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Abstract

A wide range of issues -- including tskings of property end the
application of civil legislation, court decisioms, and regulatory rulings to
investments undertakem prior to such legal sctions -~ present similar
questions that can usefully be analyzed together under the heading of legal
transitions. The common element in all these instances is that government
reform imposes gains and losses on those who, prior to the change in policy,
have tagken actioms with long-term future comsequences. Uncertainty in future
government policy is vubiquitous and can have substantial consequences.
Transition policy concerns whether, to what extent, and in what manner the

impacts of policy change upon preexisting investments should be compensated
or otherwise mitigated.

This paper takes an economic approach to legal tramsitioms. It analyzes
transitions in terms of the risk imposed by uncertainty concerning future
policy and the incentive effects on investors resulting from different
methods of making the transition to new legal regimes. The concern over risk
favors mitigation while the need for incentives to encourage efficient
behavior opposes it. The argument of the paper is that uncertainty
concerning government action is in many respects 1like other sources of
uncertainty, where the market is normally left to strike the appropriate
balance between risk mitigation and incentives. As a result, market
provision for uncertainty concerning government policy would seem to be
preferable to any government transitiomal relief that seeks to provide
additional mitigation. This implication is comsistent with current practice
in some areas, such as common law evolution, where losers from changes in the
common law receive no compensation or other relief. But it is sharply
inconsistent with practice in many other aress, such as the widespread
provision for tranmsitional relief in connection with tax reform,
deregulation, &nd numerous other policy changes, and the requirement of
compensation in the takings context. ) ~

‘ This investigation is explicitly confined to anm economic analysis that
rests on particular assumptions and ignores umnique institutional features of
widely varying contexts. Further inquiry is therefore necessary to meske the
needed spplications of the analysis and to determine the ultimate resolution
of these issues. Some attention is given to the relationship between the
economic zspects of the problem and institutional and fairness considerationms
that often are relevant in examining legal tranmsitioms. This paper does not
agsess the degree to which any tremsition policy is consistent with
applicable legal doctrine or prevailing expectastions of investors.
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AR ECOROMIC AEALYSIS OF LEGAL TRANSITIORS

Louis Kaplowl

IETRODUCTIOR

Most normative Iegal analysis is devoted to defermining which procedures
or policies society would most wish to prevail. It is often the case that
the optimal solution differs from the regime currently in place, which raises
the question of how the transition from the statur quo to the more desirable
system should be made. This article focuses c¢n the choice among various

transition policies.

Past analysis of transition issues has genmerally been eonfined to quite
specific settings. For example, many commentators have considered wheﬁher
and when retroactive legislation is permissible. Others have discussed
whether court decisions should be applied retroaétively. Still others have
questioned whether Internal Revenue Service rulings should have retroactive

application. Onme area receiving wide attention addresses when compensation
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should be required in the event of a taking or other government regulation

thet changes the use of property.

The unifying element in all these settings, ard in many others that have
rarely received attentiom, is that government action affects the value of
investments undertaken prior to that action. For & simple example, comsider
a factory that emits radistion that is determined to harm the health of the
community. The legislature might emact & statute making the operation of
vsuch factories illegal, including those built &nd operating prior to
enactment. Alternatively, a common law court might extend the law of
nuisance to cover the newly discovered problem. 4 third possibility would be
that & regulatory égency with jurisdiction to protect the health of the
population might rule that operation of such factories is impermissible;
alternatively, it might impose & pollution tax that renders continued
operation of the factory unprofitable. Finally, suppose that it is
determined that all of the above «courses of action are ultimately
unenforceasble because operation of such factories at night is hard to detect,
leaving no eltermative but to condemn the factory =-- that is, to demolish the
plant. From the point of view of both the factory owner and society as a
whole, &ll these actions ere virtually imdistimguishable, assuming that each
bas its intended effect. Each policy rzepresents an embodimeat of the
transition from a regime that permitted operstion of the factory to omne that
does mot; each costs the owner the value of the factory and benefits society
by protecting hesith. Whether compensation, grandfsthering of factories im
operation before enmactment, or some other mitigation of the effect of the
reform on the fectory owmer is desiraﬁie would seem to depend Iitﬁle upon

which of the four spproaches the government selecis.



The point of departure for this study is that &ll of these tramsitionm
questions, and in fact many more that often remein unrecognized, have very
much in common &nd thus can usefully be analyzed together. The central
feature of each of the situations described is that, before the government
acfion, there exists uncertainty concerning future government policy. To
highlight thie characterization of the problem, comsider the contrasting case
in which it was known before the factory had been built that at & specified
future date the government would in some vay prohibit the factory“s continued
opefation. This sﬁenario is little different from the ubiquitous case in
which it is known in advance that certain activity is already prohibited.
Both of the latter situations have in common that there is no uncerteainty,
that the rules that will govern behavior are known in advence. The appsrent
need for transitional relief arises only when government action changes the
rules upon which prior commitments havevbeen made —- i.e., when, at the time
investments were made, the future course of government action could mot be
predicted with certainty. Uncertaininy concerning future government policy

is therefore the central feature of the transitionm question.

There are some édditional benefitavof recoynizing the similarity among
transition contexts that have traditionally been assumed to present different
questions. First, one may take advantage of the various insights that have
been developed in specific contexts but have not yet been »applie& more
widely. Secand,‘zehbgnizing the strong similarities among these Jdifferent
contexts directly motivates further inquiry since virtuslly identical issues

are often approached and resolved quite differently in different settings.

Although this article hopes to unify investigation of these common



questions, it does mot claim that traditional demarcations &re totally
unfounded. It is mnot possible to examine fully all poésible grounds for
differentiation,‘ although some of the more importsnt issues will be discussed
briefly. Rather, despite such differences, manf of the arguments thought
centrel to discourse in each of these areas are either the same or at least

rest upon quite similar premises.

