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History of Law and Economics™

Martin Gelter”

Kristoffel Grechenig’

Abstract

The roots of law & economics lie in late 19" century continental Europe. However, this early
movement did not persist, having been cut off in the 1930s. After World War |1, modern law
& economics was (re-)invented in the United States and subsequently grew into a major field
of research at U.S. law schools. In continental Europe, law & economics was re-imported as a
discipline within economics, driven by economists interested in legal issues rather than by
legal scholars. Hence, the European discourse was more strongly influenced by formal analy-
sis, using mathematical models. Today, research in the U.S., Europe, and in other countries
around the world, including Latin America and Asia, uses formal, empirical, and intuitive
methods. New subfields, such as behavioral law & economics and experimental law & eco-
nomics, have grown in the U.S. and in Europe during the past two decades.

sk

We thank Emanual Towfigh and Michael Kurschilgen for helpful comments, Brian Cooper for proof-
reading and Jessica Beyer for helpful research assistance.
Fordham University School of Law

Max Planck Institute for Research on Collective Goods & Amsterdam Center for Law & Economics
(ACLE)



Historical antecedents

Precursors to modern law and economics can be identified as early as the 19" century, partic-
ularly in German-speaking Europe (Gelter/Grechenig 2007, Grechenig/Gelter 2008 referring
to work by Kleinwéachter, Mataja, Menger, and Steinitzer). Perhaps the defining piece for this
period was the monograph on tort law by Victor Matgja (1888) “ Das Recht des Schadenser-
satzes vom Sandpunkte der Nationalokonomie” (The law of civil liability from the point of
view of political economy), in which Mataja anticipated central ideas of the American law and
economics movement, developed amost a century later. Prefiguring modern law and econom-
ics, Mataja focused on the incentive effects of tort law. While the book did not go unnoticed
among legal scholars and influenced policy debates, including the drafting of the German
Civil Code, it had no lasting influence on legal analysis (Englard 1990; Winkler 2004). While
the University of Vienna, where Matgja held a position, integrated law and economics into
one faculty, and economists in academia were typically trained in law, no law and economics
movement developed (Grechenig/Gelter 2008, Litschka/Grechenig 2010).

Generally, one explanation for why the early law and economics movement left no lasting
impression is the increasing specialization of the socia sciences (Pearson 1997: 43, 131). In
the German-speaking countries in particular, legal scholarship remained strongly under the
influence of atradition that had grown out of the 19" century “Historical School”. While con-
ceptual jurisprudence gave way to the more functional jurisprudence of interests, legal schol-
arship continued to be seen as a hermeneutic discipline focused on a coherent interpretation of
the law based on an interna consistency of the system in terms of language and value judg-
ments (e.g., Grimm 1982: 489; Wieacker 1967: 443). Policy arguments remained outside of
the purview of legal scholarship. Moreover, nascent alternative views that may have led to
more openness toward interdisciplinary work, such as the sociological jurisprudence pio-
neered by Eugen Ehrlich and Hermann Kantorowicz' “Free Law School”, petered out in the
1930s and were finally cut short by the Nazi regime and World War 11. Post-war jurists had
no interest in portraying the law as an objective system in order to maintain the legitimacy of
the legal profession (Grechenig/Gelter 2008; see also Curran 2001).

