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WHY THE LEGALSYSTEMIS LESSEFFICIENT
THAN THE INCOMETAX
IN REDISTRIBUTING INCOME
LOUIS KAPLOWand STEVENSHAVELL*

IN economic analysis of law, normative judgments about legal rules are
usually based on the rules' efficiency, regardless of their effects on the
distribution of income. As a consequence, the economic approach is often
criticized. Such criticism would be moot if the income tax systemunderstood here to include possible transfer payments to the poor-could
be used freely to achieve any desired distribution of income. But income
taxes and transfer payments distort incentives to work, limiting the degree to which it is socially desirable to employ the income tax system to
redistribute income. The question therefore arises whether legal rules1
should be used to take up some of the slack and promote distributional
objectives,2 even if at a sacrifice to efficiency.
In this article, we develop the argument that redistribution through
legal rules offers no advantage over redistribution through the income
tax system and typically is less efficient.3 The reason is that using legal
* Professors, HarvardLaw School, and Research Associates, the National Bureau of
Economic Research. We are gratefulfor comments from Jennifer Arlen, Reuven AviYonah, David Charny,A. MitchellPolinsky,Alvin Warren,and participantsin a workshop
at GeorgetownUniversityLaw Center.
l For purposesof this article,the term "legal rules" refersto rules otherthan those that
define the income tax and welfare system.
2 Our discussion concerns the overall distributionof income or wealth, not entitlement
to paymentbased on desert.
3 The first model establishingthis point is in Steven Shavell, A Note on Efficiencyvs.
DistributionalEquityin LegalRulemaking:ShouldDistributionalEquityMatterGivenOptimalIncomeTaxation?71 Am. Econ. Rev. 414 (1981).A relatedargumentis madein Aanund
Hylland & RichardZeckhauser,DistributionalObjectives Should Affect Taxes but Not
ProgramChoice or Design, 81 Scand. J. Econ. 264 (1979). (For extensions and further
applications,see Louis Kaplow,Shouldthe Government'sAllocationBranchBe Concerned
about the DistortionaryCost of Taxationand DistributiveEffects? (DiscussionPaperNo.
137, HarvardLaw School Programin Law and Economics 1993).)
It does not appear, however, that the point is understoodin legal academia. See, for
[Journalof Legal Studies, vol. XXIII (June 1994)]
? 1994by The Universityof Chicago.All rightsreserved. 0047-2530/94/2302-0001$01.50
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rules to redistribute income distorts work incentives fully as much as the
income tax system-because the distortion is caused by the redistribution
itself--and also creates inefficiencies in the activities regulated by the
legal rules.
To illustrate, suppose that high-income individuals are subject to an
income tax of 30 percent and that, in principle, further redistribution to
the poor would be desirable. Would we want to adopt an inefficient legal
rule because it redistributes an additional 1 percent of high earners' income to the poor? Under such a regime, high-earning individuals would
surrender 31 percent of each additional dollar of income: 30 percent
would go to the tax authority, and 1 percent would be taken by the legal
system. Now assume, instead, that an efficient legal rule is retained and
the income tax rate for high earners is raised to 31 percent. Then they
would be in the same position and would be induced to work the same
amount as under the inefficient regime. (The increase in the tax rate from
30 to 31 percent does not reduce their incentive to work because it is
offset by the 1 percent decrease in the implicit tax that was associated
with the inefficient legal rule.) The added tax revenue could be given to
the poor, just as under the regime with the inefficient legal rule. Hence,
redistribution using the 31 percent income tax and the efficient legal rule
differs in only one respect from redistribution using the inefficient legal
rule with the 30 percent income tax: because redistribution is accomplished in the presence of an efficient legal rule, resources would, by
definition, be saved. With this savings, all individuals could be made
better off (for example, by reducing taxes and increasing payments to the
poor).

