Law and Economics Outline

IT’S ALL ABOUT SOCIETAL ECONOMIC EFFICIENCY

Review of Microeconomics

I. Utility

A. The measure economists use to rank overall benefits from consumption.

B. Indifference Curve (Graph 1)
1. Line that represents all the different combinations that provide the same utility.

2. In economics, more is always better, but too much of one thing is not what we like.

3. The point representing the market basket that maximizes Al’s utility, subject to his budget constraint, will fall where the budget line is tangent to an indifference curve.  (Graph 2)
4. Consumers always try to get to as high an indifference curve as possible (furthest away from the origin)

C. Diminishing Marginal Utility (Graph 3)
1. The more a consumer has of a good, the less she values each unit of that good relative to other goods.

2. Presumptions:

a) consumers place more utility on the first few units of a good than on later units

b) rational consumers maximize utility

D. When Price Changes

1. income effect: consumers decide to save extra $ or spend it

2. Substitution effect: mitigates the effect of a price increase.

a) tendency to substitute more of the cheaper products

II. Supply and Demand

A. Demand

1. Marginal Value: the value of consuming an extra unit of something

a) typically a lot less at higher levels of consumption

2. Elastic Demand (Graph 4)
a) consumers are readily able to substitute something else

b) Budweiser

c) price change produces wide fluctuations

3. Inelastic demand (Graph 5)

a) the inability to substitute

b) like insulin

c) large price change, small change in demand

B. Market Demand Curve

1. For a given price, what is the quantity that will be bought?

C. Market Supply Curve

1. For a given price, what is the quantity that will be produced?

2. Slopes upward because individual companies have different costs.  Inefficient, etc. The higher the price the easier it is for Joe Blow to enter the market.

III. Consumers’ and Producers’ Surplus (Graph 14)

A. Consumer’s surplus: summing up the extra surplus of all those people from Georgetown who are willing to pay $10 for a beer but get it for only $7.

B. Producer surplus: could produce more efficiently at 20cents, but still charges the same as everyone else. (Profit)

C. Opportunity Costs

1. what you forgo by using the money on something else

2. go to law school, lose money to pay for classes, but also lose money by not getting paid in a job

D. Marginal Costs

1. the cost of producing another unit

2. Don’t always decline (Graph 7)
a) Marginal cost curve is not continuously upward curving.  Only at a certain point when too unwieldy to produce, then goes up.

E. Profit Maximization

1. Rule: MR=MC (marginal revenue = marginal cost)

2.  Chose the prospect that will give the biggest return

a) this assumes price is stable and comes from a competitive market

b) in a competitive market, Price = MR

c) So profit maximization in a competitive market is P = MC

d) Total Cost = sum of all Marginal Costs

e) tomato chart 1

	Quantity
	Marginal Cost
	Total Cost

	10
	$0.50
	$0.50

	20
	$1.00
	$1.50

	30
	$2.00
	$3.50

	40
	$4.00
	$7.50

	50
	$5.00
	$12.50


f) $3 for 10 tomatoes (Graph 6)

	Quantity
	Cost
	Revenue
	Profit

	10
	$0.50
	$3.00
	$2.50

	20
	$1.50
	$6.00
	$4.50

	30
	$3.50
	$9.00
	$5.50

	40
	$7.50
	$12.00
	$4.50

	50
	$12.50
	$15.00
	$2.50


IV.  Perfectly Competitive Markets

A. Elements

1. Many producers

a) Enough so they don’t coordinate and get together to fix prices

2. No barriers to entry

a) not like airlines, where you have to buy airplanes and get landing slots

3. Each producer produces a small portion of the total industry supply

4. Producers are price takers

a) They have absolutely no bargaining power

b) Because producers cannot effect price, MR curve is always horizontal.

