work long hours, and 
a case was brought; the Supreme Court ruled that the statute was uncon-
stitutional. The court read into the First Amendment the right to free 
contract. In a famous dissent, Justice Holmes said that the Constitution 
did not enact Herbert Spencer’s Social Statics and that the legislature, 
using the ‘police power’ (incidentally not in the Constitution), had the 
authority to regulate working conditions as it had done elsewhere. But 
the court found for the plaintiff, and it was a decision followed by others 
that struck down regulatory statutes at state and federal level, though it 
did uphold some.

But in fact the court was not implementing a free market agenda 
(indeed, it upheld many regulatory statutes) but was simply interpreting 
the Constitution. It used the doctrine of ‘substantive due process’ 
(ibid.: ch. 2), which authorises the court to interpret the Constitution 

Of equal importance is the way that representative democracy works. 
Political parties find it easy to secure parliamentary majorities by 
offering favours (bribes) to significant interest groups. This invariably 
involves redistribution and over-regulation, which are to the detriment 
of the community as a whole, of which the members of interest groups 
are also members. Indeed, as the example of Switzerland shows, at the 
cantonal and federal levels, where government decisions are subject to 
nationwide referenda, economic liberty is better protected. So far from 
encouraging mob rule, as Edmund Burke thought, direct democracy 
turns out to be rather conservative.

In all legal systems throughout the world economic rights, especially 
property, have been poorly protected. In common-law countries certain 
remedies have developed through judicial decision-making which 
protects property, but this tends to be limited to harms caused by other 
private persons, especially in cases of externalities. Thus if a neighbour 
causes an obnoxious smell you can go to a common-law judge and get an 
injunction forbidding the action. Then, the perpetrator can in effect ‘buy’ 
the right, by way of an enforceable contract, to continue his action. This 
is not so easy in civil-law systems, which try to establish the absolute 
‘separateness’ of property titles so that you would have to establish that 
you owned the property. This might involve excessive costs and prevent 
a Pareto solution emerging through bargaining by the respective parties. 
But neither system has proved at all effective in preventing invasions 
of property by the state. It is true that eminent domain exists, which 
allows such invasion by the state subject to the establishment of a 
public good argument for the violation of property and, importantly, 
to the payment of compensation to the aggrieved party, but since the 
collapse of communism this had not been the main threat to property. 
The threat to property rights comes more from excessive regulation, e.g. 
through ‘zoning laws’ that prevent a person embarking on a possible 
profitable use of his property, and in most legal systems, with the partial 
exception of America’s in recent years, little compensation is paid to 
a property holder adversely affected by government action. Civil- or 
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were more subject to the democratic will here, so that minorities were 
not endangered. This has been the standard view of the judiciary and 
the American intelligentsia: economic rights are not worth protecting. 
Perhaps the most egregious case was Williamson v. Lee Optical (1955), 
in which the court upheld an Oklahoma statute that reserved spectacle 
work for ophthalmologists and optometrists, thus severely restricting 
the work of opticians who had been doing the work satisfactorily for 
years. Posner strongly opposed this decision (Posner, 1977: 502), but is 
there any real distinction between it and Lochner?

All this goes along with the rejection of the unity of liberty. In 
American social liberalism, rights and liberties can be divided up and 
defended separately or, in the case of economic liberty, not at all. At least 
Posner objected to Lee Optical, but there were other decisions equally 
damaging for American economic rights. Euclid v. Ambler Realty (1926) 
constitutionally validated zoning so that certain areas were reserved for 
certain developments. This was designed to preserve the value of certain 
properties against developers, but it seriously undermined the rights of 
property owners who lost money. There is, of course, a market solution 
to the problem. Owners could design restrictive covenants that would 
limit the rights of newcomers who might damage the area so that the 
value of the properties could be preserved. Houston has preserved its 
pleasant environment without zoning.

Another constitutional provision designed to protect economic 
liberty is the Commerce Clause. The power to regulate interstate 
commerce was originally included to guarantee free trade between the 
states: one of the reasons for the abandonment of the Articles of Confed-
eration in 1789 was the fact of states putting up barriers preventing the 
free import of goods and services across state lines. With the centralisa-
tion of economic power, however, this authority to regulate has become 
the regulation of intrastate commerce. National standards must apply 
everywhere. In 1942 Roscoe C. Filburn, who raised a small amount of 
wheat for his own private use, was fined for violating the Agricultural 
Adjustment Act 1933 (upheld in Wickhard v. Filburn), which limited 

in terms of its overall aims and purposes rather than according to the 
strict wording of the various clauses. And though historically and 
philosophically the US Constitution was designed to protect private 
property and free enterprise, US liberals, who have vastly extended civil 
liberties, have used precisely the doctrine of substantive due process 
to validate, for example, the court-created right of abortion. Certainly 
the Lochner decision was consistent with the US free enterprise tradi-
tion that welcomes immigrants into the life of free contracting, the key 
to economic progress. The statute would have impeded the prospects of 
immigrants who were fully prepared to work long hours to compete with 
established businesses.

Yet Lochner has provoked tremendous obloquy: even the distin-
guished economist of law, and now Court of Appeals judge, Richard 
Posner has described Holmes’s dissent as ‘magnificent’ (see Posner, 
1997). This is largely a consequence of his famed ‘pragmatism’, i.e. a 
reluctance to admit any absolute principles into judicial interpretation.

But as the Great Depression progressed throughout the 1930s there 
was an increasing demand for government action, and not just at the 
state level. Roosevelt’s New Deal was vastly increasing the regulatory 
power of the federal government. But the New Deal was upheld by the 
Supreme Court, which struck down many of Roosevelt’s early measures. 
The court, in defending economic liberties, became the target of the 
interventionist state, and Roosevelt eventually announced a plan to 
‘pack’ the court; i.e. increase its size with his supporters. It turned out 
that this was not required and would probably have failed in Congress. 
In fact, the court switched in the West Hotel v. Parrish (1937) case: a Wash-
ington state statute that regulated the wages of female hotel workers was 
upheld, thus bringing about the end of the ‘free market’ court. After this 
decision, every statutory infringement of economic liberty was upheld 
(see Siegan, 1980: chs 2–5). Indeed, in the case of US v. Carolene Products 
(1938) the Supreme Court drew a clear distinction between economic 
and civil liberties. The court said it would subject laws in the latter to 
much greater scrutiny than the former on the ground that legislatures 
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challenged the political authorities’ land-use planning powers. In Nollan 
v. California Coastal Commission (1987) Mr and Mrs Nollan applied for a 
permit to convert some property and the commission agreed subject to 
the condition that they dedicate a public easement across it. On appeal 
to the Supreme Court it was ruled that the regulation did not advance 
public goals and the Nollans won. But the most famous case was Lucas 
v. South Carolina Coastal Commission (1992). David Lucas had spent a 
million dollars on a beach property which he planned to convert into 
vacation homes. Unfortunately, the Coastal Commission later introduced 
environmental regulations that rendered the Lucas purchase worthless. 
A lot of issues were involved: was there a claim against retroactive laws 
and, most importantly, were claims for partial takings admissible (early 
commentators seemed to think not), and was there protection for invest-
ment-backed expectations? (Barry, 2000: 28–9).

Mr Lucas won in the Supreme Court and was duly compensated, 
indicating that the judiciary would be more searching in its inquiries 
into the rationale of regulation where property was concerned. But he 
suffered a total wipeout, and some questions left unsettled in Lucas were 
answered in Dolan v. City of Tigard (1994). Florence Dolan wanted a 
permit to extend her business but the grant of this was dependent on 
her dedicating a part of her land to public use in the form of flood abate-
ment. Dolan appealed against this and other conditions and won in the 
court, and the decision provided the rationale for compensation for 
partial takings.

While all this is encouraging it would be foolish to imagine that the 
economic constitution has been rehabilitated. There are vast areas of 
commercial life that get no protection from the law, and government at 
all levels has pretty much a free hand. Contract law is subject to endless 
statutory depredations (whatever happened to ‘employment at will’?) 
and arbitrary anti-discrimination law has removed the market from the 
resolution of the most contentious disputes – and this is ignoring anti-
trust and other economic anomalies. But a measure of shift in the debate 
can be gauged in Chief Justice William Rehnquist’s opinion in Tigard: 

wheat production. Apparently his action had an effect nationally since 
without it he would have purchased wheat on the open market. If every-
thing affects everything else then there really is no limit to the powers of 
Congress.

With regard to Lochner, that case belongs to a different era entirely. 
The court today seems to be oblivious to the needs of a free and flexible 
market and the imperishable rights on which it depends. Minimum wage 
laws and the Americans with Disabilities Act 1990 are obvious examples 
of the violation of simple rules of economic liberty. The Supreme Court 
has been supine before these aberrations. It is one of the virtues of a 
genuine federal system that it permits exit from national standards in 
taxation and regulation. The US Constitution has the Tenth Amend-
ment, which says that apart from the responsibilities formally allocated 
to Congress all other legislative powers belong to the states. We have 
seen how Congress has repeatedly usurped the responsibilities, but 
the final death knell to competitive federalism came with Garcia v. San 
Antonia Transit Authority (1985), in which the court ruled that federalism 
meant merely that the states had equal representation in the Senate with 
no mention of the specific constitutional provisions, such as the Tenth 
Amendment, that guarantee their freedoms.

Of course, the main method by which the state exercises economic 
power over the individual is through its regulation of private property, 
and here the outlook in the USA is not quite as bleak as elsewhere in 
economic matters. US governments had always been able to take private 
property under eminent domain, ‘takings’. But the taking had to be for 
a public purpose and had to be accompanied by ‘just compensation’. 
There had to be a physical taking of private property before the above 
procedures could take effect, but it was obvious to everyone that there 
were takings, especially via regulation, without any actual physical posses-
sion. The Constitution may say, somewhat grandly, that ‘private property 
shall not be taken into public use without just compensation’, but often 
the public use was dubious and the compensation non-existent.

In the 1980s things changed significantly in a few cases that 
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however innocently, damage to another, it is obviously only just that he 
should be the party to suffer.’ Thus this is part of the law of torts and 
developed entirely spontaneously. Interestingly, the law of nuisance 
can be used against the state. Under the rule of law the state cannot be 
exempt from legal action. In a recent case (Dennis v. Ministry of Defence 
(2002)), Mr Dennis sued the government, under the law of nuisance. 
Dennis had bought an expensive house in Cambridgeshire but, soon 
after, the Royal Air Force established a jet fighter training school at 
Wittering near by and the training of the pilots ruined the Dennises’ 
previously quiet amenities. The court recognised that there was a public 
good of defence but said that in this case it should give way to the private 
economic right. Dennis was not granted an injunction but was awarded 
damages of close to £1 million.

The really important thing about the law of nuisance is that it 
provides a remedy when one is not available from statute. A claim has 
occurred recently in California where in the light of the current scare 
about ‘global warming’ the state has taken action against the major 
automakers under the law of nuisance. Apparently, no remedy was avail-
able under the various federal clean air acts. No equivalent remedies are 
available in civil-law regimes, but tentative moves are being made in that 
direction in several European countries.

The state and economic rights

It is still the case that no legal regime anywhere provides protection 
against a government determined to seize private property in its desire 
to socialise the country. Of course, even market theorists, anarcho-
capitalists apart, recognise the need for the state to provide public 
goods and to solve other problems of market failure. But how do we 
stop governments acting oppressively and going beyond public good 
requirements? The experience of communism tells us that we cannot 
rely on goodwill. Even if there were any it would never be enough. Yet 
while there has been outrage at the state’s violation of human or civil 

‘[we] see no reason why the Takings clause . . .  as much a part of 
the Bill of Rights as the First or Fourteenth Amendments should be 
relegated to the status of a poor relation’.

Common and civil law1

Britain is a common-law country with no written constitution and has 
little formal protection of economic rights. The USA is also a common-
law country but has a kind of code, the Constitution, superimposed on 
it. As we have seen, the Constitution provides whatever protection there 
is for property and economic rights. Of course, common law is always 
subservient to statute law, but it has provided a minor protection for 
property, at least in comparison with European codes. The latter tend 
to have grandiose statements protecting property but, in practice, often 
perform worse than common law. The common law from time imme
morial has protected property in a case-by-case manner and is very 
efficient at protecting individually owned possessions from invasion 
by others. The main weapon here is the injunction: if an individual 
feels that his property right is being undermined he can sue the alleged 
perpetrator, and if that is proved to be so by the court, the judge can 
order the perpetrator to desist from the action or to perform one. At 
that point the two parties may get together and reach a Pareto-efficient 
solution by a legally enforceable contract. Civil law does not have such 
procedures and all property disputes are settled by definitive actions for 
damages. In effect, at common law, the judge determines the property 
right. All this is very important in externality questions, which can be 
settled between the parties. In civil law such matters have to be settled 
by endless alterations to the code and excessive use of public law.

An important feature of common law is the development of the law 
of nuisance. In the English case of Rylands v. Fletcher (1868) Lord Cods-
worth ruled: ‘For when one person, in managing his own affairs causes, 

1	 See Barry (2004).
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In other words, there are no economic rights.2 The point of an individual 
right is that it is held against the general interest: that is the way civil 
rights are understood. The Duke of Westminster had the disadvantage 
of being Britain’s richest person, and there is no reason to assume that 
the judiciary is immune from current fads. But the Viennese lady was not 
rich: her only source of income was a rent-controlled apartment she let. 

Only the US Constitution provides feasible protection for economic 
rights and, as we have seen, even that applies seriously only to property. 
Even here, however, a new problem has emerged. This is the increasing 
practice of granting eminent domain powers to private persons, 
normally companies. Local governments, anxious to attract business to 
their areas, have found this new economic power irresistible. The most 
famous and notorious example was Poletown v. City of Detroit (1981). 
Here General Motors wanted to buy out a residential area to develop a 
new plant. The company had, of course, brought much employment and 
prosperity to that part of Michigan. The trouble was that Poletown was 
a thriving ethnic community whose inhabitants were reluctant to sell. 
General Motors were granted eminent domain powers. Of course, there 
were good utilitarian reasons for this. No doubt there was the possibility 
of a hold-out problem if the decision had been left to the market, but 
these issues are not insoluble through free market exchange, and in this 
case the residents and General Motors could have reached an agreement 
in which they could have shared the surplus. Of course, the company 
wanted to obtain the property cheaply and it had great political influ-
ence.3 It might be thought that civil law, with its formal reasoning from 
written rules, would have been a better protection for property than the 
‘creative powers’ of the common law, but the trouble is that civil-law 
regimes have not been solicitous in the protection of private property in 
the face of eminent domain.

2	 While the Human Rights Act 1998 makes this statement not as literally true as before the 
Act, it does not change the position substantively for reasons that are not fully discussed 
in this chapter.

3	 See also Kelo v. New London (2005).

rights there is no equivalent protest at the regular breaches of economic 
rights. Indeed, the intimate connection between the two is rarely 
recognised. And, of course, there can be violations of economic rights 
without communism – for example, under the Labour governments in 
Britain during 1945–51 and under François Mitterrand’s government in 
France in the early 1980s. The welfare states that advanced countries 
have developed all involve breaches of economic rights: the right to 
dispose of one’s income, the right to property and all the rights that 
derive from trade.

Britain, with its unwritten constitution, sovereign parliament, 
absence of significant judicial review and heavily centralised form of 
government, provides the least formal protection for economic rights 
of any advanced country: it has very much depended on goodwill and 
an inefficient democratic system to prevent the complete socialisation 
of the economy. It might be thought that the addition to the European 
Convention on Human Rights of the First Protocol guaranteeing the 
protection of the ‘peaceful enjoyment of . . .  possessions’ would lead 
to improvements. After all, the admission of the convention directly 
into British law is a significant dent in the sovereignty doctrine. The 
courts have the authority to refer a law suspected of being in breach of 
the convention back to Parliament for reconsideration. But the courts 
do not have the authority to strike it down, so sovereignty formally 
remains. Still, there have been signs that the protocol will make little 
difference to governments’ anti-economic rights strategies. A Viennese 
lady failed to get an Austrian rent control law struck down and the 
Duke of Westminster protested against a British law that allowed lease-
holders to buy out their freeholds at very favourable prices to no avail. 
The difficulty is that the law is not favourable to individual economic 
rights. The full reading is as follows: ‘The preceding provisions shall 
not, however, in any way impair the right of a State to enforce such laws 
as it deems necessary to control the use of property in accordance with 
the general interest or to secure the payment of taxes or other contribu-
tions or penalties.’
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rights and intervened less through regulation. This would include, for 
example, the regulation of financial transactions such as those through 
the stock market with onerous, counterproductive rules about, inter alia, 
insider trading and takeovers (see Barry, 1999). All the moral problems 
here can be resolved by a careful application of the law of contract, and 
any policy problems can be analysed with the principles that emerge 
from the basic right to trade.
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Conclusion

Despite the collapse of communism and all the talk about rights these 
days there is very little protection of economic rights against government 
oppression. Except, that is, the claim for welfare rights from the state – 
the granting of which involves the violation of the economic rights of the 
taxpayer. But the crucial thing about proper economic rights is that they 
do not require any financing from the state; their proponents simply 
ask the state to withdraw from the peaceful activities of law-abiding 
citizens, i.e. trade. Although claims to economic rights lack the glamour 
of civil rights there is a close connection between them. Where would 
the right to free expression be without the right to own a printing press 
and publishing company? And the exercise of economic rights is a great 
contributor to progress and prosperity. But this is not to base economic 
rights entirely on utility, for, as we have seen from the Poletown example, 
economic rights can be held against general utility.

Naturally we look to the law to find protection of our rights but here 
we should be aware of Hayek’s famous distinction between law and 
legislation. In the past 100 years we have seen a vast increase in legisla-
tion, in welfare, tax and general economic planning, but a decline in the 
significance of the common law, where this refers to the spontaneous 
development of those general rules which make exchange possible. In 
common-law countries contract and tort developed spontaneously, and 
no new law, in the sense of legislation, is needed. Law that develops in 
this way is likely to be superior to designed statutes precisely because it 
emerges from the context of exchange and trade. To restore economic 
rights would not require much in the way of government activity. 
It mainly requires the removal of all the statutory restraints on free 
contract and a promise by government that all future interventions 
should be abandoned. A huge advance for economic liberty would occur 
if government withdrew from welfare and left decisions about health 
and wellbeing to individuals. Of course, that would release tax money 
for investment in the real economy.

It would be most important if government fully recognised economic 
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a number of papers7 published over the last decade, I8 have sought to 
defend the fundamental structure of the law of remedies as far superior 
to the novel alternatives being proposed; indeed, I believe it is the best 
fundamental structure of which, given certain ineluctable characteristics 
of economic action, it is possible to conceive.

In this chapter, I will briefly restate this defence, but only as the 
foundation of an analysis of the, as it were, nature of the criticism 
being made of the law of remedies that has made that defence neces-
sary. That criticism is based on the perceived failure of the current 
law to bring about desirable goals derived from abstract reasoning 
about the ‘law’, in this case the ‘justice’ of ‘correcting’ the ‘wrong’ of 
breach. But, though in its essentials codified in 1893,9 the current law 
is the common-law institutionalisation of commercial practice, and the 
default rule governing breach of contract is that rule which competi-
tion over the terms of the sale of goods has identified as the most 
efficient. It is my principal aim in this chapter to show just how ill 
advised it is to purport to improve on this practical economic wisdom 
by abstract legal reasoning, for the proposed alternative to the current 
law cannot possibly be enforced unless competition over the terms of 
the sale of goods is prevented; that is to say, unless choice is replaced 
by fiat.

The structure of the law of remedies for breach of contract

To one who comes to the study of the English law of remedies for 
breach with conventional ideas about the enforcement of contracts, 
the remarkable feature of that law, and of the corollary laws of all 
those jurisdictions that have a law still based on the English law, is 

7	 See particularly Campbell and Harris (2002) and Campbell (2005).
8	 Much of my thinking on the topic of this chapter has been formed in the course of joint 

work with Hugh Collins, James Devenney, Roger Halson, Donald Harris and Philip 
Wylie.

9	T he Sale of Goods Act 1893, pt 5; now the Sale of Goods Act 1979, pt 6.

7 	BREACH OF CONTRACT AND THE EFFICIENCY 
OF MARKETS

		 David Campbell 1

Introduction

Developments in the English law of remedies for breach of contract, 
which may be traced back to Wrotham Park Estate Co Ltd v. Parkside 
Homes Ltd in 1974,2 but which received enormous impetus from the 
House of Lords’ 2001 decision in AG v. Blake (Jonathan Cape Ltd Third 
Party),3 have posed fundamental questions about the current structure of 
that law. In Blake, that structure was described as ‘seriously defective’,4 

and, in the important subsequent Experience Hendrix LLC v. PPX Enter-
prises Inc., Edward Chalpin, the Court of Appeal commended Blake as 
the ‘new start in this area’5 which was necessary to begin the essential 
redesign of that structure. No informed commentator on the law of 
contract (certainly not myself, if I may be included in this set) would 
deny that the law of contract is marked by many shortcomings which 
should be eliminated, and the law of remedies for breach is no excep-
tion to this. But, in a textbook (Harris et al., 2002: chs 16–17)6 and in 

1	T his chapter is based on a paper given as one of the Law 125 Distinguished Speakers Pub-
lic Lectures to mark the 125th anniversary of the Law School of the University of Adelaide, 
Australia. I am grateful to Kevin Dowd, John Gava and the editor of this collection for 
their comments on the chapter. The law is as stated at 31 December 2007.

2	 [1974] 1 W.L.R. 798.
3	 [1997] Ch. 84 (Ch. D.); [1998] Ch. 439 (CA) and [2001] 1 A.C. 268 (HL(E)).
4	I bid., (CA) at 457E.
5	 [2003] EWCA Civ. 323 at para. [16].
6	T he subsequent case law is discussed in Campbell and Wylie (2003), Campbell (2004) 

and Campbell and Devenney (2006).
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Let us take what is intended to be an absolutely typical example.10 

A seller agreed to sell 2,000 tonnes of steel to a buyer for £1 million, 
delivery to be made six months hence. At the time of agreement, the 
seller’s projection of his cost price for making the steel was £900,000, 
and he therefore expected to realise a net profit of £100,000 from the 
sale. During performance, he encountered unanticipated difficulties, 
and, one month into that performance, the projected cost of making 
the steel rose to £1,500,000. At the point where the cost of performance 
becomes larger than the sum of the cost of his own lost net profit, the cost 
of his wasted expenditure and the cost of his liability to the claimant, the 
defendant seller will have an incentive to breach. This incentive can arise 
only because compulsory performance will not normally be awarded, 
and the cost of liability for the claimant’s losses is kept to a minimum. It 
is kept to a minimum in one of two main ways.

If the breach causes the claimant to abandon future plans that were 
dependent upon delivery of the steel, he will suffer a ‘consequential loss’. 
The ‘special’ or ‘consequential’ damages he may claim are limited to 
compensation of the lost net profit of the abandoned plans (plus out-
of-pocket expenses, or ‘reliance’ losses, already incurred, if any). But 
the claimant will suffer consequential loss only if he cannot ‘cover’ by 
buying substitute steel on the market, and continue production using 
the substitute. If, as is usually the case, the steel is a ‘generic’ good in 
that it is available in competitive supply on the market, the claimant 
will be confined to ‘normal, ‘direct’ or ‘market’ damages, quantified as 
the difference between the contract price and the market price of the 
substitute at the time of the breach. If the market price is higher than 
the contract price, the claimant can claim the difference.11 If the contract 
price and the market price are the same, or the latter is lower than the 
former, the claimant’s damages are ‘nominal’, in effect zero, and no legal 

10	 For the sake of brevity, I will discuss only the case of the relatively complex, longer-term 
contract, where the issues are particularly clear. The analysis can readily be extended to 
simple, quickly performed contracts.

11	 Obverse rules govern buyer’s breach.

that it cannot be said usually to seek to prevent breach from taking 
place. The law rather seeks to regulate the terms on which breach is 
allowed to take place. The ‘default’ remedy is not the compulsion of 
performance but rather compensation of the claimant by compulsory 
payment of money damages. With the misleading exception of actions 
in debt (which can be ignored here because the exception they present 
is more apparent than real; Harris et al., 2002: ch. 11), compulsory 
performance is an uncommon remedy, available only if a special case 
is made out for it, one part of that case being that compensatory 
damages are ‘inadequate’. It is normally the case, then, that if the 
defendant is willing to pay the damages, he can breach the contract 
and successfully refuse to perform. The defendant is, as Mr Justice 
Holmes seminally put it, ‘free to break his contract if he chooses’ 
(Holmes, 1881: 301).

What is more, compensatory damages are:

•	 Quantified on the basis of a ‘net expectation’ view of the claimant’s 
protected interest, so that compensation aims to protect only the 
claimant’s net profit.

•	 Subject to rules of causation that effectively require the claimant 
to prove that the defendant reasonably could have clearly foreseen 
(and so be able to negotiate about) his liabilities when he agreed the 
contract.

•	 Subject to a requirement that the claimant take reasonable steps 
after breach to minimise or ‘mitigate’ his loss. Quantification of 
compensation on this basis strongly tends to keep the defendant’s 
costs of breach to a minimum, which can often be zero. 

A law of remedies with this fundamental structure will of its nature give 
the defendant an incentive to breach when he encounters difficulties in 
performing, for whenever the costs of compensation are smaller than the 
costs of performance, the defendant has an incentive to breach, and this 
law typically keeps the costs of breach low.
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This fundamental distinction between primary and secondary 
obligations makes possible a range of remedial ‘choices’, for while, of 
course, one such choice could be to identify the primary and secondary 
obligations so that the remedy is always compulsory performance of the 
primary obligation, this need not be the case, and if another remedy 
better serves the function of the legal contract, which is to facilitate 
the economic exchange, it can, should and, under competitive pres-
sures, will be adopted. Commercial parties enter into contracts to 
realise a net profit. By directly focusing on the claimant’s net profit, 
the net expectation view of the claimant’s protected interest allows the 
possibility of minimising the costs of dealing with breach. In our steel 
example, if the market price (of the substitute) and the contract price 
(of the steel) are equivalent, the damages are zero. If the market price 
were higher than the contract price, damages would protect the claim-
ant’s net profit by compensating him for the rise in price, but typically 
this is a relatively small marginal adjustment. Though I do not have 
space to go through all of the increasingly complicated examples with 
which one has to deal when explaining this to law students, I can say 
that compensatory damages typically protect the expectation interest 
in a way that minimises the defendant’s costs of breach. In the famous 
words of Farnsworth, the central feature of the law of remedies is that 
it ‘shows a marked solicitude for men who do not keep their promises’ 
(Farnsworth, 1970: 1216).

