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Property Rules, Liability Rules
and Externalities

Abstract — In this paper we argue that traditional explanations of the dichotomisation of proper-
rules and liability rules are somehow misleading, since they tend to neglect the evolutionary
complementarity between the two rules in a world of incomplete property rights characterised

by sizeable ex-ante transaction costs in rights’ definition. When rights are a complete bundle of

well-defined uses, the application of a property rule reaffirms and reinforces the correlation be-
pween rights and duties. In a world of incomplete rights, externalities over undefined uses call
for a court intervention aimed at defining a new property right through either a property rule
or 4 liability rule. Independently of whether new rights are created by property or liability rules,
the nature and the extent of future externalities over conflicting undefined uses could generate
new processes of rights’ definition. The emergence of an externality always implies an evolu-
tionary complementarity between property rules and liability rules whose boundaries actually de-
pend, in alternative legal systems, on the degree of incompleteness of original rights.

Keywords —Property rule, liability rule, incomplete rights, externalities
JEL classification codes — K10, K11, K12, K13, K14, K21

1. = Introduction

The 1972 pioneering article of Guido Calabresi and Douglas Melamed'
really represented a turning point in the path of how lawyers and economists
have being thinking about the functioning of legal rules in protecting prop-
erty rights. Calabresi and Melamed [1972] (C&M from now on) used the
Monet’s series of paintings of the Rouen Cathedral as a metaphor to say that,
as each Monet’s cathedral represented the same subject but was nevertheless
unique, so the theory of legal rules needs to be thought of as just one view of
The Cathedral. Given the powerful and suggestive metaphor that frames the
structure of the paper, the article is widely known and referred to as simply
The Cathedral. Since 1972, many scholars have delivered generous accounts
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of it in their works. Only from 1981 to 1996, Krier — Schwab [1997] count-
ed at least 483 articles quoting The Cathedral®. As for other famous writings,
with which The Cathedral shares the top of the most cited ranking, also the
work of C&M has been from time to time defined as ‘highly subversive’ [Ep-
STEIN, 1997], or either ‘landmark’ [MELVILLE, 1999], ‘seminal’ [BEBCHUK,
2001] and ‘path-breaking’ [BELL — PARCHOMOVSKY, 2002] and if in 1971 it
almost risked to be rejected by the Harvard Law Review [CALABREST, 1997],
according to many, The Cathedral is one of the few corner-stones on which
all the law and economic movement is built upon.

"This enormous production of articles about The Cathedral is certainly the
best proxy of the impact of the intuition made by C&M and also, in our view,
a clear evidence of the complexity and richness of their stand. Looking
through this wide literature we can certainly affirm that a comprehensive the-
ory on property rules and liability rules, aimed at unifying in a unique the-
oretical perspective apparently opposed positions, is still controversial.

Inspired by the solemnity of The Cathedral, we try to add with this paper an-
other view of the same from its hidden foundations, that is to say from the base-
line perspective of the transaction costs that ought to be sustained in order to
initially define the rights rather than those faced at a later point to protect the
same rights, trying to unify the main theses of a long and uninterrupted debate.

Calabresi and Melamed provided a theory, both positive and normative,
on the meaning of property rules, liability rules and inalienability rules as al-
ternative stylised forms to protect legal entitelments’,

As we will briefly recall in section two, the main message of C&M theo-
ry was that, maintaining inalienability aside, legal rules may protect a legal
entitlement in two main ways: by inhibiting any taking without owner’s con-
sent (property rules) or by imposing on infringers a duty to compensate own-
ers for infringement (liability rules). The new categorisation groups legal
rules protecting legal entitlements across different branches of law such as
property law, contract law, tort law and criminal law [EPSTEIN, 1997 — Pos-
NER, 2000]. The distinction between property rules and liability rules has,
in C&M’s view, also a prescriptive nature: property rules should be applied

when transaction costs of legal protection are low, whereas liability rules

! Calabresi — Melamed [1972]. C&M hereinafter. See for instance Krier — Schwab [1997].

* Although a comprehensive survey of the literature s still missing and seems by the way pre-
mature, we suggest for an introduction at the property rules vs liability rules debate to Krauss
[2000]. For a short introduction to the main points of contention over the C&M findings see Bell
~ Parchomovsky [2002]. For an account of the impact of the C&M on the law and economic dis-
cipline see Krier — Schwab [1997].

? The word ‘entitlement’, was a relatively new concept in law at the time C&M wrote the cathe-
dral and it was used by the US Supreme Court to describe the expanded conception of property
as a matter of due process in courts’ decisions. See Merrill - Smith [2001].
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should be preferred when the transaction costs of legal protection are high.
From this initial dichotomy, two main schools of thought have then devel-
oped: one stressing the dominance of property rules [EPSTEIN, 1997]; the
other emphasising the superior efficiency of liability rules, regardless of the
dimension of transaction costs that need to be sustained in protecting rights
[AYRES — TALLEY, 1995; KAPLOW — SHAVELL, 1996]. ] _
In this article we argue that C&M’s contribution, along with the two main
subsequent approaches outlined above, relies upon a common assumption
which needs to be singled out and made explicit: the hypothesis that owner-
ship of an entitlement implies a complete bundle of uses protected by_well-de—
fined property rights. The focus of C&M is on the ex-post transaction costs
to be sustained for protecting well-defined property rights from infringement.
Our focus here is on the ex-ante transaction costs which ought to be sustained
in order to clearly define an entitlement over every use bundled in a property
right. The different focus of our analysis is based on the simple idea that in a
world of zero ex-ante transaction costs in defining rights, every right is corre-
lated to a correspondent duty not to interfere upon non-owners, as in the well-
known contribution of Hohfeld! [1917]. In this ideal world, any non-consen-
sual taking is discouraged via property rules regardless of the dimension of
transaction costs in protection. Liability rules, in our view, do emerge in a
world in which high ex-ante transaction costs in defining a right for every use
bundled in a property right inhibit the definition of a complete ownership right
and determine ownership as a residual right to control over the bundle of us-
es; some of which are known, contractible and protected by property rule
whereas some others are unknown, undefined and unprotected’. i
As a consequence, we argue, the choice of a property rule versus a |i‘:lhll!l}-’
rule becomes relevant only when there are some undefined uses generating an
externality not already protected by a property rule. In our view, this also im-
plies that undefined uses are the main source of an externality. We define an ex-
ternality as a conflicting reciprocal claim over a rival undefined use since, when
rights are well-defined, a non-consensual claim against a Well—_deﬁncd proper-
ty right could not be enforced without violating a pre-existing jural correlation
of rights and duties. Only when there is an externality, and a dispute over it, the
choice between property rules and liability rules becomes relevant. _
We maintain that, in order to solve an externality, a court may cho?se ei-
ther a property or a liability rule, as in C&M’ approach. However, in our
argument, this choice should not be oriented by the transaction costs of pro-

# In general to each legal position corresponds a jural opposite as well as a jural correlative. On
further elaboration of Hohfeld's finding, see Morris [1993] and Pagano [2000].
5 See also Hart — Moore [1995].
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tection involved; but rather, when efficiency considerations are taken into ac-
count, by court’s assessment of parties’ future bargaining power which is gen-
erated by court’s rights definition, given the fact that property rules and li-
ability rules affect parties’ default point in future bargaining.