Moreover, even &t the general level, this study does not attempt to be
comprehensive. First, the analysis offered here is strictly normative; it
makes no attempt to address directiy guestions of polivtic‘al feasibﬂiiy or to
explain current transition policies. Second, no &attempt is made to include
institutional considerations in the normative framework or to reconcile any
épproach with prevailing legal doctrine. Third, the argument is limited
almost exclusively to ecomomic aspects of the problem. There will be some
discussion of the reslationship between the argument developed here and other
concerns, but this will not be the primary focus and I explicitly disclaim
any suggestiom that the analﬁsis of these issues is more than suggesti%re of

gome dirvections for further study.

This investigation is organized as follows. Part I sketchs the broad
domain over which tremsition issués arise and cefines the effects that will
be analyzed. Part II anelyzes the economic aspects of tramsitioms, which are
the central concern of this article. The approach adopted here parallels the
standard economic trestment of market uncertsimnty. Transitiom issues are
seen to present & question concerning government uncertainty, as previously
described im brief, which in ¢urn raises much the same problem as more

conventionsl imstances of market uncerteinty -- e.g., uncertainmty concerning



the success of a new product or the actions of competitors. As an initial
bypothesis, goverament transition issues warrant the same solution &s market

transitions: no government transitiomal relief.

I begin this analysis by 'briefly examining familiar arguments for -
government tramnsitional relief which rest om appeals to reliance interests
and to the lack of expectetion of legal change. Thf.s discussion demomstrates
the limitations of both appeals and how consideration of .these traditional
approaches inevitably leads to the question of how the effects of uncertainty
'concerning future government policy should be borne. This article focuses om
two key economic elements of = this uncertainty. First, the ex post
distributional impacts of change -- i.e., the bearing of gains and losses due
to.‘ government reform -- are anélyzed &8s presenting an issue of risk in tvhe
conventional ecomomic semse. Thus, the question of mitigating transitioﬁal
losses can be understood as related to risk-spreading considerations already
familiar in the economic analysis of law. Second, investors” incentives will
be affected by the nature of tramsitional relief that is anticipated. The
eanalyeis thus considers which trameition policies optimize the trade-off

between risk spreading and incentive maintenance.

The conclusions of Part II are subject to & number of possible
quaiifications and objections based upon institutional end feirness
considerations, the more prominent of which are presented and examined
briefly in Pert III. Altheugh some of the argument presented there casts
doubt omn the frequently expressed views that such considerations justify
traueitional relief, the purpose of the discussion is largely to wmotivate

further enalysis rather than to offer am ultimate resolution. Im fact, sinmce



a significant portion of past argument in favor of tremsitionel relief has
been grounded, at least implicitly, in economic arguments demomstrated im
Part II to cut in the opposite direction, one message of this investigsation
igs that future attempts ——_if they ere to be successful —— will probably have
to focus on preciseiy the sorts of imstitutiomal sené feirmess concerns

discugsed in Part III.

Part IV returns to the economic framework to discuss in more depth iﬁs
concrete.implications in particular contexts. Similarities and differences
smong various transition strategies -- ranging from compensation and
grandfathering to phase-ins and delayed implerentatiom =- are eanalyzed;
factors commonly thought to influence the desirébiiity of providing
transitional relief are considered; and specific instances where tramsition
policy has been discussed are examined. These applications highlight the
broad applicability of the economic gpproach deveioped in Part II and suggest

where some exceptions to the general approach might be warrented.

While this investigstion attempts no definitive resolution of transition
isgues, the srguments presented have many importent ramificatioms. First,
‘the bulk of prior analysis of these issues, which implicitly relies on the
' sssumptions used here, is shown to be without foun&ation. .Second, the
economic effects and their implications &re directly relevant to any
comprehensive aznalysis of tramsition issues, and in some instanées viil mo
doubt prove decisive. Third, the economic aéproach greatly clarifies the
transition problem &nd the relationmship emong its many dimensiomns, which

should facilitete more extemsive examination along other fromts.



I. TRARSITION ISSUES THAT ARISE IK THE LAW

A. Ubiquity of Transition Comcerms

Conventional analysis of retroactiQity conceives of the‘issue as arising
_in marrow, exceptiongl circumstances. For example, Munzer has offered the
definition that "[a] law is retroactive if it alters the legal status of acts
that were performed before it came into exis;ence."2 Thus, retroactivity, in
the conventional sense, concerns only whether & statute may have an effective
date that precedes enactment or a court decision may be applied to acts that

occurred before its amnouncement.

This narrow construction ignores the fact that a vast portion of all
statutes and court decisions =-- even assuming they are nominally prospective
-- alter the value of prior actions for the simple reason that the results of

a prior action in the future will often depend upon what rules are them in

2. Munzer, Retroactive Law, 6 J. Leg. Stud. 373, 373 (1977); see Bochmsz, The
Supreme Court and the Constitutionality of Retrcactive Legislation, 73 Earv.
L. Bew. 692, 692 (1960). In his other article om the subject, however,
Hunzer does suggest the similarity between the broader set of retroactive
effects and his nerrower definition of retroactivity. See Mumzer, & Theory
of Retroactive Legislation, 61 Tex. L. Bev. 425, 426 (1982). Some of the
past analyses taking this mnarrow view (usuelly implicitly, in that the

roader range of circumstances outlined here is mot noted) include Berger, A
Policy Avelysis of the Taking Problem, 49 E.Y.U. L. Rev. 165 (1974);
Creenblatt, Judicial Limitations om Retroactive Civil Legislation, 51 Fw.
U.L. Bev. 540 (1956); Eew York State Ber Association, Retroactivity of Tax
Legislation, 2% Tex Lew. 21 (1975); Kovick & Petersberger, Betrosctivity in
Federal Texstion: Part I, 37 Tazes 407 (1959).