The current criticism of the law of remedies

A law of remedies of this nature is obviously repugnant to those who 
subscribe to the conventional view captured in the maxim pacta sunt 
servanda, which is usually translated as ‘agreements should be kept’. 
The academic thinking that lay behind Blake was a commitment to what 
Professor Friedmann has felicitously called ‘the performance interest’:

The essence of contract is performance. Contracts are made in 

proceedings will arise. Such costless breach is, I repeat, a very common 
case indeed in commercial law. In fact, the most common response of 
commercial parties to breach is not to seek a legal remedy at all, but 
to forbear from legal action and deal with the problem by adjusting 
their positions, to the point where empirical studies show the ‘non-use’ 
(Macaulay, 1963) of formal legal remedies to be the defining charac-
teristic of empirical contracting behaviour. But though the law in the 
sense of the involvement of lawyers in dispute resolution is not used, it 
is crucial to recognise that the law provides the institutional framework 
in which the parties resolve the problem by non-use of the formal legal 
remedies.

The key to understanding the law of remedies is to recognise, as 
we will see the law itself does, that the legal contract is not the essential 
component of the commercial relationships that contract regulates. What 
is essential is the economic exchange between the parties. The contract is 
merely the legal institution which is to facilitate that exchange. There is 
no necessity for the parties to express their exchange in the legal form of 
a contract, and the main reason they do so is to seek security against the 
possibility of non-performance. That security is provided by the defend-
ant’s liability to provide the remedy in the event of non-performance 
which the contract stipulates, which the state ultimately will compel the 
defendant to provide.12 The terms of the economic exchange constitute 
the ‘primary obligations’ under the contract, which, saving fraud,13 the 
parties intend to perform. The fact that these are expressed in a contract 
means, however, that, from the time of the agreement, there also arises 
a liability to provide a remedy in the event of non-performance, which 
crystallises into the ‘secondary obligation’ to provide a remedy upon 
breach of contract.

12	T hough sometimes, of course, enforcement fails.
13	 Fraud will be ignored here as, in the developed, ‘high trust’ market economies, this is a 

much less important problem than dealing with mistaken agreements, and the ways of 
dealing with it are incidental to the basic structure of the law of remedies, and, indeed, of 
contract in general.
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the factor which is normally considered, the intended and correct 
logical structure. (Von Neumann, 1956: 43)

Most of von Neumann’s work in computing (or in game theory, for 
that matter) is quite incomprehensible to me, but, insofar as my under-
standing is correct, one of his contributions to the conceptualisation of 
computing problems was to recognise that error is ineliminable,14 and 
therefore that the goal of eliminating error from calculation was illusory. 
One should first be aware of this, and so not put excessive faith in one’s 
results, and then try to manage the inevitable failure. In computing, von 
Neumann’s basic strategy was to duplicate the calculation on various 
computers (or parts of computers) and work from some sample of the 
multiple results.

Without wishing to put any great weight on what is intended purely 
as a heuristic device, I submit that an analogue to this happens in the 
market economies. It is obvious that in those economies, composed 
of countless numbers of exchanges of varying degrees of complexity, 
dealing with the inevitably occurring contracts in which one party finds 
his costs of performance growing in an unanticipated way, telling him he 
made a mistake by agreeing this contract, is a major issue. It is a problem 
which cannot be eliminated. Given the positive transaction costs that are 
present in any empirical situation, parties must contract on the basis of 
bounded rationality, and so agreements to perform primary obligations 
which turn out to be mistaken are inevitable, and, indeed, are bound to 
be a significant proportion of all agreements made. The mechanism for 
handling this problem is central to the efficiency of the market economy. 
The fundamental mechanism is adjustment of obligations by the parties 
without recourse to legal action, which is encouraged by limiting the 
extent to which performance can legally be insisted upon. This means 
that we should readily allow (regulated) breach. Breach allows flexibility 

14	T he mechanical reliability of the computing machines available to von Neumann was 
very much poorer than that of contemporary computers, but the basic point still holds, of 
course.

order to be performed. This is usually the one and only ground 
for their formation . . .  This interest in getting the promised 
performance . . .  the performance interest . . .  is the only pure 
contractual interest. (Friedmann, 1995: 629)

The main tactic that has been advocated to give effect to the perform-
ance interest has been the wider use of ‘restitutionary’ or ‘disgorgement’ 
damages, so that the defendant has to make restitution of, or disgorge, 
any benefit he gains by breach. Wrotham Park has been interpreted as 
authority for partial disgorgement of this benefit; Blake as authority for 
its total disgorgement; and Hendrix is an attempt to unite them both in a 
‘sliding scale’ of disgorgement damages. If the total disgorgement which 
is logically required for the purposes of a ‘corrective justice’ which seeks 
to prevent the ‘wrong’ of breach is available to the ‘innocent’ claimant, 
then breach becomes pointless or meaningless, for, ex hypothesi, the 
defendant can gain nothing from it. I have argued in the academic legal 
literature that there is a very great deal of unavoidable doctrinal inco-
herence in the idea of these disgorgement damages, but let us leave this 
aside and ask outright what, in the end, is the question which must be 
answered: why not seek to prevent breach?

Why the law of remedies works the way it does; or, why not 
prevent breach?

In one or two of my contributions to the academic literature, I have, as I 
said at the time, invited considerable risk of exposing myself to ridicule 
by quoting a passage from some of the work of John von Neumann, 
which has proved to be the foundation of modern computing, and which 
I attempted to read when trying to come to terms with game theory. The 
passage runs:

Error is viewed . . .  not as an extraneous and misdirected or 
misdirecting accident, but as an essential part of the process under 
consideration – its importance . . .  being fully comparable to that of 
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be prevented. In the academic literature it is allowed that there may 
be situations in which disgorgement of the proceeds of wrongdoing 
is impractical and has to be given up, and similar caveats have been 
entered about the extent to which the performance interest should be 
protected. But this is, however, merely accepting a situation that one 
would put right if one could. There is no concession of a positive role 
for breach, merely an acknowledgement that it cannot be wholly elim
inated, for reasons that are casually and, on examination, implausibly 
attributed to the moral delict of the wrongdoer. This is theoretically 
unsatisfactory. Breach, a central feature of commercial contracting, is 
being treated as a mere exception to the law of contract, and this is so 
because it is not understood by approaches to the law of contract which 
divorce formal legal principle from the underlying economic action. It is 
regrettable that, during a period in which transaction cost and institu-
tional economics have stressed the importance of the law for economic 
policy formulation, major shifts in the English case law of remedies are 
taking place, and are possible only because they take place, on the basis 
of abstract reasoning about principle which, albeit unbeknown to those 
engaged in this reasoning, postulates an unrealisable goal of exchange 
without error, and allows the extremely misleading identification of the 
function of contract as the prevention of breach.

Choice over levels of precaution

Reflection on the nature of the market economy would, then, show the 
goal of the prevention of breach to be absurd. Fortunately, the intentions 
of commercial parties reflected in the common law of contract are too 
sophisticated to be formed by reference to this goal. Faced with the inev
itability of breach as a practical commercial reality, parties have not fruit-
lessly attempted to eliminate it, but have contracted on terms that set 
the optimal level of precaution against it, and the wisdom of their spon-
taneous order is institutionalised in the common law of remedies. This 
would be swept away by the current criticism of that law, which therefore 

in the system of exchanges,15 allowing parties relief from obligations that 
are more expensive than anticipated when further performance would 
merely be wasteful as the claimant can be compensated in damages. In 
this sense, the major function of the law of contract is to allow breach, but 
on the right occasions and on the right terms: in essence, on terms that 
encourage claimants to cover in the knowledge that the defendant will 
compensate lost net expectation.

All this, of course, assumes that it is usually possible for the claimant 
to cover by buying a substitute. But this is usually possible for commer-
cial parties because the market economies are characterised by the ready 
availability of goods in competitive supply, including a margin of excess 
capacity which allows a buyer faced with breach to cover. This margin 
functions inter alia as the space in which inevitable misallocations of 
resources through contract are adjusted through breach, or by adjust-
ment by the parties which makes it unnecessary for the party experi-
encing difficulty to breach. Much economic theory that views ‘excess 
capacity’ in the economy as a sign of malaise simply fails to take on 
board this vital function of such capacity in making the taking of cover 
widely possible. Maintaining such a view follows from the difficulty of 
integrating the competitive process of continual discovery in imperfect 
market conditions into conventional conceptions of equilibrium. But the 
difficulties of economic theory are greatly exaggerated by legal theories of 
the performance interest. These simply have no inkling of the economic 
difficulties to which the pursuit of the goal of the general prevention of 
breach will lead. This approach would require the terms of agreements to 
be so often right as to eliminate the necessity of breach. To set the preven-
tion of breach as the goal of the law of remedies is ultimately to imagine 
that mistaken agreements can be eliminated. Of course, they cannot.

It would be wrong to say that theories of the performance interest 
and disgorgement damages do not recognise that some breaches cannot 

15	 Comparative legal studies have revealed an extremely important contrast with the dam-
aging rigidity of plan fulfilment in the command economies (and the emergence of an 
extensive informal market economy in an inadequate attempt to mitigate this damage). 
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We can see the significance of this if we imagine that the steel in our 
example was not a generic good readily available in competitive supply, 
but a specially commissioned ‘specific’ good with special qualities, and 
no substitute was readily available for this steel. The seller’s failure to 
deliver could not, in these circumstances, be met by covering, and the 
buyer would be faced with consequential loss. The causation rules could 
well pose the claimant serious difficulty in obtaining compensatory 
damages. Without entering into a discussion of the law, one can get 
a sense of the issues if we assume that, without the steel, the buyer is 
obliged to cancel construction of a new shopping centre, and so face loss 
of the net profit from retail sales. One might well concede that the buyer’s 
ultimate net profit was, except in unusual circumstances, going to be 
positive, but imagine the problems of quantifying the loss in a way that 
allowed the court to, subject to the rules of causation mentioned above, 
compensate the claimant. The very same rules that allow compensatory 
damages to work so well in the relatively easy quantification of market 
damages make those damages generally inappropriate to the quantifica-
tion of ‘idiosyncratic’ losses of this nature. The potential claimant who 
negotiates in ignorance of this can well be left with a very substantial 
uncompensated loss.16

A competent potential claimant faced with possible uncompensated 
loss under the default rule will (having reviewed other possibilities, such 
as obtaining insurance from a third party) negotiate to oust the default 
rule and replace it with one that imposes a liability on the potential 
defendant in which the potential claimant has confidence. Within the 
limits imposed by the law, he may, for example, require the potential 
defendant to post a bond that will be forfeited on breach, or stipulate 
a fixed sum which the potential defendant will pay on breach regard-
less of what the other party would have had to pay as compensatory 
damages, or try to make compulsory performance the remedy regardless 

16	 An excellent recent example, in which the issues were fully discussed by the Court of Ap-
peal and the House of Lords, is Co-operative Insurance Society Ltd v. Argyll Stores (Holdings) 
Ltd [1996] Ch. 286 (CA); [1998] A.C. 1 (HL(E)).

cannot respect the intentions of the parties. The most telling criticism 
of the performance interest and disgorgement damages is that the stress 
they place on performance could not be pursued as a goal unless freedom 
of contract in respect of choice of remedies were abolished.

The institutionalisation of economic choice in freedom of contract 
requires the law to refrain from imposing its own terms on contracts, 
and instead to strive to give effect to the intentions of the parties. That 
this requires, for example, ensuring that the price of goods, such as the 
£1 million for our steel, is the product of the parties’ voluntarily agreed 
bargain is widely understood (though this is a much more complex 
matter than is usually appreciated, involving the state in much more 
than merely refraining from setting prices). What is much less widely 
understood is that freedom of contract also requires that the terms of 
the contract stipulating liability should also be the product of the parties’ 
agreement, for this is essential to rational price formation and the effi-
cient functioning of markets in general. For the ‘fully contingent’ price 
of goods includes not merely the cost of, as it were, the physical produc-
tion of the goods, but also, inter alia, the cost of bearing the liability that 
the parties undertake by agreeing the contract, with its latent secondary 
obligation to provide a remedy.

Our argument now requires us to look at one aspect of the way 
this works in the developed system of commercial law, which turns on 
the concept of a ‘default rule’. I have earlier described compensatory 
damages as the ‘default’ remedy for breach of contract. By the default 
remedy we mean the implicit term stipulating the remedy that will, in 
the absence of explicit agreement otherwise, apply by default. In the 
common law, these implicit terms are the product of the institution-
alisation of commercial practice in cases guided by precedent. Subject 
to some important (but by no means always defensible) limits, which 
need not be mentioned here, the law does not make it mandatory that 
compensatory damages are the remedy for breach, but allows the parties 
to ‘contract out of’ or ‘oust’ this default rule by stipulating their own 
‘bespoke’ rule governing remedies.
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the steel is generic steel available on the market, then adequate security 
is provided by the ready availability of a substitute, and extra precaution 
is pointless. Depending on the extent of his exposure to idiosyncratic 
loss, the potential claimant will be prepared to pay for extra precaution, 
and negotiation between the parties will fix the optimal level of precau-
tion. In extremely high-value contracts involving a high level of exposure 
to idiosyncratic loss, such as if special steel were required for shielding 
a nuclear power installation, the potential claimant may be prepared 
to pay for as near as possible absolute precaution, because this is the 
optimal level of precaution. But in normal cases in which cover is readily 
possible, such precaution would be a senseless waste for which no one 
would voluntarily pay, because the optimal level of precaution is much 
lower.

The absurd mistake made in the current criticisms of the law of 
remedies is to think that the law is unilaterally generous to the defendant. 
It is nothing of the sort. It is as generous (if this terminology may be 
used) to the defendant as the claimant and defendant have agreed. The 
claimant can avail himself of a lower price if he contracts on the basis 
of compensatory damages. This effectively requires him to cooperate 
in dealing with the mistaken agreement by providing his own remedy 
by taking cover, which keeps the defendant’s liability, and therefore the 
price he will agree, low. If the claimant wants to impose heavier liability 
on the defendant, he can do so by negotiating with the defendant to do 
so, and paying for this. The law establishes a sophisticated cooperative 
basis on which competition and choice over the terms of the contract 
stipulating the remedy take place, and a spontaneous order coordinating 
optimal levels of precaution emerges.

The extent of the absurdity of seeing the current rules as unilater-
ally generous to the defendant emerges if we speculate on the conse-
quences of changing the law to make disgorgement damages the default 
remedy. The potential defendant contracting on this basis would incur 
the higher level of liability and so would have to charge a higher price for 
the goods. Competition would quickly lead to sellers offering to sell on 

of whether the special case normally required for this could have been 
made out. There are many other possible devices for securing ‘real’, 
rather than merely ‘legal’, remedies, which constitute a most important 
branch of advanced commercial law.

The device that concerns us here, which certainly is open to the 
potential claimant, is to stipulate disgorgement rather than compens
atory damages as the remedy. But, of course, to get this into the contract, 
the potential claimant has to get the potential defendant to agree to it, 
and herein lies the problem for the potential claimant, and the source 
of the wisdom of spontaneous order. For the reason we have seen, 
compensatory damages are normally cheaper for the defendant than 
compulsory performance, and in negotiations in which this is an issue, ex 
hypothesi this is so, otherwise the defendant would be indifferent between 
compulsory performance and compensatory damages. The potential 
claimant may wish to get the extra security of primary performance that 
comes from making disgorgement damages the remedy, but the poten-
tial defendant will want payment for this as he is incurring extra liability, 
and so will have to take extra precautions against breach. He may, in our 
steel example, contract with two suppliers for the necessary iron ore, 
thereby greatly reducing the chance of failure of supply, even though he 
will incur avoidable costs in, for example, warehousing the consignment 
of ore he does not use making the steel for this contract. The range of 
means of taking extra precaution is very large, but the point is that all 
will impose extra cost. Though the physical steel will be the same, the 
price will be higher if disgorgement damages are the remedy because the 
liability will be higher.

Now, if the risk of idiosyncratic loss is high, the potential claimant 
may pay the higher price for steel, because the extra security, and ulti-
mately extra precaution, will be of value to him. But when the exposure 
is to merely market damages in the normal way, the potential claimant 
will not pay the extra price, because the extra security, and ultimately 
extra precaution, has no value to him, as he can obtain a satisfactory 
substitute for undelivered goods on the market. In our steel example, if 



t h e  l e g a l  f o u n d at i o n s  o f  f r e e  m a r k e t s

154

b r e a c h  o f  c o n t r a c t  a n d  t h e  e f f i c i e n c y  o f  m a r k e t s

155

is taken to be pure economic action, with the breaching defendant 
portrayed as committing a wrong because his economic self-interest 
drives him to do so, in defiance of his legal, and therefore moral, obli-
gations. As Professor Friedmann, whose formulation of the perform-
ance interest has been mentioned, has put it in criticising Mr Justice 
Holmes’s analysis of paying for breach: ‘such a taking of an entitlement, 
for the sake of private gain, runs counter to the very basis of private 
law’ (Friedmann, 1989: 23). But the abstract, legal approach surely rests 
on a basic mistake. For economic action within the parameters of the 
common law is by no means immoral or amoral; and its value lies in 
the fact that it is neither.

Though there is an acknowledgement among all those committed 
to market ordering, save complete anarchists, that the legal ‘enforce-
ment’ of contracts has a role in such ordering, this is put forward as a 
rather simple matter which should, indeed, be minimised by a state 
that conforms to liberal principles. But though we have looked only 
at the bare essentials of the law of remedies for breach of contract, it 
is obvious that the laissez-faire rhetoric of simplicity and minimalism 
will be found implausible by those who know the law of contract, for 
even those bare essentials involve, as we have seen, numerous complex 
‘choices’ between remedial alternatives. If we follow Coase’s definition of 
economic regulation as ‘the establishment of the legal framework within 
which economic activity is carried out’ (Coase, 1977: 5), then it becomes 
clear that the negativity of the typical liberal attitude towards the state’s 
role in such regulation is far too sweeping. For though the point is to 
regulate for choice, not to regulate for the imposition of a pattern, the 
vital work of ‘framework setting’ or ‘institutional direction’ necessary for 
choice must be approached with a positive attitude, for inevitably it is 
a complex matter requiring extensive regulatory effort (Campbell and 
Klaes, 2005).

One particularly important aspect of the negativity of the typical 
liberal attitude to the role of law in the economy is its moral minimalism. 
Save anarchists, all those committed to market ordering acknowledge 

terms that explicitly ousted this default and replaced it with a bespoke 
compensatory damages clause, and, in the normal case, buyers would 
contract on these cheaper terms. There would be the extra transaction 
cost of having to contract away from a default that is unsuitable in the 
normal case (which is why compensatory damages now are the default), 
but the ultimate result would be the same. The only way to prevent this 
would be to make the disgorgement remedy mandatory by imposing it 
on the parties, so making it impossible for them to contract out of that 
remedy. The contradiction between the abstract legal criticisms of the 
current law of remedies and the law of contract that institutionalises 
choice as freedom of contract could not be more marked.

Conclusion: the complexity of spontaneous order and the 
morality of competition

This chapter has demonstrated, by reference to the important ‘case 
study’ of the fundamental questioning of the current law of remedies, 
that it is most ill advised to attempt to supplant the practical economic 
wisdom of spontaneous order with the products of abstract ratiocina-
tion about legal principle. Yet again, the pursuit of ‘justice’ as a goal is 
proving fruitless or damaging, as it is not appreciated that justice in the 
allocation of economic goods is not a goal but the quality of a process:  
‘[i]n a free society the state does not administer the affairs of men. 
It administers justice among men who conduct their own affairs’ 
(Lippmann, 1937: 267).

But I have another aim, one which, though subsidiary to the main 
argument, raises more important issues. It is obvious that my argument 
is a defence of spontaneous order. In this case, however, as in so many 
others, spontaneous order needs this defence because its nature is 
misunderstood. The questioning of the current law of remedies has 
gained its basic strength from its ability to depict the position in which 
the defendant can choose to breach if he pays the price of doing so as 
unacceptably amoral or immoral. At root, this is a criticism of what 
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the role of the state in channelling maximising behaviour into productive 
lines to the extent of insisting that goods may legitimately be acquired 
only by exchange, rather than by force or fraud. But the difficulties of 
reconciling the other-regarding aspect of the exchange relationship with 
the explanation of economic action in terms of pure individual maxim
isation cannot be dealt with in this way, for we have seen that the law of 
contract establishes a fundamentally cooperative relationship between 
the parties within which competition about price takes place, and the 
optimum levels of precaution and liability, and therefore a rational price, 
are set. Without this cooperative relationship, rational price determina-
tion is impossible.

In sum, analysis of the basic legal framework for the sale of goods, 
the paradigm case of exchange envisaged in microeconomics at all levels 
of sophistication, from the high theoretical to the common practical, 
teaches us two things. First, that welfare-enhancing competition must 
be based on an ontologically prior cooperation between the parties 
to particular exchanges, and between economic actors in the market 
economy in general. And, second, that the framework for such coopera-
tion, and therefore for defensible market ordering, has to be provided by 
more or less complex regulation in Coase’s sense.
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and Fischel, 1985: 93–101). It may enable risk to be allocated efficiently 
(Posner, 1976: 508–509) and facilitate organised securities markets 
(Halpern et al., 1980: 129–31, 147). Inevitably, there are detractors. Some 
criticise its role in the context of questioning big business, globalisation 
and economic growth (see, for example, Korten, 1995: 37–50, 53–68, 
91–3, 99, 307–24). Some see limited liability as offending a moral prin-
ciple that people should take personal responsibility for their debts (see, 
for example, Schluter, 2000). Some think limited liability is too widely 
cast, either because it can enable shareholders to evade tort liabilities 
(Hansmann and Kraakman, 1991: 1881), or is inappropriate for small 
businesses (Hicks, 1997: 104), or because it encourages undue risk-
taking at creditors’ expense (ibid.: 119; Freedman, 2000: 353). The policy 
implications of such arguments are very serious – should the availability 
of limited liability be restricted?

The formation of a limited liability company as a matter of right for 
most types of business activity (but not initially for banking and insur-
ance companies; Hunt, 1936: 133, 136) first became possible with the 
Limited Liability Act 1855 (the ‘1855 Act’). It was a short piece of legisla-
tion, a mere nineteen sections. It simply amended and supplemented the 
existing and deeply unsatisfactory Joint Stock Companies Act 1844 (the 
‘1844 Act’), which had enabled most types of unincorporated company to 
obtain incorporation by registration, but not limited liability. The intro-
duction of general limited liability came only after considerable debate 
and discussion in a number of official committees over the best part of 
twenty years, involving some of the leading academic, professional and 
business figures of the day.2 It was also a source of considerable press 
discussion.3

2	T he Bellenden Ker Report (1837); a Select Committee on Investments for the Savings of 
the Middle and Working Classes (1850) (to which John Stuart Mill had given evidence); 
a Select Committee on the Law of Partnership (1851); and the First Report of the Royal 
Commission on the Mercantile Laws and the Law of Partnership (1854): it received only 
slight coverage in the well-known Gladstone Committee Report (1844).

3	 See, for example, Lord Stanley’s comments, Hansard HL, vol. 139, col. 1896 (7 August 
1855).

8 	LIMITED LIABILITY AND FREEDOM
		 Stephen F. Copp1

. . .  the fact of a company being established on the principle of limited 
liability, does not strengthen the case in favour of . . .  restraints and 
safeguards . . .  It is not a question of privilege; if anything, it is a right 
. . .  The principle is the freedom of contract, and the right of unlimited 
association – the right of people to make what contracts they please 
on behalf of themselves, whether those contracts may appear to the 
Legislature beneficial or not, as long as they do not commit fraud, or 
otherwise act contrary to the general policy of the law. It is easy to make 
anything a privilege. Any right, the exercise of which is denied, becomes 
a privilege, the very term privilege arising from the negation of a natural 
right . . .  My object at present is not to urge the adoption of limited 
liability. I am arguing in favour of human liberty – that people may 
be permitted to deal how, with whom they choose, without the officious 
interference of the State . . .

Robert Lowe, Hansard hc, vol. 140, cols 129–31 (1 February 1856)

Introduction

The concept of the limited liability company has become one of the 
most important legal foundations of a free market economy. There are 
sound economic reasons why. Limited liability may reduce the cost of 
capital, for example by encouraging investors to diversify rather than 
monitor and incentivising management to act efficiently (Easterbrook 

1	T his chapter is based on, and further develops, my doctoral research (Copp, 2003) and 
related papers (for example, Copp, 2004). I am grateful for the comments of the an
onymous referees.
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‘1855 debates’). The arguments have been organised for convenience into 
the headings below (put in contemporary language and not reflecting 
the order in which issues arose):

•	 Limited liability was an integral characteristic of companies.
•	 Unlimited liability was impracticable to enforce.
•	 Contractual limited liability was unsatisfactory.
•	 Unlimited liability resulted in disproportionately high risk for 

investors and a suboptimal level of investment.
•	 Unlimited liability resulted in disproportionately low risk for 

creditors and led to an above-optimal level of credit being allocated 
to unmeritorious business activities.

•	 Limited liability would remove disincentives to enterprise, working-
class investment and diversification.

•	 Limited liability was irrelevant to the incidence of incompetence/
fraud.

•	 A right to limited liability would discourage the loss of company 
formations to more competitive jurisdictions.

•	 A right to limited liability would avoid the delay, inconsistencies 
and costs associated with discretionary government control and the 
influence of vested interests.

•	 Statutory limited liability was not inconsistent with freedom of 
trade and freedom of contract.

•	E xperimenting with limited liability was desirable to ascertain the 
most effective rule.

•	 But concessions were necessary over size and solvency regulation.

Limited liability was an integral characteristic of companies

Limited liability was seen as an integral characteristic of a company, not 
as something that could be separated from it. The importance of this can 
be seen from the prominence it received in Bouverie’s speech, moving 
the second reading of the Partnership Amendment Bill. He criticised 

The immediate pressure for the Limited Liability Bill (the ‘Bill’) 
appears to have resulted from the Board of Trade ceasing to take deci-
sions on charters to create companies,4 combined with the impact of 
the Crimea War.5 There was strong popular feeling in favour of it, with 
Cardwell referring to ‘the almost uniform feeling of the House and the 
country’.6 The Marquess of Clanricarde noted, perhaps more accurately, 
that the great mass of the middle classes were in favour of the Bill because 
they were prevented from using their capital as they wanted.7 It was 
regarded by the new prime minister, Viscount Palmerston, as being of 
the ‘utmost interest and importance’.8 The Bill had a rocky ride through 
Parliament: for example, on its second reading in the House of Lords 
there was a formal protest against the speed with which it had been 
‘forced’ through Parliament.9 Eventually, it was passed with the reluctant 
inclusion of some draconian amendments insisted upon by the House of 
Lords, receiving royal assent on 14 August 1855.10

The 1855 Act was the only occasion in this country’s history when 
the liability regime has been substantially changed. This chapter seeks 
to answer the question why, by examining the records of the parlia
mentary debates (including those in committee) covering the Bill (the 

	 4	T his appears also to have extended to private Acts of Parliament for this purpose from the 
resolution subsequently put to the House of Lords: see Hansard HL, vol. 139, cols 1895–6 
(7 August 1855). 