B. Curves

1. Curve starts at zero because there are zero fixed costs—no barriers to demand

2. There is no such thing as profit

3. How a perfectly competitive market comes about:

a) Someone will come in and lower the price until there is zero profits (normal return).  

b) Price goes down until it reaches the very bottom of the Average cost curve.

c) All the way down until you get to the place where the market clears.

d) See Graphs 8-10

e) example: legalizing drugs

4. Supply curve shifts (Graph 11)
a) Occurs when technological improvements made, cheaper to produce goods.

b) MC and Price go down, Quantity goes up

5. Demand curve shifts 

a) could go up if there is a new use for the product or even a population boom (Graph 12)

(1) Q and P increase

b) Could go down if substitutes become available (Graph 13)

(1) Q and P decrease

V. Monopolistic Markets

A. Elements

1. only 1 producer

2. prohibitive barriers to entry

3. 1 producer produces the entire output of the industry

4. producer sets the price

a) MR curve is always less than the demand curve because producer picks the price

B. Curves

1. Produces Dead Weight Loss (Graph 15)

a) MR = MC

2. Solution 1: Price Cap 
a) decreases dead weight loss

b) raises consumer surplus and producer surplus

c) example: rent control (Graph 16)

d) Problems if Price Cap not really necessary (set too low): shortage (Graph 17)

3. Solution 2: Tax Revenues (Graph 18)

a) With elastic demand, tax burden falls largely on producers (Graph 19)

b) with inelastic demand, tax burden falls largely on consumers (Graph 20)

c) with elastic supply, tax burden falls largely on consumers (Graph 21)

d) d) with inelastic supply, tax burden falls largely on producers (Graph 22)

C. Problems:

1. Dead weight loss

2. Slack off on innovation

VI.  Pareto Optimality (Graph 23)

A. No person can be made better off without another being made worse off.

B. Pareto improvement: At least one party is made better off and no party is made worse off.

C. If you have Pareto Optimality, you have no further Pareto improvements to make

D. Criticism 1: All Pareto points are equal in the vie of the economist (Even if Billy gets 1 and Alice gets 14)

E. Criticism 2: Gee, it’s really hard to do something without a loser.  Too stringent for social policy.

1. Solution: partial Pareto improvement (Kaldor Hicks Efficient)

a) A compensation scheme where those hurt by a move are compensated such that at least one party is made better off and no one is made worse off.

b) Example: paying family to pave over home for new highway.  Wealth increasing for public, family paid off.

VII. War on Drugs (Graphs 24-25)

A. Just know that over time, innovation reduces marginal cost!

B. Lowers supply—increases cost to suppliers.  Like a tax.

C. More people will come in until there are zero profits (normal return), thus marginal costs lowered

D. MC = Supply Curve

E. Her argument is dependent on inelastic demand curve

Libertarians v. Interventionists

VIII. Libertarians

A. Believe that when left alone, people will work things out by themselves.

B. Heralded by Adam Smith in his Wealth of Nations
1. Said we do right by society by doing right for ourselves.  What’s beneficial for one is beneficial for all.

2. Example: Division of labor for making pins.  A person could make 10 by himself or 10,000 if they divide the labor among 7 people.

a) Each person will garner a greater amount of profits.

b) Society gets a greater amount of goods.

c) lower prices =  increased uses

d) Less efficient person can be put to work where he is better suited (coal miner to cattle rancher)

3. Graphically, both consumer and producer surplus go up, quantity goes up, and price comes down.  Good for everyone.

C. Examples of Smith’s World in Action

1. Prices

a) Play an important part in allocating resources

b) Example: making pencils

(1) Prices signal whether they should stay on the pencil making team.

(2) If car prices go down, more people by cars, more graphite is directed to car industry, so graphite prices go up, too expensive to use to make pencils, get off the pencil making team, hop on car making team

2. Competition

a) How we decide who gets on what team.

b) Efficiency-enhancing because the best and most productive people stay on the right teams.

c) We inherently award the most productive people because it steers people to where they’re most useful.

d) Not all lawyers are smart enough to dig a proper ditch.

D. Wrinkle in Libertarian’s master plan

1. Externalities

a) Definition: an effect of a decision, on a party other than the decision-maker, that the decision-maker does not take into account.

b) there are both positive and negative externalities

(1) Negative: Undergrads in front of Marvin Center

(2) Positive: Miriam’s flowers

(3) Public good: a specific kind of positive externality.