In our setting, the traditional distinction between property rules and lia-
bility rules is not dependent on the transaction costs of protection, neither
on court’s evaluation of asymmetric information, nor on the degree of tan-
gibility of assets. It depends on the degree of completeness of property rights
and on court’s attitude towards the impact on parties’ ex-post contractual
power of new right redefinition.

We thus amend the two steps process identified by C&M and articulated
in (1) the assignment of property rights and (2) the decision over the rule by
which the right should be protected. A third but preliminary step — we ar-
gue — should be added to the process of rights definition performed by courts
in settling disputes over externalities. When rights are incomplete and when
the conflict regards undefined uses (and undefined duties), courts always re-
define the original bundle of rights. |

We finally argue that property rules and liability rules, being alternative
instruments of defining new rights over undefined uses, co-evolve in a com-
plementary way: new property rights created by a court’s decision over an
undefined use (regardless of whether they have been created through a prop-
erty or a liability rule) are always protected by a property rule (non - own-
er must refrain from interfering), but they are nonetheless exposed to po-
tential externalities which might eventually raise with respect to the unde-
fined uses bundled in the new property right.

The article proceeds as follows. In section two we shortly review some of
the main issues raised in the law and economics literature on property rules
and liability rules. In section 3 we investigate the complex relationship
among property rules, liability rules and externalities. In section 4 we em-
phasise how our incomplete property rights perspective may cast new light
on the property vs liability rules debate and we discuss our hypothesis in
favour of an evolutionary complementarity between property rules and lia-
bility rules.

2. — The Cathedral and its representations

We do not contend that The Cathedral was already in sight when Ronald
Coase [1960] wrote his masterpiece; however, C&M themselves recognise
explicitly the profound influence that the problem of social costs exercised on
their work. Coase was not very much interested in explaining how legal en-
titlements were allocated and protected as much as he was concerned with

AL i TR
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the problem of externalities: the costs/benefits of_smur:ht dy’s activity that are
(i) borne/enjoyed by third parties and that are (ii) not captured via the price
system. Overcoming Pigouvian theory, Coase observed that externalities are
reciprocal in nature and that — in principle — injurers as well as victims can
eliminate harm. Realising this simple evidence allowed him to hypothesise
that private bargaining could be a substitute for rf:gulatory inrcrvcmipn and
tort disputes as a mean of internalising externalities and thus addressing the
problem of social costs. Coase undermined Pigou’s analysis by conjecturing
a frictionless world in which transacting was costless. In such a world - he
showed — entitlements would eventually end-up in the hands of who valued
them the most through private bargaining and regardless of whom the en-
titlements were initially assigned to and provided that clearly defined prop-
erty rights were in place*. The latest part of the previous statement, arguably
the most relevant to our purposes, has been proven to be misleading to say
the least. In fact Usher [1998] showed that, absent transaction costs, efficient
outcomes can be reached even if no clear allocation, hence property rights,
are initially in place. _
The world Coase had in mind was actually one with positive transaction
costs’. In this context legal rules that define, assign and protect legal entitle-
ments become relevant. Courts and administrative bodies need to carefully
consider costs and benefits of allocating entitlements to one party as opposed
to another. Indeed such allocation should be made in such a way as to max-
imise the value of production since the initial allocation, when transaction costs
are significant, inform the final distribution of entitlements. The relevance of
Coase’s findings is nested in the rehabilitation of private bargaining and con-
tractual arrangements as means of addressing externalities. However Coase s
results apply ex-post once property rights are defined and say little about how

¢ "The Coase theorem has been widely discussed and harshly criticised in the literature. For an
extensive review see Cooter [1987]. For another critical review see Posner [1993]. It is now wide-
ly understood that Coase never meant to concede any citizenship to the so-called ‘Coasean world’
cither than for the sake of a theoretical exercise to be used to in opposition to the ‘real’ world where
transaction costs are pervasively present. Stigler [1966] first termed the Coase conjecrure as a the-
orem and Cooter [1982] highlighted the inconsistency of the then-called Coase theorem. Usher
[1998] argued that, interpreted as a general reminder that the economy runs on a mixture of price-
taking and deal-making and that bargaining is no free good, the Coase theorem is instructive but
misnamed as a theorem. Interpreted to mean that costless bargaining promotes efficiency in the
economy, the Coase theorem is a tautology, for a bargain among rational people must make each
person better off than he was before [...]. Interpreted as implying that efficiency in the economy
requires an allocation of property to people, even when bargaining is costless, the Coase theorem
‘is incoherent or wrong.

7 The world of zero transaction costs has often been described as a Coasian world. Nothing could
be further from the truth. It is the world of modern economic theory, one which I was hoping to
persuade economists to leave [COASE, 1988].
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they should firstly be established and protected after the initial allocation. His
masterpiece opened up the grand season of the law and economic movement,
However it left courts and lawmakers, already troubled by the daunting mis-
sion of promoting equity or social justice, with few practical insights on how
to decline their new burdensome task of enhancers of economic efficiency.

