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PROPERTY RULES VERSUS LIABILITY RULES:
AN ECONOMIC ANALYSIS

Louis Kaplow and Steven Shavell*

Should property rights be protected absolutely — by property rules —
or instead by the vequivement that infringing parties pay for harm done
— that is, by liability rules? In this Article, we present a systematic
economic analysis of this fundamental question. Our primary object is to
explain why liability rules arve often employed to protect individuals
against harmful externalities (such as pollution and automobile acci-
dents), whereas property rules arve generally velied upon to protect indi-
viduals from having their possessions taken from them, thereby ensuring
a basic incident of ownership.

In the course of our analysis, we suggest that a variety of commonly
held beliefs about property and liability rules ave in evvor, and we also
derive vesults bearing on legal policy. Notably, we show that, for control-
ling some important externalities, liability rules (and pollution taxes) are
supevior to property vules (including many forms of regulation) even when
damages must be set using only limited information about harm.

I. INTRODUCTION

he state has at its disposal two fundamental ways of protecting
property rights. On one hand, it may adopt property rules, under
which it guarantees property right assignments against infringement
through the threatened use of its police powers. On the other hand,
the state may employ liability rules, under which it merely discourages
violations by requiring transgressors to pay victims for harms suffered.
In this Article, we offer a systematic economic analysis of the rela-
tive desirability of property and liability rules.! A major objective of

* Professors, Harvard Law School, and Research Associates, National Bureau of Economic
Research. We wish to thank Ian Ayres, David Charny, Richard Craswell, Robert Ellickson, Wil-
liam Fisher, Victor Goldberg, Eric Kramer, Frank Michelman, A. Mitchell Polinsky, Richard Pos-
ner, Carol Rose, Stewart Schwab, Warren Schwartz, Robert Stavins, Eric Talley, and workshop
participants for comments; Jennifer Shields and Matthew Stowe for research assistance; and the
John M. Olin Center for Law, Economics, and Business at Harvard Law School for research
support.

1 The leading article on the subject is Guido Calabresi & A. Douglas Melamed, Property
Rules, Liability Rules, and Inalienability: One View of the Cathedral, 85 HaRv. L. REv. 1089
(1972). Our Article does not examine rules prohibiting alienation, as did Calabresi and Me-
lamed’s, see id. at 1111-15, because such rules are not generally employed in the contexts we
examine and are usually used for reasons different from those we consider. For a discussion of
rules prohibiting alienation, see generally Susan Rose-Ackerman, Inalienability and the Theory of
Property Rights, 85 CoLuM. L. REV. 931 (1985). Other prominent articles that study property and
liability rules from an economic perspective include Robert C. Ellickson, Alternatives to Zoning:
Covenants, Nuisance Rules, and Fines as Land Use Controls, 40 U. CHI. L. REv. 681 (1973); A.
Mitchell Polinsky, Controlling Externalities and Protecting Entitlements: Property Right, Liability
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716 HARVARD LAW REVIEW [Vol. 109:713

the Article is to explain why possessory interests in things are gener-
ally protected by property rules, whereas interests in not suffering
from harmful externalities are often, though not always, protected only
by liability rules.2

To amplify, if I have rightful possession of some thing — such as
an automobile or a home — another person ordinarily cannot take it
without my permission.> He cannot make a unilateral decision to bor-
row my automobile and pay me for my trouble, or invite himself into
my home and simply pay me for the intrusion. Indeed, the inability of
others to appropriate my things lies at the core of the notions of “own-
ership” and “property.”

If, however, I am exposed to the risk of harm generated by another
party’s conduct, I may be protected primarily by a liability rule. Lia-
bility rule protection applies to much polluting behavior and to many
of the great multitude of acts governed by the law of unintentional
torts. We are permitted to engage in such acts — from hunting to
driving to construction — even though they create risks of harm and
thus constitute probabilistic invasions of property interests, but we are
often obligated to pay damages for any harm that we cause. To be
sure, not all harmful externalities are regulated by liability rules. No-
tably, a person’s right to be free from loud noises, noxious odors, and
certain other nuisances may be ensured by his power to have harmful

Rule, and Tax-Subsidy Approaches, 8 J. LEGAL STUD. 1 (1979) [hereinafter Polinsky, Controlling
Externalities]; A. Mitchell Polinsky, Resolving Nuisance Disputes: The Simple Economics of In-
junctive and Damage Remedies, 32 STAN. L. REV. 1075 (1980) [hereinafter Polinsky, Resolving
Nuisance Disputes]; and Frank 1. Michelman, Pollution as a Tort: A Non-Accidental Perspective
on Calabresi’s Costs, 80 YALE L.J. 647, 667-83 (1971) (book review). See also Darryl Biggar, 4
Model of Punitive Damages in Tort, 15 INT'L REV. L. & ECON. 1 (1995) (addressing related issues
in the context of punitive damages in tort).

