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Suppose that pituitary extract is in very scarce supply relative to the 
demand and is therefore very expensive. A poor family has a child who 
will be a dwarf if he does not get some of the extract, but the family cannot 
afford the price and could not even if they could borrow against the child's 
future earnings as a person of normal height; for the present value of 
those earnings net of consumption is Jess than the price of the extract. A 
rich family has a child who will gy-ow to normal height, but the extract will 
add a few inches more, and his parents decide to buy it for him. In the 
sense of value used in this book, the pituitary extract is more valuable to 
the rich than to the poor family, because value is measured by willingness 
to pay; but the extract would confer greater· happiness in the hands of the 
poor family than in the hands of the rich one. 

As this example shows, the tenn efficiency, when used as in this book 
to denote that allocation of resources in which value is maximized, has 
limitations as an ethical criterion of social decisionmaking. Utility in the 
utilitarian sense also has grave limitations, and not only because it is dif-
ficult to measure when willingness to pay is jettisoned as a metric. The 
fact that one person has a greater capacity for pleasure than another is 
not a very good for a forced transfer of wealth from the second 
to the first. Other familiar ethical criteria have their own serious problems. 
Although no effort will be made in this book to defend efficiency as the 
only worthwhile criterion of social choice, the book does assume, and most 
people probably would agree, that it is an important criterion. In many 
areas of interest to the economic analyst of law, such as antitrust, it is, as 
we shall see, the main thing that students of public policy worry about. 

Many economists prefer a less controversial definition of efficiency that 
confines the tenn to purely voluntary transactions. Suppose A sells a wood 
carving to B for $1 0, both parties have full information, and the transaction 
has no effect on anyone else. Then the allocation of resources that is 
brought about by the transaction is said to be Pareto superior to the 
allocation of resources before the transaction. A Pareto-superior trans-
action is one that makes at least one person better off and no one worse 
off. (In our example, it presumably made both A and B better off, and by 
assumption it made no one worse off.) In other words, the criterion of 
Pareto superiority is unanimity of all affected persons. Now this is a very 
austere conception of efficiency, with rather few applications to the real 
world, because most transactions (and if not a single transaction, then a 
series of like transactions) have effects on third parties, if no more than 
by changing the prices of other goods (how?). In the less austere concept 
of efficiency used in this book-called the Kaldor-Hicks concept or wealth 
maximization-if A values the wood carving at $5 and Bat $12, so that 
at a sale price of $10 (indeed at any price between $5 and $12) the trans-
action creates a total benefit of $7 (at a price of $10, for example, A 
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considers himself $5 better off and B considers himself $2 better otl), then 
it is an efficient transaction, provided that the hann (if any) done to third 
parties (minus any benefit to them) does not exceed $7. The transaction 
would not be Pareto superior unless A and B actually compensated the 
third parties for any hann suffered by them. The Kaldor-Hicks concept is 
also and suggestively called potential Pareto superiority: The winners could 
compensate the losers, whether or not they actually do. 

Because the conditions for Pareto superiority are almost never satisfied 
in the real world, yet economists talk quite a bit about efficiency, it is pretty 
clear that the operating definition of efficiency in economics is not Pareto 
superiority. When an economist says that free trade or competition or the 
control of pollution or some other policy or state of the world is efficient, 
nine times out of ten he means Kaldor-Hicks efficient, as shall this book. 
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§4.1 The Process of Exchange nnd the Economic Roles 
of Contract Law 

•••••• 
A hires B to build a house, payment due on completion. While the 

house is being built and before any payment h:u been made, B is at A's 
mercy, for he would find it difficult (especially if A owns the land that the 
house is being built on!) to sell the house to anyone else if A decided not 
to pay for it. So in the absence of a legally enforceable contract A could 
force B to reduce his price after construction was under way. (Since con-
tract law, like every other social institution, does not work perfectly, one 
is not surprised to find that builders insist on progress payments- and 
not because their customers arc their lowest-cost lenders.) After the house 
is constructed and A pays B, their roles are reversed. A is now at B's mercy. 
For the construction of the house is not really the end of B:s performance 
but the beginning. A is counting on receiving a stream of services from 
the house for many years. If B has built the house shoddily, a.,d it dis-
integrates after a few months of use, A's expectations will be bitterly dis-
appointed. · 