	 5	B all, Hansard HC, vol. 139, col. 1384 (26 July 1855); Earl Granville, Hansard HL, vol. 139, col. 
1903 (7 August 1855); Lord Stanley, ibid., col. 1921 (7 August 1855); John Bright, who op-
posed the war, claimed in 1856 that the Palmerston administration rushed it through so 
it could say something had been done other than voting for the war (Davies, 1997: 44 n. 
50). 

	 6	 Hansard HC, vol. 139, col. 340 (29 June 1855). See also Lord Stanley, Hansard HL, vol. 139, 
col. 1896 (7 August 1855); Laing, Hansard HC, vol. 139, col. 1392 (26 July 1855); and Cairns, 
ibid., col. 1397 (26 July 1855). Butler (1986: 181) thought Parliament was reacting to public 
demand, influenced by appreciation of the benefits of limited liability.

	 7	 Hansard HL, vol. 139, col. 1910 (7 August 1855), author’s emphasis.
	 8	 Cairns, Hansard HC, vol. 139, cols 1396–7 (26 July 1855).
	 9	 Hansard HL, vol. 139, col. 1918 (7 August 1855). Well-respected peers, such as Lord Over-

stone, who opposed limited liability, were missing: ibid., col. 1914 (7 August 1855).
10	 Hansard HC, vol. 139, cols 2123–31 (11 August 1855); Hansard HL, vol. 139, cols 2141–2 (14 

August 1855).
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at common law and, therefore, all partners had to be joined as defend-
ants.15 The absurdity of this was explained in George’s (1825: 19–21) early 
practitioner text, A View of the Existing Law Affecting Unincorporated Joint 
Stock Companies. This explored the number and complexity of actions 
that might flow with a hypothetical association of 2,000 partners, a party 
who had bought goods on 25 different occasions, during which time 
there had been 300 changes in partners and six partner deaths leading 
to the admission of ten personal representatives, including the need to 
ascertain the exact time of each. Such concerns were not theoretical as 
Van Sandau v. Moore,16 cited in the report, showed. As a consequence, 
such associations achieved a measure of de facto limited liability, which 
at the time led to them being regarded as a public nuisance on the fringes 
of legality. The risk of shareholders being party to litigation should have 
reduced as companies (new and old) gained incorporation under the 
1844 Act, though the greater ease of litigation against companies may 
have increased the possibility of winding up.

The second issue related to the technical difficulties of winding up a 
substantial unlimited company with a large number of members, despite 
the introduction of various Winding-Up Acts in 1844, 1848 and 1849 (see 
generally Formoy, 1923: 73–76, 88–108). Some difficulties were institu-
tional and capable of resolution – for example, conflict between court 
jurisdictions; others, however, were inherent to the exercise itself, given 
the numbers of creditors, shareholders and the multiplicity of proceed-
ings required. Kostal (1994: 53) has described ‘A Hurricane of Litigation’, 
in which a ‘sizeable proportion of the entire monied classes became 
participants in a vicious cross-fire of lawsuits’. What is surprising is that 
these problems were not used to justify limited liability, except for a 
cryptic remark by Lord Stanley, who based the urgency of the measure 
on how the law of unlimited liability had been found to be ‘imprac
ticable’, if an attempt was made to enforce it with ‘utmost vigour’.17

15	T he Bellenden Ker Report (1837), p. 3.
16	 (1825) 1 Russell’s Reports 441.
17	 Hansard HL, vol. 139, col. 1896 (7 August 1855).

the 1844 Act for being injurious to completely registered joint-stock 
companies, by making their shareholders personally liable for debts for 
three years after ceasing to be members, despite limited liability being 
‘the grand characteristic of a corporation’.11 The law was objectionable 
in recognising the merit of such companies but deterring those needed 
from joining them, i.e. those with large means and judgement.12 He 
stressed the ‘substantial distinction’ between joint-stock companies that 
were technically partnerships but had been subject to statutory regula-
tion, and private partnerships that were based on the common law.13 

Key factors were the transferability of shares at will, the limited voice 
of shareholders in management, and the lack of mutual knowledge and 
confidence between shareholders and directors, so that shareholders 
could be bound to an unlimited extent by the acts of a new set of direc-
tors despite not knowing them.14 This is consistent with Easterbrook and 
Fischel’s view (1985: 93) that limited liability, rather than being a benefit 
bestowed by the state, is a ‘logical consequence’ of the difference in forms 
of conducting economic activity.

Unlimited liability was impracticable to enforce

The law faced substantial difficulties under unlimited liability in coping 
with the number of parties potentially involved with large unincor-
porated joint-stock associations, i.e. promoters, shareholders, scrip 
holders, directors, trustees and creditors. In the event of a dispute, or 
failure, the matrix of potential litigation could be vast, combined with 
acute institutional and technological obstacles.

The first issue, identified in 1837 by the Bellenden Ker Report, was 
that relief could often not be obtained in legal proceedings involving large 
trading associations because they were usually regarded as partnerships 

11	 Hansard HC, vol. 139, col. 321 (29 June 1855).
12	I bid.
13	 Hansard HC, vol. 139, col. 310 (29 June 1855).
14	I bid., cols 319–20 and 323–4 (29 June 1855).
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exact legal position. Palmerston and Lord Stanley clearly believed that 
limited liability could be achieved.22 Bouverie, Cardwell, Spooner and 
Lord Stanley thought insurance companies could gain limited liability.23 

Spooner thought insurance companies enjoyed limited liability through 
their deed, but was informed by the Solicitor-General that that was not 
so.24 The Solicitor-General proceeded to explain that limited liability was 
not new, liability arose only because every partner was considered the 
general agent of his partners, so if it were possible to limit that agency to 
make every person they dealt with aware of it, there would be no general 
liability.25 These discussions focused on contractual liabilities. It is inter-
esting that towards the end of the debates, Lord Redesdale asked about 
‘the nature of the liability’ of manufacturing companies from which 
revenue had to be collected, i.e. excise duties; Lord Campbell responded 
that ‘the managers’ would be liable for any pecuniary penalties for any 
offence against the revenue, but the Earl of Harrowby argued that the 
company’s own property would be sufficient security to the revenue.26

It is clear that companies could obtain some measure of limited 
liability by contract. This should not surprise us – attempts by companies 
and others to restrict their own liability (as opposed to shareholders’) 
through exclusion clauses and other mechanisms are the staple diet of 
contract-law studies today. The lack of discussion on limiting liability for 
other risks does now seem surprising, especially given the legal literacy 
of those involved. It may reflect the undeveloped state of tort liability; on 
the other hand, Baker (1990: 467) has observed that ‘By the beginning 
of Victoria’s reign, actions for negligence were sufficiently numerous for 
some writers on the law to put them into a separate compartment’, with 
the first specific example of such a collection of cases being published 
in 1843. From the vigour with which the arguments were pursued it can 

22	I bid., col. 356 (29 June 1855).
23	I bid., cols 320 and 343 (29 June 1855), 1450 (27 July 1855) and Hansard HL, vol. 139, col. 

1920 (7 August 1855).
24	 Hansard HC, vol. 139, cols 1450–51 (27 July 1855). 
25	I bid. 
26	 Hansard HL, vol. 139, cols 2102–3 (10 August 1855).

Contractual limited liability was unsatisfactory

The question of whether companies needed state intervention to achieve 
limited liability has been controversial (see, for example, the criticisms 
by Mark (2000: 9–16) of Anderson and Tollison (1983)), yet seems to 
have preoccupied contemporaries less. As Earl Granville stated in the 
1855 debates, referring to how limited liability could be achieved by 
contract: ‘They had no right to consider that in passing this Bill they 
had discovered anything new.’18 Language such as ‘discovery’ used by 
Butler, president of Columbia University in 1911 (Diamond, 1982: 42), to 
describe the emergence of limited liability would imply that the doctrine 
was new and the process swift. In contrast, the doctrine appears older 
than the mid-Victorian era, though its use may have been rare (DuBois, 
1938: 223) and its meaning undoubtedly changed over time (see, for the 
seventeenth, eighteenth and early nineteenth centuries respectively, 
Scott, 1910: 270; DuBois, 1938: 94–104; and Harris, 2000: 127–32).

Evidence has been found of efforts to contract out of unlimited 
liability in the 1840s (Hunt, 1936: 99–101). The two methods adopted 
were either to place such a clause in the deed of association; alternatively, 
in every contract (insurance business particularly lent itself to this possi-
bility). Each method was tested in the 1850s in the courts but only the 
latter proved acceptable. The constitutional method fell down because 
third parties could not have notice of it;19 the contractual approach 
succeeded essentially because there was no reason to invalidate it.20 

Bouverie also drew attention to the specific example of mines in Devon 
and Cornwall conducting business on a limited liability basis because 
it had been decided at common law that the directors did not have the 
power to bind shareholders.21

The views of MPs in the 1855 debates show some confusion over the 

18	I bid., col. 2126 (11 August 1855).
19	 Re Sea, Fire & Life Assurance Co, Greenwood’s case (1854) 3 De G.M. & G. 459.
20	 Hallett v. Dowdall (1852) 21 L.J. Q.B. 98. Butler (1986: 182) thought this decision explained 

the timing of Parliament giving up its monopoly control over limited liability.
21	 Hansard HC, vol. 139, col. 326 (29 June 1855).
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liability.30 But Lord Denman thought US and French bankruptcy law 
‘exceedingly severe’ by comparison with English law.31

A key part of Bouverie’s rationale for limited liability was that 
unlimited liability deterred ‘men of prudence and capital’, who were 
most likely to make a success of a company, from investing.32 Strong 
feelings were expressed as to the plight of shareholders in unlimited 
companies, with Malins pointing to the collapses of the Newcastle Bank 
and the Monmouth and Glamorganshire Bank, which he claimed had 
been ‘the ruin’ of hundreds of families, and to the Australian Banking 
Company, which was being wound up, where probably more than 100 
to 150 families ‘would be utterly ruined’.33 He contrasted the dispro-
portionate effect of unlimited liability on investors, where a person 
had to risk the full extent of their fortune regardless of how small their 
real stake might be, referring to a ‘morbid sensibility for the creditors’, 
posing the question, ‘Why should not the creditors be left to take care of 
themselves?’34

The consequence of investors being subjected to a disproportionate 
level of risk would be expected to be a suboptimal level of investment 
and it is, therefore, unsurprising that the need to encourage investment 
has featured highly in traditional accounts of the introduction of general 
limited liability. Shannon (1930–33: 291) thought Parliament reacted 
to the amount of capital not most productively employed. Hunt (1936: 
32) cited evidence of ‘masses of money’ thrown away in South America 
because investors did not dare risk investing in England, implying both 
a demand for less risky investment and evidence of investors making a 
jurisdictional choice. There had been a Select Committee on Investments 
for the Savings of the Middle and Working Classes as recently as 1850.

Experience, especially with railway companies, indicated that limited 

30	 Ibid., cols 334 (29 June 1855) and 1391 (26 July 1855). 
31	 Hansard HL, vol. 139, col. 2050 (9 August 1855).
32	 Hansard HC, vol. 139, col. 321 (29 June 1855). See also Lord Stanley, Hansard HL, vol. 139, 

col. 1920 (7 August 1855).
33	 Hansard HC, vol. 139, cols 339–40 (29 June 1855).
34	I bid. 

only be concluded that contractual limited liability was not regarded as 
adequate.

Unlimited liability resulted in disproportionately high risk for 
investors and a suboptimal level of investment

There is a natural tendency to see the harsh state of English law 
governing personal financial failure as a likely contributor to the devel-
opment of limited liability (see, for example, Harris, 2000: 131), because 
of the scale of risk to which it gave rise. Thanks to literary reformers, 
such as Charles Dickens, this area of law lives on in popular imagina-
tion. At the beginning of the nineteenth century, two systems governed 
personal financial failure – bankruptcy law, which applied only to traders 
with more than a minimum value of debt, and the law applicable to 
other debtors (Tolmie, 2003: 9). Opinion differs as to which system was 
more favourable.27 Initially, debtors could be imprisoned for debt even 
before judgement, with no limit on the length of imprisonment (ibid.: 
9). According to Stephen (1841–45: vol. 2, 214), ‘the debtor might be left 
to languish, for an indefinite period of time, in hopeless confinement’, a 
remedy described in the Cork Report (1982: 17) as ‘the English equivalent 
of the slave trade’. It affected as many as 10,000 individuals annually, 
whose prospects were poor, with disease rampant (Harris, 2000: 131).28 
Reforms followed, however, with imprisonment after judgement for 
debt being abolished in 1869 (Tolmie, 2003: 9–10). Yet it is hard to find 
any strong criticism of the legal regime in the 1855 debates. Bouverie did 
not consider the changes would make any difference to the number of 
insolvencies or bankruptcies, since there would always be those incap
able of managing their affairs.29 Two MPs, Glyn and Mitchell, tried to 
use the need for bankruptcy law reform to delay consideration of limited 

27	 Contrast the Cork Report (pp. 16 and 17) and Tolmie (2003: 9), with Harris (2000: 131).
28	 Unfortunately, the source is not cited. The period under discussion was generally 1721 to 

1810. 
29	 Hansard HC, vol. 139, col. 1449 (27 July 1855).
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Unlimited liability resulted in disproportionately low risk for 
creditors and led to an above-optimal level of credit being 
allocated to unmeritorious business activities

The belief ‘that every man was bound to pay the debts he had con
tracted, so long as he was able to do so’, described by Strutt as ‘the first 
and most natural principle of commercial legislation’,42 emerged in the 
1855 debates, as might be expected from an era so steeped in moral 
notions of personal responsibility. It led to a high degree of commit-
ment, such that both Bouverie, who supported limited liability, and 
Muntz, who did not, thought that companies could not compete with 
private traders.43 As Muntz put it, ‘No Company could command that 
decision of purpose, that untiring exertion, and that concentrated power 
which an individual, whose sole interest was at stake, could always 
display.’ This, combined with unlimited liability, could be expected to 
contribute to economic efficiency by ensuring the making of credible 
commitments. Such arguments were flawed, however: shareholders 
should not be morally responsible for the actions of others, i.e. directors, 
whom they could not control.

Experience showed that unlimited liability enabled undesirable busi-
nesses to raise capital – Bouverie commented on losses of £50 million 
involving companies with unlimited liability – and prevented ‘bona 
fide and beneficial undertakings’ from doing so.44 He argued that credit 
should be obtained because of how a company’s business was conducted 
and what its objects were, rather than because of the size of the share-
holders’ combined fortune.45 In contrast, such companies obtained an 
‘unfair and undue amount of credit’.46 Malins blamed the collapses of the 

42	 Ibid., col. 1386 (26 July 1855).
43	B ouverie was influenced by Adam Smith, ibid., cols 328–9 (29 June 1855); Muntz, ibid., 

cols 1379–80 (26 July 1855). 
44	I bid., col. 1449 (27 July 1855); ibid., col. 322 (29 June 1855): Bouverie, citing the evidence of 

a London solicitor. 
45	I bid., col. 322 (29 June 1855). See also Lord Stanley, Hansard HL, vol. 139, col. 2038 (9 

August 1855), who referred to them as ‘decoy ducks’ placed at the head of unsound under-
takings. 

46	 Hansard HC, vol. 139, col. 322 (29 June 1855).

liability did result in capital being attracted into economically desirable 
activities that might not otherwise have taken place. Bouverie showed 
how 914 companies had been completely registered under the 1844 
Act, of which 723 were still in existence,35 and how 136 limited liability 
companies, justified on the basis of public advantage, had been estab-
lished in the previous five years by private Acts of Parliament.36 The 
evidence supported his claim that limited liability should be extended 
because it was responsible for the immense capital raised for railways, 
docks and canals.37

Some, though, did not think it necessary to encourage more invest-
ment. Muntz claimed that the repeal of the usury laws had removed 
obstacles38 and Hastie contrasted the position with the USA, where 
capital was extremely scarce.39 Investment was demonised as ‘specula-
tion’, an argument anticipated by Bouverie. Muntz argued that the real 
reason for the Bill was to induce those with capital to embark in specula-
tions returning 5, 10 or 15 per cent rather than 3 per cent from funds or 4 
per cent from land.40 Bouverie, in contrast, thought speculation should 
not just mean rash and imprudent undertakings but could also mean the 
spirit of enterprise and progress.41

35	 Hansard HC, vol. 139, col. 321 (29 June 1855). The main categories were 234 gas com
panies, 198 assurance companies, 99 mining companies, 78 public buildings companies, 
74 manufacturing companies, 58 land and building (etc.) companies, 43 shipping com
panies, 40 public works companies, 18 railway companies and 14 trading companies. 

36	I bid., col. 324 (29 June 1855): 76 railway companies; 11 harbours, piers, docks, bridges or 
canals companies; 10 gas companies; 22 water companies; and 17 miscellaneous compa-
nies. Lord Stanley also emphasised this: Hansard HL, vol. 139, col. 1897 (7 August 1855).

37	 Hansard HC, vol. 139, col. 325 (29 June 1855), giving the example of £285 million raised 
for railways. See also Malins, ibid., col. 339 (29 June 1855) and Laing, ibid., cols 1392–3 (26 
July 1855). Russell, though, observed that such companies did not go to Parliament only 
for limited liability but also for powers over land: ibid., cols 1393–4 (26 July 1855). 

38	I bid., col. 1379 (26 July 1855).
39	I bid., cols 1379, 1393 (26 July 1855). See also Strutt, ibid., col. 1385 (26 July 1855).
40	I bid., col. 1381 (26 July 1855).
41	I bid., col. 327 (29 June 1855). 
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Limited liability would remove disincentives to enterprise, 
working-class investment and diversification

Bouverie’s essentially free market argument was that ‘legislators ought 
not to place any dam across the channels in which capital was disposed 
to run’.52

The need to remove disincentives to enterprise was recognised by 
Bouverie, who claimed in his speech on partnership law that Parliament 
had a duty to encourage inventors.53 Palmerston asserted that there was 
a great quantity of small capital locked up which might be employed both 
for the benefit of those who possessed it and the community at large.54 The 
consequences of restricting new ventures were well illustrated by his claim 
that Ireland’s prosperity had been damaged by the inability of one group 
to work coal and iron because they had been refused a charter and were 
unprepared to give the security required by Glasgow or Liverpool specu-
lators.55 Muntz, though, queried the benefits for inventors, suggesting 
that under limited liability the work of Watt would have ‘come under the 
control of a few ignorant donkeys, who knew nothing about his works, and 
. . .  all the inventions of that great man would have come to nothing’.56

Widening participation in limited liability companies might also 
enable the working classes to invest in, and attract capital into, busi-
nesses for which they provided the skills. John Mill had famously 
commented in evidence to a Select Committee that the great value of 
limited liability would not be so much to enable the poor to lend to 
the rich but the rich to the poor (Davies, 1997: 42). Collier claimed that 
limited liability might ‘bridge over the gulf which divided capital and 
labour’.57 Limited liability companies were considered by some, though, 

52	I bid., col. 329 (29 June 1855).
53	I bid., col. 314 (29 June 1855).
54	I bid., col. 1390 (26 July 1855). See also Lord Stanley, Hansard HL, vol. 139, col. 1921 (7 

August 1855).
55	 Hansard HC, vol. 139, col. 1456 (27 July 1855).
56	I bid., col. 1381 (26 July 1855).
57	I bid., col. 333 (29 June 1855). See also Malins, ibid., col. 340 (29 June 1855) and Mitchell, 

ibid., col. 1392 (26 July 1855).

Australian Banking Company, the Newcastle Bank and the Monmouth 
and Gloucester Bank on precisely this problem.47 In particular, had those 
who had lent £300,000 to the Australian Banking Company been forced 
to inquire as to its state and prospects, rather than merely seeing a list 
of shareholders whom ‘they could pounce on’, they would not have 
lent their money.48 He contrasted railway companies, where money was 
invested or lent because people were satisfied with their position and 
administration as well as because of limited liability.49

Unlimited liability, it seems, increased the optimal level of risk-taking 
by creditors and led to an above-optimal level of credit being allocated 
to unmeritorious business activities, the mirror image of the criticism 
that limited liability increases the optimal level of risk-taking. This 
would seem inappropriate given the greater control creditors had over 
the extent of their exposure – for example, through the use of security. It 
might be expected that those supplying capital on the basis of unlimited 
liability would reflect the perceived risk in the price, rendering the cost 
of capital higher – needlessly, since not all companies would require the 
‘guarantee’ implied by unlimited liability.50 Equally, it might be expected 
that creditors dealing with a limited liability company would also reflect 
any perceived risk in the price and/or by taking security (but only where 
needed).51 Limited liability, therefore, might be expected to lead to a 
more efficient allocation of resources.

47	I bid., col. 340 (29 June 1855). 
48	I bid. 
49	I bid. 
50	B ut see Anderson and Tollison (1983: 114–15), who argue that limited liability would not 

have altered the real cost of capital.
51	 Halpern et al. (1980: 118– 19) note an argument from The Economist, 1 July 1854, that the 

liability issue was trite because parties could transact around it. The issue would only 
seem trite, however, if each liability regime could be contracted into/out of with equal 
ease, which may not have been so. 
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Limited liability was irrelevant to the incidence of 
incompetence/fraud

Strong cycles of boom and bust tend to reveal incompetence and fraud. 
The early nineteenth-century economy was subject to fairly dramatic 
cycles, with major harvest crises in 1815–16, 1829, 1838 and 1847, and 
depressions in basic industries in 1816, 1826–27, 1842–43 and 1848–49 
(Mathias, 2001: ch. 7).63 What is surprising now is the sheer crude-
ness of the methods of fraud. Many were analysed in the Gladstone 
Committee Report,64 which led to the 1844 Act. Fraudulent means of 
seeking investment, for example, included using the names of distin-
guished, respectable or wealthy people without their authority and 
getting false newspaper reports published. But it seems that the cumber-
some 1844 Act actually worsened the problem of fraud (Kostal, 1994: 35). 
Instead of deterring prospective bubble company promoters, it went 
disastrously wrong, giving speculators and swindlers a ‘gloss of legality 
and legitimacy’ with the opportunity to get a Certificate of Provisional 
Registration for little more than a £5 fee (ibid.). But it was not neces-
sarily just government which was at fault – the difficulties may have been 
compounded by the courts’ moral uncertainty as to who should bear 
losses (Lobban, 1996: 299–303).

Competence was central to Bouverie’s rationale for limited liability 
because he blamed unlimited liability for companies falling into the 
hands of ‘the reckless, thoughtless, and extravagant’ and discouraging 
the prudent from investing65 (though this would appear more a comment 
on investors than directors). Concerns were later raised by Muntz about 
directors’ competence and the fear they would become masters rather 
than servants of the company66 – nicely anticipating modern agency 
theory. But Bouverie’s position was that it was not the duty of a legislator 

63	 See also Strutt’s concerns regarding speculation and periodic crises, ibid., cols 1385–6 (26 
July 1855).

64	 ‘First Report of the Select Committee on Joint Stock Companies’ (1844) (‘the Gladstone 
Committee Report’).

65	B ouverie, ibid., col. 321 (29 June 1855).
66	I bid., cols 1381 and 1379 (26 July 1855). 

to be unsuitable vehicles for working-class investment, either because 
the working class would be ‘totally ignorant’ of how to nurture them, 
or they would be used by lawyers floating companies simply to get long 
bills paid or by companies being established so paid officials could profit 
from their salaries.58 Instead, Strutt thought working men should stick 
to a secure investment at an ordinary rate of interest or in a trade they 
could superintend personally.59

Unlimited liability would also have discouraged investment by 
discouraging diversification. McGregor appears to have understood this 
point, arguing for limited liability with the illustration that a man with 
£140,000 would not risk the whole of it in one ship, but would rather 
divide it up and invest in different ships.60 In contrast, Strutt criticised 
limited liability for encouraging a limited chance of loss but unlim-
ited chance of gain:61 a point that is stressed in modern option-pricing 
approaches to the valuation of firms and also in relation to the incent
ives facing executives of modern banking institutions. Limited liability 
would damage trust by allowing a person to invest in several specula-
tions, making a fortune in a number but failing in one while paying 
creditors a fraction of their debts.62 This is interesting because it implies 
that limited liability and diversification would damage the making of 
credible commitments, potentially reducing economic efficiency. The 
benefits of enabling diversification would, however, appear to have been 
much more significant.

58	 Muntz, ibid., col. 1379 (26 July 1855); Lord Redesdale, Hansard HL, vol. 139, col. 2042 (9 
August 1855); and Lord Monteagle, ibid., col. 2041 (9 August 1855).

59	 Hansard HC, vol. 139, cols 1387–8 (26 July 1855). 
60	I bid., col. 1388 (26 July 1855).
61	I bid., col. 1385 (26 July 1855).
62	 Strutt, ibid., cols 1385–6 (26 July 1855). As Bramley-Moore put it: ‘a man might be a bank-

rupt in one street, and a wealthy merchant prince around the corner . . .  this was irrecon-
cilable with sound morality’: ibid., col. 1447 (27 July 1855).
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can think of competition, in this context, as the process through which 
resources are allocated when prices are not distorted by monopoly: it 
does not imply rivalry, as it might in other contexts (Posner, 2003: 294). 
It might be tempting to conclude that the concept could have only a 
very restricted application in the context of the mid-nineteenth century 
as few jurisdictions offered any form of alternative corporate law, but 
the evidence suggests otherwise. We have already seen the influence of 
investors preferring overseas investment opportunities.