example, Guido Calabresi,The Pointlessnessof Pareto:CarryingCoase Further,100Yale
L. J. 1211, 1224n.36 (1991)("far from obvious that, as a generalmatter,tax and welfare
programsare more efficientthan a mixtureof these and of other rules of law"); Duncan
Kennedy, Distributiveand PaternalistMotives in Contractand Tort Law, with Special
Reference to CompulsoryTerms and Unequal BargainingPower, 41 Md. L. Rev. 563,
613 (1982)(inefficienciesfrom compulsoryterms and from redistributionthroughtaxation
"involve exactly the same kinds of waste," leaving a difficultempiricalquestion as to
which is preferable);AnthonyT. Kronman,ContractLaw and DistributiveJustice, 89 Yale
L. J. 472, 508 (1980)(becausetaxationandcontractualregulationboth have efficiencycosts,
determiningthe preferablemeans of redistributionraises an empiricalquestionthat "must
be resolved on a case-by-casebasis, in the light of detailedinformationabout the circumstances likely to influencethe effectivenessof each methodof redistribution").In addition,
JenniferArlendoes not take into accountthe existence of the incometax system in arguing
that legal rules should reflect parties' wealth. See JenniferH. Arlen, Should Defendants'
WealthMatter?21 J. Legal Stud. 413 (1992)(discussedin note 14 infra); see also id. at 428
(noting that basing liabilityon defendants'wealth would affect incentives to accumulate
wealth, but claimingthat "no matterwhat the outcomeof [furtheranalysisof the issue], it
is clear that the conventionalanalysis ... is not theoreticallysound").
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More generally, we show that, even though the income tax distorts
work incentives, any regime with an inefficient legal rule can be replaced
by a regime with an efficient legal rule and a modified income tax system
designed so that every person is made better off. In Section I, we present
the analysis leading to this conclusion. In Section II, we discuss briefly
the general role of legal rules in redistribution and when, if ever, it is
efficient for legal rules to take into account parties' wealth.
I.

ANALYSIS

We provide here an informal demonstration of our result: given any
regime with an inefficient legal rule (notably, one intended to help achieve
a redistributive goal), there exists an alternative regime with an efficient
legal rule and a modified income tax system in which all individuals are
better off. For concreteness, we will use a specific example in our analysis, but it will be clear that our argument does not depend on the particulars of the example. (For a formal proof, and discussion of certain qualifications, see the Appendix.)
Suppose that individuals engage in an activity that may cause accidents, the likelihood of which may be reduced by potential injurers' exercise of care. It is a familiar result that the strict liability rule-under
which individuals pay for the harm they cause-leads to efficient behavior. Suppose that each individual's expected net accident costs under this
rule, denoted a, are $1,000. These equal the cost of care, harm suffered,
and damages paid, less damages received.
Compare this efficient legal rule to an inefficient one that redistributes
income from higher- to lower-income individuals. (Redistribution might
be accomplished, for example, by setting damages higher when the injurer is wealthy and lower when the injurer is poor. Such a redistributive
legal rule would be inefficient: it would induce the wealthy to take more
care and the poor to take less care than is efficient.) Let us denote the
net expected accident costs-the cost of care, harm suffered, and damages paid, less damages received-individuals bear under this rule by
a(y); that is, an individual's accident costs are a function of his income,
y. (Expected accident costs must be a function of income if the rule is to
redistribute income relative to a rule under which everyone's accident
costs are the same.)
In particular, suppose that relative to the efficient rule the poorest
(those with income of $0) benefit by $500 and the richest (those with
income of $100,000) lose $1,000, with a linear relationship in between.
Figure 1 depicts accident costs under this inefficient rule and also under
the efficient strict liability rule. Relative to the efficient rule, the ineffi-
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FIGURE 1

cient legal rule redistributes from those with incomes over $33,333 to
those with lower incomes.
To complete the description of the regime with the inefficient rule,
assume that there is an income tax with a rate of 20 percent. In particular,
individuals pay tax on 20 percent of their income to the extent it exceeds
$10,000; individuals with income under $10,000 receive transfer payments
equaling 20 percent of the difference (so those earning no income receive
$2,000).4 This tax system, denoted t, is illustrated by the solid line in
Figure 2.
In Figure 2, we also show a dashed line for t + a, which represents
individuals' total payments under the tax system and on account of accidents in the regime with the inefficient legal rule. It is this combination
that determines an individual's welfare level and work incentives. With
4 This may be familiarto some readersas a negativeincome tax. It also is analogousto
a conventionalincome tax combinedwith a welfaresystem.