(a) non-rival consumption (one person’s consumption does not diminish the ability of others to consume it)

(b) non-excludable (no one can be excluded from it)

(c) examples: clean air, national defense, nice views of Mt. Rainier

(d) problem: free-riding

c) not taking into account an externality (marginal social cost) results in a dead weight loss to society (Graph 27)

d) How do we fix this?

(1) Pigou

(a) DO A GRAPH FOR TEST!! (Negative Externality = Graphs 28-29)
(b) Says we should tax activities with negative externalities and subsidize those with positive externalities.

(c) The tax should equal the difference between the production (MPC) and the social (MSC) costs.

(d) MPC would then bump up to = MTC

(e) otherwise, we have overproduction, which gives rise to DWL

(f) Positive Externality = Graphs 30-31)

(i) The fact that Marilyn isn’t producing at p’q’ makes us miss out as a society

(ii) So pay Marilyn a subsidy to do so!

(2) Coase Theorem

(a) Says no, no—no need for taxes and subsidies.  Coase believes people DO take care of externalities themselves.

(b) People will bargain to take care of externalities.

(c) Coase theorem is a law & econ application of libertarian theories

Coase Reasoning:

1. It does not matter to which party you assign property rights.

2. Either way, they’re going to get together and bargain it out.

3. 3. This makes the property right flow to the party that values it the most.

4. The societally economic outcome will be obtained, even with externalities, without government intervention.

a) If the pollution is that bad, neighbors will cough up enough money to stop it.

b) If the pollution isn’t that bad, the factory has revenues great enough to pay off the neighbors.

c) Even with environmental neighbor, if they’re willing to cough up the extra dough, it means it's worth it to them.  Efficient, nonetheless.

5. It’s all on a sliding scale of utility

a) If the factory moves, pollution goes to a place where people are more amenable to it.  

b) If the factory can’t find a place, whatever they’re producing isn’t important enough to make.

c) Otherwise, they’d have enough money from sales to pay off everyone.

Problems with Coase’s Theory (Say the Interventionists):

1. transaction costs prevent Coasian bargaining

2. Baby-sitter, getting together, gathering information

Market Failures

IX. Interventionists say Bah Humbug

A. Market failures prevent people from working things out amongst themselves.

X. Market Failures

A. Market Power (Antitrust Problems)

1. USE GRAPHS! (Graph 15)
2. Classic problem is monopoly.  Monopolists:

a) limit output,

b) raise prices, and

c) by capturing only a slightly larger producer surplus ($), reduce consumer surplus dramatically

(1) The loss in consumer surplus is way bigger than the gain in producer surplus

(2) graphically, it produces a dead weight loss triangle

3. In a competitive market, MR = MC, and MR = cost

4. But in a monopolist market, the monopolist just chooses a price

a) this gives rise to a dead weight loss, and

b) this deters innovation, as compared to a competitive market

5. Thus, say the interventionists, we need government intervention to stop them

6. Benefits from monopolies

a) Economies of scale with increased size (Graph 7)

(1) Marginal cost curve is not continuously upward curving.  Only at a certain point when too unwieldy to produce, then goes up.

(2) Markets where you have to sell a lot to pay off debts—electricity—guaranteed 100,000 customers

b) Flexibility (Coase’s theory of the firm)

(1) if paid a salary, no Ks needed

(2) market conditions could change quickly—no dickering necessary

(3) coordination of resources (monopolies make the best use of resources)

c) Overcome Organizing/Transaction Costs (reductions) (BMI v. CBS) and (didn’t have to police)

d) Sometimes we need a monopoly to reward unprofitable behavior  and innovation(AIDS research, Microsoft—heavy start up costs)

e) Positive network effects sometimes we want only one language in effect (Windows) so that secretaries and students can change jobs and we can fly everywhere on one airline.

7. Libertarians say “but look at all of these benefits! And besides, if someone could get into the market, they would.  It won't stay a monopoly forever.”