By contrast, when the modern economic analysis of law developed in the Unites States in the
second half of the 20" century, legal theory was far more conducive to integrating interdisci-
plinary and specifically economic approaches. The Langdellian orthodoxy of the late 19™ cen-
tury and the conceptual jurisprudence of the Lochner period up to the 1930s were thoroughly
discredited by the legal realist movement. With “the great dissenter” Oliver Wendell Holmes
on the Supreme Court as their role model, the legal realists criticized the formalism of the ma-
joritarian jurisprudence, arguing that the law itself was to a large extent indeterminate. As for
the rejection of its analogues in Germany, there is also a strong political component to the
historical development in the US: The Lochnerian judges on the Supreme Court defended the
previous legal order against interventionist “New Deal” policies of the Roosevelt administra-
tion which they declared were unconstitutional. Only when Roosevelt threatened to “pack the
court” with more compliant justices, this jurisprudence changed, and the realists, who were
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generally New Deal progressives, won. Even if there was no agreement on the extent of inde-
terminacy, the insight that judges enjoyed great discretion in interpreting and shaping the law
with policy took a strong foothold. The void left by the abandonment of formalism was filled
with innovative jurisprudential movements in the second half of the 20" century, including
the legal process school, critical legal studies, and not least law and economics. After 1980,
with the older generation of scholars having left the scene, legal scholars could finally say that
they were “all realists’ now (Singer 1988: 467; Reimann 2014: 15). Another important issue
was the prevalent role of utilitarian philosophy, on which welfare economics is based, in the
U.S. legal discourse compared to other countries (Grechenig/Gelter 2008: 319-325). Finally,
the maturation of economics as a discipline meant that it was better equipped for addressing
legal issues than it was in the late 19™ century (Litschka/Grechenig 2010).

The Development of Modern Law and Economics

The contemporary law and economics school is typically traced back to around 1960, specifi-
cally to the work of Ronald Coase and Guido Calabres (e.g., Schanze 1988: 2-3). However,
from an ingtitutional perspective, the basis was laid at the University of Chicago in the 1940s
and 1950s, when economists first taught at the law school. Most prominently, Aaron Director
began to teach at Chicago in 1946 and initiated interdisciplinary discussions both inside and
outside of the classroom, most significantly in antitrust law (Duxbury 1995: 342-345). He was
thefirst editor of the Journal of Law and Economics.

A “law and economics movement” can probably be traced to the publication of Ronald
Coase's “Problem of Social Cost” in this particular journal in 1960. The article’s core insight
about the reciprocity of the relationship between the tortfeasor and the victim, and hence the
significance of transaction cost, helped the economic method to expand into fields where the
application of economic principles did not seem immediately obvious, such as contract or tort
law. In this intellectual climate, other economists developed economic theories pertinent im-
mediately to legal questions. Gary Becker of the Chicago economics department can be cred-
ited for applying economic principles to crime (Becker: 1968), racial discrimination (Becker:
1957) and family life (Becker: 1981).

The prominence of the economic analysis of law in the U.S. today, however, probably must
be attributed to its adoption by legal scholars, for whom the law is — other than for most econ-
omists — the primary field of research. Among these, Guido Calabresi, Henry Manne, and
Richard Posner stand out as some of the pioneering law & economics scholars.

Y ale professor (later federal judge) Calabresi, in 1960, apparently independently from Coase,
began a research program that led him to publish a series of articles on tort law, in which he
explained its structure on the basis of simple economic principles (Calabresi 1961, 1965,
1970, 1975, 1975a; Calabresi/Melamad 1972; Calabresi/Hirschoff 1972).



Henry Manne, who worked in corporate and securities law, critiqued the wisdom prevailing in
these areas from the 1960s onwards (Manne 1962, 1965, 1967), attracting particular attention
for his view that insider trading should be legal (Manne 1966, 1966a). He succeeded in trans-
forming the George Mason University’s fledgling law school into a law and economics pow-
erhouse (see Manne 2005). He established intensive courses on microeconomics for judges
and for law professors. The fact that about 40% of federal judges had taken such a course by
1990 helped the acceptance of law and economics in the courts (Butler 1999).

Richard Posner, as a young professor at the University of Chicago Law School, not only es-
tablished the Journal of Legal Sudiesin 1972, but became atrailblazer within legal academia
by publishing the first edition of his monograph “Economic Analysis of Law” (Posner 1973).
This standard text was the first to subject almost the entire legal system in its full breadth to a
systematic analysis from an economic perspective. Posner’s publication output, both before
and after joining the federal bench, is unparalleled, as he continued to influence the develop-
ment of both the law and legal scholarship with his articles, books, and opinions. One of the
most noted ideas was the theory, originaly proposed in his textbook, that efficiency (largely
defined as wealth maximization) could explain the structure of the common law across the
legal system. Given that an inefficient precedent was likely to be questioned and subsequently
overruled, in this view the common law tends to develop efficient solutions in the long run
(Posner 1979, 1980). Obvioudly, the thesis has remained controversial, both as a descriptive
account of the common law and as to whether wealth maximization should, normatively, be
the objective of policy analysisin law (see Parisi 2005: 44-48 for a summary of the debate).