EFFICIENCYIN REDISTRIBUTION

671

$

/

t+a

/
/
/

18,000-

/
/
/
/
/
/
/
/
/
/

t: tax system with inefficientrule
t+a: tax system plus accident costs with inefficient rule

FIGURE2

regard to the latter, we emphasize that when an individual with income
y contemplates earning additional income by working harder, his total
marginal expected payments equal the sum of his marginal tax payment
and the expected marginal cost on account of accidents.5
Having described the regime under the inefficient legal rule, we will
demonstrate that all individuals can be made better off in a regime with
the efficient legal rule and an altered income tax system. Consider the
5 Of course, the extent to which individualsaccuratelyperceive both their marginaltax
rateand the amountimplicitlytaxed by the legal system is an empiricalquestion.We think
it plausiblethat if the legal system redistributeda significantamountof income, individuals
would take this into account. (Afterall, individualsoften would not need to understandthe
effects of legal rules; rather, they might simply observe, for example, the resultinghigh
prices of productsboughtdisproportionatelyby the rich.) If they misestimatedthe extent
of redistribution,there is no compellingreason to assume that their guesses would be too
low ratherthan too high.
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modified income tax depicted in Figure 3. The solid line, t + a, which
represents individuals' total payments under the regime with the inefficient legal rule, is copied from Figure 2. The dashed line, which represents the new income tax, t, is obtained by subtracting ad(which, recall,
equals $1,000 for all income levels) from the line t + a. The two tax
regimes are compared in Figure 4.6
We can now describe individuals' behavior and welfare under the efficient legal rule combined with the new income tax. The total effect of
the tax and accident costs is given by the sum t + ad.But, by construction,
this expression is identical to t + a for any income level. (After all, t is
constructed by subtracting a from t + a. When a is added back, the
result must equal t + a.) Thus, individuals who earn income y have
6 The schedule t(y) is steeper than t(y)-that is, more redistributive-by precisely the
amountby which a(y) is steeper than d, as depictedin Figure 1.
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the same level of welfare under each regime. Moreover, each individual
(whatever his ability) will choose to earn the same income under each
regime because his incentives will be unchanged' a marginal dollar earned
will result in the same incremental costs (taxes plus accident costs) under
both regimes.
Although work effort and an individual's after-tax welfare are identical
under the two regimes, the state collects more tax revenue in the new
regime because it involves a more efficient legal rule. To see why this
must be true, we first compare total available resources in each regime.
Because individuals' work effort is unaffected by the new regime, total
earnings will be the same. But the inefficient role by definition wastes
resources relative to the efficient role, so total resources must be greater
under the new regime. Yet the new income tax leaves individuals with
the same income as in the initial regime. Thus, it must be that the new
tax collects all the resources saved by the efficient legal rule. Indeed, the
new tax was constructed precisely to produce this result.
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To illustrate, consider the case in which individuals' income is uniformly distributed over the range from $0 to $100,000. It is straightforward to calculate that the per capita cost of the inefficient legal rule is
$250. The per capita revenue under the original income tax, t, is $8,000,
and per capita revenue under the modified income tax, t,-is $8,250. Indeed, the modified tax collects greater revenue by an amount that just
equals the resources wasted by the inefficient legal rule.
The conclusion is that adopting the efficient legal rule, with an appropriate change in the income tax, leaves all individuals equally well off
but leaves the government with a surplus. With this additional revenue,
the government can make each individual better off for example, by
lowering taxes (for the poor, increasing transfers) by a fixed amount for
each individual or spending the funds on a public good that benefits everyone.7
II.