8. Interventionists retort that it’s too much power, and dead weight loss is never a good thing

9. NOTE: You don’t have to have a monopoly to have dead weight loss.  Just need a high concentration and tacit collusion (firms acting together secretly to set prices).  Examples: CA energy crunch, FTC v. Staples—turns on definition of “relevant market”

a) Impediments to collusion:

(1) misinterpretation of signals

(2) Competitor’s self-interest causes her to cheat (tragedy of the commons?)

(3) controlling entry

b) see the Joe Bane article where concentration led to higher profits

10. NB: elasticity of demand is integral to monopolies

a) If the product is inelastic (no substitutes), monopolists thrive.  Mafia in Italy came about by controlling the only freshwater sources on the island.

11. When to worry about monopolies: (Graph 26)

B. Transaction Costs

1. Use only as a layer of subtlety in final

2. The costs of finding each other.

a) The probability of every driver ever getting together is minuscule.

b) So we regulate—red lights, speed limits, etc.

3. Rules of Thumb to Approximate Societal Economic Efficiency

a) Assign the right to the party with the higher transaction costs.

(1) This is good, but hard to assess transaction costs accurately (See Graph 32)

b) Assign liability to the least-cost avoider (Desmetz)

(1) This is better, because liability goes to whomever can avoid the cost most cheaply

(2) But, sometimes transaction costs are the best proxy for least cost avoidance

c) Problems with Least Cost Avoider Rule

(1) Learned Hand Rule: (B>PL = not liable)—doesn’t take into account the victim’s actions, magnitude is hard to quantify

(2) Driver shouldn’t be on the cell phone, but cyclist should have been wearing a helmet

(3) Ideally, we want a comparative negligence scheme.  To apportion liability according to fault.

(4) if no contributory negligence, biker would never wear helmet because always compensated

(a) But how often can you actually do that?

d) Solutions to least cost avoider rule

(1) Shavell says we should rely on CL doctrines that implicitly incorporate economic rationales.  Also, it’s not whether we do it or don’t do it, but just how much we do it.

(2) Unilateral—only one side has the ability to change the probability of harm (See Graph 33)
(a) Strict liability always works because the injurer is the only party that can avoid the accident

	
	Earns
	P (accident)
	Harm

	Drives normal
	$40,000
	0.1%
	$500

	Drives a lot
	$60,000
	1%
	$5,000

	Drives a real lot
	$80,000
	10%
	$50,000


At “a lot,” driver earns an extra $20,000, costs extra $4,500—OK

At “a real lot,” driver earns an extra $40,000, costs extra $45,000—NOT OK

Under strict liability, profits = earnings - harm

(3) Bilateral—both sides have the ability to change the probability of harm (See Graph 33)
(a) There is no real efficient rule

(b) Negligence allows the injurer to do too much of the activity, so long as they maintain a threshold carefulness.

(c) Strict liability lets the victim ignore his responsibility

(d) So how do we make them internalize the externality?

(4) CL does approximate economic efficiency, like contributory negligence; even better if it includes a last clear chance rule, because it incorporates the least cost avoidance doctrine

(5) Double responsibility at the margins.  (Cooter).  AKA double strict liability.

(a) Injurer has to take into account his actions because he pays $ no matter what.

(b) Victim has to take her actions into account because the $ goes to the government, not her, so victim will incur costs unless she curbs her activity.

4. HYPO 1

Suppose open new airport.  Residents fought it all the way.  Noise unbearable.  How do you analyze?

a) try to quantify noise damage

b) compare it to benefit to society as a whole

c) consider transaction costs and free riders

d) consider who is the least cost-avoider (defensive measures by residents—adding stronger windows, or airport avoidance—limiting flight times or alternate routes)

e) Economic argument: least cost avoider is the neighbor, who shouldn’t have moved in.

f) but we may want to uphold the rights of victims coming to a nuisance because land uses change, overall economic benefit to society changes

5. HYPO 2

Two drivers on cell phone. Accident.  How do you determine liability?