Continental Europe has been described as lagging behind the U.S. by at least fifteen yearsin
terms of the development of law & economics (Mattei/Pardolesi 1991). While law & econom-
icsis steadily growing in continental Europe since the publication of Schéfer & Ott’ s textbook
in 1986 (Schafer/Ott 1986), important differences remain in both the methodological main-
stream approach as well as in the quantity of law & economics scholarship published in do-
mestic law reviews. Scholars have attempted to explain the divergence by institutional factors
at university level, such as publication incentives, hiring policies, and the legal curriculum
(Gazal-Ayal 2007, Garoupa/Ulen 2008, Parisi 2008), on the one hand, and the institutional
environment on a state level, including the separation of the legislature and the judiciary &
legal positivism (Kirchner 1991, Weigel 1991, Dau-Schmidt/Brun 2006), on the other. Others
have extended these approaches and focused on the legal discourse that was connected to the
institutional setup. Since the continental European concept of a separation of powers implies
that a judge may only “interpret” the law, policy arguments such as those provided by law &
economics were outside the scope of the legal discipline. To the extent that the legal discourse
allowed for policy arguments, European legal doctrine was more strongly based on deontolog-
ical philosophy than scholarship at U.S. law schools (Grechenig/Gelter 2008).



Maturation into an established discipline

In the United States, economic analysis became one of the main methods of legal scholarship
— both descriptive and normative —in legal academia. Other than in the early 20" century, and
in sharp contrast to continental Europe, law is not recognized as an autonomous discipline,
but a field to be studied from various socia science perspectives (Posner 1987). Leading law
schools often hired economists to teach and research in the area of economic analysis of law,
and in the course of the 1980s and 1990s, the number of faculty with an interdisciplinary
background, e.g., with a JD. and a Ph.D. in Economics, increased (e.g., Ellickson 1989).
While some legal academics publish in economics journals or in specialized law and econom-
ics journals where formal modeling or econometric analysisis typically required, alot of eco-
nomic analysis of law takes the intuitive, non-formal/non-mathematical form that is accepta-
ble in law reviews, and one does not necessarily need to be a trained economist to be able to
follow the law and economics approach.

In contrast, European law & economics scholarship was more formal (both theoretical and
empirical) and was primarily driven more by economists — a characterization that remains true
today (Depoorter/Demot 2011), even though non-formal law & economics scholarship at law
faculties continues to grow. Severa universities (primarily in the Netherlands, Germany, and
Italy) have established research centers for law & economics; there are also a number of pub-
lic research institutes with a strong focus on law & economics, such as the Max Planck Insti-
tute for Research on Collective Goods in Bonn, which emphasizes experimental research, and
private initiatives, e.g., the Center for European Law and Economics (CELEC). Several pro-
fessorshipsin law & economics have been established, including, for example, at the Univer-
sities of Amsterdam, Bonn, Frankfurt, Hamburg, Lausanne, and St. Gallen, as well as at the
EBS. International programs for the study of law & economics (EMLE, EDLE), both at un-
dergraduate and at graduate level, allow students to specialize at the intersection of the two
fields. An increasing number of national programs complement the options students have to-
day. From a historical perspective, the European Association of Law and Economics (EALE),
founded in 1984, seven years before the formation of the American Association (ALEA), has
played an important role in the emergence of law & economics. A significant number of na-
tional and international associations for law & economics have been established since, includ-
ing in Latin America (ALACDE), Asia (AsLEA), Isreal (ILEA), and other non-European
countries, as well as in several European countries. These associations typically hold annual
conferences, facilitating the cooperation between law and economics scholars. Today’s con-
ferences and meetings are typically more formal in terms of research methods than they used
to be, although some meetings, for example in Latin America, focus on non-formal methodol -
ogy (a verbal, law-review style). An increasing number of law & economics journas, text-
books, and treatises have become available as publication outlets. Since the beginning of law
& economics scholarship, research has risen to a countless number of associations, confer-
ences, articles, etc. As a consequence, some scholars have claimed that the divergence be-
tween European and American law & economics has become much smaller than often per-