2.1 - The first paint

C&M’s piece of research was meant at shedding new light on the way legal
systems allocate and protect legal entitlements across society. They built up-
on the contribution of Coase in many respects; nonetheless their achieve-
ments outstripped Coase’s legal findings especially by offering normative in-
struments to law practitioners. They borrowed from Coase the disenchant-
ment towards who ought initially to possess the entitlement and took an ag-
nostic position in this respect. The entitlement - they argued — should be as-
signed according to criteria based on economic efficiency as well as on other con-
siderations such as society’s distributional preferences and other justice reasons.
In this respect, they simply enriched Coase’s account of court’s behaviour by
recognising that judges have been usually applying other criteria in their de-
cisions that went beyond the mere economic efficiency. However the task of
the court did not end there. The next step courts had to go through was to
decide by which instruments these entitlements should be defended with.
Judges have multiple legal instruments at their disposal. One of The Catbe-
dral’s major achievements was to organise these vast array of tools in a co-
herent tripartite family made of (i) property rules, (ii) liability rules and (iii)
inalienability rules, grouped along the lines of a transactional framework that
specifies the conditions of legitimate transfer [KraUs — COLEMAN, 1986].
Property rules confer to the holder of the entitlement the exclusive power to
exclude others from using it along with the power of alienating it at the price
fixed exclusively by himself. Thus, all non-consensual transfers would meet
with an injunction by the court. Conversely, liability rules grant to non-hold-
ers the power to take the entitlement, even without consent of the holder, and
pay a price accordingly, determined by the court or the legislator. The hold-
er, in this case, retains the right to seek damages but does not control exclu-
sively the entitlement any longer. Finally, inalienability exclude any transfer
of the entitlement regardless of the consensual vis-a-vis non-consensual na-
ture of the alienation. Putting aside the inalienability rule®, C&M further no-

% As the same title of The Cathedral highlights, C&M also considered inalienability along with
the other two rules. However, excluding some remarkable exceptions, inalienability has received
much less attention in the literature. On inalienability rules see Rose-Ackerman [1985, 1986].
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Table 1 - The matrix of rules according Krier — Schwab [1995]

A (plaintiffy B (claimant)
Property rule Rule I Rule ITI
Liability rule Rule I Rule IV

ticed that property and liability rule protection may be granted to either parts
of the conflict.

This insight swiftly led them to formulate their famous four-rules taxon-
omy of choices available to courts. Using the C&M example of the pollut-
ing factory, let us suppose that society decides that neighbourhood (our plain-
tiff) interest in clean air is the entitlement that ought to be underpinned.
When residents invoke court’s intervention, the latter can decide to enhance
their right to clean air either by commanding the factory to stop polluting
(rule T) or by conditioning the continuation of its activities upon the payment
of congruent damages to the residents (rule II). Conversely, if factory’s ac-
tivity is the entitlement that ought to be preserved, then the court can per-
mit it to continue to pollute (rule IIT) tﬁr cfonferri?g 1rh (f‘?) ght to residents to
stop pollution by paying damages to the factory (rule IV).

gopurts have z-agiigor%ally apgplied rule I, IT and ITI. However, the C&M
framework allows us to see the situation is a two-by-two matrix where the
columns show that the entitlement could be awarded inidally to either P or
C, and the rows show that the entitlement could be protected by a proper-
ty rule or a liability rule. The matrix immediately reveals a missing element
which assigns to B an entitlement protected by a liability rule, meaning that
A can force B to stop polluting provided that 4 pays a compensation as it has
been determined by the court’.

The Cathedral was an innovative piece of work in at least one further re-
spect. Once established the property rules vis-a-vis liability rules descriptive
dichotomy, it offered a simple yet powerful normative criterion to be fol-
lowed in the choice of using one rule as opposed to the other. And this is
where Coase comes suddenly back into the picture, pardon, in the painting.
C&M propose property rules to be employed when transaction costs are low:
when there are few parties involved and when they are readily identifiable

9 At the time C8M wrote the cathedral there was no record that rule IV had been applied in US
courts. Indeed, by the time the paper was published, the Arizona Supreme Court (find ref for the case)
applied it in the resolution of a dispute. Indeed, as recognised by Calabresi h|rn:ﬂ_-1f [!99?] rule IV
was envisaged earlier although C&M where not, at the time, aware of these previous findings.
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and prone to bargain. Conversely, liability rules achieve superior outcomes
in high transaction costs settings, when strategic bargaining, information
asymmetries and all sorts of costs that prevent smooth bargaining are at
work.

2.2 — The paint, the picture and the movie of The Cathedral

The strength and insightfulness of The Cathedral is that it is «little more
than an outline, a way of looking at things. As such it leaves room for oth-
ers» [CALABRESI, 1997]. Indeed in the 35 years since its publication, many
others have tried to fill that room. Since the first view of The Cathedral was
painted many other oils, frescos and tapestries have followed. The work of
C&M has been first stretched to cover new issues such as antitrust, public
law and international relations [MELAMED — DOUGLAS, 1997]. Later the paint
has been worked out in a more detailed picture. In the nineties, the C&M
framework was adapted to accommodate new legal rules, not originally en-
visaged by C&M, that were popping-up in the literature and that remark-
ably enriched the well-known four-items menu. After the comprehensive sys-
tematisation by Morris [1993], new rules beyond the 4-items menu envis-
aged by C&M emerged: adding put alongside already discovered call options
style liability rules. Rule 5, suggesting that the claimant could chose to abate
its tortious activity and collect the damages from the victim, was first sug-
gested by Krier — Schwab [1995] and later rule 6 was also added. The breach
Krier and Schwab opened in the granitic cathedral thrilled many scholars to
look for other rules not originally envisaged by C&M. Few years later, Lev-
more [1997] articulated a full scale of up to sixteen rules'’. The optional view
of The Cathedral has progressed since then and it has been well overviewed
by Ayres [2005].

The picture became thus more complex, and soon the debate moved from
the static world of The Cathedral’s paintings to a more dynamic set. «By fo-
cusing on static property and liability rules, Calabresi and Melamed have ob-
scured the possibility of protecting legal entitlements by means of dynamic
rules» [BELL — PARCHOMOVSKY, 2002, p. 5]. The canvas has later become a

10 See in particular Ayres — Talley [1995]; Ayres — Balkin [1996]; Levmore [1997]; Rose [1997];
Ayres [1998]. i

" Levmore [1997] divided up C&M's four rules along the lines familiar to the common prac-
tice of courts. In the context of liability rules recognise that injurers are often recognised liable on-
ly if they acted negligently. From the common law distinction hetween rorts and unjust enrich-
ment, Levmore proposed to distinguish when proper compensation is measured upon the victim's
loss or rather on the injurer’s gain. He also noted that the court may choose whether to grant com-
pensation for either past or future damages and so on.
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cinemascope in order to get a sense of what in going on over time in the evo-
e :
lution of property rules and liability rules".