Several articles have been written about contract law analogs to the choice between property
and liability rules. See, e.g., Anthony T. Kronman, Specific Performance, 45 U. CHI. L. REV. 351
(1978) (analyzing the choice between specific performance, a property-like protection of the prom-
isee, and damages for breach, a liability rule); Alan Schwartz, The Case for Specific Pexformance,
89 YALE L.J. 271 (1979) (same); Richard Craswell, Property Rules and Liability Rules in Uncon-
scionability and Related Doctrines, 60 U. CHI. L. REv. 1 (1993) (analyzing whether the remedy
for unconscionable contracts should be voiding the agreement, affording property-rule-like protec-
tion to the “victim,” or supplying terms that a court believes reasonable, a liability-rule-like ap-
proach). Our Article does not consider the contractual context (although our analysis may have
some bearing on contract law).

2 As will become evident, by the protection of possessory interests in things, we refer to the
prevention of the unwanted transfer of possession of a physical object to a taker. By harmful
externalities, we mean adverse outcomes that occur as a byproduct of an injurer’s activity, a
familiar instance being pollution caused by a firm’s operations. We will presume in most of the
analysis that the distinction between the taking of things (violation of possessory interests) and
harmful externalities is easily made. We discuss in section III.G possible difficulties in making the
distinction and why our analysis is still informative when difficulties in classification arise.

3 Of course, possessory rights are in fact often insecure; theft of one sort or another is fre-
quently a serious problem. The social intent, however, is ordinarily for possessory rights to be
inviolate, and for ease of exposition, this Article will usually analyze them as such. But see infra
P- 757 (addressing the incomplete enforcement of property rights).
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1996] PROPERTY RULES VERSUS LIABILITY RULES 717

behavior enjoined (although some nuisances are controlled by liability
rules).

Somewhat surprisingly, this pattern of legal protection — definite
and uncontroversial use of property rules to guarantee possessory in-
terests, yet frequent, albeit not exclusive, use of liability rules in the
domain of harmful externalities — has not been carefully evaluated
heretofore.> Moreover, as we will discuss, arguments that commenta-
tors have advanced in support of liability rules for the control of exter-
nalities would seem to apply as well in the context of possessory
interests.® This observation suggests that something is missing from
their arguments, assuming that property rule protection of possessory
interests is appropriate. We will discuss the problems with these argu-
ments and adduce factors that justify the use of liability rules to regu-
late harmful externalities but that favor property rules to protect
possessory interests.

In the course of our analysis, we will resolve important issues that
have received substantial attention in the literature on property and
liability rules. For example, when there is only limited information
about harm, such as in the case of pollution, prior work emphasizes
that liability rules will not function perfectly but does not indicate
whether property rules would be superior.” However, we demonstrate

4 See, e.g., ROGER A. CUNNINGHAM, WiLLIAM B. STOEBUCK & DALE A. WHITMAN, THE
LAw OF PROPERTY 417-18, 421—22 (2d ed. 1993); JosEPH W. SINGER, PROPERTY LAW § 3.4, at
321-24 (1993); 4 RESTATEMENT (SECOND) OF TORTs §§ 821F, 826 (1977); see also Boomer v.
Atlantic Cement Co., 257 N.E.2d 870, 874~75 (N.Y. 1970) (holding that a cement plant producing
air pollutants should pay damages instead of being subject to an injunction); Ellickson, supra note
1, at 719-22 (suggesting that the historical weakness of nuisance law in confining relief to prop-
erty rules was partly responsible for the belief that zoning was necessary); Thomas W. Merrill,
Trespass, Nuisance, and the Costs of Determining Property Rights, 14 J. LEGAL STUD. 13, 14—20
(1985) (discussing the domains of trespass and nuisance, which have different standards of liability
and may provide different remedies); Note, Efficient Land Use and the Internalization of Benefi-
cial Spillovers: An Economic and Legal Analysis, 31 STAN. L. REV. 457, 464-65 (1979) (describing
the historical movement from property rules protecting victims, to property rules protecting injur-
ers, and finally to liability rules).

5 Most prior literature (such as that cited in note 1) focuses on harmful externalities. Cala-
bresi and Melamed, however, briefly address the question why property rules are used to guaran-
tee possessory interests. More precisely, they pose the question why the sanction for robbers
should not be the value of the thing taken — that is, why a liability rule should not be employed.
See Calabresi & Melamed, supra note 1, at 1124~25. The main answer they supply, see id. at
1126-27, is essentially that described in the text to follow, see infra p. 718, which we conclude is
erroneous. (We discuss their specific argument further in note 6.)