The arguments in the 1855 debates appear to have been between 
the realists, who recognised that an element of choice had arrived and 
could not be restricted, and those who were in denial. Bouverie saw that 
prohibiting limited liability companies resulted in those determined to 
have them forming companies abroad, while still carrying on business 
in England.74 There was evidence from a London solicitor that such 
companies were ‘frequently’ being established in France (at least twenty 
in the previous two years) and the USA, despite the typical cost in France, 
for example, being between £400 and £500 per year, and in one case 
£4,000.75 Lord Stanley claimed that a steam navigation company, refused 
a charter, obtained one in Canada, and that whole trades, carried on 30 
years earlier by English houses, had been replaced by foreign branches.76 

MacGregor perhaps touched a raw nerve in saying that limited liability 
had made the USA one of the most powerful nations in the world, espe-
cially in naval power,77 while Laing, commenting on how dividends paid 
by limited liability French and Belgian railway companies exceeded 10 
per cent, warned that Paris could replace London as ‘the great centre of 
European industrial enterprise’.78

The arguments of those in denial, however, were largely irrelevant 
to such immediate risks. Glyn noted that the reason for the introduction 

74	 Hansard HC, vol. 139, col. 322 (29 June 1855). 
75	I bid., col. 323 (29 June 1855). 
76	 Hansard HL, vol. 139, cols 1919 and 2037 (7 and 9 August 1855).
77	 Hansard HC, vol. 139, col. 1388 (26 July 1855); he also raised the success of limited liability 

in other countries, such as the Hanse towns, Belgium and Holland (ibid.). 
78	I bid., col. 1393 (26 July 1855).

to prevent imprudence, the real preventative for which was the resulting 
loss.67 In other words, risk of failure was an important incentive.

Bouverie did not seek to deny that the Bill – which he was aware had 
been called ‘a Bill to promote swindling’ – might give rise to a great deal 
of fraud but observed how fraud took place in companies with unlimited 
liability too.68 The point was that the public ignored the enormous mass 
of fair and honest transactions that took place.69 While it was one of the 
‘great objects of the law . . .  to prevent fraud’, this should be done by 
detecting and punishing fraud where it existed, rather than prohibiting 
a class of honest and advantageous transactions.70 But no law would be 
able to prevent fraud because those who cheated would always find loop-
holes.71 Earl Grey, for example, was unconvinced, claiming that even 
those most in favour of limited liability thought ‘stringent precautions’ 
were needed to guard against fraud, though his illustrations of the risks 
mainly involved small companies.72

How, though, might accountability be improved? Bouverie felt that 
the most effective way to secure shareholder and creditor interests in the 
long term was to call on them to protect themselves, in respect of both 
fraud and imprudence.73

A right to limited liability would discourage the loss of 
company formations to more competitive jurisdictions

Jurisdictional competition can lead to a Pareto-optimal (i.e. first-best) 
outcome if fairly rigorous assumptions are met – for example, if there 
is a perfectly elastic supply of jurisdictions (Trachtman, 2000: 338). We 

67	I bid., col. 327 (29 June 1855).
68	I bid., cols 326 (29 June 1855) and 1449 (27 July 1855).
69	I bid., col. 326 (29 June 1855).
70	I bid., col. 326 (29 June 1855).
71	I bid., col. 1449 (27 July 1855).
72	 Hansard HL, vol. 139, cols 2032–4 (9 August 1855).
73	 Hansard HC, vol. 139, col. 327 (29 June 1855). See also Earl Granville, Hansard HL, vol. 139, 

col. 2045 (9 August 1855).
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have sufficient knowledge or expertise to exercise such discretion, and 
it would be expected that delay, inconsistencies, cost and corruption 
would result, combined with vested interests seeking to gain influence.

Kostal (1994: 114–15) has graphically described how the private Bill 
process had hardly changed in 100 years, with pre-hearing documenta-
tion of ‘labyrinthine complexity’ and examination by select committees 
of both Houses of Parliament. Alleged delay on the part of the Board of 
Trade in dealing with a petition for a charter to set up a paper and textile 
manufacturing company based in the West Indies between October 
1854 and March 1855 led to the formal statement by Lord Stanley that 
the Partnership Amendment Bill (with which the Bill was to be linked) 
would be forthcoming.83 Bouverie used this to make the issue a matter 
of urgency.84 Laing observed that delay in getting a charter was an even 
greater obstacle than cost.85 Delay, coupled with discretion and require-
ments for public disclosure,86 may also have provided vested interests 
with an opportunity for influence.

The problem of discretion affected both parliamentary and Board of 
Trade proceedings in different ways. In relation to Parliament, Bouverie 
made the perhaps obvious comment that if procedural changes could 
be made so that every company applying for a private Act was granted 
limited liability, legislation would be pointless.87 He also attacked the 
Board of Trade for failing to approve applications for charters, arguing 
that it was not competent88 and mocking the tests applied – for example, 
whether an undertaking was advantageous to the public – claiming 
that the true test of public advantage was a company’s success or 
non-success.89 More to the point, he criticised the power to determine 

83	 Hansard HL, vol. 137, cols 943–6 (22 March 1855).
84	 Hansard HC, vol. 139, col. 1394 (26 July 1855). See also Lord Stanley, Hansard HL, vol. 139, 

col. 1897 (7 August 1855).
85	 Hansard HC, vol. 139, col. 1393 (26 July 1855).
86	 See, for example, Trading Companies Act 1837, s. 32.
87	 Hansard HC, vol. 139, col. 324 (29 June 1855).
88	I bid., col. 325 (29 June 1855).
89	I bid. See also Cairns, ibid., cols 353–4 (29 June 1855) and Hunt (1936: 57–8).

of limited liability in France had been different, aimed at countering the 
prejudices of the upper classes against investing in trade.79 Cardwell cited 
evidence that the law did not always work well in other countries, mainly 
because of potential abuse and limited take-up.80 Brown commented 
that limited liability damaged the credit of companies in France and the 
USA, and Hastie that countries with limited liability needed to come to 
England for credit.81

The existence of even a rudimentary level of jurisdictional competi-
tion renders the concession theory, that companies require government 
permission, meaningless, since a concession implies a monopoly. If 
states themselves are seen as rational actors, then it would be expected 
that they would act in a self-interested fashion, maximising their own 
welfare, and the introduction of a more competitive company law, with a 
right to limited liability, should be interpreted accordingly.

A right to limited liability would avoid the delay, 
inconsistencies and costs associated with discretionary 
government control and the influence of vested interests

Incorporation with limited liability could formally be achieved in three 
ways by 1855: private Act of Parliament, requiring a petition to Parlia-
ment; royal charter; or letters patent, requiring an application to the 
Crown, but referred to the Privy Council Committee for Trade and 
Plantations.82 The use of discretionary routes to incorporation would 
be expected to give rise to problems. Governments are unlikely ever to 

79	I bid., col. 1382 (26 July 1855). 
80	I bid., col. 348 (29 June 1855). Hastie also noted that in France there were 2,000 partner-

ships without limited liability and only 400 with it; ibid., col. 357 (29 June 1855).
81	I bid., col. 1384 (26 July 1855); ibid., col. 357 (29 June 1855). See also Bramley-Moore, ibid., 

cols 1448–9 (27 July 1855); Hastie, ibid., col. 1450 (27 July 1855); and Lord Monteagle, Han-
sard HL, vol. 139, cols 2040–41 (9 August 1855). 

82	 Chartered Companies Act 1837, s. 4, included an express power for members’ liability to 
be restricted when incorporation privileges (but not actual incorporation) were conferred 
by letters patent. Limited liability could not be obtained under the better-known Joint 
Stock Companies Act 1844. 
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1936: 49 n. 103; Harris, 2000: 262–3). A not untypical example related 
to 1824, when sixteen MPs, who held shares of up to £30,000 each in a 
joint-stock company whose incorporation bill was pending, sat on the 
relevant committee (Harris, 2000: 263). Indeed, a motion put before 
Parliament in 1824 and 1825, which would have restricted voting by MPs 
with an interest in a Bill, was defeated (ibid.: 264). Closer to the period in 
question, the president of the Board of Trade, C. P. Thomson, who intro-
duced the Trading Companies Act 1834, appears to have had ‘various 
company interests’ (Cooke, 1950: 125).

Vested business interests had long opposed private Acts to incorp
orate businesses with limited liability. This appears borne out by Lord 
Stanley’s example of a large steam navigation company that had wanted 
limited liability to establish communication with Canada but had been 
refused a charter because of the opposition of Cunard and other existing 
companies.94 Accordingly, a similar reaction against a Bill to allow 
incorporation with limited liability might have been expected. And so 
it was. Horsfall claimed that a majority of the commercial community 
opposed limited liability, citing several days’ discussion at the Liver-
pool Chamber of Commerce, which decided against by a majority of 
about 200 to 100, with the strongest protest being in a petition from the 
Manchester Chamber of Commerce.95 Malins observed how great capital-
ists with great power as a result were mostly opposed to the Bill because 
it could reduce their influence.96 Ball came close to accusing another MP 
of hypocrisy, saying that he had amassed great wealth through competi-
tion but was refusing to others advantages he did not need.97

The presence of lawyers in Parliament might also have been a fertile 
source of vested interests, since lawyers had been very actively involved 
in company promotions (see generally Kostal, 1994: chs 1 and 3). Care 

94	 Hansard HL, vol. 139, col. 1919 (7 August 1855).
95	 Hansard HC, vol. 139, col. 355 (29 June 1855).
96	I bid., col. 340 (29 June 1855). 
97	I bid., col. 1383 (26 July 1855). See also MacGregor, ibid., cols 1388–9 (26 July 1855); Muntz, 

ibid., col. 1379 (26 July 1855).

limited liability according to the ‘caprice’ of who happened to be head 
of the department, as ‘odious’.90 The consequence of relying on govern-
ment discretion, according to Bouverie, was the inconsistency of some 
companies in the same class, such as gas companies, having limited 
liability but others not.91 This might be expected to have had competitive 
implications, with limited liability companies benefiting from govern-
ment discretion having an unfair advantage over others.

Costs were more likely to have been a greater problem for smaller 
businesses than for large ones and, in the case of canal companies and 
railway companies after the 1790s and 1820s respectively, probably 
resulted from the introduction of requirements to submit detailed maps 
and plans with their petitions (Harris, 2000: 135).92 This might explain 
the sort of charges cited by Todd (1932: 50) for incorporating railway 
companies such as the London and Birmingham Railway, ranging from 
£28,465 to £72,868, and Kostal’s (1994: 126) estimate of £20 million spent 
by the railway industry by 1855 (which included the costs of preparing, 
promoting and opposing petitions). According to Laing, the ‘enormous 
amount of Parliamentary expenses’ was often enough to prevent a 
company starting where its capital was not large.93

Discretionary procedures with high monetary stakes would have 
provided the incentive for corruption (see, for example, Anderson 
and Tollison (1983: 112), who acknowledge that evidence of corrup-
tion would be ‘understandably sparse’) and enhanced the influence of 
vested interests. A detailed review by Harris (2000: 135) indicates the 
severity of problems caused by vested interests: for example, individuals 
who controlled sectors such as flour milling and brewing would unite 
to resist newcomers. There is, however, a fair amount of evidence from 
the 1820s of problems, generally of a conflict-of-interest nature (Hunt, 

90	 Hansard HC, vol. 139, col. 325 (29 June 1855). See also Lord Stanley, Hansard HL, vol. 139, 
col. 1897 (7 August 1855), and Cardwell, Hansard HC, vol. 139, col. 341 (29 June 1855).

91	I bid., col. 324 (29 June 1855).
92	 See also Lord Stanley, Hansard HL, vol. 139, col. 1897 (7 August 1855).
93	 Hansard HC, vol. 139, col. 1393 (26 July 1855).
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Interestingly, the arguments moved beyond criticism of discre-
tionary powers towards conceptualising limited liability as a right. 
Collier claimed that people had the ‘right’ to limit their liability without 
special Acts of Parliament or special favour from the Board of Trade.103 

Cardwell argued that the law should be available ‘with perfect equality’ 
to all persons and that officials should be ‘ministers’, implying servants, 
and not ‘dispensers’ of the law.104 Bouverie stated that the decision 
should depend on some fixed and intelligible rule laid down by Parlia-
ment.105 Cardwell objected to a high minimum capital because the law 
should be made equal for everyone ‘whatsoever . . .  the amount of their 
property’ and not favour one class of the community over another.106

Government discretion, especially over significant economic activity, 
presents severe problems. The early Victorians discovered the limits 
of such control over economic activity. The choices are indeed simple: 
limited liability companies can be made illegal (suboptimal and likely to 
lead to black-market alternatives); made subject to a discretionary power 
(suboptimal as it increases transaction costs and decreases competition); 
or permitted as a matter of right (the eventual solution).

Statutory limited liability was not inconsistent with free trade 
and freedom of contract

On the face of it, the introduction of statutory limited liability might 
appear to have been the greatest act of state intervention in business of 
all time. It might, therefore, seem odd that this was justified on the basis 
of free trade, freedom of contract and freedom of association.

Free trade had been a rallying cry in the movement against the 
protectionist Corn Laws in the 1840s. Some, such as Palmerston, argued 

103	I bid., vol. 139, col. 333 (29 June 1855).
104	I bid., col. 341 (29 June 1855).
105	I bid., col. 1394 (26 July 1855).
106	I bid., col. 1455 (27 July 1855).

must be taken, however, in rushing to conclusions, as by 1832 the propor-
tion of lawyers had fallen below 10 per cent, though it did rise to 10.8 per 
cent after the 1841 election and 15.4 per cent after the 1852 election (Rush 
and Baldwin, 1998: 155–6). Also, such an interpretation would be incon-
sistent with the adoption of penal provisions targeted at lawyers (Kostal, 
1994: 26, referring to s. 6 of the 1844 Act). Some of the leading figures 
in the 1855 debates were indeed lawyers. Bouverie, Cardwell, Collier and 
Laing were all qualified as barristers. Lowe had done well financially in 
Australia from a law practice before entering political life in England 
(Parry, 2004: 2). Muntz tried to argue that because lawyers favoured the 
Bill, it demonstrated that it would open a wide field for litigation.98

Exclusionary behaviour on the part of vested interests was anti-
competitive in nature. The importance of competition was recognised by 
Bouverie, who argued that ‘There ought to be no legal impediments in 
the way of competition’.99 There was undoubtedly a fear of the potentially 
anti-competitive nature of limited companies, nicely expressed some 
years before the 1855 Act in Kinder v. Taylor by the Lord Chancellor,100 

who questioned whether the time was coming when people would not be 
allowed to eat, drink or wear clean linen except on terms that companies 
imposed. Glyn feared that shopkeepers in small towns would be injuri-
ously affected by the Bill and that there appeared to be no security to 
prevent small companies being started in small towns to run down small 
traders.101 Bouverie had anticipated such arguments, however, making 
the point that if limited liability enabled the public to be served more 
cheaply and better then it should be permitted.102

98	I bid., cols 1381–2 (26 July 1855).
99	I bid., col. 329 (29 June 1855). There was also debate as to whether banking, insurance 

companies, building societies and friendly societies should be excluded, which bears on 
issues of competition; see ibid., cols 320, 329–30, 339, 347 (29 June 1855), 1445–7, 1451 (27 
July 1855).

100	 (1825) 3 L.J. Ch. 68, cited in Hunt (1936: 39).
101	 Hansard HC, vol. 139, col. 1518 (30 July 1855). There were similar warnings by Cardwell, 

ibid., col. 1454 (27 July 1855), Hastie, ibid., col. 1710 (2 August 1855) and Lord St Leonards, 
Hansard HL, vol. 139, col. 2029 (9 August 1855).

102	 Hansard HC, vol. 139, col. 328 (29 June 1855).
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Malins pointed out that the Bill would give everyone fair notice that in 
dealing with a company they had nothing to look to but the company’s 
assets, and it was a creditor’s own fault if he were not paid,115 and the 
Lord Chancellor that where people joined together and made only their 
stock liable then they had fulfilled their contract.116 Pragmatically, Lowe 
commented that it was not necessary to trade with a limited company on 
a credit basis.117

The emphasis on freedom of contract may seem surprising, and 
limited liability now might perhaps be seen as being more important 
in supporting the establishment and maintenance of property rights in 
shares. As Ireland (2003: 462–4) has pointed out, from the 1830s onwards 
the way in which companies were being perceived was changing, with 
the decontractualisation of company law and the reconceptualisation of 
shares as ‘autonomous and freely transferable forms of property’, paving 
the way for the company to be seen as ‘a separate, property-owning 
legal person’. While there was some recognition of this in how a part-
nership and company were carefully distinguished, it does not appear 
to have been an important consideration compared with liability issues. 
In contrast, Lord St Leonards saw limited liability as interference with 
property, taking away part of creditors’ security.118

Experimenting with limited liability was desirable to ascertain 
the most effective rule

The willingness of those who supported limited liability in the 1855 
debates to take legislative risks is striking. Bouverie, in closing his 
opening speech for the Bill, argued that it was necessary to make the 
experiment because otherwise it would not be possible to say what 

115	 Hansard HC, vol. 139, col. 1523 (30 July 1855).
116	 Hansard HL, vol. 139, col. 2047 (9 August 1855).
117	 Hansard HC, vol. 139, col. 1523 (30 July 1855).
118	 Hansard HL, vol. 139, col. 2047 (9 August 1855).

that the introduction of limited liability was a question of ‘free trade’.107 

Henley objected to a proposed £20,000 minimum capital and the exclu-
sion of insurance companies and banks on the ground that these were 
inconsistent with free trade.108 Collier praised the Bill for recognising the 
principle of freedom of contract, which he saw as a corollary of freedom 
of trade and freedom of navigation.109 Limited liability, in Lowe’s view, 
depended on: ‘. . .  freedom of contract – that men might contract as they 
pleased, provided it was a contract in which each party had a perfect 
knowledge of the whole state of the case’.110

Bouverie expressed this differently, saying that it was the duty of 
a legislator to remove all impediments on commerce, provided that 
contracts were fulfilled and people left to ascertain the different ways of 
carrying on in business.111 Lowe, significantly, linked limited liability not 
only to freedom of contract but also to ‘the right of association’.112

These assertions attracted strong objections. Palmerston expressed 
surprise that the Bill was opposed by some of the most strenuous and 
successful advocates of free trade, arguing that it was a question of free 
trade against monopoly and that the ‘contest lies between the few and 
the many’.113 This link between limited liability and free trade was not 
unreasonable given the evidence that vested interests could obstruct 
market entry by opposing new charters. Strutt criticised the inconsist-
ency of justifying limited liability as a matter of free trade, arguing that 
free trade would be violated by imposing restrictions in the terms of 
contracts.114 Yet it is hard to see how the right to limited liability did this. 

107	I bid., cols 356–7 (29 June 1855). See also the Marquess of Lansdowne, Hansard HL, vol. 
139, cols 2123–4 (11 August 1855).

108	 Hansard HC, vol. 139, cols 1392 (26 July 1855) and 1446 (27 July 1855).
109	I bid., col. 329 (29 June 1855).
110	I bid., col. 352 (29 June 1855); emphasis added.
111	I bid., col. 329 (29 June 1855).
112	I bid., col. 352 (29 June 1855). The Circular to Bankers in 1855 put this nicely, claiming ‘ . . . 

the liberty to associate for purposes of trade is undoubtedly a fundamental principle in 
the civil rights of nations’ (Hunt, 1936: 123).

113	 Hansard HC, vol. 139, cols 1390 (26 July 1855) and 1389 (26 July 1855).
114	I bid., col. 1387 (26 July 1855). See also Dillwyn, ibid., col. 1395 (26 July 1855).
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. . .  but concessions were necessary over size and solvency 
regulation

While the arguments in favour of limited liability proved persuasive, 
there were already many restrictions on gaining incorporation in the 
1844 Act, which were temporarily to continue, and further regulation of 
the size and solvency of limited liability companies was included in the 
1855 Act. Pragmatically, Palmerston thought it sensible to accept some 
restrictions as a sacrifice to get the Bill through.124 Yet the debate over 
what restrictions should be attached demonstrated that the ancient legal 
doctrine that incorporation was a government concession was still alive 
and kicking.125 While Lowe would have removed all restrictions, claiming 
that no MP who had addressed the House had ventured to follow his 
principles to their logical conclusion,126 Cairns justified restrictions, 
arguing that:

When Parliament was asked to confer a benefit, it had a right to 
impose such terms as it thought to be demanded by a regard to 
the public interest . . .  If the interference of the Legislature was not 
required, all the discussion that had taken place on the subject 
would be useless; but if the interference of the Legislature was 
required, then it was perfectly fair for Parliament to impose upon, 
as the condition upon which they would grant the benefit asked 
for, such terms as might . . .  promote the public interests.127

The concept of ‘public interest’ in company law is, of course, rather prob-
lematic (McGuinness et al., 1998: 291–2).

Various arguments were put forward to justify restricting limited 
liability companies to large associations, defined by reference to number 
of shareholders and minimum capital. Earl Grey thought it ‘extremely 
ridiculous’ that the whole machinery of companies’ legislation requiring 

124	 Ibid., col. 356 (29 June 1855).
125	 Despite powerful arguments against it – for example, Parkinson (1993: 25–30) – it 

remains influential.
126	 Hansard HC, vol. 139, cols 350 and 352 (29 June 1855).
127	I bid., col. 353 (29 June 1855). Author’s emphasis.

the result would be.119 Lord Stanley thought that objections to the Bill 
were influenced by a ‘superstitious dread’ of changing things thought 
to contribute to prosperity.120 Associated with this was the ability of a 
leading figure, such as Bouverie, to refer to the work of prominent econ-
omists, including Adam Smith and Say.121 But some were more cautious. 
Cardwell referred to John Mill as a man of ‘very great eminence . . .  who 
had taken much interest in the subject’ and whose views carried ‘such 
weight’, but added that they needed to know how far they were sustained 
by his authority.122 Glyn, also referring to Mill, cautioned the House 
against hurrying ‘into rash legislation upon mere abstract principles’.123

Adaptive efficiency, as North (1990: 80–81) has argued, is all about:

. . .  the willingness of a society to acquire knowledge and learning, 
to induce innovation, to undertake risk and creative activity of all 
sorts, as well as to resolve problems and bottlenecks of the society 
through time . . .  The society that permits the maximum generation 
of trials will be most likely to solve problems through time.

In contrast, path dependence leads to inefficiency, where organisations 
and vested interests gain a stake in existing constraints and give rise to a 
supporting ideology and policies to reinforce them (ibid.: 99). The will-
ingness to experiment here, supported by economic reasoning conducive 
to free markets, undoubtedly resulted in breaking with existing paths, in 
which vested interests had clearly gained a stake. The use of statutory 
intervention for this purpose was impossible to avoid by 1855, given the 
background of statutory intervention. As a consequence, however, the 
statutory character of the limited liability company became susceptible 
to political interference.

119	I bid., col. 329 (29 June 1855). See also the Marquess of Lansdowne, Hansard HL, vol. 139, 
col. 2123 (11 August 1855).

120	 Hansard HL, vol. 139, col. 1921 (7 August 1855).
121	 Hansard HC, vol. 139, col. 315 (29 June 1855); ibid, col. 328 (29 June 1855).
122	I bid., col. 345 (29 June 1855).
123	I bid., col. 335 (29 June 1855). 
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some may think they deserve this). There has to be a degree of caution 
in how we use parliamentary records. Then as now good arguments may 
fail to gain a hearing and bad arguments gain undue prominence. Their 
value lies in seeking to see what insights were possessed by those who 
had to grapple with the daily reality of conducting significant economic 
activity, often on an unlimited liability basis, albeit against a very 
different background than our own. There was no single or even small 
number of causes for general limited liability, but a complex web of over-
lapping and interacting moral, legal, economic and political factors.

It would not be possible in a short chapter to chart and address 
every objection to, or proposed restriction on, the right to form a limited 
liability company. There could indeed be issues that the Victorians 
failed to foresee or restrictions that might be desirable. Limited liability 
results in many behavioural changes, not all of which are desirable. The 
evidence suggests, however, that any significant return to an unlimited 
liability regime would be a disaster of unimaginable proportions. Many 
people would be condemned to poverty; the young and enterprising 
would struggle to address the risks in innovative business, the old would 
not be able to rely on a portfolio of investments for their pensions. Many 
companies would relocate offshore and investors follow them with their 
funds. The problems of winding up large unlimited liability companies 
with millions of shareholders would be daunting even with technological 
advances, compared with the thousands of the Victorian era, and would 
submerge such numbers of people in the ruin of litigation. Since there 
would always be a need for exceptions to an unlimited liability regime, 
government discretion might rear its ugly head again – would the men 
(and women) of the Department of Business, Enterprise and Regulatory 
Reform be wiser than their predecessors in the Board of Trade? Let us, 
therefore, defend the right to form a limited liability company as one 
of the foundations of a free market and perhaps our most important 
economic right.

directors, auditors and a secretary might be imposed for a company with 
£250 capital.128 Lord Campbell thought the idea of two or three people 
keeping a chandler’s shop as a limited liability company ‘absurd’ and 
Earl Granville that small companies would not inspire confidence in 
their shareholders.129 Earl Grey suggested that convicts or uncertificated 
bankrupts might form small companies.130 Cardwell feared fraud if there 
were no restrictions on the return of capital.131

Lowe argued passionately against any restrictions, saying they should 
leave people to do as they pleased, and restrictions gave an advantage to 
the rich over the poor.132 Stanley thought small companies would not be 
a problem as the expense would be too great.133 Malins commented on 
how easy it would be to evade a minimum shareholder requirement.134 

Cairns correctly anticipated that a minimum capital would not ensure 
there were assets when a crisis affected a company.135 Bouverie objected 
to a proposal that would place an additional liability on shareholders 
because it would prevent trustees from holding shares.136 But even 
Bouverie thought a minimum capital would provide a test of whether a 
company was ‘established for bona fide purposes’, and Palmerston that 
it could show whether a company was a ‘real and bona fide body’,137 both 
meaningless concepts.