force. The argument was firet developed in the tax co;ztext3 by Creetz who
illustrated this phenomenenr vith the example of the repesl of the tax
éxemption for interest on mumicipal bonds. Conside: the example of & 30 year
municipal bond. Five years into the life of the bond, Congress repeals the
téx exemption. A prospective repeal would coet the bondholder the walue of
the tax exemption for the remaining 25 years, which would probably comstitute
& significant portion of the bond”s vslue. If instead Congress chose .a
mominally retroactive effective date, applying the repeal to the previous tax

year as well, the loss to the bondholder would be the value of the exemption

3. The problem has been mnoted in passing in the retroactivity context by
Slawson:

A more basic fallacy in the argument, however, is its implicit
assertion that wmethod-retroactive laws sare more likely then
others to defeat expectations. This assertion seems to rest, in
turn, om the assumption that an act, once dome, achieves its
legal results instantaneously and full-blown. In fact, this is
rarely the case, especially in property and contract
transactions. A purchaser of property obtains a cluster of legal
relations which project indefinitely into the future. A party to
& contract does likewise. And all kinds of less formal
relationships are entered, modified, or terminated with a view of
both the present and future legal consequences of such actiom.
To pick out just one example, the purchaser of real estaete makes
certain assumptioms about the level of property tazes, the
treatment of capital geins under the fedeial income tex laws, the
continued maintenance of police and fire protection in his
vicinity, the likelihood o©f  wurban renewal or similar
eminent-domain proceedings on or about his property, the judicial
implications of the mutual duties of landlord and tenant at
common law and of the clauses in his lease which seek to modify
these duties, and s0 on, virtually gd infinitum.

8lawson, (Comstitutional and Lepislative Considersgtions in Retrosctive
Lewmeking, 48 Cel. L. Rev. 216, 219 (1960) (footnote omitted); see a&lso
Bochman, supre mote 2, at 693. In faect, partisl recognition dates st least
to Justice Etory. See Smead, The Bule Againet Betrosctive Legislatiom: 4
Bagic Primcivie of Jurisprudemce, 20 Himm. L. Lev. 775, 782 (1936). But none
of those cited have suggested the radicel difference in perspective thus
enteiled.




for 26 years rather tham 25. It is difficult to argue that such a modest
difference amounts to an important difference im kind rather than a simple

difference in degree.&

The scope of the issue is even more extemsive then suggested im the bond
example, as can be seen by explorimg the structure of the srgument in more
detail. The issue generally arises with any investment -- that is, any
action that has long-lasting effects where the value will depend upon
circumstances in the fﬁture. This comcept of imvestment includes not merely
instances of binding contractual obligations that extemd into the future —-—
of which there are many -- but also all investments in physical capital --
ranging from factories to the housing supply -- imnvestments in financial
assets, and investments on one”s own training. Imn fact, all activity other
than the subset of immediate consumption that has no future effects is
inc}nded.5 In each of these instances, the value of the investment activity
will depend upon the situation that prevails in the future. A significant
aspect of that situation will be the government rules then in force.

Therefore, investment decisions must be based -- at least implicitly -- onm

4. See Graetz, Legal Tramsitions: The Case of Retrosctivity in Income Tax
Revigion, 126 U. Pa. L. BRew. 47, 57-58 (1977). |JMuch of this article
reappears in essentially the same form in Graetz, Effective Dates for Tax
Legislation -- Retroactivity snd Tramsitionm Rules, 30 Hat. Tax J. 237 (1977),
snd as ABA Section of Taxation, Special Committee on Simplification,
Evsluation of ‘the Proposed Model Comprehensive Income Tax, 32 Tex Law. 563,
676-86 (1578) (Part XII on Transitional Problems); separate citatiom to these
other versions is omitted.

5. Even some consumption decisions, particulerly of dursble goods, are
similarly affected.



. . . & :
some assumptions concerning what those rules will be. To the extent future
government action departs from these expectstions, the returns om ome’s

investments will be affected.

Almost any change im legal rules will affeét the value of firms, sssets,
or other commitments that ere directly targeted, as well &s many others --
such &8 those competing with the tergeted actioms. For ezample, land that is
useful for production will become more or less valuable when there are shifts
in the demand for what is produced, in the supply or demznd for imputs, in
the costs of finance, in other costs of expansion or contractiom, in the
security of the investment, or imn the external costs that most be borne.
Chéngés in all sorts of government activity can generate such affects. Some

~well-known illustrations of such changes include the imposition of rate
tegulationg deregulation,7 zoning chenges, product bans, tariff end tax
changes, changes in patent protection, comtrol of overfishing, redirection of
research and development priorities, new‘ government construction (e.g., a
park or & dump), changes in the qp&ntity or directiom of government services
(e.g., police protectiom, postal service), changes in monetary end fiscal
policy, modifications of bahkruptcy or corporate law, evolution of the common

lew, revamping of legal procedures, and changes in the emphasis of government

6. HMany such decisions are not commonly thought of in these terms, even
though the argument is still applicsble. For example, expending time and
resources to learn a skill assumes that ome will be permitted to enter the
occupstion or perform the work for which one has been traimed.

7. See gemersllvy Quimn & Trebilcock, Compensition, Transitiom Costs, &nd
Regulatory Change, 32 U. Tor. L.J. 117 (1982).

- 10 -



. B . . . 8
expenditure (e.g., between the defemse and social servicee sectors).