DISCUSSION

(a) Factors bearing on redistribution through legal rules. In this article, we have emphasized that redistribution through legal rules is less
efficient than redistribution through the income tax. Other more familiar
considerations of feasibility and accuracy also favor redistribution
through the income tax system.8 Specifically, the income tax system (including transfer programs) can redistribute from all the rich to all the
poor,9 whereas legal rules have substantially less redistributive potential.
First, when parties are in a contractual relationship, it is well understood
that redistribution usually is not accomplished because prices generally
adjust to reflect the expected cost of legal rules.1? Second, when redistri7 In practice,redistributionthroughthe incometax ratherthanthroughlegal rules would
not literallymake everyone better off. Inevitably,some would gain more than others and
a few might lose. Systematicdistributiveeffects across income levels can be avoided by
adjustingthe income tax, which leaves the possibilityof sporadicunequaltreatmentwithin
income classes. There is, however, no reason that such inequalitywould be greaterwhen
using the income tax ratherthan legal rules to redistributeincome. For reasons noted in
Section II(a) one mightexpect legal rules to fare worse on this account.
8 See, for example,A. MitchellPolinsky,An Introductionto Law andEconomics 124-27
(2d ed. 1989).
9 Many exceptions, such as adjustmentsfor numbersof dependents,presumablyreflect
aspects of distributionalpolicy. Others, such as those that result from tax evasion and
welfarefraud,maybe addressedin manyways (increasingenforcement,augmentingincome
taxes with luxurytaxes). It would be surprising,however, if courts could more accurately
determinetrue income in, say, private tort disputes than in tax evasion or welfare fraud
enforcementproceedings.
10Contractrules may affect distributionif prices are also regulated,but then the price
regulationitself may be used to accomplishredistributionamongsuch parties. Also, there
may be some incidentaldistributiveeffects of contractrules, such as when some individuals
must expend resourcesto opt out of defaultrules that are suitablefor others.
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bution is possible, it tends to be limitedto those few who become parties
to lawsuits. And even then, redistributionmay be haphazard.(A proplaintiff rule may be redistributiveif plaintiffs, on average, are poorer
than defendants, but unless this is uniformlytrue, the redistributionwill
flow in the wrong direction in some cases.)11The latter problemcan be
avoided only if the legal rule depends directly on parties' incomes, a
policy that few have proposed. Furthermore,if one is preparedto go
that far, it becomes difficult to understandwhy one would administer
redistributionin such an ad hoc and inefficient manner rather than
throughthe income tax system.12
An argumentsometimes offered in favor of redistributionthroughlegal
rules is that the tax system falls short of optimalredistributivetaxationperhapsbecause of the balance of politicalpower in the legislature.This
argumentraises questions that we do not seek to addressabout the function of courts in a democracy. In any case, it seems unlikely that courts
can accomplishsignificantredistributionthroughthe legal system without
attractingthe attention of legislators. Also, much legal reformpresently
under consideration, such as tort reform, is in the jurisdictionof legislatures.
These points, combinedwith this article's efficiency argument,suggest
that normativeeconomic analysis of legal rules should be primarilyconcerned with efficiency rather than the distributionof income. Nonetheless, analyzingdistributionmay be important,because those formulating
income tax policy need to be aware of any significantdistributiveeffects
of legal rules that would not otherwisebe apparent,such as from studying
informationon the actual distributionof income. Distributiveeffects, of
course, are identifiedby economic analysis that examines the costs and
benefits of legal rules-the same sort of analysis used to determinewhich
rules are efficient.