ceived (Depoorter/Demot 2011). However, it is certainly fair to say that the influence of law
& economics on the mainstream legal discourseis still much larger in the U.S than in Europe.
Scholars continuously argue that courts outside the U.S. rarely take economic consequentialist
arguments and empirical evidence into account (Grechenig/Gelter 2008, Petersen 2011).

New Developments in Law & Economics

Current law & economics incorporates much of the critique that has been brought forth
throughout the past decades, for example regarding the notion of efficiency. While the tradi-
tional rational-choice approach still plays an important role, there is a growing literature on
behavioral and experimental law & economics (Jolls/Sunstein/Thaler 1998, Sunstein 2000,
Gigerenzer/Engel 2006, Engel 2010, 2013, Towfigh/Petersen 2014). One of the most notable
movements includes empirical legal studies. With the formation of a Society of Empirical
Lega Studies (SELS), the launch of the Journal of Empirical Legal Studies (JELS) and an
annual Conference on Empirical Lega Studies (CELS) (all between 2004 and 2006), empiri-
cal legal studies became an important discipline closely connected to Law & Economics. Be-
havioral economics as well as empirical legal studies have helped the economic analysis of
law broaden its scope by including studies with field data and experimental data, for example
experiments with judges (e.g, Guthrie/Rachlinski/Wistrich 2000) and laboratory experiments
that demonstrate how humans behave under legally relevant circumstances (McAdams 2000,
Arlen/Talley 2008, Engel 2010). Recently, a Professorship for Experimental Law & Econom-
ics, held by Christoph Engel, was established at Erasmus University in Rotterdam. The com-
ing decades will show the way to a closer connection between the two disciplines and an en-
hanced use of economics in legal research, making use of whole spectrum of economic meth-
ods and possibly extending to new fields such as Law & Neuroeconomics.

Cross references

Austrian School of Economics, Becker, Coase, consequentialism, cost of accidents, econo-
mists, empirical analysis, experimental economics, legal evolution, neo-classical economics,
Posner, rationality, welfare economics



References
Arlen, J. and Talley, E. 2008. Experimental Law and Economics. Cheltenham: Elgar.
Becker, G.S. 1957. The Economics of Discrimination. Chicago, I1l.: Univ. of Chicago Press.

Becker, G.S. 1968. Crime and Punishment: An Economic Approach. Journal of Political
Economy 76(2), 169-217.

Becker, G.S. 1981. A Treatise on the Family. Cambridge, Mass.: Harvard Univ. Press.

Butler, H.N. 1999. The Manne Programs in Economics for Federal Judges. Case Western Re-
serve Law Review 50(2), 351-420.

Calabresi, G. 1961. Some Thoughts on Risk Distribution and the Law of Torts. Yale Law
Journal 70(4), 499-553.

Calabresi, G. 1965). The Decision for Accidents. An Approach to Non-Fault Allocation of
Costs. Harvard Law Review 78(4), 713-745.

Calabres, G. 1968. Transaction Costs, Resource Allocation and Liability Rules: A Comment.
Journal of Law and Economics 11(1), 67-73.

Calabresi, G. 1970. The Cost of Accidents. New Haven, Conn.: Yae Univ. Press.
Calabresi, G. 1975. Optimal Deterrence and Accidents. Yale Law Journal 84(4), 656-671.

Calabresi, G. 1975. Concerning Cause and the Law of Torts: An Essay for Harry Kalven, Jr.
University of Chicago Law Review 43(1), 69-108.

Calabres G. and Hirschoff, J.T. 1972. Toward a Test for Strict Liability in Torts. Yale Law
Journal 81(6), 1055-1085.

Calabres, G. and Melamad, A.D. 1972. Property Rules, Liability Rules and Inalienability:
One View of the Cathedral. Harvard Law Review 85(6), 1089-1128.