	
	DRIVER 1
	DRIVER 2

	Car Value
	$40,000
	$3,000

	Phone Call Value
	$300
	$30

	Probability of Harm
	0.5%
	0.5%

	Burden (PxL)
	$215
	$15.15


C. Strategic Behavior (Graph 34)

1. Definition: Propensity for a party to threaten to do something that is detrimental to its own self-interest but is even more detrimental to the other party.  Could result in inefficiency.  (NOT PER SE INEFFICIENT)

(a) inefficient example: Austin v. Loral
(b) efficient example: Alonzo quiz

2. Example is the bargaining exercise w/Colleen.  We didn’t reach the best economic outcome because we were engaging in strategic behavior.

3. Cooter’s proposal to remedy strategic behavior is to adopt the Hobbes Theorem, incorporating a Leviathan (this is the antithesis to Coase)

4. Strategic behavior in K remedies:
a) Problem: strategic behavior makes people overstate expected damages

b) Solutions:

(1) Specific performance

(a) places parties on notice that the promise must be enforced

(b) forces parties to reveal their expectations—bargaining

(c) problem: supervisory costs are very high

(d) Example: record albums

(e) Problem: hard to enforce

(2) Expectation damages

(a) hard to determine what it’s worth after the fact

(3) Liquidated damages

(a) forces parties to state their objective valuations up front and put it in the K

(b) no confusion about what it’s worth

(c) Example: Bargaining with Jason Helmsen.  Promisee is trying to protect expectation damages.  Promisor is trying to make liquidated damages as low as possible.  Want to induce a sufficient level of reliance.

D. Tragedy of the Commons

1. Definition: A collective interest that is spoiled by rational self-interest.  Spoilage occurs in context of a resource.  (Voter interest).  (Collective good being foiled by rational self interest)

2. Mechanism: game theoretic analysis.

3. Each person will spoil the resource because if he doesn’t others will.

4. Diminishing returns kick in (sometimes)

5. Solutions to tragedy of the commons

a) government regulation (moratorium on fishing)

b) collusion or coordination (be careful of monopolies!)

c) imposing tax (Pigou)

d) privatization

e) assign property rights (transferable fishery quotas)

6. Reasons why these solutions don’t work (Thompson Article):

a) People delude themselves about how cooperative they are

b) People have a problem framing the issue.

(1) People willing to risk a big loss by avoiding a small loss.

(2) People are riskier with losses, risk-averse with gains

(3) People read uncertainty in the most optimistic ways

c) People discount the future often

d) People are unwilling to fix a problem of someone else’s doing

(1) Example: Kyoto protocol.  China and India not on board because they didn’t cause the problem

e) wishful thinking

f) hard to allocate burdens (Alaska/BC fishermen)

7. One success story:

a) Acid Rain Program

(1) Key: Ownership solution.  

(2) Gave emission-trading permits.  Close cousin to Pigouvian tax because it’s forcing the firms to internalize the externality.

(3) Companies aligned their self-interests with societal self-interests because if they lower SO2, they get more profits ($).  Society gets better health.  Everyone (.

(4) Admin. Costs down (fewer attorneys to watch over companies), innovation up, got the right people interested

E. Information Asymmetry

1. Risk is something people trade.

2. We’re all generally risk averse, and are willing to take certain small losses to avoid large losses.

3. We have insurance so we can pool $ to cover the expenses of 3 people.  Pools risk, pays out coverage, and leaves a little extra $ to pocket.  It benefits us because we are risk averse.

4. Problems from information asymmetry

a) Adverse selection: those people that need insurance the most are most likely to buy it.

b) Moral hazard: inability of insurers to monitor the insureds (smokers pay same insurance as the rest of us).

c) Ackerloff says, “Bad business dealings scare off good ones.

(1) example: used cars

(2) Solutions:

(a) Signaling overcomes information asymmetry generally because it says, “Hey, I’m not a smoker!”

(b) Paying extra overcomes the moral hazard because it forces people to take into account their individual actions because they copay for every doctor’s visit.

d) Applications:

(1) Health care reform

(a) Moral hazard problem of overprescribing and overtreating

(b) Octogenarians getting CAT scans, but everyone nears the same costs

(2) affirmative action

(a) Economic problems because

(i) inefficient to pick someone other than the best applicant

(ii) information asymmetry because it lowers overall quality of the pool of applicants and it is difficult to distinguish between those who would have been qualified without the affirmative action program
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