2.3 — The bell-towers of The Cathedral

It is worth noting that all the refinements to the C&M framework still in-
sist upon the dichotomy between property rules and liability rules. One of
the remarkable achievements of The Cathedral was that it pointed out for the
first time the paradigmatic distinction between property rules and Ilillnlllly
rules [POSNER, 2000]", as a distigc_rmn ‘t_)etwc_en ex-ante consent and Fx-_l.""fl
compensation as sufficient conditions for private taking. However, it is ar-
guable that C&M intended this distinction to be pnly one view of The Cathe-
dral: a metaphor that comes to be of normative sngmﬁcan(ic once the
Coasean'* theory of transaction costs comes 1nto the picture. (,&M ghwml‘l\i
suggests that in contexts where transaction costs are high the court shoulc
opt for liability rules whereas when transaction costs are low the opp(l)sm;
holds true. By moving into the normative side, C&M focus on the role o
transaction costs rather than on what property 1'1..1153-; and liability rules are.
The innovative descriptive side of their work (having conceptually organised
the protection of legal entitlements in property rules and liability mlﬁg) 1113
mainly functional to their normative part (when transaction costs are 1{;}‘ -
liability rules are preferable). Absent transaction costs, the dichotomy be-
comes almost meaningless because both rules are equally efficient [POLrNSil(Y,
1980]. Absent transaction costs tl}cre would be little reason to group up le-
gal instruments and divide them in property rules and liability rules.

As Kraus — Coleman [1986] argued, the property—lilabl!lry{mah_enablhty)
framework concerns only transactional aspects of inst}tut;onal entitlements:
it is one view of The Catbedral taken from the transactional standpoint.

However, once the two bell-towers of The Cathedral were ?rected, t_he de—f
bate got somehow stuck into the dichotomy eventually loosing the sight o
the transaction costs problem that was originally lying at the hearth of the
distinction. In particular the debate has ended up in being a contest to find
out which rule is more efficient at minimising overall transaction costs. A dis-

12 Gee also Avraham [2001]; Zheng [2001]; Gomez — von Wangenheim [2005]; Nicita et al.
2006]. il ; .
[ 1 I]ndeed Posner highlights how this distinction grew out of their dissatisfaction with Gary Beck-
er's theory of crime and punishment. See Becker [1968]. o
14 Coase developed his theory of transaction costs already in his early work on the nature of the
firm [1937]. However, the relevance of transaction costs fully spills out of his second masterpiece
on the problem of social costs [COaSE, 1960].
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puite that has been, from time to time, fought on the ground of: consistent
investment decisions"; strategic bargaining'®; information harnessing activ-
ity by the court’; and by parties' strategic information'’; victims behaviour
and injurer behaviour™, undercompensation [STANDEN, 1995] and over-
compensation [COOTER, 1985]; risk aversion [KORNHAUSER, 1986], the en-
dowment effects [FARNSWORTH, 1999; KAHNEMAN et al., 2000; SUNSTEIN,
2000], idiosyncratic entitlement’s valuation® among other things®.

No clear winner emerges from the contest, and indeed supporters of one
rule or the other must cope with the fact that we live in a world where prop-
erty rules and liability rules coexist and we observe a variety of reasons why
a rule is applied instead of the other. !

Those that underpin the superiority of the property rules cannot explain
the growing recourse to liability rules in the context, among others, of en-
vironmental externalities: neither they can stand the growing creative ways
in which liability rules are increasingly applied in tort law as well as, to name
two examples, in the field of intellectual property and antitrust law [BELL —
PARCHOMOVSKY, 2002].

On the other side, all those that support the superiority of liability rules
can hardly explain why property rules are so pervasive throughout the legal
system [EPSTEIN, 1997; SMITH, 2004] and seem to survive any death knell that
from time to time have been ringed for [MERRILL — SMITH, 2001].

As Judge Calabresi pointed out, this debate is certainly worth béaviﬂg, but
it is not as interesting as the question of when we want to use a remedy rather
than another for broader reasons [CALABRESI, 1997]. Furthermore, we argue
that the debate over whether property rules are superior vis-a-vis liability
rules and viceversa is worth having only as long as we stay within those bound-
aries of transaction costs that were first envisaged by C&M.

i 1.5 _[BF.BCIIUK, 2001]. He argues that the choice of the legal rule affects the ex-ante investment
ecision. :

'6 [AvrEs — TALLEY, 1995]. They argue that liability rules cause an ‘identity crisis’ in the con-
tracting parties that lead them to less strategic bargaining. See also Kaplow — Shavell [1995].

7 [KAPLOW — SHAVELL, 1996]. They argue that liability rules harness information about the con-
tracting parts’ evaluations and thus are superior to property rules in the context of asymmetric in-
formation.

¥ [SmrTH, 2004]. He argues that property rules have an Hayekian informational advantage vis-
i-vis liability rules.

0 [BEN-SHAHAR — BERNSTEIN, 2000]. They argue that the costs to acquire information in the
case of liability rules as compared to the case where property rules are in place may be higher due
to strategic play with private information.

_ " [SHAVELL, 1986; KaPLOW ~ SHAVELL, 1996]. They argue that liability rules may fall to effi-
cm;u.ly deter takings because of the anticipated impossibility of compensation of the injurer.

;‘ }-!ylmn [2006] argues that property rules better defend idiosyncratic valuations of entitlements,

? The account of the arguments on the superiority of liability vis-a-vis property rule is borrowed
from Brooks [2002].

e e gl -
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7 4 — Kaplow and Shavell’s view of The Cathedral

Kaplow’s — Shavell’s contribution [1996] certainly was one of the most im-
portant steps of the fine-graining exercise that the academic comm unity has
conducted over The Catbedral. They added an important distinction to the
uaniverse of entitlements by suggesting that we shall distinguish between (i)
externalities and (ii) takings; since these two are different sources of disputes
over entitlements. Their paradigmatic example of an externality is the re-
curring case of the factory polluting a neighbourhood and generating nui-
sance. As an example of a taking, they took the case of a dispute over the
property of a laptop computer. In a nutshell, they argued that property rules
are superior in cases of takings, irrespective of whether transaction costs are
high or low. This is because liability rules generate problems of reciprocal
takings, meaning that a thing can be sequentially and endlessly subtracted
from one part to the other upon the payment of a fixed amount of damages”.
Conversely, in case of an externality, the optimal choice of legal rules cru-
cially depends upon the magnitude of the transaction costs at work. When
transaction costs are low, as argued before, the two rules are perfect substi-
tutes since parties can bargain effortlessly to achieve an optimal allocation
of resources. However, when transaction costs become high, courts should
opt for liability rules because they minimise information costs to the courts
and not because — as C&M argued — of the impossibility of bargaining. This
conclusion relies on the observation that in allocating an entitlement via a
property rule, the court must know both the damage to the victim and the
prevention cost to the injurer, whereas, when using a liability rule, the court
needs to know only the damage to the victim. This means that liability rules,
in the context of high transaction costs, are less costly, thus more efficient
for the courts™.