Conclusions

The purpose of this chapter has not been to give the Victorian legislators 
a pat on the back for the introduction of general limited liability (though 

128	 Hansard HL, vol. 139, col. 2102 (10 August 1855).
129	I bid., cols 2031 and 2102 (9 and 10 August 1855).
130	 Hansard HL, vol. 139, col. 2033 (9 August 1855).
131	 Hansard HC, vol. 139, col. 1522 (30 July 1855).
132	I bid., col. 352 (29 June 1855).
133	 Hansard HL, vol. 139, col. 2102 (10 August 1855).
134	 Hansard HC, vol. 139, col. 2128 (11 August 1855).
135	 Ibid., col. 354 (29 June 1855), though using this to justify extra regulation.
136	 Ibid., col. 1523 (30 July 1855).
137	I bid., cols 1520 (30 July 1855) and 1455 (27 July 1855).
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9 	UnILATERAL PRACTICES AND THE 
DOMINANT FIRM: THE EUROPEAN 
COMMUNITY AND THE UNITED STATES

		 Richard A. Epstein1

The two faces of competition policy

Unlike Gaul, all competition, or antitrust law, both in the United States 
and the European Community, is divided into two parts: one that covers 
cooperative activities and a second that covers unilateral practices. 
For these purposes, I shall confine my analysis to four provisions that 
address these practices. Two of the provisions, Sections 1 and 2 of the 
Sherman Act, are from the USA. The other two provisions are Articles 
81 and 82 of the EC Treaty Establishing the European Community. The 
full text of these provisions is set out in the appendix at the end of this 
chapter. For the remainder of this chapter, I shall use the term ‘antitrust 
law’ to refer to US law on this topic, and the term ‘competition policy’ 
to refer to EC law. The two terms are meant to cover the same ground, 
but also to reflect their somewhat different origins. The term ‘anti-
trust’ refers to that body of law that was created in the late nineteenth 
century to counteract the business trusts which were used to house and 
organise the great American businesses formed during the last third of 
the nineteenth century. The term ‘competition policy’ refers less to the 
vehicle – the business trust was not used in Europe, except for England2 

1	 Richard Epstein has consulted extensively on the issues in this chapter for Microsoft and 
Visa and has recently published a book underwritten by Microsoft on the history of con-
sent decrees (Epstein, 2007). Many of these controversial decrees flow out of Section 2 
charges brought by the USA against large corporations on theories of market dominance; 
the views expressed are, however, entirely his own. He is grateful for comments that he 
received on an earlier draft of this paper at a workshop in the Department of Economics 
at Clemson University, and to Ramtin Taheri (University of Chicago Law School, class of 
2009) for his usual excellent research assistance.

2	 ‘Dating back to eighteenth-century England, a business trust is a business organisation 
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competition policy in this area is the same as that with respect to various 
collusive actions – the maintenance of a competitive equilibrium.

Nonetheless, at this point the similarities end, for the theoretical 
foundations that justify state intervention are far more tenuous, to say 
the least (Epstein, 2005a; Evans and Padilla, 2005; Rubinfield, 2005). 
This has led to extensive criticism of finding liability in bundling cases 
in both the USA and the EC where the defendant has neither priced 
below cost, nor tied goods, nor demanded exclusive relationships with 
customers.3 Once outside the friendly confines of cartel theory, and the 
somewhat muddier waters of mergers and acquisitions, it is no longer 
possible to make any straightforward argument that the reduction in 
output and increase in price spells a decline in overall social welfare. 
Now it is necessary to develop sophisticated models of how these unilat-
eral practices allow a firm to make a profit at the expense of the public 
at large.

Good luck. In dealing with this issue, the relevant statutory provi-
sions are Section 2 of the Sherman Act and Article 82 of the EC Treaty 
Establishing the European Community. A quick inspection of the two 
documents reveals that they are drafted in very different fashion. The 
thin materials of Section 2 have become the point of departure of US 
judicial efforts to create a full body of law dealing with unilateral prac-
tices of firms that seem to occupy a dominant market position. There 
is, it should be stressed, no obvious reason why this provision has to 
be interpreted as addressing such key topics as tie-ins, bundling, exclu-
sive dealing or predation. Any narrow reading of Section 2 does not, of 
course, accurately capture the complex history of statutory interpreta-
tion of this most controversial provision, which now covers all sorts of 

3	 For my general views, see Epstein (2005a). See also Evans and Padilla (2005); Rubinfield 
(2005). The source of many of these articles was the much-criticised decision on bund
ling, LePage’s, Inc. v. 3M, 324 F.3d 141 (3d Cir. 2003) (en banc), cert. denied, 542 U.S. 
953 (2004). For the much-criticised EC equivalent, see Case 85/76, Hoffman-La Roche v. 
Commission of the European Communities, [1979] ECR 461, [1979] 3 CMLR 21, suggesting 
per se illegality under Article 82 rebate schemes that tend to reinforce exclusive dealing 
arrangements. 

– but rather speaks to the close linkage between the competitive ideal 
and social welfare, independent of the choice of legal entity to house the 
basic business enterprise.

With these preliminaries completed, we can return to the two parts 
of this modern Gallic, or Byzantine, enterprise. The first part of compe-
tition or antitrust policy deals with cooperative activities, which are 
horizontal arrangements whereby a group of firms in the same market 
seeks to limit competition among its members by the creation of cartels 
on the one hand or through merger or acquisition on the other. On this 
occasion, I ignore the trade-offs between efficiency and restraint in the 
merger context (Hovenkamp, 2005: 26–7; Epstein, 2007: 40–41). Within 
the EC, the parallel provision to Section 1 of the Sherman Act is the more 
lengthy and detailed set of provisions in Article 81. Article 81 provides 
protection against a full range of horizontal arrangements, including 
agreements on prices, restrictions, output and much more. In most, but 
not all, of these cases Article 81 reflects the same consensus that under-
lies Section 1 of the Sherman Act on the harmful consequences of cartels 
and the possible dangers of mergers.

The second part of competition or antitrust policy deals with a set of 
problems in which the difficulties are inverted. The key question here in 
both the EC and US settings is what unilateral practices of individual firms, 
particularly those that occupy a ‘dominant position’, should be treated as 
inconsistent with sound competition policy. In these cases, the matters 
of proof are in general – hidden rebates are an exception – second-order 
problems because the competition policy attack is directed towards the 
explicit contractual terms and public business practices that a firm uses 
with all or some of its customers. The key question is the legality of these 
various contractual provisions and firm practices. The ostensible goal of 

or entity created and formed in a written trust contract (agreement) that sets out the 
purposes, terms, and conditions of the trust. The business trust is a legal entity and an 
artificial individual, with rights almost equal to a natural person (a human being), able to 
own property and conduct business like a natural person.’ (Internet Business Company: 
Benefits, Formation, and Operation, www.internet-business-company.com/business-trust-
information.htm). 
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The rule of law

The statutory language of Article 82 should make classical liberals 
blanch. One minimum condition for adherence to the rule of law 
requires the lawgiver to draw a clear and knowable line between conduct 
that is legal and that which is illegal. In saying this, I do not mean that 
it is the obligation of the basic code to make clear to individuals all of 
the detailed rules that govern their conduct. A prohibition that says 
‘thou shalt not kill’ would be sufficient for the purposes of notice and 
guidance, even if it does not set out all of the details appropriate to the 
distinction between murder and manslaughter, the law of self-defence 
or of insanity. The primary object of that basic command is well under-
stood, so that gaps can be filled in by the ordinary techniques of statu-
tory construction to deal with such matters as provocation, self-defence 
or necessity.

Businesses do not have the same luxury with Article 82 (or, in lesser 
degree, Section 2 of the Sherman Act), which gives no clear indication 
of those everyday practices that it proscribes. The inevitable ignorance 
of this legal rule makes it difficult to meet the Lockean requirement 
that all individuals be judged by known and settled laws capable of 
coherent application.6 Even with large resources, businesses are hard 
pressed to glean the needed information from a close textual dissec-
tion of the statute or from reliance on administrative interpretations 
of the text which are often no clearer, albeit much longer, than the 
original textual command. Furthermore, the delegation of administra-
tive authority to a centralised agency, such as the Brussels bureaucracy, 
may well lead to a systematic expansion of the statutory command, 
such as that which has taken place under American law with such 
critical statutes as the Endangered Species Act or the Title IX of the 

6	I n a state of nature ‘[t]here wants an established, settled, known law, received and al-
lowed by common consent to be the standard of right and wrong’, and ‘a known and 
indifferent judge, with authority to determine all differences according to the established 
law’ (Locke, 1690: 124–5); for a modern expression of the same ideal, see Fuller (1964: 
38–9).

public unilateral practices said to result in an impermissible accretion of 
power. The most famous formulation of the test stresses:

1.	 the possession of monopoly power in the relevant market[;] and
2.	 the willful acquisition or maintenance of that power as distinguished 

from growth or development as a consequence of a superior product, 
business acumen, or historic accident.4

In general, this formulation is highly unsatisfactory because of the 
enormous weight that it attaches to the motivation of the antitrust 
defendant.5 Virtually every firm that has a superior product will use 
business acumen to reap the highest possible reward for itself. It takes 
extraordinary mental gymnastics to distinguish this proper desire to 
obtain a decisive competitive advantage from the illicit desire to obtain 
a monopoly dominance, especially when the same techniques can be 
pressed into the service of either end.

Notwithstanding this conceptual breakdown, there is at least 
this silver lining to the US antitrust experience: the lack of an explicit 
statutory command to chase after various unilateral practices has, in 
my view, placed a modest obstacle to the rapid expansion of antitrust 
liability. The same modest interpretive strategy is not possible, however, 
with the language of Article 82, whose broad terms give it an extensive 
role in regulating the economic activities of ordinary business. Yet at the 
same time it does not contain any precise or detailed statement of the 
different practices that are denied to the dominant firm (itself a term 
that is left undefined). Instead the Article uses terms such as ‘unfair’ and 
‘indirect’ to trigger liability. Thus ‘directly or indirectly imposing unfair 
purchase or selling prices or other unfair trading conditions’ is illegal. At 
this point there are both rule-of-law and substantive considerations that 
should be separately addressed.

4	 United States v. Grinnell Corp., 384 U.S. 563, 570–71 (1966), relying heavily on United 
States v. Aluminum Co. of America, 148 F.2d 416 (2d Cir. 1945). 

5	I bid. For discussion, see Hylton (2003).
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Fairness – or efficiency?

There is a second, equally large difficulty with Article 82 in its approach 
to taming the world of unilateral practices. Any regulation of unilat-
eral conduct must identify those practices that deviate from a compet
itive market in ways that generate systematic social losses. But the text 
of Article 82 does not march the reader off in that direction. Instead 
Article 82 is a drafting nightmare. The first reason is that the text is 
completely open-ended. It begins with the undefined terms ‘abuse’ and 
‘dominant position’ which insist upon the existence of various practices 
and firms that the Article then fails to define or identify. One obvious 
first step is to develop an exhaustive list of abusive practices, but Article 
82 does no such thing. Rather, its key transitional phrase is that ‘such 
abuse may, in particular, consist in’ (emphasis added). These words only 
make clear that the list that follows is not exhaustive, simply represent-
ative. In principle, without any kind of advance notice at all, additional 
practices could be described as abusive, letting loose a full range of 
civil sanctions in their wake. Broad uncertainty is embedded in Article 
82, without any information as to the paradigmatic cases to which it 
applies.

In principle that information could be gleaned from the list that 
follows. But here again the language chosen is ill suited to undertaking 
any efficiency-based critique of unilateral practices. Just consider the 
first of the alleged abuses, namely ‘directly or indirectly imposing unfair 
purchase or selling prices or other unfair trading conditions’. The 
proposition opens up at least as many problems as it resolves. Initially, it 
uses the term ‘unfair’ twice, first in connection with buying and selling, 
and second with respect to other trading conditions. What is certain 
from this brief account is that the abusive position can be held either 
by a buyer or a seller (or perhaps even both if they have dominant posi-
tions in their respective industries). We learn, second, that the pattern of 
abuse is not tied only to price terms, but also extends to any other term 
of the contract.

Note, however, the only clear features of Article 82 expand its scope. 

Civil Rights Act (dealing with intercollegiate sports), which show that 
these extensions do take place.7 Yet the judicial response to adminis-
trative overreaching in most cases is uncertain. When judges ‘defer’ 
to administrative expertise, which is often non-existent, they only 
compound the original problem.

These problems have less salience with the core prohibition against 
price-fixing. In contrast, the numerous activities of a dominant firm do 
not easily lend themselves to extensive pre-approval review by adminis-
trative agencies. To be sure, it is possible to set up institutions for review 
as part of consent decrees in individual cases. Just such a procedure was, 
for example, set up as part of the final settlement of the final US reso-
lution in the Microsoft case, which adopted a neutral, expert, technical 
committee with broad powers to oversee the activities of the company. 
This procedure was sustained in the litigation challenging the decree.8 
But this decree itself is a rarity in US jurisprudence. Nor is it an unalloyed 
good. As Microsoft struggles to gain its balance in a highly competitive 
world, this decree, even though skilfully drafted, necessarily limits its 
competitive flexibility. Unfortunately, neither the USA nor the EC could 
devise a workable pre-approval process to govern the myriad activities of 
the modern large corporation so long as virtually any marketing strategy 
counts as a unilateral practice that can be examined, or invalidated, 
under the provisions of either Section 2 or Article 82. Couching the 
tests for legality in terms of ‘reasonable’ commercial practices gives only 
meagre guidance as to their legality. Inescapably, the broad-scale effort 
to regulate unilateral practices by dominant firms is in sharp tension 
with traditional rule-of-law concerns.

7	 See, for example, Babbitt v. Sweet Home Chapter of Communities for a Great Or., 515 U.S. 687 
(1995); Cohen v. Brown University, 101 F.3d 155 (1st Cir. 1996): for my comments on Title IX, 
see Epstein (2003); for my comments on the Endangered Species Act, see Epstein (1997). 

8	 Massachusetts v. Microsoft, 373 F.3d 1199 (D.C. Cir. 2004).
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other parties, including the defendant. When there are more than two 
firms in the industry, this strategy will both hurt the plaintiff and give an 
unearned benefit to other firms that have committed no wrong. Neither 
rule required a comprehensive welfarist analysis to reach the right result 
in the individual case.

The second portion of the libertarian synthesis deals with the tort 
of ‘inducement of breach of contract’, which covers those cases where a 
defendant with notice that some third party is in a contractual relation-
ship induces a breach of that contract. The term ‘breach’ is essential 
to the correct formulation of this tort. Thus the rule applies where the 
plaintiff has a term contract with a third party that the defendant wishes 
to break. Historically, the first case of this sort involved the famous 
operatic star Johanna Wagner, who was induced by one impresario to 
breach her contract for the season with a second.11 But as before this tort 
also must be closely circumscribed, for otherwise it could shipwreck all 
competitive markets, by essentially denying one firm the opportunity to 
lure away the employees of the second at higher wages. The subsequent 
growth of that tort has never been read to block this kind of conduct, 
even though it will protect, for example, a firm whose key employees 
possess valuable trade secrets of use to a rival. Even here the remedy is 
carefully circumscribed with respect to both the new employments that 
are covered and the relief that is made available.

Second, the term ‘fairness’ refers to situations where persons in 
equal positions are entitled to equal treatment. This more abstract norm 
is harder to apply. It clearly works for certain corporate transactions, 
where, for example, the corporation must pay uniform dividends to all 
shareholders of the same class of stock. Making all shares equal in the 
eyes of the law (a) facilitates a thick market for their sale, and (b) reduces 
the discretion of the corporate board on disputes between shareholders. 
Yet these duties of uniform treatment may not apply to the board’s treat-
ment of outsiders to whom no fiduciary duty is owed (see, for example, 

11	 Lumley v. Gye, 118 Eng. Rep. 749 (K.B. 1853).

There is no similar clarity about the rules that govern this extensive 
terrain after it is staked out. Thus we have no real definition of what the 
term ‘unfair’ means, which is a matter of immense concern because of 
the two diametrically opposed visions of the subject. Within the liber-
tarian tradition, the notion of transaction fairness has multiple connota-
tions. The first holds that a transaction is ‘unfair’ if it is tainted by force 
or fraud. In most cases of force and fraud, the question of competitive 
injury does not come to the fore. But it takes only a little ingenuity to 
forge the necessary connection. The party that fires guns at the customers 
of its business rivals is trying to create some kind of monopoly position, 
as is the firm that falsely disparages the quality of wares sold by a rival 
manufacturer.9 In these cases, the desired results for competition policy 
are achieved by the straightforward application of a traditional tort 
norm that guards against interference with advantageous relationships 
by the use of illegal or improper means.

Most instructively, the English courts during the nineteenth century 
were wary of going beyond this boundary line, and thus explicitly 
refused to find tortious efforts (which ultimately failed) by a group of 
firms to gain market share by ‘smashing’ rates by offering rebates to 
shippers on the China to England run.10 The stress here in good liber-
tarian fashion was on ‘intimidation, obstruction, and molestation’. Price 
competition was not covered. In addition, ‘passing off ’ and product 
disparagement could both be actionable, as both involve the use of 
misrepresentation that hurts the plaintiff. With passing off the plaintiff 
claims that its inferior goods are those of a competitor. Similarly, with 
product disparagement, the plaintiff claims that the defendant made the 
plaintiff’s product look worse than it truly was, thereby diverting sales to 

9	 On the first, see, e.g., Tarleton v. McGawley, 170 Eng. Rep. 153 (K.B. 1793) (firing shots to 
keep natives from trading with plaintiffs found actionable); on the second see, e.g., Old 
Investors & Traders Corp. v. Jenkins, 133 Misc. 213 (N.Y. Sup. Ct. 1928) (permitting a plain-
tiff to state a claim in suing to enjoin distribution of circulars with false and misleading 
information about plaintiff’s products).

10	 Mogul Steamship Co. v. McGregor, Gow, & Co., 23 Q.B.D. 598 (1889), affirmed [1892] 
A.C. 25.
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without resolving the tension between fairness and freedom so evident 
in the earlier failed European Constitution. Unfortunately, the persistent 
tension between free and fair trade will filter down from constitutional 
principle to competition policy, for neither the American antitrust law 
nor the EC competition law has any rule that blocks the ability of disap-
pointed firms to challenge successful innovations by their competitors. 
On this question two topics come to the fore. The first considers the 
various defences that have been put forward with respect to enforcement 
actions brought under Article 82, and the second examines some discrete 
cases that have tested its amorphous provisions.

The official ambivalence within the EC

In order to lend focus to this inquiry into the defences of Article 82, I 
shall start with the remarks of Neelie Kroes (2005) in a speech that she 
gave at the Fordham Corporate Law Institute in September 2005.15 Kroes 
is a Dutch economist by training, and as the member of the European 
Commission in charge of competition policy she is now the top compe-
tition official within the EC. Her speech shows the extent to which she 
(and, by implication, the EC Commission) can speak in a way that offers 
olive branches to both sides in the debate over unilateral practices, 
without exposing the latent tensions within such ecumenical pronounce-
ments. As will become evident later, this transition helps explain her 
elation after the European Court of First Instance largely sustained the 
Commission’s findings against Microsoft,16 which I shall discuss briefly 
in due course. Her initial remarks are somewhat soothing. She disdains 

at Lisbon, 13 December 2007. Protocol on the internal market and competition, http://
eur-lex.europa.eu/en/treaties/dat/12007L/htm/C2007306EN.01015601.htm. 

15	 For a more exhaustive treatment of dominant position, see DG Competition Discussion 
Paper on the Application of Article 82 of the Treaty to Exclusionary Abuses (Dec. 2005). 
To access this paper, go to http://ec/europa.eu/camm/competition/antitrust/art82, 
and then click on the link to the ‘Staff Discussion Paper’. 

16	 Microsoft Corp. v. Commission of the European Communities, Judgment of the Court of First 
Instance (Grand Chamber), 17 September 2007 (Case T-201/04) (hereinafter Microsoft 
CFI).

Fischel, 1983). Even with insiders, moreover, there are often subtle differ-
ences in the position of the various individuals within a class which make 
positions of parity difficult to identify.

Finally, we can identify a third use of the term ‘unfairness’ that is 
diametrically opposed to the first and in genuine tension with the second. 
The common-law framework uses the term ‘unfair’ to describe actions 
that advance competition rather than thwart it, as with the torts of 
passing off and disparagement. The inversion of this term started in rich 
profusion in the New Deal period when effective competition on price or 
terms was treated as unfair to competitors, even if it produced a net gain 
to consumers. Thus the codes of fair competition for the sale of meat and 
agricultural products were a staple of the period,12 as were the ‘unfair labor 
practices’ under the National Labor Relations Act of 1935, which fostered 
the growth of monopoly unions. These and other elaborate statutory 
schemes moved the law in the exact opposite direction from the objectives 
of American antitrust law, by allowing political actors to decree whether 
competition or monopoly was the ideal goal for some market segment.

This point raises no passing fancy but exposes a deep structural fear. 
The now rejected European Constitution attempted to bridge the gap by 
announcing that it was for both ‘free and fair trade’,13 without pausing to 
ask how much weight should be put on each of these two incompatible 
notions (for discussion, see Epstein, 2005b). Subsequently, the Treaty of 
Lisbon was signed on 13 December 2007. It will go into effect once, and 
only, if it is ratified by all member states. Most of its provisions have little 
to do with competition policy. But it does contain one short protocol 
that adopts as one objective of the EC a desire that the ‘internal market’ 
be regulated by ‘a system ensuring that competition is not distorted’,14 

12	 See, e.g., A.L.A. Schecter Poultry Corp. v. United States, 295 U.S. 495 (1935) (striking down 
the ‘codes of fair competition’ that imposed, among other things, minimum wage, max-
imum hours and collective bargaining for the poultry business). For discussion of the 
Schecter decision, see Epstein (2006a). 

13	T reaty Establishing a Constitution for Europe, Art. 1–3(4).
14	 Official Journal of the European Union, 2007/C 306/01, Treaty of Lisbon amending the 

Treaty on European Union and the Treaty Establishing the European Community, signed 
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some attention in the Director General’s 2005 Discussion Paper on 
Article 82, issued shortly after that speech, where it is observed: ‘It is 
very likely that very high market shares, which have been held for some 
time, indicate a dominant position. This would be the case where an 
undertaking holds 50% or more of the market, provided that rivals hold 
a much smaller share of the market.’19

The Discussion rightly draws attention in the last clause to the full 
state of the market, while abstracting away from the dynamic elements of 
market definition.20 It matters whether the dominant firm has to contend 
with only one firm or with a number of firms in its niche. Clearly, the 
former configuration is more dangerous than the latter, for two firms 
will in general find it easier to collude. The point is evident from the 
familiar Herfindahl index, which measures concentration by taking the 
squares of the market shares of all the leading participants. With only 
two equal players, that index is equal to at least 0.50 (or 0.52 + 0.52 ). But 
with three players, holding 50, 25 and 25 per cent shares respectively, the 
index drops to 37.5 (or 0.52  + 0.252  + 0.252 ), a far lower number. But the 
DG Discussion Paper does not pursue these knotty issues, apart from the 
further observation that market dominance is ‘more likely to be found 
in the market share range of 40% to 50% than below 40%’. Again, the 
tests are framed in terms of likelihood, not hard lines. Nor does the DG 
Discussion Paper try to tie the finding of dominance to the Herfindahl 
index, or even to provide a general rule that does not turn on the facts of 
each particular case. Its explanation for this shortfall is that market share 
is at most an imperfect measure of market power.21 The point is true 
enough. From a structural point of view this will not do: it is imperative 
to have some stronger sense of who counts as a dominant firm given the 
onerous obligations that attach to that status. In principle, this sensible 
concession should be reason to slow down the Commission Express. But 
there is no sign that this has happened.

19	D G Competition Discussion Paper, at 4.2.1. 
20	 On which see, generally, Jones and Sufrin (2008: ch. 6, § 3, pp. 352–94).
21	D G Competition Discussion Paper, at 4.2.1. 

any ‘radical shift’ in EC policy, and adopts the commendable American 
saying – commendable for regulators, not businesses – that ‘if it ain’t 
broke, then don’t fix it’. She is also cognisant of the limited resources 
available to enforcement agencies. The initial tone seems in perfect 
conformity with the fundamental proposition of laissez-faire, which is to 
examine each proposal for an extension of government regulation into 
prices and terms under a presumption of error.

But this manifestation of good feelings does not last, for in her 
short address her mood rapidly darkens when she turns her attention 
to the two threshold concepts under Article 82. She recognises that the 
question of market dominance is associated with ‘substantial market 
power’, but she does not offer any workable test to decide whether a firm 
does or does not have that power. She is right to say that a simple exam
ination of market share does not solve the problem, because every firm 
operates in fear that some major technological innovation, often from 
some unanticipated quarter, will quickly drive that market share down. 
Potential competition from unidentified new entrants places subtle but 
real pressures on firms, which know that others can enter under the 
price umbrella if prices are set too high. Accordingly, the shape of the 
market may depend on innovations that may come to light only after 
some enforcement action is begun but before it is concluded. So long as 
these possibilities are live, even precise information about current and 
past market shares offers little guidance as to how to proceed. Nonethe-
less, the current rules show little concern for these dynamic elements. 
Instead, a static model is used such that market shares of over 50 per 
cent have been regarded as presumptively dominant, even if lower shares 
from 25 to 50 per cent are not.17 A fortiori, it is clear that EC law is virtu-
ally certain to treat market shares of over 75 per cent as dominant.18	

A second difficulty with this test is that it does not pay attention to 
the structure of the remainder of the market. The point does receive 

17	 Case C-62/86, AKZO Chemie BV v. Commission, [1991] E.C.R. I-3359 (adopting broad def
inition of predation). See also DG Competition Discussion Paper, supra at note 15 at 4.2.1. 

18	 Hoffman-La Roche, supra at note 3. 
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could prove unattainable. Let the price be too high, and the business is 
inefficient because of the adverse impact that it has on consumers, but 
let it fall too low and it is also inefficient because of its adverse impact 
on rival producers. There is thus a real risk that a firm that has proved 
successful in the marketplace cannot win before the EC Commission: this 
entire enterprise requires some external determination of the costs that 
the dominant firm has in production, without making it clear whether 
it is average or marginal cost which is involved. For agencies that are 
cost-constrained, it is a fair question whether it makes sense to invest 
resources in the full-scale investigation of pricing that takes into account 
‘the overall situation’, which can be very complicated for large firms that 
compete in multiple markets simultaneously.

The ambivalence does not stop here. Once the dominant firm is identi-
fied, Ms Kroes notes that the firm is entitled to make an ‘efficiency defence’ 
under Article 82, but only under a stringent standard that requires the 
firm to prove that ‘the unilateral conduct should be indispensable to 
realise these efficiencies’. The extensive litigation under this standard 
must necessarily sort out both the costs and benefits of various practices, 
not only for the dominant firm, but for all parties with whom it deals and 
competes. These calculations, moreover, must be made over the short 
and the long term. ‘Indispensable’ is one rigorous standard that does not 
sound remotely like ‘if it ain’t broke, don’t fix it’. It is amazing how the 
cautious attitude towards Article 82 found on the first page of a speech 
gives way to a frontal assault against select dominant firms on the third!