Horeover, it is not merely reforms themselves that trigger changes_ih
value. Any significant change in even the likelihood of a given reform would
change values as vell.9 For exaﬁple, failure to emact an expected change:
would have effects similar té the repeal of amn already enacted reform.io In
addition, clarifications of the law —-- & common result of court or regulatory

. . . 1 . . L .
agency decisionmaking -- would make an uncertsin situation more certain

——— — . e =

8. See, e.g., Samuels, Commentary: An Economic Perspective on - the
Compensation_ Problem, 21 Wayme L. Rev. 113, 116 (1974) (noting many of these
examples, and others); see also id. at 115 (education and training policies);
id. at 122-23 (all definitions and changes in legal rights). Sax notes that
changes "in the common law that have significant economic impacts are
frequent, although it is well accepted that no right to compensation exists
in such instances. See Sax, Takings and the Police Power, 74 Yale L.J. 36,
51 (1964). .

9. See, e.g., Blume & Rubinfeld, Compemsation for Tekings: An Economic
Analysis, 72 Calif. L. Rev. 569, 587 (1984) (in regulatory takings context).
If it is expected that the reform would be accompanied by full compensation,
values would not fluctuate with changes in the prospect for such reform.

10. For example, in the case of direct overflight, airport noise is commonly
called a taking of an easement because airports are government operatioms.
But ome could loock to private airfields, or to cases in which the airplane
itself is privately owned instead. Then landowners would have to rely upon

common law remedies rather than inverse condemnation suits. A courts failure .

to hold the private party liable and require payment of demages (contrary to
predictions of the most knowledgeable lawyers and commentators) would have
the - saméﬁ effects as the tsgking in the original case. And it is also
interesting to note that few (if any) would argue that this common law
determination was unconstitutional because the government did not compensate.

11. I B. Bittker, Federal Taxatiom of Income, Estates and Gifts 3-28 (1984)
("expectations can be upset by judicial decisions and edministrative rulings
&8 well as by legislative action"). Slaweom erguee that *[jludicial
rule-msking [unlike legislation] is the product of reasoning from gemerally
accepted premises, mot fiat, and therefore its course may be predicted with
some confidence at the time when action must be tsken in reliance omn legal
effects.” Slawsomn, supra note 3, at 245. A major distinction, however,
seems difficult to maintain. Court decisions invalidating taex lsws and the
legislative veto, developing antitrust policy and the product ligbility laws,
and many others suggest that courts are oftem involved in ma jor changes as

- 11 -



one;way or the other, which will affect values.lz

The simple comnclusion is that changes in government policy —- oi more
generally in the prospects of pérticular reférms being enacted —— will effect
the value of actioms taken prior to the change. Many of the concerns raised
in examining issues of retroactivity relate to e&ll such effects, suggesting
that the issue is far broader than is generally believed. One puzzle this
raises is the inconsistency between the belief that retroactivity =-- as

traditionally comstrued =-- is genersally undesirablel3 vhereas many of the

well. = Also, it 1is mnot clear which institution 1is wmore predictable.
Frequently, the prospects for legislative action build slowly, as it
gradually becomes clear which way a majority is leaning, while sometimes the
opposite is the case with the courts. And even if courts are usually more
predictgble, it camnot be denied that substantial uncertainty often exists
before decisions are made, which is sufficient to raise the issues asddressed
here. '

12. For example, evem if it is thought highly likely thst a court or agency
will rule in a given manner (e.g., the probability is 80%), and the ultimate
ruling - is in the predicted direction, there is still a significant change
from the investors point of view, because a 207 difference in the likelihood
of one regime rather than another can readily have a substantial effect on
the net profitsbility of en investment. Of course, if the result is in the
other direction, the effect would be that much greater.

13. "Retrospective laws are, indeed, generally unjust; eand, as has been
forcibly said, meither accord with sound legislatiom mor with the fundamental
principles of the social compact.” J. Story, Comstitution Sec. 1398 (5th
ed., 1891); see, e.g., Greenblatt, supra note 2, at 540; Smead, supra mote 3
(history from Greeks through Lochner era); Note, Setting Effective Dates for
Tex Legislstion: A Rule of Prospectivity, 84 Harv., L. Rev. 436, 437-38
(1970). ’ '

- The trsditional hostility to retroactive effects is hardly as uniform over
different time periods and in different contexts as is often imagined. Ome
notable example concerns takings. At the stete level -- where most of the
relevant activity occurred -- there did not exist & stromg requirement of
just compensation in many jurisdictioms et the turn of the nineteenth
century. See M. Eorwitz, The Transformation of Americal law, 1780-1860, at
63-66 (1977). 1In sddition, even after the requirements became stromger,
verious additiomel 1limitations arose during the nineteenth century, see,
e.g., id. at 70-85, end it is well known that many limits exist to this day.

-12 -



broader retroactive effects just described —— although fer more pervasive --

are typically deemed sufficiently benign to be given little veight.

B. Comstitutional Protections of Private Property

Some tramsition issgues have often received attention im the
constitutional setting. This Section notes the most prominent instancesa
The problems im this context, as well as much of courts’ analysis of the
_issues raised, parallel those outlined in Section A and addressed throughout
the remainder of this article, although none of the discussion will comsider

constitutional doctrine per se.

Takings of property offer ome of the clearest instances of the expanded
conception of retroactive effects just described. A taking does not alter
the legal status of any prior acts, but, in the extreme case, it erases all
remaining value from a prior investment. Much of the dispute over what
coﬁstitutes a taking represents an attempt to limit the constitutionsal
requirement of just compensation to a small subset of diminutions in value
thet can result from govermment action. In the context of analyzing one of
the more commonly attempted distinctions -- that between regulation and
teskings -- soﬁe commentators have moted the comnectiocn between theée igsues

14

and the issue of retroasctive legislstion.

