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I. Introduction 

A. Legal Centrism 

The Soviet magazine Crocodile published a cartoon that depicted a cart containing one 
gigantic nail being pulled by some men, one of whom was saying to a bystander, "What's 
it for? We don't know what it's for, but it satisfies our nail quota for the month." This 
cartoon epitomizes the economic critique of central planning, according to which a 
planned economy does not generate the information or motivation required for eco
nomic efficiency.3 Like the workers in the cartoon, the people and enterprises under 
socialism often lack the knowledge and the will to produce valuable goods. 

Central planning is a way of making law, as well as commodities. To implement the 
central plan, officials must have the power to allocate resources. To possess this power, 
the orders issued by planning officials at the top must trump the rights of property 
and contract enjoyed by people and enterprises at the bottom. Thus public law crowds 
out private law. 

Only communist dictatorships have practiced central planning as a total system. 
However, democracies sometimes adopt procedures similar to central planning to solve 
specific economic problems. To illustrate, when Professor Richard Stewart stepped 
down recently from his position as the highest ranking environmental lawyer in the 
U.S. Department of Justice, he remarked that "America's environmental laws are based 
upon Soviet style centralized planning."4 He meant that America is trying to control 
pollution through a system of quotas imposed upon businesses by federal officials. 

Such procedures have been called command-and-control regulations.5 The imperative 
theory oflaw, which has a long history in legal philosophy, defines law as a command 
backed by a threat.6 This tradition builds upon the fact that many laws impose oblig
ations and attach sanctions to their violation. Similarly, the paradigm for centralized 
lawmaking is a decree, in which government officials formulate the state's goal, em
body the goal in a rule, and force people to conform to it. Information and motiva
tion move along a one-way street from the top to the bottom. 

Rather than proceeding from top to bottom, lawmaking can proceed from bottom 
to top. Decentralized lawmaking has several forms. One form of decentralized law
making is to induce people to create a market by assigning property rights to them. 
To illustrate, environmental officials in the United States are now creating tradable 
emission rights, so that the market for emission rights will determine each firm's level 
of pollution. 7 The subject of this article is another form of decentralized lawmaking: 
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enacting custom. For example, courts may determine fault and liability for accidents 
by applying the norms of the community in which the accident occurred. When courts 
apply community standards, they find law, rather than making it. 

Many scholars have detected movement in modern history from decentralized to 
centralized law. Salmond concluded that customary law is important in the early stages 
oflegal development but gradually cedes its place to statutes when "the state has grown 
to its full strength."8 In a recent article, Ott and Schafer point out that modern German 
law has moved away from customary law and towards statutes.9 Many intellectuals be
lieve that centralized law is inevitable,just as they once believed that socialism was in
evitable. 

In fact, centralized law, like socialism, is not even plausible for a technologically ad
vanced society. The forces that reversed the trend towards socialism and destroyed 
central planning are also undermining legal centrism. An advanced economy involves 
the production of too many commodities for anyone to manage or regulate. As the 
economy develops, the information and incentive constraints tighten upon public pol
icy. These facts suggest that as economies become more complex, efficiency demands 
more decentralized lawmaking, not less. 

B. New Law Merchant 

A community of people forms a social network whose members develop relationships 
with each other through repeated interactions. The modern economy creates many 
specialized business communities. These communities may form around a technology 
such as computer software, a body of knowledge such as accounting, or a particular 
product such as credit cards. Wherever there are communities, norms arise to coor
dinate the interaction of people. The formality of the norms varies from one business 
to another. Self-regulating professions, like law and accounting, and formal networks, 
like Visa,10 promulgate their own rules. Voluntary associations, like the Association of 
Home Appliance Manufacturers, issue guidelines.1 1 Informal networks, such as the 
computer software manufacturers, have inchoate ethical standards. I refer to all such 
norms of business communities as the new law merchant.12 

The new law merchant arises outside of the state's apparatus for making law. 
However, lawmakers are pulled into the affairs of business communities by insiders 
who look to the state to resolve their disputes and make their laws, and lawmakers are 
pushed into the affairs of business communities by outsiders who seek to regulate pri
vate wealth and power. This article concerns the appropriate response of the state's 
lawmakers to these pulls and pushes. 

The traditional account of the law merchant, from which the phrase the new law mer
chant is adapted, provides a model for how lawmakers might respond. The merchants 
i11 the medieval trade fairs of England developed their own rules and, in some cases, 
their own courts. However, as the English legal system became stronger and more uni
fied, English judges increasingly assumed jurisdiction over disputes among merchants. 
The English judges did not know enough about these specialized businesses to evalu
ate alternative rules.13 Instead of imposing rules, the traditional history asserts that 
English judges tried to find out what practices already existed among the merchants 
and enforce them. Thus the judges dictated conformity to merchant practices, not the 
practices to which merchants should conform. By this process, the law merchant was 
allegedly absorbed into English common law. The pinnacle of this process is the de
velopment of the law of bills and notes in the 18th century by Judge Mansfield.14 
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I propose that modern lawmakers should respond to the new law merchant much 
like this response of the English common law courts to the old law merchant. However, 
modern lawmakers should take explicit account of insights from modern economics. 