(b) Is it ever efficientfor legal rules to take account of parties'

wealth? We have arguedthat it is inefficientfor legal rules to take into
account parties' wealth in orderto redistributeincome. We now consider
whether there may be other reasons for legal rules to depend on parties'
wealth.
Because the poor are more risk-aversethan the rich, the efficient allo-

n Even when a party appearsto be rich, the redistributiveeffect may be more limited.
For example, when corporationspay more for injuriesto third parties, consumerprices
and wages will be affected.
12 Thus, although we did not consider the possible additionaladministrativecosts of
increasingthe amountof redistributionthroughthe incometax, it seems plausiblethatthese
costs would be less thanthose of achievingsignificant,well-targetedredistributionthrough
legal rules.
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cation of risk might appear to justify taking wealth into account in the
design of legal rules. For example, poor injurers might be assessed lower
damages, the law's generosity providing them implicit partial liability
insurance. Yet, if liability insurance is available in the marketplace, it is
inefficient to adjust damages to reflect risk aversion.'3 Insurance purchases will provide the optimal degree of risk mitigation; furthermore,
imposition of damages fully equal to harm is necessary to induce potential
injurers and their insurers to take complete account of harm that might
be caused. Thus, any adjustment in legal rules due to parties' risk aversion, as evidenced by their wealth, must be premised on a failure in
insurance markets.'4
Nevertheless, it often is efficient for damages to reflect the victim's
income. When an injury involves lost future earnings, the level of earnings indicates the extent of economic loss.15 In addition, under a negligence rule, sometimes it is efficient for the standard of care to depend
on parties' income. To illustrate, suppose that a precaution that reduces
expected accident costs by $15 takes an hour of effort. This precaution
would be efficient for individuals who can otherwise earn only $10 an
hour but not for those whose opportunity cost is $20 an hour.16
13This is demonstratedin Steven Shavell, On Liabilityand Insurance,13 Bell J. Econ.
120(1982).
14JenniferArlen, supra note 3, argues that, when parties are risk-averse,their wealth
shouldaffect the level of liability-even in the presence of perfect insurancemarketsand
completeinsurance.Her resultderives from the assumptionthat the rich value wealth less
atthe marginthanthe poor (whichis formallyequivalentto the assumptionthat individuals
are risk-averse).Therefore,social welfareis advancedby usingthe legal system to transfer
wealthfrom the rich to the poor; in her model, this is accomplishedby imposinghigher
liabilityon the rich. Yet she describesthe social desirabilityof higherliabilityon the rich
asan aspect of optimaldeterrence,not as the maskedtransferof wealth that it is. In fact,
acomplete analysis of her model would lead to the conclusionthat the socially ideal outcomeinvolves damagesthat fully equalizethe wealthof the victimand the injurer.Indeed,
ifthe victim were rich, he would pay "damages"to the injurer!Obviously, it would not
be socially desirable to take parties' wealth into account in the mannerArlen suggests
unlessthe income tax were unavailablefor redistributivepurposes.For furtherdiscussion
ofArlen's article, see ThomasJ. Miceli& KathleenSegerson,DefiningEfficientCare:The
Roleof Income Redistribution,24 J. Legal Stud. (1995, in press).
15The argumentassumes that injurershave some advance knowledgeof the economic
lossthey might cause. Ifthey knew only average losses for all victims, a rule providing
thatdamagesequal averageharmwould be equallyefficient.See Louis Kaplow & Steven
Shavell,Accuracyin the Assessment of Damages(WorkingPaperNo. 4287, NationalBureauof Economic Research 1993).
16An implicitassumptionin this argumentis thatit is not possiblesimplyto hire someone
elseto undertakethe precaution.Also, note that undera rule of strict liability, damages
shouldequal $15 ratherthan assessing higherdamageson the rich in orderto induce them
totake the same care that others take.
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CONCLUSION