The analysis of Kaplow — Shavell [1996] sets out the important distinc-
tion between takings of things and harmful externalities; however it leaves the
division between the two categories largely unspecified. Although they
recognise they failed to provide a clear-cutting borderline between the two
concepts, they argue that the distinction is largely used in such contexts as
industrial pollution, automobile accidents, and transfer of things as well as

3 Kaplow — Shavell [1996] pointed out that the problem could be addressed if any of these tak-
ings could be accompanied by, in a auction fashion, an increment of the price of the damage. For
.a challenge to the effort of Ayres and other scholars to apply put and call options borrowed from
the financial economics, see Kaplow — Shavell [1998]. In his critique, he pointed out that puts are
never imposed as a matter of law on stranger, but are the outgrowth of consensual transactions over
organised markets. See also Epstein [1997].

2 This result can be undermined in some circumstances such as when the injurer is not judg-
ment-proof.



31 1 Antonto Nicita — Matteo Rizzolli
Table 2 - Kaplow — Shavell’s distinction between takings and harmful externalities

Taking of things Harmful externalities

Low TCs Property rules Either property or liability rules
(avoid reciprocal takings)

Hig]l TCs Liability rules (lower costs unless

there are judgment-proof problems)

in the legal literature. Moreover — they argue — takings imply problems of po-
tential reciprocal takings whereas harmful externalities present an high lev-
el of independence between the injurers benefit and victim harm [KarLow
— SHAVELL, 1996].

3. — Property, liability and externalities

The generous debate that followed the article by Calabresi and Melamed,
and in particular the clash between those who defend the dominance of prop-
erty rules and those who invoke the superior efficiency of liability rules,
shows surprisingly a common distinguishing feature: the idea that either the
original property or the entitlement whose best protection device need to be
assessed is a clear defined or complete right. A number of relevant implica-
tions and ambiguities stem from this implicit assumption; implications that
need to be clearly singled out in order to properly assess the meaning and
the extent to which property and liability rules may be applied.

3.1 — Towards a theory of incomplete property rights?

According to one of the most well known definitions of a property right,
property is a bundle of rights”. «These rights describe what a person may
or may not do with the resources he owns: the extent to which he may pos-
sess, use, transform, bequeath, transfer, or exclude others from his proper-

3 The definition of property as a bundle emerged in the discipline in the 19205 and 1930s, al-
so on the wave of the Hohfeldian innovations on the nature of entitlements as a package of legal
positions. Although Hohfeld never used the expression bundle of rights, the linkages with its the-
ory emerged immediately. Before Demsetz [1967], the metaphor of rights as a bundle of rights
mostly meant that property could be reduced to a recognisable collection of functionalist attrib-
utes such as the right to exclude, transfer, inherit, use, etc. For a short review of the emergence of
the concept of bundle of rights see Merrill - Smith [2001].
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ty. [...] The owner is free to exercise his rights over his property, by which
we mean that no law forbids or requires him to exercise those rights. [...] The
legal conception of property is, then, that of a bundle of rights over resources
that the owner is free to exercise and whose exercise is protected from in-
terference by others. [...] Property creates a zone of privacy in which own-
ers can exercise their will over things without being answerable to others»
[COOTER, 1985].

Using Hohfeld’s correlatives [1913], we may thus suggest that a property
right induces correspondent duties grouped in others’ bundles: non-owners
have a duty not to interfere with every single use bundled in the property
right. How rich is however this bundle? How to define the content of the
bundle of uses corresponding to a property right, and consequently the con-
tent of correspondent duties?

The traditional theory of property as a bundle of uses disregards this ques-
tion and it seems to assume that property rights are complete in the sense
that the bundle of uses included in a property right is always complete and
well-defined. A complete property right is thus a right whose bundled uses
are clearly defined, known and contractable. In a complete property right,
every use carries out a correspondent entitlement, which is clearly protect-
ed against non-owners’ interference. This means that a complete property
right induces also a complete bundle of duties for non-owners: for every de-
fined use embedded in the owner’s property right, non-owners have the du-
ty not to interfere. In our view this means that, in a world of complete prop-
erty rights, there are no interferences among owners and non-owners, hut
eventually only Coasean exchanges of well-defined property rights.

The above argument implies that, in a world of complete rights, there are
no externalities, since the correlation between rights and duties harvests at
start each potential interference among owners and non-owners. The only
possibility for such an interference to go off is to imagine a situation in which
some uses bundled in the neighbouring property rights of Mr. A and Mr. B
are not well-defined in the first instance so that both Mr. A and Mr. B exer-
cise a rival claim over those uses with the expectation of inducing a corre-
sponding duty to each other. The rival claim over an undefined use results
in a sort of reciprocal veto between the plaintiffs (claimants) over the full ex-
ercise of their reciprocal claims over that use.

In terms of Hohfeld’s classification we may say that when rights are not
well-defined, also correspondent duties are equally not defined and thus
rival supposed owners will both exercise a conflicting privilege or liberty.
For an externality to grow we have thus to imagine a world of incomplete
rights and some joint claim over undefined uses bundled in neighbouring
property rights. There is an inverse relationship, we may say, between the de-
gree of completeness of property rights and the emergence of externalities.



112 Antonio Nicita — Matteo Rizzolli

This is a re-formulation of Demsetz’s [1967] original theory on the emer-
gence and on the evolution of property rights. According to Demsetz, prop-
erty rights do emerge as an efficient legal response to externalities: «What
converts a harmful or beneficial effect into an externality is that the cost of
bringing the effect to bear on the decisions of one or more of the interacting
persons is too high to make it worth-while» [DEMSETZ, 1967, p. 348]. The
creation of a property right over an externality reduces the costs of inducing
interacting agents to create a market for beneficial or harmful effects. In Dem-
setz’s view «the emergence of new property rights takes place in response to
the desires of the interacting persons for adjustments to new benefit-cost pos-
sibilities» [p. 350]. The main intuition provided by Demsetz is that external-
ities induce the emergence of property rights and, for a given legal system,
new externalities (generated for instance by technological change) induce ei-
ther new rights or a change (but not necessarily an exchange) in existing rights:
«Property rights develop to internalise externalities when the gains of inter-
nalisation become larger than the cost of internalisation. Internalising such
effects requires a process, usually a change in property rights» [p. 350].