•••••• 
. If contractual exchanges were 

simultaneous, the need for leg-ell protection of contract rights would be 
Jess urgent. 1 Since they arc nut, the absence of legally enforceable 
would bias investment toward economic activities that could be completed 
in a short time; and this would reduce efficiency. A wants to sell his cow. 
There arc two bidders, B and C. 1l1e cow is worth $50 to B and $1 00 to 
C (and onlr $30 to A), so efficiency requires that tl1e cow be sold to C 
rather than B. But B has $50 cash in hand while C cannot obtain any cash 
for a week. C promises to pay $75 to A in a week, and let us 01ssumc that 

$25 premium would fully compensate A for the costs, in the event of 
default, of bringing a suit for damages or for return of the cow, discounted 
by the risk of default-if the Jaw made C's promise to A enforceable. But 
if the law does not enforce such promises, A may decide that, since C may . 
fail to raise the money and B in the interim lose interest in the transaction, 
he is better ofT selling the cow to ll now. If he docs, the Jaw's failure to 
provide a remedy if C breaks his promise will h;lve induced a misallocation 
of resources, by discouraging an exchange in which the performance of 
one part)' is deferred. (8 might resell the cow to C later, but this would 
involve an additional transaction cost.) 

§.C.J I. TIIiS implies. and we find, I hat in rrimiti>·e SJICielies, where conlraCiual er.ch3ns:es 
1end 10 be simuh:aneuus, the uf con1racu, in cun1rast 10 nther areas or primiti•·e 

is rudimemary: in particular, er.ecu1ury where nc:i1her party has 
ye1 hc.,'Un 10 rc:rform cnnlr.ICiual not enforcec.l. A. rosner, 
ll1e t:t·uncunic5 uf Ju5lke (I!IHJ). 
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Now suppose that D offers to sell a shirt for $5 and his competitor, E, 
offers one for $6 which he claims (truthfully) will last three times as long 
as D's shirt and is therefore a better value. The difference is not apparent 
on casual inspection or handling. E may be willing to guarantee the su-
perior durability of his shirt, but, if his promise is not legally enforceable, 
consumers may doubt the honesty of his claim and buy D's shir't instead, 
again a suboptimum result. 

Granted, the system of voluntary exchange would not break down com-
pletely without a Jaw of contracts. There are contracts in societies that 
have no formal law-enforcement machinery and contracts between nations 
that recognize no legal constraints on their sovereignty. Someone known 
not to perform his side of bargains will find it difficult to find anyone 
willing to make exchanges with him in the future-a costly penalty for 
taking advantage of the vulnerability of the other party to a contract, the 
vulnerability that is due to t11e sequential character of performance. There 
r:1ight even be more explicit definition, either in writing or by reference 
to custom, of the undertakings of the parties to an exchange than there · 
would be under a regime of enforceable contracts. Transacting parties 
would be particularly eager to minimize misunderstandings that might give 
rise to charges of bad faith, since someone against whom such charges 
were lodged would find it more difficult to get people to make exchanges 
with him in the future than would be true if contract rights were legally 
enforceable. 

A purely voluntary system would not be efficient, though. Apart from 
the costs involved in maintaining credit bureaus and administering security 
deposits (especially in a world where the return of the deposit could not 
be legally compelled), self-protection would not always work. Although 
someone contemplating breaking his contract would consider the costs to 
him of thereby reducing the willingness of other people to·make contracts 
with him in the future, the benefits from breach might exceed those costs . 

. He might be very old; or (a related point) the particular contract might 
dwarf all future contracts that he expected to make; or he might not be 
dependent on contracts but be able to function quite nicely in the future 
on a cash-and-carry basis. 

Thus the fundamental function of contract law (and recognized as such 
at least since Hobbes's day 2) is to deter people from behaving opportun-
istically toward their contracting parties, in order to encourage the optimal 
timing of economic activity and (the same point) obvi:ue costly self-
protective measures. 
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