Another comstitutional comtext is suggested by Graetz”s comment that one
could "treat the recipient of & tax benefit &8 if he had entered into a

D T e

14. See Michelmsn, Property, Utility, and Fairness: Comments om the Ethical
Foundatioms c¢f “Just Compensation” Law, 80 Harv. L. Rew. 1165, 1172 (1967);
Munzer, suprs note 2, at 472, 479-80. ' :

- 13 -



. 1 .
contract with the government.” > Although he never makes the comnection,

this analogy suggests some relationmship betweeﬁ the Contract Clause and
transition issues.16 Applicstion of ﬁhe Contract Clause to government
céntracts could be seen more generally as relgting to any govermment
provision of bemefits upon which there had been any reliance, whereas
epplication to contracts betwéen private parties could be amnelogized to a
wide renge of government regulestiomns that govern the imteraction of private
actors. Unlike the tskings clause, which requires just compenéation, the
Contract Clause can be seen as forbidding reform altogether -- the comparison
-bging similar to the distinction between property and liaﬁility rules for
enforcement of entitlementé.17 Of course, the Contract Clause has never been
intéféreted to encompass such a wide range of actiome, but the point remsims

thet meny of the questions raised are similar.

Application of the Due Process and Equal Protection Clauses18 to

15. Graetz, supra note &, at 74; sece Graetz, The 1982 Minimum Tax Amendments
a5 a First Step in the Transition to ‘& "Flat-Rute" Tax, 56 S§. Cal. L. Rev.
527, 538 (1983). : ’

16. The Contract Clause is not applicable to the federsl government, gee
Pension Benefit Guaranty Corp. v. R.A. Gray & Co., 104 S. Ct. 2709, 2719 n.9
(1984), nor are similar restrictions incorporated into the Due Process Clause
of the Fifth Amendment, see id. TAN 9; United Stetes Trust Co. v. Rew Jersey,
431 U.8. 1, 17 n.13 (1977).

17. See, e.g., Calebresi & HMelsmed, Property Rules, Lisbility Bules, snd
Inalienability: One View of the Cathedrel, 85 Herv. L. Rew. 1089 (1972).

18. One early case equated the equal protectiom requirement on states with
the takings clsuse of the Fifth Amendment. See Reagan v. Farmers® Losn &
Trust Co., 154 U.5. 362, 399 (1894) (“The equal protection of the laws, which
by the Fourteenth Amendment no state may deny to the individual, forbids
legislation, in whatever form it may be emacted, by which the property of ome
individval is, without compensation, wrested from him for the benefit of
another, or of the public.").
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economic regulation offers ome fimal constitutiomal context, salthough the
minimum scrutiny required imn such éases suggests that little more is
currently intended than limitstion of some of the most arbitrary (i.e.,
random) govermment actioms, & topic to be pursued briefly in subsection
III-A-2, For instance, no federel incoﬁe tex provision hae ever been struck
down under the Due Process Clause of the Fifth Amendment, which encompasses

this equel protection requirement,lg end retroactivity. has been held

.. . ‘ 20
permissible in other contexts &8 well.

This article does not attempt to offer a constitutional analysis of these

or any other related issues. Instead, it examines the common economic issues

19. See B. Bittker, supra note 1l, at 1-32. Leading cases upholding
retroactive tax legislation imclude Stockdale v. Atlantic Ims. Co., 87 U.S.
(20 wall.) 323 (1873); Brushaber v. Union Pac. R.R., 240 U.S. 1 (1916); Welch
v. Benry, 305 U.S. 134 (1938). Some estate and gift tax cases have held to
the  contrary, although their continuing vitality is subject to some doubt.
See Novick & Petersberger, supra note 2, at 425-32,

20. See Pension Benefit Guaranty Corp. v. R.A. Gray & Co., 104 S. Ct. 2709,
2718 (1984) ("Provided that the retroactive application of a statute is
supported by a legitimate legislative purpose furthered by rational means,
judgments about the wisdom of such legislation remain within the exclusive
province of the legislative and executive branches."); Usery v. Turmer
Elkhorn Mining Co., 428 U.S. 1, 16 (1976) ("But our cases sre clear that
legislation readjusting rights and burdens is mot unlawful solely because it
upsets otherwise seitled expectatioms. This is true even though the effect
of the legislation is to impose a mew duty or liability based on past acts."
(citations omitted)).

Turner Elkhorn offers am interesting illustrationm of the similarities among
contexts presenting transition issues. That case upheld the imposition of a
tax on existing mining companies to compensate past workers who had been
injured as a result of working in the mimes. Since the tex was to fund
compensation for past workers, it was retroactive in the broad sense used in
Section A. If the same sort of result had been achieved through evolution of
the common law to find 1liebility, there would not even have been a
constitutiomsl question in the minds of most. (Interestimgly, the Court
explicitly disclaimed the deterremce theory &s & ground for retroactive
imposition of liability, gee 428 U.S. at 17-18, which is contrary to the
argument to be presented in Part II.)
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reised in all of these contexts, regardless of their status in comstitutiomel
doctrinme. Although mo attempt will be made to offer & comprehensive and
ultimate resolution of the controversies in this field, there is little doubt
agbout the significance of the economic aspects of the problem either im their

own right or as they relate to other arguments frequently advanced.

. Windfalls Yersus Intended Redistribution

One important distinction that should be emphasized from the outset
concerns the difference between intended redistribution om the omne hand and
the imposition of geins and losses es an incidental, and sometimes
unavoidable, side-effect of government action om %he other.21 For example,
the taking of one”s home in order that the land nay be used for amn importent
public project typically does not reflect a desire to expropriate the wealth
of & handful of individuals who by chance purchased their homes in particular
locations. Compensation for such & taking 1is thought to promote the
equitabie distribution of burdens throughout & community by avoiding
distributionmal effects. By contrast, changes im rules of texation are
typically imtended to alter thg income remaining at the disposal of affected
taxpayers. Compensation fér.taxation would nullify the taex itself, and along
with it eny #rospect for rsising revenue or implementating any distributional
policy.22 | .