3.2 — On the distinction between property and externality

The important thing to be stressed here is that the standard law and eco-
nomics literature on property rights usually treats property and externality
as two distinct questions. Property rights are generally intended as complete
bundle of defined uses, while externalities are mainly represented as nuisance
problems coming from social interaction or interdependence in specific cas-
es. Cooter — Ulen [1988] defines externalities as the (particular) problem of
non-separability of individual property rights rather than as the question of in-
completeness of property rights. As a consequence they confine the emer-
gence of externality or nuisance problems to specific or sectorial cases or phe-
nomena (as polluting activities) rather than representing them as a pervasive
feature of property rights in a world of incomplete rights. A similar approach
is followed by Kaplow — Shavell [1996] who distinguish between taking of
things and harmful externalities. They base all their findings on this distinc-
tion however leaving largely unexplained why an externality actually differs
from a taking®. However, once we introduce the concept of bundle of rights

2 Kaplow — Shavell [1996] seem well aware of the slippery slope they have grounded their rea-
soning upon since they state that an harmful externality can be often deseribed as the taking of a
thing Similarly, the taking of a thing can be described as the doing of harm to a victim. They nev-
ertheless emphasise that the distinction between harmful externalities and the taking of things is
useful even if imperfect [1996].
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incompleteness, the distinction becomes evident. Takings regard the trans-
actions of entitlements from a legitimate owner (which is in the legal posi-
tion of commanding rights over the use of the resources) to a scofflaw indi-
vidual who previously was subject to the owner’ right. Conversely, exter-
nalities occur when the ownership of the use over a resource was not previ-
ously specified and rival claims are advanced over it. In other words, exter-
nalities arise when the bundle is incomplete and some uses are unspecified
(or specified but not allocated) whereas takings emerge when a resource
(whose bundle of uses is clearly singled out and allocated) is subtracted un-

fawfully.

3.3 - Externalities, ex-ante and ex-post transaction costs

The complex relationship between incomplete property rights and exter-
nalities is, in our view, at the core of the distinction between property rules
and liability rules as complementary tools of legal protection.

One of the main ambiguities surrounding the relationship between prop-
erty rights and externalities can be traced back to the Stigler’s version of the
Coase Theorem [COASE, 1988]. In its simplest form, the theorem suggests
that any externality could be solved efficiently by exchanging rights over re-
sources, regardless of any original allocation of those rights, when rights are
well-defined and transaction costs are negligible””. We have already seen how
the above formulation could be easily depicted as a being wrong or at least
tautological®. In our words we argue that if entitlements are well defined and
complete they involve a bundles of defined uses to which some legal posi-
tions in the form of rights correspond. These positions are in turn mirrored
by their jural correlatives which are corresponding bundle of defined duties
for non-owners not to interfere. In a world of complete rights any interfer-
ence would not be an externality, rather it would be an illegitimate taking or
a sort of theft. This means that the exchange of well-defined property rights
in the Coasean framework is not aimed at solving an externality: it is finalised

7 Another famous formulation of the Coase theorem has been produced by Posner: If trans-
action costs are zero, the initial assignment of a property right - for example, whether to the pol-
luter or to the victim of pollution — will not affect the efficiency with which resources are allocat-
ed [POSNER, 1993].

#T0 say that, absent transaction costs, resources will be allocated and employed efficiently, is
quite trivial. In fact, absent transaction costs, individuals can bargain effortlessly and they pre-
sumably will do so until they reach a mutually advantageous outcome. On the other side, Pareto-
efficiency can be defined as the absence of any further mutually advantageois bargain. So the Coase
theorem boils down to the proposition that if people can agree upon an efficient outcome, then
there will be an efficient outcome [USHER, 1998].
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at improving efficiency with respect to original assignments of property
rights, unless we accept the idea that any time we have a potential for a Pare-
to improvement in a market, the status quo is given by an externality con-
figuration.

While we can admit, according to Buchanan — Stubblebine [1962], that the
process of absorption of a Pareto relevant externality is always a Pareto im-
provement, we certainly cannot say that any time we have a Pareto relevant
exchange we are solving a pre-existent externality. Some confusion between
these two distinct situations may mislead the reasoning upon externalities and
transaction costs. Some potential Pareto improvements could be inhibited
in the market by relevant transaction costs but the resulting status quo is not
an externality. If Mr. A values the assets owned by Mr. B more than B does
but transaction costs reduce the expected benefits of Mr. A to a point that
Mr. A gives up, the missed Pareto relevant exchange is certainly not an ex-
ternality. At the same time, if A ta kes without consent the assets from Mr. B,
the negative effect for Mr. B is not an externality: it is the direct negative ef-
fect of a theft. On the other side, if Mr. A’ s use of the river in his land, which
trespasses also Mr. B’ s property, is inhibiting a rival use of the river by Mr.
B and if those rival uses were not clearly defined in either Mr. A’s or in Mr.
B’ s bundle of property rights, then an externality is occurring.

In a world of complete rights, there are no indirect effects of human ac-
tions, which do not pass through market exchange of well-defined, con-
tractible rights. According to Coase [1960], in this complete world we can
still have inertia due to the existence of transaction costs, but this inertia is
not an externality. An externality is thus defined as joint claim over a rival
use of an undefined entitlement.

In Demsetz’s view, the process of internalising Pareto relevant externali-
ties is carried out through a change in existing property rights, rather than
an exchange of existing property rights. We can thus distinguish ex-ante trans-
action costs as the costs that ought to be sustained to define or rather to re-
fine property rights as bundles of complete uses and ex-post transaction costs
as the costs to be sustained to carry out a market transaction over well-de-
fined complete bundle of uses. We can conclude now that the emergence of
externalities has to do with the ex-ante transaction costs whereas the persis-
tence of externalities has to do with ex-post transaction costs.

What the Coasean approach may suggest is that when there is a Pareto-
relevant externality, if ex-ante transaction costs are low, parties may bargain
over the rival uses so as to define and assign the conflicting use to the party
who values it the most. While private bargaining includes two functions (de-
finition and assignment of a right over a use), legal intervention performs just
one function (definition of a new right over a previously undefined use) and
leaves the process of efficient assignment to decentralised market allocation.

T
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Moreover, while private bargaining defines an entitlement over a use only
with respect to contracting parties, legal intervention operates a definition
of rights erga ommnes.

3.4 — Property rules and liability rules reconsidered

Once we have outlined the relationship between the incompleteness of
rights and the emergence of externalities, we can better understand the way
in which the contribution by C&M could be intended as being comple-
mentary to the Coasean approach.

C&M add to the Coasean framework the idea that, beside privately stip-
ulated agreements among interested parties, the process of definition of new
rights over previously undefined rival uses could be carried out by the legal
intervention of the judge. When an externality occurs, the judge has to de-
fine a right over a use, which has been revealed by parties’ conflict as being
not well defined in the first instance. Let first suppose that the right was
well-defined right. This means that the right was correlated to a well-defined
duty not to interfere by non-owners. In this case the judge does not have to
solve an externality neither to decide over a dispute. He is simply supposed
to sanction the non-owner for having not respected her obligation not to in-
terfere against the legitimate owner. As a consequence, when rights are well-
defined, there are no externalites and illegitimate claims are refrained and
sanctioned by a property rule. On the opposite side when an externality oc-
curs, a decision over a definition of a new right over rival uses needs to be
taken.