Redistribution is accomplished more efficiently through the income tax
system than through the use of legal rules, even when redistributive taxes
distort behavior. Redistribution through legal rules causes the same inefficiency as taxes with regard to the labor-leisure choice: the distortion is
caused by the redistribution itself and is not particular to the mechanism
by which it is accomplished. And when redistribution involves choosing
less efficient legal rules, additional costs are incurred. This argument,
along with others that are more familiar, suggests that it is appropriate
for economic analysis of legal rules to focus on efficiency and to ignore
the distribution of income in offering normative judgments.'7
APPENDIX
FORMAL
PROOFANDREMARKS
The model parallels the illustration in Section I. Individuals exercise care x
and cause accidents with probability p(x), with p' < O,p" > 0. An accident causes
harm of h, which is borne equally by all individuals.18 Individuals differ in their
ability a to earn income y through labor effort ~, where y(cx) = at and (for
notational simplicity) cxis distributed uniformly on the interval [0,1]. Individuals
who cause accidents pay damages of d. The income tax schedule is t(y).
We begin with an inefficient legal rule in which damages are d(yx, Yv), where
YI is the injurer's income and Yv is the victim's income. (Allowing damages to
depend on parties' incomes makes redistribution possible.) Each individual
chooses labor effort,
and care, x, to maximize expected utility, which is

e,

EU = y - e - t(y) - x - ph - p(x) J d(y, yv(a))dt

(

+ lp(x(yi(ot)))d(yi(c),y)da,
where p is the average probability that others will cause a person harm and where,
recall, y = c?. The first four terms on the right side are income, work effort,
income tax payments, and care. Next, utility is reduced by the expected harm a
person suffers, ph. The final two terms represent payments made and received
under the legal rule. Payments are made when a person causes an accident, which
has probability p(x); damages, in turn, depend on a person's own income, y (when
one is the injurer), and each possible victim's income (yv(a) is the income earned
by the type of individual who has ability (x)-the integral measures the total over
17Conventionalefficiency analysis of legal rules that abstractsfrom the distributionof
income typically will yield the same result as an analysis that fully incorporatesboth the
distributiveeffects of legal rules and adjustmentsto the income tax system. The conventional approach,however, is preferableon groundsof simplicity.
18Alternatively,it could be assumedthateach individualbearsharmwith equalprobability, so that the expected harmis the same for each individual.
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all possible victims. Payments are received when one is injured;each type of
individualcauses an accident with probabilityp(x(yi(a))) and pays damagesreflecting his income-the integral measures the sum over all types who might
injurea person.19
We now comparethis regimeto one with an efficientlegal rule and a modified
income tax system. The efficient rule is d = h; as is well known, under strict
liabilitywhen injurerspay damagesequal to harmcaused, all costs are internalized, so actors are induced to take the level of care that minimizesthe sum of
the cost of care and expected harm. We denote this efficient level of care as x
and observe that it is independentof one's income level. It will be useful to
denote the inefficiencycaused by the damagesrule d(yi, Yv) by
~r=
Jo

[x(y(a)) + p(x(y(a)))h] - [X + p(X)h]i da.

(A2)