21. This characterization is not fully accurste since Part II will argue that
these "accidental side effects"™ are typically & desirable accompsniment of
chenge. The point here is that neither redistribution not revenue raising
per se are the objectives of the resulting distributiomal patterm.

22. 8ee, e.g., Graetz, suprs note 4, at 71, 82. Other exasmples are offered

by Semvels, supra note 8, &t 117 (public wutility regulatiom, intended
expropristion, sbsorptiom of the Law Merchant by the common lew, and some
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To the extent some reforms have incidental distributional effects, one
still might consider why redistribution necessary to rectify the s?tuati@u
should not be performed through the general tax system rather than by
directly tailored compensatory policy.23 The wmost generally applicable‘
resson is that the side-effects of ény given government action are often
sporadic relative to the overall income distribution ——- i.e., losers may be
in widely differing income classes, or concentrated among ;nly a portion of
those in an iﬁcome class. Ko general adjustment of the income tax would
offsetb these losses. Instead, adjustment would have to be targeted at.

- . ; . ' . 24
specific losers, which is tantamount to direct compensation.

e ot e . e B

additional common law changes).

23. For example, Graetz, suprs note &, at 83, discusses effects on vertical
equity, where it would seem particularly appropriate to consider this optiom.

24, There salso mey be political or other imstitutionsl ressoms, such as
buying off the interest groups likely to be adversely affected by the change,
that explain why various adjustments would be made part of the reform program
itself. See infra subsection III-B-3.



I1. ECOEOMIC ARALYSIS OF TRARSITIOHS

This Pert presents an economic amsalysis of tramsitiom policf. Section &
briefly considers the shortcomings of analysis grounded in appeals to
reliance interests or references to actors'_ expectations concerning legal
change —- which encompass the more common rhetoric in which discussiomns of
tfsnéition policy end retroactivity are conducted. A more careful amnalysis
of the tramsition question reveals issues of risk and incentives that

typically receive indirect, unsystematic, and superficial attenmtion.

The mext two Sections contain the core of the économic analysis of these
issues. Section B examines the abilities and limitatioms of the market to
maintain incentives while spreading the risk of government uncertaiﬁf&.
Section C argues that, in genersl, the factors that limit the market’s
pbtential impede government solutioms to et least as great an extent. The
methodology employed emphasizes the similarity between risks deriving from
uncertainty imn future government policy and similar risks to private actors
arising from other, more frequently discusse¢ sources. The prevailing
sesumption in our society that market solutions for allocetimng risk are
preferable to government planning are shown to apply equelly to the
transition context, which suggests thet compensation or other direct

government &ction to wmitigate risk in this context is similarly
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undesirable.25 Section D emphasizes how virtually all arguments offered both
bere and elsevhere concerning tramsitional losses are equally applicable to

wvindfall gains resulting from government reforms.

A number of important simplifying assumptioneAéill be used in this Part;
First, the discussion assesses the desirability of wverions tramsition
policies under the assumption that the ﬁransition policy to be employed in &
given context is well-known in advance and will be followed comsistently inm
.the future. A contrary approach of amnouncing one policy and frequently
using another would be difficult to maintain in the lomg run and would rais;
fairness and institutional objections. Second, the discussion assumes that
the reforms themselves are desirable at the time they are made. A strongly
contrary assumption would immédiately suggest the desirability of tramsitiom
.policies that inhibited the reform to the grestest extent possible; such
-possibilities are in large part better comsidered in assessing specific
policies rather then in determining how to best implement s policy once iﬁ
has been chosen.26 Third, I assume that there are no market imperfections

other than those specifically noted.

These assumptions have their difficulties, but are necessary to meke

substantial progress in analyzing tremsition problems. Each assumption will

——— 2 e e it e e e

25. In light of the analysis in Section I-A, which demomstrated the close
connection between general tremsition questions end the traditiomal concept
of retroactivity, the argument offered here against the desirability of
transitiomal relief casts into question part of the basis for the lomg-held
hostility toward retroactivity. Some of the hostility mno doubt relates to
some of the issues discussed inm Part III.

26. A significant related sssumption, implied by the stronger assumption

stated in text, is that the policy decisions themselves sre mot affected by
transition policy.
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be examined in more depth later in the article.27 It shouvld also be noted
that most previous discussion of trensition issues implicitly rests om the
same assumptions.28 Finally, to further gimplify the presentstion, much of
the enalysis in this Part will focus upom arguments for smd against complete,
direct compensation of those adversely affected by govermment tramsitioms;

Section IV-4 will extend the argument to other mitigation mechanisms.

A. Traditional Arguments Concerning Transitional Relief

1. Reliance on Preexisting lLaw

One of the most commonly moted arguments against permitting transitiomal
. losses to be borme by private actors is that they have justly relied on
preexisting law in making imvestments and other decisions having lasting
effects.29 Among legal theorists, however, it is well established that such

arguments are circular becesuse they assume that it is reasonable to expect

e

27. See infra subsectioms III-A-3 & 1IV-B-3 (comsistency of tramsition
policy); Section III-A (desirability of reform itself); subsections IV-B-1-d
& e (additional imperfectioms).

28. The most significant exception is that some commentators -- particularly
in the takings context -- have relaxed the secomnd assumption for part of
their enalysis. See infra Section III-A.