Let us assume that Mr. A and Mr. B are the owners of two adjacent fields
and that both exercise a rival claim over the use of the common river tres-
passing the two properties with the expectation of inducing a correspond-
ing duty to the neighbour (say A claims to use the river for irrigation pur-
poses while B, the upstream owner, claims to use the river as a recipient for
polluting activity). Let us further assume that parties fail to reach an agree-
ment over the use x and that they invoke court’s intervention to solve the dis-
pute over x.

In particular, following C&M, the judge may:

(a) define a right for the specific use x and include that use in the bundle
of Mr. A (this implies defining a duty upon B not to interfere);

(b) define a right for the specific use x and include that use in the bundle
of Mr. B (this implies defining a duty upon A not to interfere);

(c) define a right for the specific use x and include that use in the bundle
of Mr. A subject to the right of B to access that specific use at a price equal to
A's opportunity costs to avoided use (this implies defining a duty upon B not
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to interfere with A’ right and a duty over A not to interfere with B’ s right);

(d) define a right for the specific use x and include that use in the bundle
of Mr. B subject to the right of A to access to that specific use at a price equal
to B’ opportunity costs to avoided use (this implies defining a duty upon A
not to interfere with B’ s right and a duty over B not to interfere with A’ s
right).

gVVglat the court does in cases (2)-(d) is to define a new right for the spe-
cific use x and to simultaneously re-define in a narrower sense the original
bundle of rights owned by A and B.

The table below shows how the process of definition of previously unde-
fined rights may invoke a either property or a liability rule.

The table above constitutes only a stylised case to describe possible ways
of defining new rights over undefined uses, but several others have been
pointed out”.

It is worth noting that the process of defining new rights may be done via
either a property or a liability rule and in the next session we outline some
possible criteria followed by the courts in deciding the rule to be applied and
the evolutionary complementarity which could be generated among the two
rules. Before moving to the next session it may be worth to shortly sum up
some of the conclusions we have achieved.

First, the case when the court settles an externality dispute by defining a
new right should be clearly distinguished from the case in which there is a
mere infringement of a cleary defined right (and thus a violation of a duty
not to interfere). A property rule could be applied to both cases but the un-
derlying purpose for its use is rather different: in the later case a property
rule performs the full protection of a well-defined property right, in the for-
mer one it implements a way of defining a new right over undefined uses.
When rights are well defined, the property rule performs exclusively its ex-
post function of protection against non consensual taking; when uses are un-
defined, the property rule constitutes an indirect way to define a new prop-
erty right. When either rights are incomplete or the conflict regards unde-
fined uses (and undefined duties), court’s intervention always redefines the
original bundle of rights.

Second, from the perspective of courts’ rights definition choices, proper-
ty rules and liability rules are not dissimilar: they both are tools for defining
new rights and they both have distributional consequences on parties’ ex-post
bargaining power over the new right market exchange. Property rule and li-

* We are not just thinking about inalienability rules, but also about rule § and following ex-
tensions [AYRES, 2005]. In Table 3, the case of a put option could be represented as the owner’s
right to force the injurer’s sell of her right to access.
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Table 3 — The four rules reconsidered

Property rights over x
Right to access to x A B
at a given price
A Property rule Liability rule

in favour of A in favour of A

B Liability rule
in favour of B

Property rule
in favour of B

ability rule define alternative default points in the bargaining area generat-
ed by court’s rights definition [AGHION et 4/., 1994; AYRES — TALLEY, 1995].
This means that in the process of defining new rights, the court may apply,
among others, both property and liability rules according to efficiency, jus-
tice reasons and society distributional preferences, as emphasised by C&M.
When efficiency considerations are taken into account, the choice between
either property or liability rules depends on court’s assessment of parties’ fu-
ture bargaining power generated by court’s rights definition.

Third, in our setting, the traditional theoretical distinction as well as the
court’s choice between property rules and liability rules is not based upon as-
sessing monitoring transaction costs [C&M, 1972] evaluation of asymmet-
ric information [AYRES — TALLEY, 1995; KAPLOW — SHAVELL, 1996; BROOKS,
2002], or the degree of tangibility of assets [KAPLOW — SHAVELL, 1996]. It
rather depends on the degree of completeness of property rights and on
court’s attitude towards the impact on parties’ ex-post contractual power of
new right’s redefinition.

Fourth, property rules and liability rules, being alternative instruments
of defining new rights over undefined uses, co-evolve in a complementary
way: the assignment of a property rule vis-a-vis a liability rule induces the
creation of a new property right and thus of a new duty upon non-owners
not to interfere. This means that the new property right created by a court’s
decision over an undefined use (regardless of having been created through
a property either a liability rule) is always protected by a property rule (non
owner must not interfere), but it is nonetheless exposed to potential ex-
ternalities which might eventually arise with respect to the undefined us-
es bundled in the new property right. These externalities could in turn be
solved again by a new court’s decision implementing either a property or
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a liability rule, and so on. The consequence of the above argument is that
in some cases a property rule may generate a liability rule and in some oth-
ers a liability rule can generate a property rule, showing a relationship of
evolutionary complementarity among the two. The next session will
analyse this last result.

4. - Under&mding the evolutionary complementarity between property rules and
liability rules

Once we have pointed out that property and liability rules are not only,
as C&M first envisaged, alternative ways to protect property rights but al-
so, and more appropriately, two possible tools available to a court for defin-
ing new rights over undefined rival uses, we may investigate the peculiar
relationship existing between the two rules. Before that, there are two main
objections against our argument that it is necessary to clarify.

4.1 — Property rules to defend the core of the bundle

First, if property rights are inherently incomplete bundles of uses, why do
we ever observe property rules rather than having only liability rules?

Our answer is that the idea that property rights are an incomplete bundle
of uses does not mean that the whole bundle contains only undefined uses™.
Some of these uses are well-defined and are actually at the core of the prop-
erty right. They constitute standardised rights and generate corresponding
duties commonly known and traditionally enforced by the legal system. For
those uses there is generally the presumption that they constitute the heart
of the right and ambiguity or uncertainty over the content of these uses could
not be advanced by infringers as a partial relief.