Because the damage rule d is inefficient, xris positive. (The integrandis positive whenever x(y(a)) is unequalto efficientcare~x.)20
In the regime with the efficient damagesrule d = h, let the modifiedincome
tax be
t(y) = t(y) + x(y) + ph + p(x(y)) d(y, yv(a))da
r
i
i
- [x + p(X)h
fJ p(x(yi(oO)))d(y(a),y)dt\]
].

~~~~~~~~~(A3)

Note that, as in Section I, the new income tax, t(y), is constructedby beginning
with the initial income tax, t(y), adding total accident costs under the initial,
inefficientregimeand subtractingtotal accident costs underthe efficientregime.
The formertotal (underthe inefficientrule) is the firstterm in largebrackets:the
cost of care, harm suffered, and expected damage payments, minus expected
damageawardsreceived. The latter (underthe efficientrule) is the second term
in largebrackets:the cost of care and expected damagepayments(harmsuffered
is precisely offset by expected damageawardsreceived). As a result of the first
adjustment,the new income tax changes with income in exactly the way that
accident-relatedcosts did under the inefficient liability rule. Thus, if higherincome individualspaid more in damages,now they pay more in taxes instead.
We next demonstratethat the expected utility of individualswill be the same
underthe new tax t(y) and the efficientlegal rule as it is underthe initialincome
tax and the inefficientrule. Recall that, underthe efficientlegal rule, all individuals (regardlessof income) choose the same level of care, x. Also, as just noted,
expected harm suffered is just offset by expected damage awards received because damagesequal harm. Hence, in the new regime, individualschoose labor
effort ? to maximizeexpected utility, which is
19The last four terms togethercorrespondto the expressiona(y) in the notationof Section I.
20In particular,wheneverthe damagerule d results in an expected paymentexceeding
h (as it would when injurersare relativelywealthy, if the rule is redistributivein a manner
that favors the poor), injurerswill take excessive care. Similarly,when the damagerule d
results in an expected paymentless than h (as when injurersare relativelypoor), injurers
will take too little care.
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(A4)

If one uses (A3) to substitute for t(y) in (A4) and compares the result to (A1),
the expression for expected utility in the initial regime, it is apparent that, for
any income level y,
EU = EU.
(A5)
Because expected utility is the same for any level of labor effort, e, individuals
of any given ability will choose the same labor effort under both regimes. This,
in turn, implies that their welfare will be identical under both regimes.
Finally, we show that tax revenues are greater under the modified income tax.
In particular,
|1 (y(a)) da =
o

t(y(a))dct+

*r.

(A6)

Jo

This follows directly from the definitions of t(y) in (A3) and ,r in (A2). After all,
t(y) is constructed to equal t(y), plus the total accident costs under the inefficient
rule minus the total accident costs under the efficient rule. And Tris defined to
equal just this difference in accident costs. (The only difference between the
bracketed expressions in [A3] and the right side of [A2] is that the former includes
terms for damages individuals pay and receive. But when one integrates over all
individuals, the total of damages paid and received are equal, so these components are precisely offsetting.)
One can define a new tax by t(y)-~r. (That is, the savings in accident costs are
uniformly rebated, in a lump-sum manner, to the entire population.) Under this
tax, labor effort will be unchanged (since the tax differs from t(y) by a constant),21
so revenues will now be the same as under the initial tax, t(y). Each individual
is better off by ~r.
Remarks. (a) Generality of the result. It should be apparent that our result
does not depend on the nature of the activity (for example, one could incorporate
victim care), the form of the legal rule, the income tax system,22 or the distribution
of ability. The result might appear to depend on some features of the utility
risk neutrality, the lack of income effects, and care being
function-notably,
independent of ability. Relaxing these assumptions would make determination of
the efficient legal rule more complicated. It would remain true, however, that
if the redistribution accomplished through an inefficient legal rule were instead
achieved through a modification of the tax system, resources would be saved and
all individuals could be made better off.
(b) Excise taxes versus legal rules as redistributive devices. Reasoning similar
to that in our article suggests the superiority of excise taxes over legal rules as

21 The utility function(A1) involves no income effects; if there were income effects, the
argumentwould hold except that the amountof rebate that would restore budgetbalance
would be less than rr.
22For convenience, we examine the distributionof income with an income tax as the
redistributivetool. In a dynamicanalysis, one mightwish to distinguishthe distributionof
consumptionor wealthfromthe distributionof income(andconsiderconsumptionor wealth
taxes in additionto an income tax), which would raise the issue of distortingsavings. One
can think of the labor-leisuredistortionas exemplifyingany distortionthat results from a
generalredistributivetax.