6 For example, the chief argument that Calabresi and Melamed advance in favor of a liabil-
ity rule for nuisance when bargaining is difficult seems to imply that thieves should be subject to
a liability rule for taking things when the owners cannot be contacted. See Calabresi & Melamed,
supra note 1, at rizs-27. At the same time, the doubts that Calabresi and Melamed express
about the efficiency of liability rules for theft — due to the difficulty of evaluating victims’ losses,
see id. at 112526 — would seem to be equally serious with respect to nuisances.

7 One of the main concerns of a recent article by James Krier and Stewart Schwab is that
the existing literature is inadequate because it has not resolved this ambiguity. See James E.
Krier & Stewart J. Schwab, Property Rules and Liability Rules: The Cathedral in Another Light,
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that, even though liability rules perform imperfectly when information
about harm is limited, they remain superior to property rules. This
conclusion has strong implications for the assessment of current and
proposed schemes of environmental regulation.?

In addition, we will cast doubt on the belief that property rules are
best when transaction costs are low — assertedly because the use of
property rules will induce parties to bargain and reach desirable out-
comes — whereas liability rules are best when transaction costs are
high — supposedly because the use of liability rules will induce injur-
ers to act desirably, mimicking the outcomes that would otherwise
have been reached through bargaining.® We find that this belief is
often contradicted: when transaction costs are low, parties will tend to
bargain under liability rules as well as under property rules and may
reach outcomes superior to those reached under property rules;!°® and
when transaction costs are high and bargaining is impossible, property
rules may lead to better outcomes than do liability rules.!!

Our analysis is divided into two Parts: Part II deals with harmful
externalities; Part IIT addresses the taking of things.!? (We formally
prove a number of the arguments made in these Parts in an Appendix
to this Article.) Let us begin by briefly describing for each context
what we consider to be the present understanding of the virtues of
property versus liability rules and how we extend or modify the con-
ventional wisdom.

70 N.Y.U. L. REV. 440, 447-64 (1995). They correctly observe that Calabresi and Melamed’s
article, cited above in note 1, is difficult to interpret on the issue, and that Polinsky’s writing,
cited above in note 1, calls into question the desirability of liability rules when harm is difficult to
evaluate, but that much subsequent work seems to assume the desirability of liability rules with-
out addressing the problem of imperfect information about harm.

8 See infra section ILE.1.

9 See, e.g., RICHARD A. POSNER, EcoNOMIC ANALYSIS OF Law § 3.7, at 56-57, § 3.9, at 70
(4th ed. 1992); Calabresi & Melamed, supra note 1, at 1125-27 (discussed in note 6); Krier &
Schwab, supra note 7, at 447-53 (presenting the conventional wisdom for purposes of subsequent
criticism); see also Craswell, supra note 1, at 1-15 (adopting the conventional view on transaction
costs and liability rules in the contract context, and noting the acceptance of the view by others);
David D. Haddock, Fred S. McChesney & Menahem Spiegel, An Ordinary Economic Rationale
Jfor Extraovdinary Legal Sanctions, 78 CAL. L. REV. 1, 13-36 (1990) (arguing for the “extraordi-
nary” sanction of punitive damages in tort actions and liquidated damages beyond actual loss in
contract claims — property rule protection — to force bargaining in certain circumstances); Mer-
rill, supra note 4, at 14, 25—26 (arguing that a legal system seeking efficiency will tend to use the
law of trespass when transaction costs are low and the law of nuisance, with a balancing test to
assign the entitlement — which sometimes implies only a right to the payment of damages —
when transaction costs are high).

10 See infra section IL.B.2. This general point is also a theme of Polinsky, Resolving Nuisance
Disputes, cited above in note 1, at 10g0o-91, 1093—95, 1101-02, 1104-05, and of an article written
contemporaneously, but independently, of ours, lan Ayres & Eric Talley, Solomonic Bargaining:
Dividing a Legal Entitlement to Facilitate Coasean Trade, 104 YALE L.J. 1027 (1995). See infra
note 19 (discussing Polinsky’s and Ayres and Talley’s conclusions).

11 See infra section ILA.2.

12 On the distinction between the two contexts, see note 2 and section IILG.
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Harmful Externalities. When the problem of harmful externalities
arises, it is often the case that the involved parties cannot practically
bargain with one another, so that the resolution of difficulties will be
determined directly by the choice of legal rules. In this context, the
commonly held view in the literature is that liability rules are superior
to property rules, assuming that courts can accurately determine the
extent of harm.1® In a classic example, a firm that is liable for pollu-
tion-caused harm will behave desirably: it will prevent pollution if and
only if its prevention cost is less than the harm caused, simply because
the firm will have to pay for any harm done. By contrast, if victims
are protected by a property rule, firms will be forced to prevent pollu-
tion even when their prevention costs exceed the harms that would
result — an undesirable outcome.!4

However, some of the literature suggests that liability rules may be
inferior to property rules if courts would have difficulty ascertaining
the actual level of harm.'5 If courts underestimate harm, a liable firm
might pollute even though its prevention cost is less than the true level
of harm, whereas under a property rule protecting victims, the firm
would not pollute.