The overall issue does not become any clearer in terms of general 
economic theory. Ms Kroes follows a familiar line when she insists that 
the ultimate test is said to ask whether the defendant’s practices amount 
to ‘competition on the merits’, which in turn is said to occur ‘when 
an efficient competitor that does not have the benefits of a dominant 
position, is able to compete against the pricing conduct of the dominant 
company’. The most obvious rejoinder to this test is to ask why we should 
bother with Article 82 at all. It is quite clear that there is no competi-
tion on the merits when a firm engages in intimidation or molestation, 

After Ms Kroes speaks about dominant position, she moves on to 
the question of abuse, which she associates primarily with ‘exclusionary 
abuses’. On this point, the potential list of practices is long indeed: 
tie-ins, predation, bundling and rebates are the usual suspects. I have 
already mentioned some of the reasons to tread warily in these areas 
given the real risk that excessive legal enforcement could have dramatic 
anti-competitive consequences. But nonetheless, Ms Kroes is not 
prepared to offer a clear demarcation between legal and illegal forms of 
firm behaviour. The rule-of-law anxieties are not eased, but heightened, 
for the points of firm vulnerability are enormous, because both price and 
non-price terms can be subject to Commission inquiry under Article 82. 
The Commission’s powers start with the power of investigation, which 
allows it to seize papers and records of firms that it suspects of illegal 
practices, as recently happened in Munich when the EC raided two large 
retailers, Germany’s huge Media Markt-Saturn and British electrical 
goods retailer DSG International Plc, in order to acquire information 
that it could use in hearings in Brussels that charge Intel with an abuse 
of its dominant position by reducing prices to drive Advanced Micro 
Devices out of business (Lawsky, 2008). Those raids could lead to heavy 
fines, injunctive relief or perhaps even a call to break up the competitor. 
For these kinds of remedies, especially in predation cases, the case for 
articulating a ‘bright-line’ rule on legality seems imperative. The more 
continuous the distribution of good and bad outcomes, the harder 
it is to make sense of the entire enterprise. Yet notwithstanding her 
initial cautionary remarks, Ms Kroes does not offer the dominant firm 
(however defined) a safe harbour against onerous liability.

On the price issue, which could easily prove decisive in the Intel/
AMD dispute, the line between legality and illegality depends on whether 
a ‘high’ or ‘low’ price is charged for a given commodity, even though the 
distinction between these two states of the world is always blurry. Thus 
the use of high rebates to selective customers is regarded as improper 
but low rebates are not. The nub of the difficulty is that EC competition 
policy insists upon some Archimedean price point, which in key cases 
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have restrictive or exclusionary effects given the size of the dominant 
firm. But even if these shadowy effects could be demonstrated (which is 
hard, to say the least), we know that any effort to rid the marketplace of 
restrictions also has the inescapable by-product of ridding it of efficient 
practices. This results in a kind of inverse unfair competition whereby 
the new entrant or smaller firm can use practices that are denied to its 
direct competitor, thereby removing basic parity from the marketplace. 
Yet under current EC law, the ‘distortion’ is said to come from the ability 
of all firms to use the same practices, not from the selective advantages 
conferred upon firms thought to be non-dominant. It becomes therefore 
something of a mystery as to why the techniques that a small firm uses 
in its rise to dominance must be abandoned once that exalted state has 
been reached. The overall efficiency gains that the ideal enforcement 
of Article 82 (or Section 2, to be fair) can achieve are therefore limited 
because we know that each and every application of sanctions knocks 
out only efficient practices with industry-wide appeal.

There is a second way in which dominant practices could influence 
the efficiency of economic markets. With patents the law is willing to give 
a person exclusive rights to a particular invention in order to spur inno-
vation. The basic judgement here is that it is better to grant a monopoly 
– or more accurately an exclusive right – in some new device today than 
to have no device at all. The earlier innovation provides immediate gains 
that offset the increase in monopoly power. Nor need we worry about 
the long-term implications of the patent system. So long as the exclusive 
right is correctly limited, the risk of economic monopoly can be properly 
constrained. Patents are limited to devices, as opposed to entire fields 
– the telegraph, as opposed to the exclusive right to transmit signals 
at a distance over wire. It is for that reason that the US Supreme Court 
struck down Samuel Morse’s 1840 patent claim covering exclusive use 
of ‘electromagnetism, however developed for marking or printing intel-
ligible characters, signs, or letters, at any distances’,22 while allowing the 

22	 O’Reilly v. Morse, 56 U.S. 62, 112–13 (1853).

or passing off. But once those misdeeds are removed from the list, just 
what additional conduct should not count as competition on the merits? 
The best test of whether the non-dominant firm can compete against the 
dominant firm is whether the non-dominant firm has competed against 
the dominant firm, which it can do by making advantages in marketing 
or securing technical improvements that the established firm does not 
possess. There is a strong argument that a single firm can use various 
practices in network industries or common-carrier situations to take 
advantage of that monopoly power, which is in part why the initial 
claims against Microsoft, discussed below, have strong credibility on the 
liability side of the issue. Normally, common-carrier cases are subject to 
direct regulation because of the inability of courts to set rates in such 
industries as railways and electrical power. But with Microsoft that insti-
tutional disability does not matter if everyone agrees that interconnec-
tion should be made at a zero price. But once these important cases are 
put to one side, it is very hard to identify the particular terms or pricing 
strategies that do not count as competition on the merits in non-network 
industries where the new entrants do not have to depend on the coopera-
tion and hence the good graces of a dominant firm.

The decision to use some independent test apart from survival to see 
whether competition is ‘sound’ or ‘distorting’ has this unfortunate effect 
on the analysis. The non-dominant firm, however defined, is not subject 
to the restraints in Article 82, so it is free from restraints on the choice of 
business practices that bind its larger rivals. In adopting its own business 
plan, that non-dominant firm will not routinely or willingly adopt strate-
gies on pricing, bundling, tie-ins or rebates that make its operations inef-
ficient. The pressure to survive is a far more accurate filter on good and 
bad practices than the oversight of any board or commission in either 
the USA or the EC. At this point, the use of practices by non-dominant 
firms offers a good market test of efficiency, albeit one that appears to 
hold no appeal to the European Commission.

Why, then, does it become improper for dominant firms to use 
these same practices? The usual explanation is that these practices also 
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at last reckoning, the French government still imposes similar restric-
tions on dissemination within France.24 At this point the economic 
losses, compounded by the threat of restrictive practices, are likely to 
have two effects. The first of these is to slow down innovation world-
wide by reducing the return to any invention, wherever developed, 
no matter under what legal regime. The second is to work an implicit 
wealth transfer whereby (in this instance) the French gain the benefits 
of the implicit subsidy necessarily borne everywhere else. The applica-
tion of EC (or US) rules therefore should not be thought of only as a 
matter of local concern in the light of their systemic global effects. The 
poor administrative judgement in France inflicts its own sort of regula-
tory injury on everyone else, which is no less real because it is immune 
from legal sanction. The extraterritorial effects of legal sanctions, either 
good or bad, are at least as important as the extraterritorial effects of the 
standard practice of dominant firms.

The analysis of the behaviour of dominant firms, both under 
Section 2 of the Sherman Act and Article 82, only becomes harder 
to organise once the inquiry turns to the causation questions that are 
necessarily embedded in competition policy. Quite simply, any claim 
that a particular practice ‘distorts’ the marketplace has a built-in causal 
component which is far more difficult to identify than that found in 
personal injury or property damage cases, where harm is usually limited 
to the use of force or the creation of traps or other dangerous conditions. 
Joint causation cases, always difficult, are usually infrequent in physical 
injury cases because it is not often that a person is hit by ten or more 
bullets at the same time. These physical limitations have no particular 
relevance in dealing with competition policy, so a more far-ranging 
inquiry becomes inescapable in virtually every case. More concretely, 
once a non-dominant firm fails, its behaviour has to be dissected to 
determine whether its demise or failure is attributable to its own faulty 

24	 Jacqui Cheng, ‘T-Mobile wins back iPhone exclusivity in Germany’, ars technica (2007), 
http://arstechnica.com/journals/apple.ars/2007/12/04/t-mobile-wins-back-
iphone-exclusivity-in-germany.

narrower, but still enormously valuable, patent claims for his particular 
device. The patent forecloses imitative use of the device, not of the entire 
field of technology.

That same attitude should carry over to dominant practices. To take 
one example, in the USA it has proved possible for Apple to market its 
new iPhone through an exclusive arrangement with AT&T, with the 
product being extensively touted on the AT&T website, in part for its 
innovation in visual voicemail.23 There can, and should, be all sorts of 
speculation as to whether this deal is good for either or both companies. 
But I see no reason to impose a duty on Apple to take its iPhone and 
license it on similar deals with all other carriers. The first objection here 
is generic. If Apple must deal with all comers, then some public body 
must oversee the compulsory licensing arrangements that govern not 
only price but also a whole range of technical issues, which may vary 
from carrier to carrier, and, of course, from state to state within the 
USA or nation to nation within the EC. In general, I think that there are 
good reasons to fear compulsory licences in many industries, especially 
pharmaceuticals, given the substantial risk of under-compensation (see 
Epstein, 2006b). In addition, the denial of the exclusive arrangement 
could easily upset useful technological sharing agreements, for AT&T 
would be uneasy about passing on information to Apple which it now 
knows could be used by its other licensees. And finally, the unwilling-
ness to allow these exclusive arrangements should in expectation reduce 
the returns that Apple gains from its innovation, which, as in the patent 
context, should slow down the rate of its introduction.

These exclusives have provoked to my knowledge no legal antitrust 
response in the USA because Apple acquired iPhone through lawful 
actions and thus is entitled to market it in whatever form it sees fit. The 
reaction to these proposed exclusives has been mixed in Europe, where, 
as of December 2007, the German government was unable to prevent 
Apple from striking an exclusive arrangement with T-Mobile, even as, 

23	 www.wireless.att.com/cell-phone-service/specials/iPhoneCenter.jsp.
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A tale of two statutes

The overall theoretical concerns are the same for both the EC and the 
USA, despite differences in terminology. But it seems all too clear today 
that the EC enforcement under Article 82 proceeds at a much more 
vigorous clip than the analogous activity under Section 2 in the USA. It is 
useful to give a few examples of the overall difference.

Predation

One of the exclusive practices that attracted Ms Kroes’s attention 
was predatory pricing, whereby the stated offence is to reduce prices 
below costs in an effort to drive out competitors in the hope of reaping 
monopoly profits when the competition vanishes. Within the American 
framework, there is no current rule of per se legality with respect to 
predation claims, although that position has powerful intellectual 
support (Easterbrook, 1981, critiquing the standard below-cost test of 
predatory pricing found in Areeda and Turner, 1975, which relies on 
some mixture of short-run marginal cost and average variable cost). I 
believe that it is for good reason that the US Supreme Court has taken 
a far more sceptical position than the EC Commission on this point in a 
line of cases that now stretches close to 25 years.27

The US decisions are correct and the EC worries far too much about 
predation. The initial intuition is that claims by disappointed compet
itors are always suspect, for it is intrinsically difficult to distinguish 
between lawful and unlawful competition solely by looking at price levels, 
which – secret rebates to one side – are observable, in their relationship 
to cost, which most definitely is not observable. That basic point is rein-
forced by noting the different challenges that face a monopolist or cartel 

27	 See, e.g., Matsushita Electric Industrial Co., Ltd. v. Zenith Radio Corp., 475 U.S. 574 (1986) 
(conspiracy by foreign sellers of TV to lower prices not found to be predatory pricing); 
Brooke Group Ltd. v. Brown & Williamson Tobacco Corp., 509 U.S. 209 (1993) (same, for 
allegations of below-cost pricing of cigarettes); Weyerhaeuser v. Ross-Simmons HardWood 
Lumber Co., 127 S. Ct. 1069, 1073, 1077 (2007) (unanimously rejecting charge of buyer pre-
dation based on paying too much to preclude competitors for remaining in the market). 

business judgement or technical acumen, or alternatively to the use of 
certain contractual provisions by the dominant firm. If both elements 
have some role in the grand analysis, who sorts out their relative effects?

On this issue, my own examination of consent decrees under Section 2 
of the Sherman Act concludes that in most instances particular contractual 
provisions that the dominant firm uses usually have small overall effects on 
the final results in a particular case (Epstein, 2007: 40–53). For example, 
the 60-year campaign against the exclusive-dealing provisions in the equip-
ment leases of the United Shoe Company had little effect on its market 
share.25 One objectionable leasehold provision after another was stripped 
away, but the market position of the firm remained in large measure 
because customers probably preferred to have ‘end-to-end’ protection from 
a single supplier to whom they could turn in the event that anything went 
wrong. The dominance of that firm ended only when the USA, frustrated 
by the slow rate of progress of rival firms, broke up the company, leading 
to its demise, just as its domestic position was coming under pressure from 
the foreign shoe manufacturers entering the American market.26 Knocking 
down tariff barriers – a skill that is in short supply in the EC – turns out to 
be a far more effective remedy for major forms of abuse.

The lesson to be drawn from this litigation is that firms that think 
their protections are indispensable are themselves overstating the value 
of restrictive practices, so that it is hard to fault the regulators for making 
the same mistake. A prompt and unilateral surrender on all these points 
is clearly the preferred strategy because it makes it far more difficult 
for regulators or competitors to attribute the continued success of the 
dominant firm to illicit practices.

25	 United Shoe Machinery Corp. v. United States, 258 U.S. 451, 456–57 (1922). A second set of 
terms were invalidated in United States v. United Shoe Machinery Corp., 110 F. Supp. 295 
(D. Mass. 1953), affirmed in United Shoe Machinery Corp. v. United States, 347 U.S. 521 
(1954). The entire opinion reads: ‘The case having been fully argued and the Court being 
satisfied that the findings are justified by the evidence and support the decree, the judg-
ment is affirmed.’

26	 United States v. United Shoe Machinery Corp., 391 U.S. 244 (1968); Crandall and Winston 
(2003: 11–12).
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cases have not formally gone that far, but there is no recent successful 
predation case under the US laws, and it is highly unlikely that any court 
will find predation today so long as they first ask whether the supposed 
predator has any successful recoupment strategy.29 Why worry about 
the complex calculation of costs if recoupment is not possible no matter 
how they are calculated? The strong presumption operates close to a per 
se rule on the ground.

As noted, under Article 82 the Commission treats predation as a 
form of exclusionary conduct worthy of its special attention. Within the 
EC, the criticisms of Areeda/Turner tend to stress that the test allows too 
much freedom to the firm in making its decisions, not too little (Jones 
and Sufrin, 2008: 445–46). Accordingly, in terms of predation claims (as 
evidenced by the recent raids in connection with the Intel/AMD dispute) 
it tends to see real danger in pricing below average variable cost, which 
accordingly prompts aggressive Commission intervention.30

Ms Kroes does not detail the EC approach to predation cases in her 
short speech, but some sense of the inexorable expansion of Article 
82 is found in the Economic Advisory Group for Competition Policy 
(EAGCP) (2005) report entitled ‘An economic approach to Article 82’. 
The report mirrors the ambivalence in the Kroes speech, first by noting 
the presumption in favour of non-intervention, only to promptly invoke 
a ‘rule of reason’ that rejects the approach of virtual per se legality that 
largely characterises the modern US case law. From here it is only a short 
step to eroding the requirement of market dominance by holding that 
‘an anti-competitive effect is what really matters and is already proof 
of dominance’ (EAGCP, 2005: 4), without drawing the line between 
legitimate and illegitimate pricing practices. At this point, the burden of 
proof is bifurcated such that ‘Competition authorities have to show the 
presence of significant anti-competitive harm, while the dominant firm 

29	 See, e.g., A. A. Poultry Farms, Inc. v. Rose Acre Farms, Inc., 881 F.2d 1396 (7th Cir. 1989).
30	 AKZO Chemie BV, supra at note 17. For discussion, see Jones and Sufrin (2008: 447–59, 

making the simple but compelling point, for example, that low prices are sometimes used 
to remove excess stock; ibid. at 450).

that seeks to reap extra profits not by raising prices, but by lowering 
them. Raising prices and cutting output gives an immediate gain which 
is worth having even if the cartel breaks down over time because of 
cheating. It is therefore rational for firms to enter into these arrange-
ments if they are able to escape legal detection, which they are often 
able to do. It is for that reason that the USA has an amnesty programme 
that waives the trebling of damages against the party that provides the 
federal government with evidence against its co-conspirators.28 Yet the 
situation is quite the opposite with predation. Now the firm has to take a 
loss on each item that it sells below costs in order to drive its rivals from 
the market. Worse still, the low prices have buyers flooding in, while 
rival sellers can often sit on the sidelines (or even become purchasers 
for later resale), pushing the predator’s short-term loss still higher. The 
ability to knock out old competitors in the short run is dubious, as is the 
ability to capture monopoly gains in the long run. Once prices rise above 
competitive levels, the older sellers will come off the sidelines, or new 
sellers will enter the market. In the absence of any regulatory restraint 
against renewed competition, it is hard to see how the consumers who 
gain mightily in the short run will be hurt in the long run.

Nor, I might add, is it clear how to draw in practice the line between 
price cutting that is too aggressive and that which is just right. Even the 
Commission’s present standards should not generate liability for firms 
that consciously calculate their price cuts in ways that are sustainable 
over the long run, wholly without regard to the response of the targeted 
competitors. It seems highly likely that the difference in pricing decisions 
under this standard and one that seeks to crush rivals in the short run is 
likely to prove rather small to matter in practice. The near-per se rule 
on legality thus allows firms to compete aggressively (of which Ms Kroes 
rightly approves) without being falsely tagged with groundless charges 
of predation. A virtual per se rule of legality looks even better. The US 

28	 See, e.g., United States v. Stolt-Nielsen S.A., 524 F. Supp. 2d 609 (E.D. Pa. 2007), which 
shows the difficulties that can come from litigating a withdrawal from amnesty under the 
USA’s Corporate Leniency Program, instituted in 1993.
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one has demonstrated and no one can demonstrate the clear social gains 
from chasing after unilateral practices under Article 82.

The Microsoft litigation

The danger of the aggressive position is apparent in the long-standing 
struggle that ended when Microsoft decided not to appeal the adverse 
judgment of the Court of First Instance (‘CFI’) entered in September 
2007. The saga did not begin with that case but started far earlier in both 
the US and EC. It is interesting to contrast the litigation in both settings 
over the same issues.

Let me start with the US experience. The opening salvo was fired 
in 1993 when the Clinton Justice Department filed its initial complaint 
against Microsoft under section 2 of the Sherman Act. I think there is a 
strong argument that liability was proper in that case, on the ground that 
Microsoft should be treated as though it operated an essential facility in a 
network industry, which should therefore be subject to common carrier 
obligations of non-discriminatory treatment (Epstein, 2007: 74–111).

Microsoft, in my view, made a major mistake in the early stages of 
litigation by relying on its strong autonomy arguments, which claimed 
its exclusive ownership of its servers gave it an absolute right to deter-
mine how to configure its network and to whom to issue licences for its 
use. That claim gives it too much power in a network industry where 
competitive solutions are not attainable, given the need for extensive 
linkages and cooperation between supposed competitors. The situation 
is not made any easier because there are enormous efficiency advantages 
to having a single operating system, which sets a uniform standard for 
all players. Given the network status, the traditional rules of common 
carriers require it to allow hook-ups for all competitors, actual or poten-
tial, in those designated complementary markets. The upshot is that the 
antitrust laws could operate to require the firm to make interconnec-
tions with other firms whose applications could only run on the Micro-
soft platform.

should bear the burden of establishing credible efficiency arguments’ 
(ibid.). How the two are distinguished is not clearly explained.

The upshot is that the basic theory of predation may be used to 
examine ‘selective rebates’, which could of course be meeting competi-
tion in certain geographical markets, or indeed simply charging ‘more 
attractive prices or, more generally, offer[ing] better conditions to these 
customers’ (ibid.: 5). In addition, the full range of loyalty and fidelity 
rebates becomes suspect as well. The initial presumption in favour of 
open markets becomes the opposite: an open season on aggressive forms 
of market competition. Official statements of principle are so pliable 
that it is impossible to tell before the axe falls whether a dominant-
firm practice is protected by the general presumption in favour of free 
competition or upset by the equally robust willingness to ferret out all 
forms of predation.

Yet from a social point of view, it is hard to see what all the fuss is 
about. All the practices that are suspect under Article 82 have positive 
and negative effects for different firms over different time periods. 
To give but one example, it is uncertain whether the various rebates 
produce short-term benefits to consumers that exceed any possible long-
term losses that they suffer.31 The calculations are too tenuous to justify 
the enormous legal uncertainty that is created under any rule that looks 
to the totality of the circumstances in its examination of market defini-
tion or the practice in question. Even if administering this system were 
costless and unerring, it is at best an open question whether the market-
place works more smoothly with all these legal protections against 
ostensible distortions than without them. But no system is costless and 
error-free, especially in matters as unbounded as competition cases. 
Therefore, the right question to ask is whether the enforcement activities 
of the Commission produce gains in excess of the high administrative 
and error costs of their implementation. If the first question is (at best) 
in equipoise, then the answer to the second question is a no-brainer. No 

31	 See, e.g., Michelin, [1981] OJ L 353/33, [1982] 1 CMLR 643.
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modest, at best, in large measure because the interconnection problem 
is not very difficult to overcome, given that rival and compatible web 
browsers can be downloaded from the Internet. There is some evidence 
that the overall market has not moved in areas that were subject to the 
earlier decree, which suggests that Microsoft’s product has an efficiency 
advantage over its rivals, just as happened in the United Shoe Machinery 
case discussed above. 

The initial five year period of 2002 consent decree expired in November 
2007, and at this point, the case took a surprising twist as Judge Kollar-
Kotelly extended the decree for an additional two years.38 Her decision did 
not rest on any claim that Microsoft had not sought to comply with the 
decree. Instead, she held that her present decision was ‘based upon the 
extreme and unforeseen delay in the availability of complete, accurate, 
and useable technical documentation relating to the Communications 
Protocols that Microsoft is required to make available to licensees under 
Section III.E of the Final Judgments.’39 Section III.E requires Microsoft to 
‘make available’ to its customers all communications protocols that allow 
Windows client operating systems to interoperate ‘natively,’ with Micro-
soft’s own server operating system – that is, to operate together without 
the addition of any special software to forge the connection. The source 
of her conclusion about interoperability was that Microsoft had not been 
able to supply in detail all sorts of protocols about conceivable intercon-
nection scenarios to both its customers and its users.40 

As William Page and Seldon Childers have argued, however, the 
difficulties here had nothing to do with the day-to-day challenges of 
interconnection by actual end users.41 Rather the complications arose 

natory terms . . .  any communications protocol[s] . . .  [used by Microsoft] operating 
system[s] . . .  to interoperate, or communicate, [directly] . . .  with a Microsoft server 
operating system []’. Ibid. at *10 (2002 Consent Decree, at III.E). 

38	 New York v. Microsoft Corp., 531 F. Supp. 2d 141 (D.D.C. 2008). 
39	 Ibid. at 144. 
40	I bid. at 172.
41	 William H. Page & Seldon J. Childers, ‘Measuring Compliance with Compulsory Li-

censing Remedies in the American Microsoft Case’, http://papers.ssrn.com/s013/
papers.cfm?abstract_id=1149862 (Antitrust Law Journal, Forthcoming).

The US litigation on this case veered from pillar to post and back 
again. In the early stages, Microsoft won an important victory when 
it prevailed in its claim that it was entitled to develop an ‘integrated’ 
product that incorporated its web browser into the basic design.32 But as 
the litigation progressed, it seemed possible that Judge Thomas Penfield 
Jackson, the first district court judge, would break the firm up into 
two separate components, one that controlled the MS-DOS operating 
system and the other which controlled applications – which would have 
done nothing to address the interconnection question.33 But the matter 
quickly passed out of Judge Jackson’s hands. The appellate court for the 
District of Columbia first rejected the break up remedy,34 and then it 
took the extraordinary step of removing Judge Jackson from the case.35

On remand, the case was assigned to a new district court judge, 
Colleen Kollar-Kotelly. Judge Kollar-Kotelly fashioned a sensible remedy 
that required the firm to allow interconnections on non-discriminatory 
terms, which was sustained on appeal against various legal attacks.36 One 
subordinate piece of that decision required Microsoft to share its trade 
secrets with its competitors, but also required those firms to keep that 
information confidential and to use it solely for the purpose of imple-
menting the connections.37 The overall effect of the initial decree was 

32	 United States v. Microsoft Corp., 1998 U.S. Dist. LEXIS 14231 (D.D.C. 1998) (Microsoft 
I). 

33	 United States v. Microsoft Corp. and State of New York v. Microsoft Corp., 87 F.Supp.2d 
30 (D.D.C. 2000) (finding liability); United States v. Microsoft Corp. and State of New 
York v. Microsoft Corp., 97 F. Supp.2d 59 (D.D.C. 2000) (ordering break up).

34	 United States v. Microsoft Corp., 253 F.3d 34, 45–97 (D.C. Cir. 2001).
35	 Ibid at 107–117. “Although we find no evidence of actual bias, we hold that the ac-

tions of the trial judge seriously tainted the proceedings before the District Court 
and called into question the integrity of the judicial process.” Ibid. at 46.

36	 State of New York v. Microsoft Corp., 224 F.Supp. 2d 76 (D.D.C. 2002); Commonwealth 
of Massachusetts v. Microsoft Corp., 373 F.3d 1199 (D.C. Cir. 2004).

37	 ‘Microsoft shall disclose to [various equipment and service providers], for the sole 
purpose of interoperating with the Windows Operating System Product . . .  the [var-
ious] APIs and related Documentation that are used by Microsoft Middleware to 
interoperate with a Windows Operating System Product.’ United States v. Microsoft 
Corp., 2002 U.S. Dist. LEXIS 22864,, at *9 (D.D.C. 2002) (2002 Consent Decree, at 
III(D)). ‘Microsoft [must license] third parties . . .  on reasonable and non-discrimi-
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homogenous Microsoft solution.’46 The remedy ordered was interoper-
ability. There was, however, virtually no discussion of what innovations 
had been thwarted, which seems like a serious omission in the light of 
the huge amount of new software that had been built by outside firms 
under Microsoft licences. Clearly, the company had some strong incen-
tive to share its codes with other firms under various confidentiality 
agreements. The question that was never addressed was how further 
decrees on interoperability would improve the situation.

The gaps in the Commission’s case were equally evident after Micro-
soft took its case to the CFI, where the liability finding was affirmed. 
On the remedial side two issues were critical. The first was the extent to 
which ‘interoperability’ standards that sufficed in the original US decree 
would suffice in the EU, so that further actions were required, particu-
larly in connection with the sharing of trade secrets that related to the 
operation of the Microsoft systems. The second dealt with the question 
of the bundling of Microsoft’s Windows Media Player.