29, See, e.g., Graetz, supra mote &, at 49, 53, 73 (noting the prevalence of
the argument); McIntyre, Trangition Rules: Learning to Live with Tsx Reform,
Tax Botes 7, 8-9 (August 30, 1976) (same); Slawson, suprs mote 3, at 225
(seame); Hochman, supra mnote 2, at 727 (most common factor in retroactivity
cases); New York State Bar, supra unote 2, &t 22 (taking the reliamce
position); Hovick & Petersberger, Ketrosctivity in Federal Tszetionm: Part IT,
37 Texes 499, 499-504 (1959) (same); Wote, supra note 13, at 439, 441 (same).

- 20 -



that laws will pever change whereas in fact it is widely known that laws
change quité frequently, and in ways that often can be readily
anticipated.3ﬂ In the area of tax reform, for example, where reliance
arguments are often made, noone expects curremt tex rates or tax treatment of
various transactions to continue indefinitelyﬁl 4 eimilar poimt is that éne
could simply assume (or the govermment could decree) that all legal rules are
subject to change, in which case there could mever be & a contrary claim of

entitlement based upon positive 1&v.32

Another set of difficulties with the relisnce position ie that it
typically ignores the myriad weys in which one can suffer losses absent
takings or direct regulation. For example, private actors often lose just as

. . 33 . .
much from government inactionm, from government action directed toward

30. See, e.g., Munzer, supra note 2, at 430; Samuels, supra mnote 8, at
118-19, 124, 133 (offering legal realist argument concerning preexisting
rights and rights to compensation).

3l. See, e.g., Graetz, Implementing a Prégressive Consumption Tax, 92 Harw.
L. Rev. 15753, 1650-51 (1979); Graetz, supra note 4, at 75 & n.80.

32. See, e.g., L. Tribe, Americam Comstitutional Law 465 (1978) (takings
context). Cf. Graetz, supra note 15, at 538 (quoting Home Building & Loan
Ass’n v. Blaisdell, 290 U.5. 398 (1934)). This option hes been assumed
permissible from the beginning in the contract clause context. See Dartmouth
College v. Woodward, 17 U.S. (4 Wheat.) 518, 692 (1819) (Story, J.,
concurring).

The very exzistence of common law courts and a legislative process could be
seen as statements of this position. As & result, the question is an
unavoidably mnormative one concerning what sort of compensatiom or other
deference to pre-reform commitments is in order. Equivalently, the question
can be understood as determining what sort of “commitments" should be made in
the first inetance.

33. See, e.gz., Blume & Rubinfeld, supra mote 9, at 610 n.116 (example of
expected zoning changes that do not ultimately occur). - o
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... 34 . . e 35
other activities, from government resolution of comflicting uses, or

more generally from ell sorts of market changes beyond ome”s control, im
which cases it is generally essumed that thzre is w®mo entitlement to

compensstion.

e o e i L e s 2 G

34, See, e.g., Graetz, supra note 31, at 1652 (example of decreasing t&x om a
competitive product). o -

35.

We can talk asbout & landowner having a property interest im "full
enjoyment” of his land, but in reality many of the potentiasl uses
(fvll enjoyment) of ome tract are incompatible with full
enjoyment of the adjacent tract. It is more accurate to describe
_property e&s the value which each owner has left after the
inconsistencies between the two competing owners have been
resolved. And, of course, even then the situation is not static,
because new conflicts are always arising &s a result of & chenge
in the neighborhood”s character, or im technology, or im public
values. These changes will revise once again the permitted amnd
permisgible uses which we call property. Property is thus the
result of the process of competition. '

Once reoriented to this more fluid concept of property as
economic value defined by & process of competitiom, the question
of when to compensate a diminution im the wvalue o0f property
resulting from government activity becomes a much less difficult
one to formulate. The question mnow 1is: to what kind of
competition ought existing values be exposed; and, from what kind
of competition ocught existimng values be protected.

Sax, supra mnote 8, at 61 (footnote omitted). The argument in subsection
11-C-2 is essentially that if omne believes sufficiently in the market to.
reject general protections from competition im that arena, -the natural
conclusion in terms of govermment activity is that mno protection should be
extended here either.

36. Of course, if one could overcome problems with the state action
distinction, see gemerally L. Tribe, supra mote 32, at 1147-74; Kennedy &
Michelman, Are Property end Contract Efficient?, 8 Hofstra L. Rev. 71l
(1980), this latter example can readily be distinguished because the losses
result from private rather than govermment action. Suck a distinction is
insufficient, however, because it begs the gquestion of whby government
compensatory efforts would be thought undesirsble im ome context and
necessary im enother. This government/private comparisom ie pursued at
length in Sectioms B and C.
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Moreover, even if actors ratiomally expect that there will be no legal
change of a given type, there is still the question of what they are entitled
to expect.37 For example, comsider a product or activity previously assumed
to be safe ~- &n assumption rationslly based on existing evidence, but by no
mesns indicating & certsinty that it might not prove dangerous in the
future. It is then discovered thast the product results in the illness or
deaths of thousands of people. In such circumstances, . it is generally
believed38 that a prohibition combined with & refusal to paey full
preexisting wmarket value to those whose investments are rendered less
valuable is just for precisely the reason that there does mnot exist &

legitimate expectation of continuing to profit from such activity.

The logic of this illustration applies to amy change in preexisting law..
The issue that varies from case to case concerns the legitimacy of

. , .03 s . . .
expectation of future profit. 9 But the legitimacy question is normative,

37. See, e.g., L. Tribe, supra note 32, at 469 (discussing this differenmce in
the context of interpretations of the Contracts Clause); Greenblatt, supra
note 2, at 553 (no strong interest in reliance on continuing lmperfectlon in
enforcement) Munzer, supra note 2, at 432-33 (retroactivity conmtext); Sax,
Takings, Private Property and Prgperty Rights, 81 Yale L.J. 149, 180 n.64
(1971).