Coase, R.H. 1960. The Problem of Social Cost. Journal of Law and Economics 3, 1-44.

Curran, V.G. 2001. Fear of Formalism: Indications from the Fascist Period in France and
Germany of Judicial Methodology’s Impact on Substantive Law. Cornell International
Law Journal 35(1), 101-188.

Dau-Schmidt, K.G. and Brun, C.L. 2006. Lost in Trandation: The Economic Analysis of Law
in the United States and Europe. Columbia Journal of Transnational Law 44(2), 602-
621.



Depoorter, B. and Demot, J. 2011. The Cross-Atlantic Law and Economics divide: A Dissent.
University of Illinois Law Review 2011, 1593-1606.

Duxbury, N. 1995. Patterns of American Jurisprudence. Oxford: Oxford Univ. Press.

Englard, I. 1990. Victor Matgja's Liability for Damages from an Economic Viewpoint: A
Centennial to an Ignored Economic Analysis of Tort. International Review of Law and
Economics 10(2), 173-191.

Engel, C. 2013. Legal Experiments. Mission Impossible? The Haag: Eleven Internat. Publ.

Engel, C. 2010. The Multiple Uses of Experimental Evidence in Legal Scholarship. Journal of
Institutional and Theoretical Economics 166, 199-202.

Ellickson, R.C. 1989. Bringing Culture and Human Frailty to Rational Actors: A Critique of
Classical Law and Economics. Chicago-Kent Law Review 65(1), 23-56.

Garoupa, N. and Ulen, T.S. 2008. The Market for Legal Innovation: Law and Economics in
Europe and the United States. Alabama Law Review 59(5), 1555-1633.

Gazal-Ayal, O. 2007. Economic Analysis of Law and Economics. Capital University Law
Review 35(3), 787-809.

Gelter, M. and Grechenig, K. 2007. Juristischer Diskurs und Rechtsokonomie. Journal fur
Rechtspolitik 15(1), 30-41.

Gigerenzer, G. and Engel, C. 2006. Heuristics and the Law. Cambridge, Mass.: MIT Press.

Grechenig, K. and Gelter, M. 2008. The Transatlantic Divergence in Legal Thought: Ameri-
can Law and Economics vs. German Doctrinalism. Hastings International and Com-
parative Law Review 31(1), 295-360.

Grimm, D. 1982. Methode als Machtfaktor. In: Horn, N. (ed) Européisches Rechtsdenken in
Geschichte und Gegenwart — Festschrift fir Helmut Coing. M Unchen: Beck, 469-492.

Guthrie, C., Rachlinski, J.J. and Wistrich, A.J. 2001. Inside the judicial mind. Cornell Law
Review 86(4), 777-830.

Jolls, C., Sunstein, C.S. and Thaler, R. 1998. A Behavioral Approach to Law and Economics.
Sanford Law Review 50(5), 1471-1550.

Kirchner, C. 1991. The difficult reception of law and economics in Germany. International
Review of Law and Economics 11(3), 277-292.

Litschka, M. and Grechenig, K. 2010. Law by Human Intent or Evolution? Some Remarks on
the Austrian School of Economics Role in the Development of Law and Economics.
European Journal of Law and Economics 29(1), 57-79.

8



Manne, H.G. 1962. The Higher Criticism of the Modern Corporation. Columbia Law Review
62(3), 399-432.

Manne, H.G. 1965. Mergers and the Market for Corporate Control. Journal of Political Econ-
omy 73(2), 110-120.

Manne, H.G. 1967. Our Two Corporate Systems. Law and Economics. Virginia Law Review
53(2), 259-284.

Manne, H.G. 1966. In Defense of Insider Trading. Harvard Business Review 44(6), 113-122.
Manne, H.G. 1966. Insider Trading and the Stlock Market. New York, NY: Free Press.

Manne, H.G. 2005. How law and economics was marketed in a hostile world: a very personal
history. In: Parisi, F. and Rowley, C. (eds) The Origins of Law and Economics. Chel-
tenham: Elgar, 309-327.