On the first of these questions, the CFI judgment of 17 September 
2007 is a model of obscurity that takes over 100 pages without giving 
any clear explanation as to what forms of disclosure should be required 
and why. In dealing with these issues all that is clear is that the defini-
tion of interoperability that commended itself to Judge Kollar-Kotelly in 
her initial consent decree was regarded as too narrow by the CFI. Yet 
exactly how and why it should be broadened was not clarified. It does 
not seem that other software and computer companies complained that 
their products could be downloaded to function on Microsoft’s oper-
ating system, which is what interoperability should require. There is no 
question that the Kollar-Kotelly decree would allow for example rival 
suppliers of web browsers or word processing programs to challenge the 
question of whether they could interoperate on the Microsoft platform, 
and specific grievances of that sort could and should be worked out in a 
framework patterned on the original Kollar-Kotelly judgment.

46	 Ibid. § 782.

because of the large volume of requests to specify the protocols for all 
conceivable interconnections, whether or not these were needed in 
any particular case. Page and Childers note that these requests have 
required Microsoft to devote a large flotilla of technical experts – 630 as 
of January 2008 – to a problem that does not involve any actual harm to 
other firms in the industry.42 It is hard therefore to resist their conclu-
sion that this latest twist in the Microsoft saga has anticompetitive 
consequences by allowing Microsoft’s rivals to use the consent decree 
process to impose costs on rivals.43 Once again the key lesson to learn 
is that even a sensible interconnection proposal can go off the rails 
through its implementation.

The question of market dominance followed a different path in 
the EC, but also resulted in some anticompetitive outcomes. Here the 
Commission began its investigation of Microsoft in 1998 in response 
to a complaint of another American company, Sun Microsystems.44 
Competitor complaints are generally a sign of a weak case. The gist of 
Sun’s complaint was that Microsoft had refused to disclose key proto-
cols on the interfaces between the Microsoft operating system that 
would allow Sun and other competitors to create ‘workgroup’ systems 
that could interact with Microsoft’s desktop and operating systems. 
With a 95 percent share in the server market, Microsoft could not well 
claim that it did not have a dominant market position. That claim 
was sustained in 2004 when the EC Commission imposed on Micro-
soft a fine in excess of 497 million Euros for the abuse of its dominant 
position, and ordered the company to make available the key informa-
tion to its competitors.45 The charges that sustained the complaint were 
that Microsoft had been guilty of ‘stifling innovation in the impacted 
market and of diminishing consumers’ choices by locking them into a 

42	 Ibid. at 18, 20–22.
43	I bid. at 37–38.
44	 For a concise account, see Jones and Sufrin (2008: 571–575).
45	 Microsoft, Commission Decision, 24 March 2004, COMOP/C-3/37.792, [2005] 

CMLR 965. 
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82 claim. It reached this conclusion on the ground that the protection 
that trade secrets receive under national law is less than that which is 
normally accorded to patents and to copyrights.50 The point is correct 
in one sense, in that the law of trade secrets does not prevent the inde-
pendent discovery of the same device or even, in most instances, the 
reverse engineering of a particular product to determine the content 
of any given trade secrets. But I am aware of no law that says that just 
because one party may acquire a trade secret in either of these two ways, 
it follows that the Commission can order a company to surrender its 
trade secrets to its competitors without compensation, which seems the 
clear purport of the CFI’s position.

It is very hard to resist the conclusion that the CFI has forgotten 
the difference between competition and subsidy. In its zeal to strike at 
Microsoft for its dominant practices, it has not given any reason why the 
emergence of multiple modifications of the Microsoft server will result in 
any efficiency gain, let alone those on the scale of allowing interconnec-
tions US-style. Thus when Microsoft offered to open its system wider,51 
Neelie Kroes scoffed at its detailed proposal, only to impose a new fine of 
899 million Euros for refusing to comply with its 2004 decision, without 
any further hearing.52 The effect of her actions has been to create a real 
economic inefficiency by essentially ordering the cross-subsidy of new 
competitors who can share in Microsoft’s technology without paying 
any compensation for what they have received. It is hard to conceive of 
any action that is more anticompetitive than the subsidies that the CFI 
has ordered.

The second portion of the 17 September judgement is in my view 

50	 Ibid at 280. 
51	 See Microsoft, Virtual Pressroom: ‘Microsoft Makes Strategic Changes in Technol-

ogy and Business Practices to Expand Interoperability’, http://www.microsoft.
com/presspass/presskits/interoperability/default.mspx, 21 February 2008).

52	 Neelie Kroes, “Decision to impose EUR 899 million penalty on Microsoft for non-
compliance” (27 February 2008), http://europa.eu/rapid/pressReleasesAction.do?
reference=SPEECH/08/105&format=HTML&aged=0&language=EN&guiLanguage
=en

The CFI did not adopt that line. And much of its verbal effort was 
to reassure its readership that its rulings would not allow Microsoft’s 
competitors to ‘clone’47 or create a ‘plug replacement.’48 Nonetheless, it 
seems as if the CFI backed the Commission insofar as it held that

in order to be able to be viably marketed, non-Windows work 
group server operating systems must be capable of participation in 
the Windows domain architecture – which consists of ‘architecture’ 
of both client/server and server/server interconnections and 
interactions, closely interlinked – on an equal footing with 
Windows work group server operating systems. That means, in 
particular, that a server running a non-Microsoft work group 
server operating system is able to act as domain controller within 
a Windows domain using Active Directory, and consequently, is 
capable of participating in the multimaster replication mechanism 
with the other domain controllers.49

In light of this pronouncement, it seems – where the precaution is 
not one of false modesty, but genuine confusion – therefore that inter-
operability does not mean just the ability to run one’s programs on the 
Microsoft system. Rather it seems as though any competitor should be 
able to get enough information to substitute its own equipment for any 
portion of the basic Microsoft operating system so that it can market a 
composite operating system at its own discretion. Obviously, the only 
way that these substitutions can be made is to know the guts of the 
system well enough to facilitate the replacements in question, which 
goes a long way toward building a rival operating system on the back of 
Microsoft’s hard labour.

The informational demands for this form of selective substitution is 
far greater than those for the interconnections contemplated under the 
original 2002 US consent decree, which helps explain why the CFI had 
to force Microsoft to disclose its trade secrets to remedy to an Article 

47	 CFI Microsoft, ¶ 212, 234.
48	 Ibid at ¶ 212, 216. 
49	 Ibid at ¶ 390.
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that the EC is led by a more corporatist and less individualist mindset 
than US courts. Ideas, both good and bad, do matter in the way in which 
they shape the intellectual orientation to particular debates. All this 
speculation, however, has to wait for another day. The simple and stark 
conclusion here is that the aggressive condemnation of unilateral prac-
tices by dominant firms has, especially in the EC, created far more harm 
than good. Score one more intellectual victory – and practical defeat – 
for the defenders of limited government in the classical liberal tradition.
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corporation, or, if any other person, $350,000, or by imprisonment not 
exceeding three years, or by both said punishments, in the discretion of 
the court.

Section 2. Monopolization; penalty
Every person who shall monopolize, or attempt to monopolize, or 
combine or conspire with any other person or persons, to monopolize 
any part of the trade or commerce among the several States, or with 
foreign nations, shall be deemed guilty of a felony, and, on convic-
tion thereof, shall be punished by fine not exceeding $10,000,000 if a 
corporation, or, if any other person, $350,000, or by imprisonment not 
exceeding three years, or by both said punishments, in the discretion of 
the court.

7 Clayton Act, 15 U.S.C. § 18

Acquisition by one corporation of stock of another
No person engaged in commerce or in any activity affecting commerce 
shall acquire, directly or indirectly, the whole or any part of the stock 
or other share capital and no person subject to the jurisdiction of the 
Federal Trade Commission shall acquire the whole or any part of the 
assets of another person engaged also in commerce or in any activity 
affecting commerce, where in any line of commerce or in any activity 
affecting commerce in any section of the country, the effect of such 
acquisition may be substantially to lessen competition, or to tend to 
create a monopoly.

No person shall acquire, directly or indirectly, the whole or any part 
of the stock or other share capital and no person subject to the jurisdic-
tion of the Federal Trade Commission shall acquire the whole or any 
part of the assets of one or more persons engaged in commerce or in any 
activity affecting commerce, where in any line of commerce or in any 
activity affecting commerce in any section of the country, the effect of 
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Appendix
The Sherman Act, 15 U.S.C. §§ 1–2 (2006)

Section 1. Trusts, etc., in restraint of trade illegal; penalty
Every contract, combination in the form of trust or otherwise, or 
conspiracy, in restraint of trade or commerce among the several States, 
or with foreign nations, is declared to be illegal. Every person who shall 
make any contract or engage in any combination or conspiracy hereby 
declared to be illegal shall be deemed guilty of a felony, and, on convic-
tion thereof, shall be punished by fine not exceeding $10,000,000 if a 
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•	 any concerted practice or category of concerted practices, which 
contributes to improving the production or distribution of 
goods or to promoting technical or economic progress, while 
allowing consumers a fair share of the resulting benefit, and 
which does not:
(a) 	impose on the undertakings concerned restrictions which 

are not indispensable to the attainment of these objectives;
(b) 	afford such undertakings the possibility of eliminating 

competition in respect of a substantial part of the products 
in question.

Article 82 of the Treaty Establishing the European Community (Nice 
consolidated version) (ex Article 86)

Any abuse by one or more undertakings of a dominant position within 
the common market or in a substantial part of it shall be prohibited as 
incompatible with the common market in so far as it may affect trade 
between Member States.

Such abuse may, in particular, consist in:

(a) 	directly or indirectly imposing unfair purchase or selling prices or 
other unfair trading conditions;

(b) 	limiting production, markets or technical development to the 
prejudice of consumers;

(c) 	applying dissimilar conditions to equivalent transactions with other 
trading parties, thereby placing them at a competitive disadvantage;

(d) 	making the conclusion of contracts subject to acceptance by the 
other parties of supplementary obligations which, by their nature or 
according to commercial usage, have no connection with the subject 
of such contracts.

such acquisition, of such stocks or assets, or of the use of such stock by 
the voting or granting of proxies or otherwise, may be substantially to 
lessen competition, or to tend to create a monopoly.

Article 81 of the Treaty Establishing the European Community (Nice 
consolidated version) (ex Article 85)

1. 	T he following shall be prohibited as incompatible with the 
common market: all agreements between undertakings, decisions 
by associations of undertakings and concerted practices which 
may affect trade between Member States and which have as 
their object or effect the prevention, restriction or distortion of 
competition within the common market, and in particular those 
which:
(a) 	directly or indirectly fix purchase or selling prices or any other 

trading conditions;
(b) 	limit or control production, markets, technical development, or 

investment;
(c) 	share markets or sources of supply;
(d) 	apply dissimilar conditions to equivalent transactions with 

other trading parties, thereby placing them at a competitive 
disadvantage;

(e) 	make the conclusion of contracts subject to acceptance by the 
other parties of supplementary obligations which, by their 
nature or according to commercial usage, have no connection 
with the subject of such contracts.

2. 	 Any agreements or decisions prohibited pursuant to this Article 
shall be automatically void.

3. 	T he provisions of paragraph 1 may, however, be declared 
inapplicable in the case of:
•	 any agreement or category of agreements between undertakings,
•	 any decision or category of decisions by associations of 

undertakings,
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‘internalisation’ of these externalities. It is important to note that this is 
not necessarily the same as saying that adversely affected third parties 
will be fully compensated for the harm imposed upon them, or that 
the harm will be eliminated. Rather, what it usually means is that the 
externality will be reduced to the ‘socially optimal’ or ‘social-welfare-
maximising’ level.

So, for example, if the externality in question results from smoke 
released as a result of burning bituminous coal, then one policy that 
might reduce the extent of this externality is the imposition of a regula-
tion restricting the burning of such coal. The question then arises as to 
what type and degree of regulation are desirable. To the environmental 
economist the answer is that the optimal regulation sets the level of 
smoke emissions (or, perhaps more likely, ambient concentrations of 
smoke) at a level that maximises net social welfare.

Now, you may well be wondering how one identifies the social-
welfare-maximising level of smoke. To the theoretical environmental 
economist this question is simply answered: by identifying the point at 
which the marginal social benefit and marginal social cost curves inter-
sect. To the practically minded environmental economist, the question 
is a little more difficult, since it will be necessary to identify what the 
social cost and social benefit functions look like. But we will come back 
to that later (this section is about theory, after all).

Once one has established the optimum level of emissions (within 
some range of error), the question becomes one of what policy is most 
effective at achieving the necessary reduction in emissions. At this stage, 
three options are usually put on the table: command-and-control regula-
tion, tradable emissions permits (TEPs) and emission charges.

Command-and-control regulations take various forms, including 
technological standards (such as BAT: best available technology), flow 
limits (e.g. maximum and/or average end-of-pipe emission limits) and 
stock limits (i.e. restrictions on the degree to which emissions into a flow 
of water may consume oxygen in the water). Often, such regulations are 
not fixed in statute but are set by regulators, who must obtain detailed 

10	PRIVATE VERSUS PUBLIC REGULATION OF 
THE ENVIRONMENT

		 Julian Morris

Introduction

When environmental issues are discussed in the media or the classroom, 
the standard presumption is that a problem has been caused by private 
business and must be solved by government stepping in to regulate. The 
reader may therefore be surprised to learn that many environmental 
problems have in fact been caused by governments, sometimes in spite of 
attempts by private individuals or businesses to stop them. Meanwhile, 
private regulation of the environment has a long history. The purpose of 
this chapter is to compare and contrast private with public regulation of 
the environment. The focus is primarily on controlling pollution, but the 
results are readily extended to conservation.

The chapter begins with a discussion of the standard theory of 
environmental policy, which is now widely used as a justification for 
government regulation. This is followed by criticisms of that theory and 
its practical application. Private alternatives to public regulation are 
explained and discussed. The chapter concludes with an assessment of 
how to improve the mix of public and private environmental regulation.

The theory of environmental policy

The theory of environmental policy (e.g. Baumol and Oates, 1988) posits 
that in the absence of regulatory intervention, economically rational 
individuals and firms will generate negative ‘externalities’; that is to say, 
they will impose an uncompensated cost on third parties. It is further 
posited that various policies might be followed that would enable the 
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Another method for reducing emissions is the emission charge. 
Whereas a TEP works by imposing restrictions on the amount of emis-
sions allowed, enabling permit holders to establish a market price for 
each unit of emissions, a charge works by imposing a price on emissions 
and allowing emitters to decide how much to pay in fees and how much 
to invest in abatement.

As with TEPs, emission charges incentivise the use and development 
of low-cost emission-abatement technologies, but do not specify which 
technologies to use. They also allow plant that has high abatement 
costs to continue to be operated – if it is still profitable to do so once the 
charge has been paid.

Environmental policy in practice

When we look at the real world, it is clear that governments have prim
arily used command-and-control-type measures to control pollution. 
The history of such measures can be traced at least to 1306, when Edward 
I passed an Act banning the burning of ‘sea coal’ (smoky, bituminous 
coal of the kind typically brought by sea from Newcastle) in London’s 
kilns when Parliament was in session. Parliament became more active 
in passing air pollution legislation in the nineteenth century, beginning 
with the Smoke Abatement Act of 1854 and the Alkali Acts of 1863 and 
1874. The twentieth century saw an explosion of environmental legisla-
tion, not only in the UK but around the world, nearly all of which has 
been of the command-and-control type.

Seeking to explain why command-and-control has been the preferred 
option for governments, Buchanan and Tullock (1975) analysed the 
incentive effects of the different systems. They showed that incumbent 
firms would prefer ‘direct’ (command-and-control) regulations because 
they could act as a means of limiting entry of new firms, reducing compe-
tition and increasing the profitability of the incumbents.

While the real world is inevitably more complicated than Buchanan 
and Tullock’s model, researchers have found that such regulations 

information about the functioning of any specific plant being regulated. 
The implementation and enforcement of such regulations set an implicit 
price on emissions, though this will usually not be transparent (i.e. 
observable to other operators of similar plant in similar circumstances).

TEPs, first suggested by Dales (1968), in principle offer a means of 
achieving similar controls on emissions to those that would be obtained 
by command-and-control, but at lower cost. Under a TEP system, the 
government sets the total permissible ambient levels of a particular 
substance (sometimes these are a combination of maximum and average 
levels), then allocates permits to emit the substance to various sources. 
Allocation may be by ‘grandfathering’ to existing emitters, or by auction, 
or by some combination of the two.

Once emission permits have been allocated, trades may take place.1 

Allowing permit holders to trade enables emitters with relatively low 
abatement costs to sell some or all of their permits to emitters with 
higher abatement costs. This is both economically and environmentally 
more efficient than most command-and-control-type regulations, for the 
following reasons:

•	 First, it enables continued use of older plant with higher 
abatement costs, when a BAT requirement might have led to the 
decommissioning of the plant. So it reduces the level of investment 
required to achieve any particular environmental goal and it reduces 
the waste of resources inherent to any capital item.

•	 Second, if permit trades occur in a reasonably open market 
environment, this generates explicit prices. These prices enable 
more effective use of decentralised information about which 
technologies to use. They also incentivise the development and use 
of lower-cost low-emission and emission-abatement technologies.

1	 Usually these trades are subject to rules that are intended to ensure that ambient concen-
trations of specific pollutants do not exceed the desired level. Often this means that trades 
are complex, since they must follow a formula that accounts for the differential impact on 
concentrations of emissions from plants located in different places.
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Another clear instance occurred in the phase-out of chlorofluorocar-
bons (CFCs). In the early 1980s, there was a push to phase out the use of 
CFCs globally, on the grounds that they were causing stratospheric ozone 
to break down, weakening the shield that protects the earth’s inhabitants 
from harmful ultraviolet radiation. Initially, producers of CFCs lobbied 
hard against such a phase-out. Nevertheless, an international agreement 
to that effect, the Vienna Convention on Substances that Deplete the 
Ozone Layer, was signed in 1985. Then things got interesting.

Following the signing of the Convention, the CFC industry began 
to lobby for a more rapid phase-out of CFCs than had originally been 
envisioned. Why did it do this? Two reasons: first, the companies had 
patented various molecules they believed would be substitutes for 
the CFCs, which were by that time no longer protected by patent. By 
forcing the rapid phase-out of CFCs, they would create a larger market 
for these alternatives, increasing their profitability. Second, the large 
producers of CFCs reasoned – correctly – that they would obtain allow-
ances to produce under the supply restrictions, enabling them to reap 
windfall profits. Environmentalist organisations and some politicians 
also supported a shorter timescale. In the context of this perfect storm, 
in 1987 a Protocol to the Convention was signed at Montreal, which 
supported this more rapid phase-out. Subsequent meetings of the parties 
likewise speeded up the process and the CFC producers made a killing 
(Morrisette, 1989).

A similar scenario played out with the waste management industry 
in the UK, which lobbied the government to implement environmental 
regulations that would eliminate ‘cowboy’ operators by setting minimum 
standards for the construction and operation of waste management 
facilities. The ploy worked – to an extent: following the passage of legis-
lation in 1990, the apparent restrictions on supply drove up the price of 
landfill sites and some of the incumbent operators cashed in by selling to 
larger firms. In the implementation phase, however, smaller operators 
obtained concessions enabling them to continue to operate, leading to a 
temporary reduction in landfill site prices (Morris, 1995).

often do benefit a set of incumbent interests. For example, Ackerman 
and Hassler (1981) argue that the seemingly perverse Section 111 of the 
US Clean Air Act Amendments of 1977 can be explained by the fact 
that it substantially benefited coal producers in the eastern USA. To 
understand why, we will briefly recount the history of the Clean Air Act 
(CAA).

Under the 1970 CAA, the Environmental Protection Agency (EPA) 
was required to set emission standards for coal-fired boilers. The original 
standard it set was 1.2 pounds of coal per million BTU of energy. The 
operators of boilers (mainly power companies) were allowed to meet 
this standard in whatever way they deemed to be most cost-effective. 
Since coal from the west of the USA is cleaner than that in the east, many 
companies chose to use the cleaner western coal, instead of installing 
expensive scrubbers.

Rather than mandating new emissions standards, the 1977 Amend-
ments required the EPA to ensure that the ‘best available technology’ 
for reducing sulphur dioxide pollution was installed on new coal-fired 
boilers. By forcing power companies to install scrubbers on new boilers, 
the Amendments removed the incentive to use the cleaner western coal. 
Ackerman and Hassler (ibid.) argue that the Amendments were effect
ively a massive subsidy to eastern coal producers, which had lobbied for 
their inclusion.

The requirement also had a perverse environmental effect. Since 
scrubbers were required only on new plants, companies had incent
ives to continue to use older, less efficient coal-fired boilers for longer, 
thereby delaying environmental improvements that otherwise would 
have occurred and in some cases even increasing ambient levels of 
sulphur dioxide.2

2	 See also Pashigan (1985), who found evidence that the ‘prevention of significant deteri
oration’ requirement in the 1977 Clean Air Act Amendments benefited vested interests 
in northern urban areas over those in western and southern rural areas – and that the 
pattern of congressional voting was more consistent with this benefit than any putative 
party bias.
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managing a scarce resource: in the case of TEPs the scarce resource is 
clean air or clean water; in the case of ITQs, the scarce resource is ocean 
species such as fish and lobster. Unlike most TEP schemes, however, the 
ITQ systems put in place in New Zealand and Iceland do closely resemble 
property rights. The establishment of these schemes has dramatically 
altered the incentives faced by fishermen and the agencies setting the 
total allowable catch, and has improved the sustainability of the system.

Prior to the introduction of ITQs in New Zealand and Iceland, the 
fisheries in both countries had been going the way of government-
regulated fisheries the world over, which follows roughly the following 
pattern: (1) the fishing industry grows and becomes more technologically 
sophisticated; (2) legitimate concerns are raised about the sustainability 
of the harvest in the absence of intervention; (3) limits are imposed on 
the amount of fish each boat may catch and on the number of days they 
may put to sea; (4) fishers over-invest in boats and other equipment, 
and fisheries producer organisations lobby for increased catch levels; (5) 
regulations are imposed on the types of equipment that can be used; (6) 
fishers identify ways of getting around the restrictions, either legally or 
illegally; (7) repeat (3) to (6) until fish stocks fall to levels at which fishing 
is no longer economically viable; (8) fishers receive subsidies that help 
eliminate the stocks altogether, or are given welfare and told never to 
fish again.

Following the introduction of ITQs, the owners of quotas called for 
lower total allowable catch levels. They did this because their quota repre-
sented a clearly defined and readily transferable share of the total allow-
able catch and they could see that the future value of their quota would 
rise if stock levels rose, which is the logical consequence of lower catch 
levels. Furthermore, in New Zealand boat owners voluntarily accepted 
a system of monitoring that enables the quota management authorities 
to see where their boats are and to identify potential instances of illegal 
fishing. In addition, the more efficient fishers bought out the quotas of 
less efficient fishers. Overall, the ITQ system in both countries has raised 
levels of efficiency, reduced conflict over the use of the scarce resource, 

More recently, we have also seen the gaming of the TEP system 
established in Europe to reduce emissions of greenhouse gases (GHGs). 
Permits were grandfathered to existing GHG emitters, many of whom 
had low abatement costs. The result was that large incumbents were able 
to make a tidy profit by selling permits to smaller incumbents and new 
entrants with higher abatement costs (Open Europe, 2006).

This finding suggests that there may be benefits in using charges 
over either command-and-control or TEPs, since the latter will have 
additional social deadweight losses in the form of resources diverted to 
lobbying and in the form of reduced competition, lower levels of innova-
tion and higher prices. It also suggests, however, that politically it may 
be more difficult to implement charges, since incumbents will lobby for 
command-and-control regulations or grandfathered TEPs.

Given the concentration of interests in regulated industries, it is not 
surprising that there have been very few cases in which TEPs or charges 
have been used to replace existing environmental regulations. Rather, 
what has typically happened is that charges or permits have been applied 
on top of existing regulatory regimes.

The experience with permits has been mixed. As noted above, permit 
trading schemes have often been gamed by vested interests. Neverthe-
less, there have been some relatively successful schemes. Schmalensee 
et al. (1998) argue that the Southern California Air Quality Management 
District scheme saved billions of dollars on emissions abatement costs 
relative to the previous command-and-control-based system. Generally 
speaking, permit trading schemes have been most successful when the 
permits have been clearly defined, readily transferable and not subject 
to arbitrary expropriation – in other words, they work when they are 
closest to being de jure property rights.

Unfortunately, very few if any schemes actually meet these criteria 
– unless one broadens the category of tradable permits to include other 
resource management issues. In particular, Iceland and New Zealand’s 
systems of tradable permits for fisheries are worth noting. Like TEPs, 
individual transferable quotas (ITQs) offer a way of more efficiently 
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apartments) apparently associated with differing environmental condi-
tions (so-called ‘hedonic pricing’) to estimating the amount individuals 
appear to be willing to pay to visit a place of natural beauty on the basis 
of how much it costs them to get to the place (the so-called ‘travel cost 
method’) to asking people questions about what they would be willing 
to pay for a less polluted environment (so-called ‘contingent valuation 
method’ or CVM). All these methods, however, rely on assumptions that 
are for the most part invalid.

Hedonic pricing relies on the assumption that it is possible to specify 
all the criteria upon which people make decisions and, by performing a 
regression analysis, deduce the implied value of one or more environ-
mental characteristic(s). The problem is that we cannot actually know 
what individual characteristics people value unless we ask them, and 
even when we ask them, the reliability of their answers is questionable 
(see below under CVM). Meanwhile, the value people place on specific 
characteristics varies; even if one could identify all the characteristics, a 
regression analysis will provide only an average of what value a certain 
group of individuals puts on each characteristic – and that average might 
well not be representative of the group for whom the social cost–benefit 
analysis is being carried out.

CVM is highly problematic. Among other concerns is the ‘embed-
ding problem’: if subjects are asked questions in an order that does not 
conform to their own hierarchy of priorities and/or does not include all 
relevant items in that hierarchy, then they may well respond inconsist-
ently (Kopp et al., 1997). So, for example, if a person is asked how much 
they are willing to pay to preserve the snow leopard, they might answer 
£5,000; when the same person is asked first how much they are willing 
to pay to preserve all the world’s non-human species (£10,000), then 
how much all non-human mammals (£5,000), then all leopards (£500), 
then the snow leopard, they might say £250, or £50, or £5 – but almost 
certainly not £5,000. In spite of attempts to overcome this by embed-
ding questions (on the basis of prior surveys), or by giving respondents 
‘time to think’, the problem cannot be eliminated (e.g. Whittington et 

and increased the sustainability of the fisheries system (see, for example, 
Arnason, 2006; Newell et al., 2002).