This latter belief we believe to be mistaken. We demonstrate that
even when courts are uncertain about the magnitude of harm, Liability
rules are superior to property rules. Specifically, we show that if a
court sets damages equal to its best estimate of harm — the average
harm for cases characterized by the facts the court observes!6 — the
outcome under the liability rule will be superior, on average, to the
outcome under property rules. To explain, let us compare the liability
rule to a property rule protecting victims.'” These two rules result in
the same outcome — no pollution — when prevention costs are below
average harm, for then firms will be induced to prevent pollution
under the liability rule. The rules differ when prevention costs are
high — in excess of average harm — for then firms will pollute under
the liability rule. But in this case, it is desirable for firms not to pre-
vent pollution because harm, on average, is lower than the high pre-
vention costs. (To be sure, it will sometimes be true that actual harm

13 See, e.g., POSNER, supra note 9, § 3.9, at 70 & n.s; Calabresi & Melamed, supra note 1, at
1108, r119-21; Krier & Schwab, supra note 7, at 452-53 & n.44 (describing this view — without
the caveat that harm can be accurately determined — as “virtual dogma” and citing authorities);
Polinsky, Resolving Nuisance Disputes, supra note 1, at 1076 & n.7 (noting several commentators’
views).

14 Qr, if firms’ rights to pollute are protected by a property rule — that is, if they are freely
permitted to pollute — they will generate pollution even when their prevention costs are less than
the harm caused by their activity.

15 See, e.g., POSNER, supra note 9, § 3.9, at 70 n.5; Calabresi & Melamed, supra note 1, at
1125-27; Krier & Schwab, supra note 7, at 453-64.

16 We discuss possible difficulties in estimating average harm in sections I.A.2 and ILA.3.

17 Analysis of a property rule protecting injurers is analogous.
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is greater than a firm’s high prevention costs, but on average that will
not be so.)

Our conclusion about the superiority of the liability rule might not
follow, though, if courts were systematically to underestimate harm in
setting damages, rather than to use estimates of harm that are correct
on average. We discuss grounds for such an assumption but suggest
that courts should be able to take corrective steps, so that a liability
rule will retain its superiority.

We next compare property and liability rules when transaction
costs are low, in which case parties can bargain with each other about
potential externalities. As Coase emphasized, if there are no obstacles
to the consummation of mutually beneficial bargains, it will make no
difference what the legal regime is; thus, it will be irrelevant whether
property rules or liability rules apply.!® For instance, even if a firm
cannot choose to pollute and pay court-ordered damages because vic-
tims are protected by a property rule, the firm will pay victims for
permission to pollute when its prevention cost is high. But what if
bargaining is not always successful because parties sometimes mis-
gauge what each other is willing to pay or accept? In this case, no
unambiguous conclusion can be drawn: either property rules or liabil-
ity rules could be better, depending on rather subtle particulars of the
situation.?

We then examine several factors — apart from the ability to bar-
gain — that are of possible relevance to the choice between property
and liability rules. One is victim behavior, specifically concerning vic-
tims’ ability to mitigate harm.2° Although the state can provide vic-
tims some incentives to reduce harm by using liability rules
accompanied by defenses, the factor of victim behavior lends appeal to
the property rule entitling injurers to cause harm or to modified liabil-
ity rules under which injurers pay compensation to the state. Under
these rules, victims are left uncompensated for injuries they suffer,

18 See R.H. Coase, The Problem of Social Cost, 3 J.L. & ECON. 1, 2-15 (1960). The applica-
tion of Coase’s general conclusions to the context of property rules and liability rules is made, for
example, in Polinsky, Resolving Nuisance Disputes, cited above in note 1, at 1088-92, which
shows that property rules and liability rules each lead to efficient outcomes when bargaining is
perfect.

19 Polinsky also reached the conclusion that it is indeterminate whether property or liability
rules are superior when bargaining is imperfect (although he did not analyze a formal model of
bargaining with asymmetric information). See, e.g., Polinsky, Resolving Nuisance Disputes, supra
note 1, at 1079-80. Ayres and Talley devote much of their article to exploring the relative per-
formance of property and liability rules when bargaining is imperfect. See Ayres & Talley, supra
note ro. They do not emphasize the theoretical ambiguity about the relative performance of prop-
erty versus liability rules. Instead, they stress that under liability rules, problems of asymmetric
information are likely to be less severe than under property rules. We believe their view to be
misleading. For further discussion, see note 71 and Appendix section I1.B.z, comment c, below.

20 The point that victims as well as injurers may be able to prevent harm was emphasized by
Coase. See Coase, supra note 18, at 2, 12~13.
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