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redistributive tools. Suppose, for example, that there is an inefficient legal rule
that requires excessive care by owners of yachts. Moreover, assume that this
rule has desirable distributive features because yacht owners are usually wealthier
than those injured by yachts. The inefficiency caused by this rule will have three
components: excessive care is by definition more costly than the harm prevented;
yachting is made more expensive, which distorts choices between yachting and
other activities (for example, playing golf); and income buys less for the rich,
which distorts their labor-leisure choices.
Consider the alternative of using an efficient legal rule combined with an appropriate excise tax on yachting, the proceeds to be distributed to low-income individuals (perhaps the victims of yachting accidents). Distortions of the amount of
yachting and labor-leisure decisions would remain the same: the rich would pay
more on account of the excise tax rather than on account of bearing higher
accident costs (the sum of prevention costs and expected liability payments).23
But the first inefficiency, excessive care, would be avoided. Thus, the excise tax
would allow more efficient redistribution than the legal rule.
Observe, however, that an excise tax is a less efficient means of redistribution
than the income tax, because the excise tax distorts the amount of yachting
whereas the income tax does not.24 Thus, if one wishes to redistribute income,
the most efficient choice typically will be the income tax, the second choice would
be an excise tax (as with luxury taxes), and the worst alternative would be an
inefficient legal rule with desirable distributive consequences.
(c) Qualifications and the relationship between our result and those in the
literature on optimal taxation. Our result is analogous to results on optimal
taxation. In simple cases, specific commodity excises are inefficient in the
presence of an optimal income tax.25 This conclusion does not hold generally,
however, because taxes or subsidies on particular commodities might have
23Analogous to the effects of excise taxes are subsidies for particularpurchases. The
familiarargumentis that in-kindwelfare assistance (for example, free housingratherthan
cash of equal marketvalue) is inefficientbecause it distortschoices such as that between
housing and food purchases, in additionto creatingpotentialwork disincentivesfor the
poor that would result from cash assistance as well. Althoughone mightjustify in-kind
welfare programson other grounds-for example, because we paternalisticallywish to
force the poor to spend on food and housing-it is difficultto apply such argumentsin the
context of redistributionthroughlegal rules. (We would not channelredistributionthrough
a tort rule because we wished the poor to be in more accidentscaused by the rich.)
24Under the Ramseytax rule, the efficiencyof such an excise tax would dependon the
elasticity of demandfor yachting. But, as explainedin the followingremarkand note 25,
this analysisis inapplicablein the presenceof an incometax. An excise tax, however, may
be superiorif the amountof yachtingwere excessive, as it might be under a negligence
rule. See Steven Shavell, Strict Liabilityversus Negligence, 9 J. Legal Stud. 1 (1980).
25For a useful survey of the literatureand discussion of the ideas presented in this
remark,see Joseph E. Stiglitz, Pareto Efficientand OptimalTaxationand the New New
WelfareEconomics, in 2 Handbookof Public Economics991, 1023-27(Alan J. Auerbach
& MartinFeldsteineds. 1987).The surveyexplainswhy the familiarRamseytax rule-that
tax rates on commoditiesshould vary inversely with demandelasticities-is inapplicable
in the presence of an income tax. (Whenan income tax is present, one can raise revenue
withoutcausingany distortionin choices amongcommodities.Hence, differentialtaxation
of commoditiesis only useful when it reduces the labor-leisuredistortion,as explainedin
the text.)
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indirect effects that reduce the distortion of an income tax. In particular,by
taxing complementsof leisure and by subsidizingsubstitutes,one can reduce the
labor-leisuredistortionand therebyimprovewelfareby morethanthe inefficiency
that results from distortedpurchasesof the taxed or subsidizedcommodities.
Analogously, if there were legal disputes involving activities that were strong
complements of or substitutes for leisure, one might select rules that provided
additionalpenalties or subsidies relative to what an efficientrule would involve.
(As the excise tax discussion suggests, however, this would be the most efficient
choice only if taxes or subsidies on the activities themselves were infeasible.)
Such penalties and subsidies, however, are not conventionally redistributive:
whetheran activity shouldbe penalizedor subsidizeddependson how the activity
affects the labor-leisurechoice, not on whetherit is undertakendisproportionately
by the rich. Thus, althougha completeand sophisticatedanalysisdoes not demonstrate that it could never be efficient to change legal rules from what narrowly
seem to be the most efficientones, there is no generalargumentfor adjustments
of a conventionallyredistributivetype.26
26For discussion of other qualifications,see Kaplow, supra note 3.