While the experience with TEPs has been mixed, the experience with 
charges has mostly been abysmal, with governments frequently using 
the premise of environmental damage as a justification for imposing 
revenue-raising taxes. Successive UK governments have been particu-
larly guilty, with the Fuel Duty Escalator, Landfill Levy and other taxes 
that have little or no environmental merit being introduced on a ‘green’ 
ticket. The main problem with these taxes is that they are applied to 
inputs rather than outputs: a tax on fuel gives some incentive to reduce 
fuel consumption, which may lead to increased efficiency of burn and 
reduced emissions, but it is a poor proxy for an emissions charge. A 
tax on the disposal of waste by landfill will likely reduce the amount of 
waste going to landfill (but only if alternatives are available at a price 
differential less than the tax); in many cases, however, landfilling may 
be the environmentally superior disposal option, so the tax will have the 
perverse effect of incentivising environmentally damaging recycling or 
incineration (Eshet et al., 2006).

Problems with the theory of environmental policy

If one accepts the proposition that in principle it is desirable to set 
environmental policy goals on the basis of what is considered socially 
optimal, we then have the challenge of actually identifying that optimum. 
In a world of fixed technologies, it is possible within some margin of 
error to identify the private costs of restricting emissions (but see above 
the implications of information asymmetries between producers and 
regulators and the potential this creates for gaming the system). The 
larger problems come when trying to identify the social benefits of 
restricting emissions.

To put it bluntly, there are no truly reliable means of estimating 
external benefits. Economists have devised all manner of sophisticated 
proxies, from measuring the difference in prices of properties (houses, 
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earlier, the theory says nothing about compensating those third parties 
on whom costs are imposed. I have always found this difficult to swallow; 
it somehow offends my sense of equity: how can it be ‘optimal’ that some 
people should be harmed? On whose say-so?

A related problem was identified by Coase (1960), who argued that 
externalities are reciprocal, not unilateral. Take, for example, a coal-
burning factory operating next to a laundry such that the white sheets 
placed outside to dry by the laundry are tainted black by soot. Conven-
tionally, the factory would be said to be causing a negative externality. 
Coase argues, however, that the externality has been caused by both the 
factory and the laundry – it is reciprocal – since the damage done to the 
white sheets occurs only because the laundry places them outside.

Coase analysed various situations in which such reciprocal 
externalities existed and showed how the common law resolved them. 
His analysis inspired a considerable degree of further work looking at 
possible common-law solutions to environmental problems. Among 
other things, such solutions have the potential to overcome the potential 
iniquities that result when the state intervenes through the imposition 
of regulations, permits or charges. The following section draws on this 
literature.

Private regulation of the environment

Unpleasant sights, smells and noise have surely troubled man since his 
earliest days. Attempts to resolve these problems can be traced back at 
least to Greek and Roman law, which had provisions protecting property 
owners against damage caused by neighbours. Meanwhile, the laws of 
Solon – the constitution of ancient Athens – included land-use planning 
rules, such as ‘minimum distances between homes, and the permis-
sible interposition of walls, ditches, wells, beehives, and certain trees’ 

(Madden, 2005).
In the common law of England and Wales, injunctions and damages 

have been available to those subjected to vile smells and unbearable 

al., 1997). At best, CVM is a sophisticated means of ranking society’s 
preferences (Mitchell and Carson, 1989; Coursey, 1998).

Another, related, problem is that people being asked such ques-
tions rarely have regard to real budget constraints, which can make 
their answers unreal. To control for this, researchers have attempted to 
identify ways of giving theoretical budget constraints, for example by 
making it clear that any investment/regulation would come as a result 
of a rise in taxes that would impact on them. But at the end of the day, 
unless the budget constraint is believed to be real it will not have the 
same impact.

A further problem with many attempts to identify the socially 
optimal level of pollution is that the putative harm is often expected to 
materialise only in the future, yet a decision must be made today. When 
given the option, people typically choose to have money now rather than 
in the future – which is part of the reason why they demand interest on 
money lent to others: they are being compensated for being deprived of 
that money for the duration of the loan.3 Given this preference, it follows 
that future benefits and costs will be worth less today than current 
benefits and costs, so decisions regarding limits on emissions should 
discount benefits and costs at an appropriate rate. But people discount 
the future at different rates, so it is difficult to identify a single ‘social’ 
discount rate.

There is also a more fundamental problem with making decisions 
on behalf of future people: they are not yet born, so are not capable of 
having preferences (e.g. Beckerman, 2007). We can thus rely only on 
the preferences of people alive today when making long-term decisions 
– and these may well not be the same as those of people who are born in 
the future.

Perhaps the most egregious problem with the theory of environ-
mental policy is that even at the ‘optimum’ level of emissions, there will 
often remain some people who are harmed by the externality. As noted 

3	T he other reason for interest is that the money might not be repaid, so lenders demand a 
‘risk premium’.
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others. The rule discouraged activities that led to environmental damage 
and ensured, at least in principle, that if such damage occurred the 
perpetrator would be compelled to stop it and to compensate those 
affected.

Liability is strict; public benefit is no defence

Under the sic utere rule, liability is strict; that is to say, if an activity on 
A’s property has caused a nuisance to B’s property, A is liable notwith-
standing the fact that A did not intend to cause the nuisance, notwith-
standing the fact that A may have taken all reasonable precautions to 
prevent the nuisance from occurring, and notwithstanding any putative 
benefit to the public that might have resulted from the nuisance-causing 
action. Fundamentally, once it is established that activities occurring on 
A’s property caused a nuisance to B’s property, then under the sic utere 
rule A is liable – full stop.

Thus, in Aldred’s Case, Benton argued in his defence that ‘the building 
of the house for hogs was necessary for the sustenance of man, and one 
ought not to have so delicate a nose, that he cannot bear the smell of 
hogs’. This attempt to use a ‘public benefit’ argument failed, however.7

Acquiring the right to pollute by prior appropriation

While the sic utere rule was strict, it was not absolute: there were excep-
tions. In 1791, the Crown brought a case in public nuisance8 against one 
Neville, a ‘maker of kitchen stuff and other grease’, for fouling the air.9 

But Neville had been carrying on his trade for some time without objec-
tion from his neighbours and Lord Kenyon advised the jury that ‘where 

7	I bid.
8	 Public nuisance is a separate action to private nuisance. It relates to harms to the general 

public and is primarily enforced by the Crown, although individuals may also argue a case 
in public nuisance if the extent of harm they suffer is greater than that suffered by other 
members of the public.

9	 R v. Neville, 170 Eng. Rep. 102 (1791).

noise for hundreds of years. In 1608 William Aldred brought an action 
at the Norfolk assizes against his neighbour, Thomas Benton, who had 
built a pigsty adjacent to Aldred’s house. The judge decided that the 
resultant stink interfered with Aldred’s rights and ordered Benton to 
move the pigsty.4

But not any interference was deemed a nuisance. In his famous 
treatise on the Laws of England, Sir Edward Coke (1628) used Aldred’s 
Case to clarify the rule: property holders have a right to use and enjoy 
their property free from interference, but the extent of this right is only 
that of ordinary comfort and necessity, not delicate taste: ‘In a house 
four things are desired [habitation of man, pleasure of the inhabitant, 
necessity of light, and cleanliness of air], and for nuisance done to three 
of them an action lies.’5

The underlying principle was derived from the Roman maxim 
‘sic utere tuo ut in alienum non laedas’: so use your own property as 
not to injure your neighbours.6 This rule was employed in numerous 
seventeenth-century cases and seems to have been applied quite gener-
ally (see Morris, 2003, and references therein). It was affirmed by the 
great jurist William Blackstone, who wrote in his Commentaries:

[I]f one erects a smelting house for lead so near the land of another 
that the vapor and smoke kills his corn and grass, and damages 
his cattle therein, this is held to be a nuisance . . .  [I]f one does 
any other act, in itself lawful, which yet being done in that place 
necessarily tends to the damage of another’s property, it is a 
nuisance: for it is incumbent on him to find some other place to do 
that act where it will be less offensive. (Blackstone, 1765–69, Bk 3, 
ch. 13, pp. 217–18)

By clearly delineating the boundaries of acceptable action, the sic utere 
rule provided a framework within which economic activity could take 
place in such a way as to limit the environmental damage inflicted on 

4	 Aldred’s Case, 77 Eng. Rep. 816 (K.B. 1611). 
5	I bid.
6	I bid.
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circumstances. What would be a nuisance in Belgrave Square would not 
necessarily be so in Bermondsey.’16

In other words, nuisance law could provide a land-use planning, or 
‘zoning’, function,17 describing the boundaries where certain activities 
may or may not take place.18

In St Helen’s Smelting Co. v. Tipping19 a distinction was made between 
physical damage to property, which was deemed to be actionable 
regardless of the location of the property, and interference with the 
beneficial use of that property, which would be actionable only in areas 
that were not ‘zoned’ as industrial. It is important to understand what 
was going on here: the common law seeks where possible to use objec-
tive standards; in ‘industrial’ areas the objective standard against which 
a person’s or company’s behaviour may be compared will be different 
from the objective standard in non-industrial areas. At the time of the 
case in point (1865), it would not have been possible to prove that the 
noxious vapours emitted by the St Helen’s Smelting Company were 
injurious to human health. In addition, given that there were several 
other industrial concerns in the neighbourhood, it was reasonable to 
suppose that the contribution of the smelter to the general unpleasant-
ness of the air was both difficult to identify and perhaps marginal.20 

16	I bid.
17	 See Colls v. Home and Colonial Stores, 1904 A.C. 179 (‘a dweller in towns cannot be ex-

pected to have as pure air, as free from smoke, smell, and noise as if he lived in the coun-
try, and distant from other dwellings, and yet an excess of smoke, smell and noise may 
give a cause of action, but in each case it becomes a matter of degree’).

18	 Coase (1960) points out that the two parties would have been free to bargain around this 
judgement – the doctor selling his right to peaceful enjoyment of his property to the sweet 
manufacturer – if they so wished. This point is important but, nevertheless, if such a bar-
gain were struck it would not have affected the general right, as a resident of the West 
End of London, to be free from the noise of pestles and mortars, so the planning function 
of the law would remain. (Although, presumably, a point would come where so many 
defendants had bargained around their respective injunctions that the character of the 
area would have changed.)

19	 11 Eng. Rep. 1483 (H.L. 1865).
20	T he judge in the lower court instructed the jury that the law was not concerned with ‘tri-

fling inconveniences’ and that where noxious vapours were concerned ‘the injury to be 
actionable must be such as visibly to diminish the value of the property and the comfort 

manufacturers have been borne within a neighbourhood for many years, 
it will operate as a consent of the inhabitants to their being carried on, 
though the law might have considered them as nuisances, had they been 
objected to in time’.10 The jury acquitted the defendant. Following this 
reasoning, a person may acquire a prescriptive right to pollute if nobody 
brings an action in nuisance within a reasonable time.

Subsequent cases clarified the rule. In Bliss v. Hale,11 the court ruled 
that since the defendant had been causing a nuisance only for three 
years, he had not acquired a prescriptive easement to continue, for 
which at least twenty years’ continuous operation would have been 
necessary. In Sturges v. Bridgeman,12 the court made clear that the harm 
itself, not merely the action causing the harm, must have continued 
for a period of 20 years in order for a right to have been acquired by 
prescription.

The zoning function of nuisance law

In R v. Neville, Lord Kenyon offered the observation (obiter dicta) that 
the consent to pollute would not apply to a newcomer who made the air 
‘very disagreeable and uncomfortable’.13 This was taken to imply that a 
newcomer whose actions made only a marginal difference to air quality 
would not be liable for their portion of the harm caused to neighbouring 
properties.14 In Sturges v. Bridgeman,15 the court granted an injunction to 
the plaintiff whose ability to carry on his trade as a doctor in Wimpole 
Street was adversely affected by the very noisy activities of a neigh-
bouring confectioner, the judge remarking: ‘Whether anything is to be 
considered a nuisance or not is a question to be determined not merely 
by an abstract consideration of the thing itself, but in reference to its 

10	I bid.
11	 7 Eng. Rep. 122 (1838).
12	 11 Eng. Rep. 852, at 865 (Ch. D. 1879).
13	 170 Eng. Rep. 102 (1791).
14	I bid.
15	 11 Eng. Rep. 852 (Ch. D. 1879).
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Finally, the establishment of property rights through decentralised 
private nuisance actions is arguably both more equitable and more 
efficient than the creation of rights through a system of administrative 
planning. In the latter system, state administrators decide a priori where 
industry can locate and bargaining cannot take place, because rights 
created by administrative planning are inalienable.

Nuisance law as a means of preventing industrial pollution

It is often claimed that civil liability is not an appropriate remedy in 
cases where there are multiple sources of pollution or multiple affected 
parties. In other words for most instances of what nowadays would be 
called ‘environmental pollution’. The nineteenth-century cases show, 
however, that this is not so.

St Helen’s was the site not only of a copper smelter (the St Helen’s 
Smelting Company) but also an alkali manufacturer. The fact that the 
Lords saw fit to hold the smelting company liable for the damage done 
to Tipping’s property even though the alkali works was also causing 
pollution is prima facie evidence that nuisance law can work in multiple-
source situations. Moreover, following Mr Tipping’s victory, the farmers 
living around St Helen’s were able to obtain compensation from the 
smelting company; indeed, they did so en masse, through William 
Rothwell, a land agent and valuer in St Helen’s, who acted as arbitrator 
between the St Helen’s Smelting Company and numerous farmers who 
were adversely affected (House of Lords, 1862). In 1865, Mr Tipping won 
an injunction against the smelting company, which led to the closure of 
the plant and no doubt put him and his neighbours on a surer footing to 
bargain with the alkali works.23

The implication is that if it could be shown that the emissions from 
a specific plant were causing objectively verifiable damage to a person’s 
property – which today would reasonably be taken to include harm to 

23	 Tipping v. St. Helen’s, 11 Eng. Rep. 1483 (H.L. 1865). 

So, the only ‘objective’ harm that could be identified was the direct 
physical damage to Mr Tipping’s property.

By establishing clear and readily enforceable property rights in this 
way, nuisance law enabled parties to strike a balance between environ-
mental amenities and cost. People buying a property in the West End of 
London knew that they had a right to be free from air pollution, noise 
and other interferences. People buying property in Bermondsey or St 
Helens knew that they would not be able to take an action against a 
marginal polluter unless the pollution caused physical damage to their 
property. The differences in property prices in these districts no doubt 
reflected the differences in amenities.

Nuisance law also contains an efficiency aspect. In areas where 
interference with peaceful enjoyment is rare, as in Berkeley Square and 
Wimpole Street, it is more efficient to grant injunctions against those 
who cause a nuisance, since the transaction costs of bargaining will be 
relatively low. By contrast, in areas such as Bermondsey, where histor
ically there would have been many parties causing such interferences, 
the imposition of an injunction against one party seems iniquitous, yet 
the imposition of an injunction against all would cause great problems. 
The transaction costs of bargaining would be very high and if, as a result, 
many firms were to close, the costs to the local people could be great.21 

Moreover, as a neighbourhood becomes less industrial, judges may look 
more favourably on claims that an individual source of noise or noxious 
emission constitutes a nuisance, thus helping those seeking to improve 
the environmental amenities in an area that was formerly industrial.22

and enjoyment of it’ (ibid.).
21	I f many firms were faced with injunctions, they would have to bargain with each of the 

affected parties, which may be time-consuming and expensive – and most likely some 
parties would simply refuse any compensation. In the absence of low-cost abatement 
technologies, the only alternative for many firms might be to move the plant elsewhere. 

22	 Another option for improving the environment in an area ‘zoned’ for industrial use would 
be for those affected by the pollution to bargain with the companies. The coordination 
costs of such an activity might, however, be high. Moreover, the bargaining power of 
those so affected would probably be weak since the very nature of places that are ‘zoned’ 
for industrial use implies that the residents are poor. 
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diminution or increase and without sensible alteration in its character 
or quality.25

This robust riparian doctrine has remained more or less unchanged.26 

Moreover, multiple sources have been held jointly liable for harms. 
In Blair & Sumner v. Deakin,27 each contributor to a nuisance was held 
liable for his contribution to the pollution, even though individually 
their actions would not have constituted a nuisance – this is known as 
the combined-effect rule. In the Pride of Derby Angling Club v. British 
Celanese,28 this was extended to cases where a co-defendant has already 
admitted liability. Thus, a defendant D will be held liable as long as 
he has contributed to a nuisance, even though another defendant C 
has admitted liability and even though D would not have committed a 
nuisance but for the actions of C.29

The clarity of riparian rights was utilised in an innovative way by 
John Eastwood, KC, who in 1952 established the Anglers Co-operative 
Association (ACA).30 The ACA acts on behalf of anglers and other 
riparian users – taking actions against polluters. This typically involves 
indemnifying the riparian owner(s) against the costs of taking action.31 As 
Roger Bate has shown, the ACA has successfully prosecuted thousands 
of actions, using money obtained in damages and through bargaining 
around injunctions to fight subsequent cases (Bate, 2002).

The ACA offers an example of the role that environmental organisa-
tions might play if private law took a more prominent role in protecting 
the environment. Instead of lobbying for environmental regulations – 
and engaging in all manner of publicity stunts to raise public awareness 

25	I bid. at 839.
26	 Pride of Derby & Derbyshire Angling Club v. British Celanese Ltd, 2 W.L.R. 58 (C.A. 1953).
27	 [1887] 57 L.T.R. 522. 
28	 2 W.L.R. 58 (C.A. 1953).
29	I bid.
30	T he ACA has since changed its name to the Anglers’ Conservation Association.
31	T he right to support such an action through indemnity was challenged unsuccessfully 

(with an allegation of ‘maintenance’) in Martell and Others v. Consett Iron Co. Ltd, [1955] 1 
All E.R. 481.

the health of the occupants – then the appropriate remedy is an injunc-
tion against the owner of that plant. Armed with an injunction, the 
injured property owner(s) would then be able to choose whether to be 
free from the nuisance or to negotiate with the polluter – and perhaps 
accept some compensation in return for permitting some or all of the 
harmful emissions to continue. In situations where there are multiple 
sources, an injunction against one plant sends a strong signal to owners 
of other polluting plants that they must at least enter into negotia-
tions with affected property owners. Meanwhile, where there are many 
affected parties, there would be incentives for agents like Mr Rothwell to 
act on behalf of all affected parties and thereby protect the community 
and the environment. The standard of protection would be that desired 
by the property owner who was least willing to accept harmful emissions 
– which might be different from the standard that would be established 
by government.

Multiple sources: the combined-effect rule and collective action

Another argument often made in support of statutory regulation over 
the use of the common law is that the latter is unable to address situ-
ations where individual sources of emissions are harmful only when 
combined with other sources. This is simply false, as can be seen with 
regard to pollution of streams and rivers.

In Young and Co. v. Bankier Distillery Co.,24 Lord McNaghten specified 
the rights of riparian owners as follows:

A riparian proprietor is entitled to have the water of the stream, 
on the banks of which his property lies, flow down as it has been 
accustomed to flow down to his property, subject to the ordinary 
use of the flowing water by upper proprietors, and to such further 
use, if any, on their part in connection with their property as may 
be reasonable under the circumstances. Every riparian owner is thus 
entitled to the water of his stream, in its natural flow, without sensible 

24	 [1893] 69 L.T. 838.
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Contracts also enable protection from fumes that otherwise might 
not be subject to restraint by the courts. In the nineteenth and early 
twentieth centuries, homeowners in the private places of St Louis, 
Missouri, agreed not to burn more noxious bituminous coal and thereby 
achieved lower pollution levels than was the case in the places controlled 
by the municipal government (Beito, 1990).

Private versus public regulation of the environment

Given the apparent advantages of private regulation – through tort law 
and contracts – over public regulation, the question arises as to why 
the latter has become so dominant. One reason is that in practice many 
people were not able to avail themselves of actions in private nuisance; 
in part this was because of the high cost of taking legal action, in part 
because of rulings such as St Helen’s v. Tipping, which made it difficult 
to obtain redress when the ‘only’ harm was to human health and where 
it was difficult to show cause and effect. As a result, there was a genuine 
deterioration of the environment in towns and industrial settings in 
most common-law jurisdictions. In response, various organisations were 
established which sought to persuade Parliament to introduce stricter 
anti-pollution legislation (Ashby and Anderson, 1981). The result was the 
elaboration of the various pieces of environmental legislation mentioned 
earlier.

At the same time, the law of nuisance has been gradually diluted 
over the past 150 years. One reason is the introduction of the defence 
of ‘statutory authority’. This is essentially an instance of the ‘public 
benefit’ defence that was disallowed under the sic utere rule: if a plant 
operates under statute, it is presumed that the state has deemed the 
operation of the plant to be beneficial to the public, and so long as it is 
operated according to all relevant statutes, it cannot be held liable for 
any nuisance thereby created. Statutory authority effectively abrogates 
the rights of neighbouring property owners to peaceful enjoyment of 
their property.

of problems (real and alleged) – they would simply get on with the 
business of suing polluters by stepping into the shoes of affected parties.

Using contracts to improve environmental amenities

While nuisance law offers a potentially powerful means of protecting the 
environment, it is, as has been observed, suitable only where ‘objective’ 
harm has been done. Thus, where harm is subjective, alternative mech
anisms are needed.

One option is to use contracts: i.e. for the party who wishes to 
achieve a higher level of environmental protection to pay the counter-
party not to cause the unwanted environmental harm. For example, if A 
has a spectacular view that she wishes to protect and her neighbour, B, 
owns the land immediately in front of her property, then it might be in 
A’s interest to contract with B not to develop B’s land.

A good example is the use of contracts to impose constraints on the 
development of garden squares in towns. In Tulk v. Moxhay,32 a covenant 
was included in the title deed of a parcel of land in Leicester Square sold 
in 1808, which required the purchaser to keep the square ‘uncovered 
with buildings’, in order that it remain a pleasure ground. The defendant 
purchased the parcel in full knowledge of the covenant but claimed he 
was not privy to the contract and so was not bound by it. The court ruled 
that the defendant was bound by the covenant because he had been 
given notice of it. Thus was Leicester Square preserved from the devel-
opers: in essence the court had created a way of converting a contract 
from a right in personam to a right in rem (a property right).

Many garden squares in England and Wales are protected by such 
covenants, as are other natural and architectural features. A famous 
example is the frontage at Llandudno, which since the mid-nineteenth 
century has been protected by deed covenants.33

32	 [1848] 41 E.R. 1143.
33	T he covenants were introduced by the Mostyn family. See: www.mostyn-estates.co.uk/

you_and.htm.
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Possible reforms

Several reforms might be taken which would enable more effective 
private regulation without immediately interfering with the system of 
statutory controls, some of which are outlined below:

•	 Generally, return to the late-nineteenth-century doctrine of strict 
liability (the sic utere rule).36

•	 Create separate rules for cases of injury to persons or property that 
occur in places controlled directly by the state (e.g. public highways, 
public waterways, and so on).37

36	 For an actionable private nuisance this would entail establishing:
a) 	I nterference with another’s right

(i) 	 For physical damage to property or harm to the persons occupying that prop-
erty, this would merely require showing that harm has occurred or is likely to 
occur in the future (this latter applying especially to harms that take time to 
develop and have multiple causes, such as cancers). Combined with better sci-
entific understanding of the causes of these problems and with better monitor-
ing techniques – enabling readier and cheaper identification of the sources of 
pollution – this should offer an effective and objective means of dealing with 
modern air pollution problems. 

(ii) 	 For interference with beneficial use of property, this would require showing 
that the interference was ‘unreasonable’ in the circumstances. Reasonableness 
in this context would be dependent principally on the extent of the interfer-
ence, the location of the claimant, the time the interference occurred, and its 
duration. This distinction accords with the common law’s general predilection 
for objectivity. Physical interference – including impacts on the health of occu-
pants – can be objectively determined. By contrast, interference with beneficial 
use is inherently subjective.

(b) 	 Causation: it would be necessary to demonstrate that the interference with the 
claimant’s right emanated from the defendant’s property. It should not be neces-
sary, however, to show that the harm resulted uniquely from the defendant’s actions, 
or indeed that the defendant’s actions would have resulted in harm but for the ac-
tions of another. It should only be necessary to show that the defendant’s actions 
contributed, in the circumstances, to the interference.

(c) 	 Foreseeability and fault: liability should be strict; it is enough that something has 
emanated from the defendant’s property that might interfere with another’s prop-
erty. It does not matter that the specific interference itself is unforeseeable. The test 
is whether a ‘reasonable man’ should have foreseen some potential interference. It 
does not matter that the defendant took every care to ensure that his operation was 
conducted in compliance with industry standards.

37	T he reason is simply that the activities in such places are not subject to the same sphere 

Thus, in the case of Allen v. Gulf Oil Refining,34 the plaintiff complained 
that the peaceful enjoyment of his property had been adversely affected 
by dust and noise created by the operation of a nearby oil refinery. The 
plaintiff was, however, denied redress. Lord Wilberforce explained:

To the extent that the environment has been changed from that 
of a peaceful unpolluted countryside to an industrial complex (as 
to which different standards apply) Parliament must be taken 
to have authorised it. So far, I venture to think, the matter is not 
open to doubt. But in my opinion the statutory authority extends 
beyond merely authorising a change in the environment and an 
alteration of standard. It confers immunity against proceedings for 
any nuisance which can be shown . . .  to be the inevitable result of 
erecting a refinery on the site, not, I repeat, the existing refinery, 
but any refinery, however carefully and with however great a 
regard for the interest of adjoining occupiers it is sited, constructed 
and operated. To this extent and only to the extent that the actual 
nuisance (if any) caused by the actual refinery and its operation 
exceeds that for which immunity is conferred, the plaintiff has a 
remedy.35

More recently, the law of nuisance has essentially been replaced 
by the law of negligence (see Morris, 2003), which requires that the 
plaintiff or claimant (alleged victim) demonstrate fault on the part of 
the defendant (alleged polluter). Moreover, the interaction between 
these three factors (the expansion of public regulation, the dilution of 
nuisance law and its replacement by the law of negligence) has further 
undermined the utility of private actions, since compliance with all 
environmental regulations would likely be considered sufficient to satisfy 
the requirement that the defendant has not been negligent.

While some degree of public regulation of the environment is 
perhaps inevitable, there is nevertheless a strong case for enhancing the 
role of private regulation – on both equity and efficiency grounds.

34	 [1981] 1 All E.R. 353.
35	I bid. at 857–858, per Lord Wilberforce.
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pressure for further public environmental regulation, thus ensuring a 
greater balance between the two systems moving forward.
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