38. For example, there is 1little support to compensate the makers of
asbestos, DES, and the like for profits that might have been obtained if
production had continued. To the contrary, it is commonly thought
appropriaste that such firms pay damages for their past actioms as well, even

if the probability of harm at the time of production was not thought to be
high.

39. This simple argument is hardly new, see, €.2., Sax, supra note 8§, at
48-50 (criticizing noxious use distinction im tsakings context), but the
position to which it responds continues to confuse the analysis of many of
these questioms. See «» Epstein, Taxsation, Reguletion, and Confiscation,
20 Osgoode Eall L.J. k33 436 (1982) (seeing "no principled way that the
exception, so useful in nuisance control matters, can account £Or ... maJor
forms of social regulation™).
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and requires an &nalysis of when compensation or other protection is

~desirable. Direct invocatioms of a "reliance interest™ beg this questionm.

2, Expectations of Legal Change

Although the reliance argument favoring protection of investment
interests is éircular, it is insufficient to rely om the counter-argument
that legal change should always be expected, thus eliminating eny argument in
favor of compensation. At the broadest level, it simply does not follow from
the fact that legal change might be expected that it is normatively

inappropriate to compensate im any circumstances.

The sargument that légal change is to be expected is also highly
misleading at the level of fact because the recognition that the legal system
is dynamic does not directly translate into clairvoyance concerning the
precise changes that will occur. For example, Bittker has noted the commonly
advanced "theory that midyear ététutory changes [in the tax laws] are so
common that taxpayers cannot reasonably expect the statué quo to continue and
should therefore take the likelihood of change into‘account wvhen entering
into business transactious."Ap Of course, even in years of majof tax reform,
it is typically the case that the bulk of existing tax provisions remain
unchanged, and although some particular changes can readily be anticipated,

others cannot. Simply put, the issue of whether a specific change can be

40. B. Bittker, supra mote 11, at 1-30; see Quinn & Trebilcock, supra mote 7,
at 157.
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gnticipated is 8 matter of degree, and the all-or-mothing approach of deeming
particular expectations of change rational or irratiomal eimply confuses the
issue.41 Perceptive investors will typically act onm probability estimates of
various changes in the legal régime, just a&s they will take into account the
probabilities of relevant events concerning acts by private parties -- such
as anticipated future demand and behavior of competitors -— and acts of
n#ture ——- such as weather patternms and the ultimate feasibility of untested

inventions. In addition, as any of these probabilities change, so will the

41. Many discussions of expectations often implicitly take an all-or-nothing
approach. See, e.g., Berger, supra note 2, at 174, 196, 210; Michelman,
supra note 14, at 1241-42, 1244; Quinn & Trebilcock, supra note 7, at 121,
0f course, the reliance position discussed in subsection II-A-1 is far more
slmplistlc in that it implicitly assumed that the probability of any change
is zero. In a related context, Ackerman takes what amounts to an
.all-or-nothing approach to the question of notice of governmental change,
deeming it unfair if "antithetic to the premises upon which the economy was

operating at the time of purchase.” Ackerman, Regulating Slum Bousing
Markets On Behalf of the Poor: Of Housing Codes, Housing Subsidies and Income
Redistribution Policy, 80 Yale L.J. 1093, 1161-65 (1971) (emphasis omitted).
See also subsection IV-B-2-b (notice of change)

Munzer, although recognizing that "predictions involve probabilistic
judgments, [deems] an expectation ratiomal if the probability assigned to the
predlcted event corresponds suitably to the actual likelihood that it will
occur." Munzer, supras note 2, at 430. Yet his snalysis seems to require a
determination of what prob&bllxty levels are sufficient to eliminate the
justification for protection and there is mo apparent source for such a
conclusion, nmor is it clear why he believes that the probability level has
anything to do with the desirability of protection. He also suggests that
‘rationaelity may be a function of the ability of actors to anticipate
subsequent actions, see id. at 431, without explaining how any expectation of
no change could ever be ratiomal in light of actual change. In other words,
if ex ante expectations are to be judged by ex post actioms, it is hard to
understand how his enalysis leaves a significant role for rationally
unanticipated change. For example, im his analysis of United States Trust
Co. v. Rew Jersey, 431 U.S. 1 (1977), he seems to ergue thst hindsight
reveals thet the probability of change was nomminiscule, 8o the contrary
expectation was mnot rational, see Munzer, supra, et 457-58, which seems
additionally wunfair since he does mot &pply the same hindsight to the
government” s ressonable expectsations, see id. at 459.
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. . . 2
market values of various assets, as described in Part 1.4

It will prove important for much of the amalysis to follow that
expectations are a matter of degree. Many of the relevant consideratioms
arise precisely because there exists uncertaihty. For example, if
compensaticn was not required for takings, ore would expect purchasers of
land to have paid less43 to reflect the probébility that the land will be
taken.44 On the other hand, one would hardly expect such prices to be zero.
Thus, if the land were taken, owners would be worse off in spite of the

adjustment in lend prices because they will kLave lost their investment,

42. To the extent full compensation was anticipated to be available to cover
all changes in value vresulting from government policies, changes in
probabilities would not affect value. The resson is that oversll market value
will consist of a weighted combination of the value assuming no government
reform and the value if reform is implemented. By definition, full
compensation makes the latter equal the former, s8¢ market value is unaffected
by government. action. In this semse, expectations would always be reslized.

43, This is strictly a ceteris paribus argument; in particular, no claim is
made that property could not gemnerally be more valusble as & result of the
government activity, even after taking saccount the decrease in value due to
the possibility of an uncompensated tsking. See subsection II-D-1, For the
purposes of the argument it might be best to consider an example in which the
project, and thus the resulting benefits, will be built with certainty, and
the only uncertainty concerns whose land will be used for the project. 1In
any event, the argument im text omnly relies om the relative point that the
value will be less without compe