As Merrill — Smith [2001] have outlined, property rights are always per-
ceived as having a clear and well-known standard meaning. In this respect,
the old-fashioned distinction between in rem rights and in personam rights
seems to keep on holding. In rem rights are the rights, privileges duties and
so forth that reside in a person, insofar as they have a certain relationship to
the same thing, and avail against persons constituting a very large and in-

* Looking at property as a bundle of rights has been one of most important steps towards un-
derstanding the functioning of this economic institution. The idea was so much successful that had
lead to some abuses of it, in the sense that some scholars have lost sight of some of the inherentl
characteristics of property, and of how it is deployed in under both common and civil legal sys-
tems, that are not fully captured by the metaphor of the bundle. See also note 24.

3
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definite class of people: in other words they are valid erga omnes. Conversely
in personam rights are unique rights that reside in a person and are enforce-
able against one or few definite persons [FIOHFELD, 1917]. Without this dis-
tinction is indeed impossible to explain what Merrill - Smith [2000] call the
mystery of the numerus clausus by which, under both civil and common law,
the forms property can take are only few. In other words, there is only a
closed number of forms of property rights courts are willing to recognise and
protect: meaning that the bundle of uses cannot be freely arranged. More-
over, when confronted with the challenge of creating new forms of proper-
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ty, intended as novel bundling of rights, courts tend to discourage these at-
tempts and drive the parties back to the already existing pigeonholes. This
back-to-the-standard exercise is in sharp contrast with the high degree of
customisation allowed in other areas of law such as contract law. Why is it
so? Coming back to the in rezn nature of property we realise that if the prop-
erty interests must be defended against the world, then a vast class of duty-
holders must know what constrains on their behaviour such rights impose.
As a consequence, the standard core of a property right makes the distin-
guishing characteristics of ownership intelligible by all the duty-holders
around and always call for property rule application. All other uses which go
beyond that core are poorly defined and potentially exposed to a rival claim
and thus to the generation of a reciprocal externality. Property rules and li-
ability rules as the court’s instruments to define new property rights could
be eventually applied to those undefined uses. That is why in a world of in-
complete rights we observe both property and liability rules.

4.2 — Liability rules to allow innovation at the periphery of the bundle

Second, if both property rules and liability rules are alternative ways for
a court to define new property rights and correlated duties, in turn protect-
ed by a property rule, why don’t we observe an evolutionary tendency to-
wards the progressive dominance of property rules?

Our answer here is that incompleteness of rights is pervasive in the sense
that notwithstanding the ex-post role played by courts (and regulations) in
completing rights over time, there is always a positive degree of incom-
pleteness which implies the potential for some uses to be poorly defined and
to cause the rise of externalities. Changes in technology, preferences, infor-
mation, knowledge, wealth may affect the nature and the extent of undefined
uses in a bundle of rights so that externalities might always be regenerated.
As Demsetz pointed out, «changes in knowledge result in changes in pro-
duction functions, market values, and aspirations. New techniques, new ways
of doing the same things, and doing new things — all invoke harmful and ben-
eficial effects to which society has not been accustomeds. Therefore, «giv-
en a community’s tastes in this regard, the emergence of new private or state
owned property rights will be in response to changes in technology and rel-
ative prices» according to «a principle that associates property rights changes
with the emergence of new and revaluation of old harmful and beneficial ef-
fects» [1967, p.350].

The above quotations clearly show the dynamic and evolutionary com-
plementarity between property rules and liability rules. These rules are im-
plemented by courts as alternative ways to define new property rights. In
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turn, these newly created rights are protected by a property rule until a new
externality over undefined uses bundled in those rights does emerge. At that
point courts might be called for a decision which may involve again either a
property or a liability rule. We can thus have alternative evolutionary paths
which can both increase and decrease the dominance of property or liabili-
ty rules, altering each time the balance between the two, according to the fre-
quency of externalities, courts’ attitudes, and the evolution of legal and eco-
nomic systems.

5. — Conclusions

Throughout the vast literature that followed the original Cathedral, the
role of Coase’s work on the problem of social costs is widely recognised as
been key to C&M grand building. Coase was indeed interested in looking
at the efficiency role played by market exchange in rights allocation when
property rights are well defined, regardless of initial assignment of the
same. C&M tried to break through Coase’s departing point and explored
the way property rights are first allocated and then protected. Indeed they
assumed perfect definition and specification of all uses bundled in a
property right. With the present paper we have tried to look beyond the
texture, which the original C&M’s Cathedral is painted upon. We have
contended the idea that the bundle of uses, which property rights are made
of, are well defined in the first instance. We have argued that talking of
externalities in a world of well-defined rights has no relevance. When
property rights are well defined any cldim against owners is per se inhibited
in virtually almost all legal systems. Thus, we have concluded that the only
reason why externalities and disputes over private property rights do
emerge is because property rights are a bundle of both specified and
unspecified uses. While the first ones are always protected by rights to
which the jural opposite of a duty correspond, the second ones, being
unspecified uses, are the domain of privileges and no-rights in Hohfeldian
tradition. Unspecified uses may lead to conflicts before courts when private
bargaining fail to reach Pareto outcomes.

We have thus proposed to make a step back with respect to both Coase’s
work and C&M’s one. If Coase pointed out the role of the court in allocat-
ing property rights, and C&M emphasised the role of the choice of legal rules
to protect them, we add that courts also intervene on the degree of com-
pleteness of property rights and thus on the same definition of rights.

We have now set the stage for reconsidering C&M findings in anoth-
er light. Property rules and liability rules are not opposed instruments of
defending property rights; rather they are two alternative ways courts can
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take to redefining the rights. This result has several consequences in
terms of the evolutionary complementarity between property rules and
liability rules. Also, it provides a framework which allows us to unify
C&M with Kaplow and Shavell approach and provide insights consistent
with them.

With respect to C&M?’s approach, the choice between property rules and
liability rules is still consistent in our framework with the dimension of trans-
action costs. But these are, in our case, the costs associated with the ex-ante
definition of property rights rather than the ex-post cost of protection. At
the same time, our proposal is consistent with Kaplow and Shavell distinc-
tion between taking of (tangible) things (which in our case are simply well-de-
fined uses in a property bundle) and harmiful externalities or taking of intan-
gible things (which in our setting represents the case in which there is a ri-
val claim over undefined uses).

The last section of the article has finally pointed out that the debate over
the dominance of a rule over another is simply misplaced: since incom-
pleteness is a pervasive feature of every bundle of property rights, both prop-
erty rules and liability rules co-evolve over time as a result of complex dy-
namics which invelves changes in technology, preferences, information,
knowledge, wealth and institutional setting. After all, in Monet’s paints it was
sufficient a slight change in sunshine light to have another Cathedral, and an-
other, and another.
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