Mattel, U. and Pardolesi, R. 1991. Law and Economics in Civil Law Countries: A Compara-
tive Approach. International Review of Law and Economics 11(3), 265-275.

Mataja, V. 1888. Das Recht des Schadenersatzes vom Sandpunkt der National 6konomie.
Leipzig: Duncker & Humblot.

Mataja, V. 1889. Das Schadensersatzrecht im Entwurf eines Burgerlichen Gesetzbuches fir
das Deutsche Reich. Archiv fur Burgerliches Recht 1, 267-282.

McAdams, R. 2000. Experimental Law and Economics. In: Bouckaert, B. and De Geest, G.
(eds) Encyclopedia of Law and Economics, Vol. 1. Cheltenham: Elgar, 539-561.

Menger, A. 1890. Das burgerliche Recht und die besitzlosen Volksklassen : eine Kritik des
Entwurfes eines birgerlichen Gesetzbuchs fir das Deutsche Reich. Tubingen: Laupp.

Parisi, F. 2009. Multidisciplinary Perspectives in Legal Education. University Of &. Thomas
Law Journal 6(2), 347-357.

Parisi, F. 2005. Methodological Debates in Law and Economics. The Changing Contours of a
Discipline. In: Parisi, F. and Rowley, C. (eds) The Origins of Law and Economics.
Cheltenham: Elgar, 33-52.

Pearson, H. 1997. Origins of Law and Economics: the economists’ new science of law, 1830 -
1930. Cambridge, Mass.: Cambridge Univ. Press.

Petersen, N. 2010. Braucht die Rechtswissenschaft eine empirische Wende? Der Saat 49(3),
435-455.

Posner, R.A. 1972. Economic Analysis of Law. 1st ed. Boston, Mass.: Little Brown.



Posner, R.A. 1979. Utilitarianism, Economics, and Legal Theory. Journal of Legal Studies
8(1), 103-140.

Posner, R.A. 1980. The Ethical and Political Basis of the Efficiency Norm in Common Law
Adjudication. Hofstra Law Review 8(3), 487-507.

Posner, R.A. 1987. The Decline of Law as an Autonomous Discipline: 1962-1987. Harvard
Law Review 100 (4), 765-780.

Reimann, M. 2014. The American Advantage in Globa Lawyering. Rabels Zeitschrift fur
auslandisches und internationales Privatrecht 78(1), 1-36.

Schéfer, H.B. and Ott, C. 1986. Lehrbuch der 6konomischen Analyse des Zivilrechts. 5th edn.
Berlin: Springer.

Schanze, E. 1993. Okonomische Analyse des Rechts in den USA: Verbindungslinien zur rea-
listischen Tradition. In: Assmann, H.-D. et. al. (eds) Okonomische Analyse des Rechts.
Tlbingen: Mohr, 1-16.

Singer, JW. 1988. Legal Realism Now. California Law Review 76(2), 465-544.

Steinitzer, E. 1908. Okonomische Theorie der Aktiengesellschaft. Leipzig: Duncker &
Humblot.

Sunstein, C.R. 2000. Behavioral Law & Economics. Cambridge, Mass.: Cambridge Univ.
Press.

Towfigh, E. and Petersen, N. 2014. Economic Methods for Lawyers (forthcoming).

von Kleinwéachter, F. 1883. Die Kartelle — Ein Betrag zur Frage der Organisation der Volks-
wirthschaft. Innsbruck: Wagner.

Weigel, W. 1991. Prospects for Law and Economicsin Civil Law Countries: Austria. Interna-
tional Review of Law and Economics. 11(3), 325-329.

Wieacker, F. 1967. Privatrechtsgeschichte der Neuzeit unter besonderer Berlicksichtigung
der deutschen Entwicklung. 2nd ed. Gottingen: Vandenhoeck & Ruprecht.

Winkler, V. 2004. Okonomische Analyse des Rechts im 19. Jahrhundert: Victor Matajas
“Recht des Schadensersatzes’ revisited. Zeitschrift flr neuere Rechtsgeschichte 26, 262-
281.

10