C. Structural Approach 

Many legal reformers, such as the English utilitarians and the French exegetic school, 
have sought to replace common law with systematic statutes. 15 The theory underpin
ning these reform proposals asserts that custom is regressive and statutes are, or can 
be, progressive. H. L.A. Hart noted that custom is not under anyone's rational con
trol, so it cannot be directed to serve the ends of policymakers. Customs arise, whereas 
laws are made. He concluded that custom tends to be static and inefficient.16 

This argument is unconvincing on its face. Why not argue that customs are dynamic 
and efficient because they can disappear without being repealed and they can change 
without being amended? Hart's understanding of custom resembles a socialist's un
derstanding of markets. Socialists observe that prices arise, whereas plans are made, 
and conclude that markets must be inefficient because prices are not determined by 
deliberation and reasoning. This conclusion results from confusion about the differ
ence between individual rationality and social efficiency. Individual rationality gen
erally requires deliberation and planning, but social efficiency does not. Research in 
industrial organization shows that the efficiency or inefficiency of markets is often de
termined by their incentive structure. 17 Similarly, the efficiency or inefficiency of cus
tom often depends upon the incentive structure that produced it. In the language of 
game theory, the payoff matrix often determines the possible equilibria. 

These facts suggest how lawmakers, especially courts, should respond to the new 
law merchant. First, the lawmakers should identify the actual norms that have arisen 
in specialized business communities. Second, the lawmakers should identify the in
centive structures that produced the norms. Third, the efficiency of the incentive struc
tures should be evaluated using analytical tools from economics. Those norms should 
be enforced that arise from an efficient incentive structure, as ascertained by struc
tural tests that economists apply to games. I call this procedure the structural approach 
to adjudicating social norms. 

The structural approach conflicts with much writing in the economic analysis oflaw 
in two respects. First, lawmakers following the structural approach infer the efficiency 
or inefficiency of a norm, rather than measuring it directly. In contrast, much of the 
economic analysis of law commends the evaluation of legal rules by cost benefit tech
niques. For example, at the end of his classic article entitled, "The Problem of Social 
Cost,"18 Ronald Coase recommends that judges choose among alternative liability rules 
by comparing their costs and benefits.19 

Second, the structural approach that I develop applies to obligations, not regulari
ties. To illustrate the difference, men take off their hats when they enter a furnace 
room or a church.20 Taking off your hat to escape the heat is different from taking off 
your hat to satisfy an obligation. A mere regularity results from an inclination, not an 
obligation. Economic models seldom distinguish between an equilibrium sustained by 
inclination or obligation. However, people respond differently to changes in incen
tives, depending upon whether they are motivated by inclination or obligation, as I 
will show. 

Having distinguished regularities from obligations, I can clarify the meaning of the 
word norm. Norm sometimes refers to a regularity in the behavior of people. This us-
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age is typical in sociology, where norms are contrasted with values. Among economists 
and philosophers, norm typically refers to a prescription about what people "ought" 
to do. I use the term to refer to a consensus in a community about what its members 
ought to do. 

Norms arise in a game when it creates, or evokes, a sense of obligation in the play
ers concerning the strategies that they follow. Explaining why some strategies are raised 
to the level of obligations, and others are not, requires a theory of games and norms, 
which I will now develop. The game theory draws upon recent developments in evo
lutionary economics. The theory of norms adapts some philosophical concepts to game 
theory. Finally, I will show how judges should use these theories in deciding cases. 

II. Games and Norms 

A. The Investment Game 

The parties in a business network often cooperate together in order to make a prod
uct. Cooperation involves relying upon each other, and reliance creates the possibil
ity for opportunism. By opportunism I mean an act in which someone destroys part of 
the cooperative surplus in order to secure a larger share of it. The first game that I 
develop will model cooperation and opportunism. 

Consider the "investment game" depicted in Figure 1. The 1st player to move de
cides whether or not to make an investment. If no investment is made, the game ends 
and the players receive nothing. If an investment is made, the 2nd player decides 
whether to cooperate or appropriate. Cooperation by both players maximizes the joint 
payoffs (each player receives .5), but noncooperation by the 2nd player maximizes his 
payoff (player 2 receives l, player 1 loses .25). 

If the game is played only once, the best move for the 2nd player is to appropriate. 
Knowing this, the best move of the 1st player is not to invest. The one-shot game of in
vestment has a unique solution, which is unproductive. I will now consider how to 
avoid this unproductive outcome without law or courts. 

B. Relationships 

Instead of one-shot transactions, investment in a business network often occurs among 
people with enduring relationships. To capture this possibility, assume that the in
vestment game depicted in Figure 1 is repeated indefinitely often, thus transforming 
a one-shot game into a super game. In any round of the super game in which the 1st 
player invests, the 2nd player enjoys an immediate advantage from appropriating. A 

2nd Player 
Cooperate Appropriate 

Invest .5 1.0 
.5 -.25 

1st Player 
Don't invest 0 0 

0 0 

FIG. 1. Investment game 
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successful strategy for preventing such opportunistic behavior, called tit-for-tat,2 1 is for 
the 1st player to respond in the next round by refusing to invest and to begin invest
ing again in a subsequent round. The experience of immediate punishment, followed 
by a reward for changed behavior, usually suffices to stop opportunistic behavior by 
the 2nd player and restore cooperation. Experimental evidence indicates that tit-for
tat comes very close to maximizing a player's payoff in a variety of circumstances, and 
these empirical findings are generally supported by theory.22 

The problem of cooperation is solvable in many repeated games when players com
mit to an enduring relationship, provided that they can observe each others' moves 
and they do not discount the future too heavily.23 (The exceptions to this generaliza
tion need not concern us here.24) Enduring relationships can be based upon kinship, 
friendship, ethnicity, or religion, to name a few forms of commitment. Relationships 
substitute for state-enforced law in tribes, among criminals, in much international 
trade, under communism, and in informal business networks. 

C. Exit 

Instead of enduring commitments, many relationships in a business network dissolve 
and reform easily. To model tentative relationships, assume as before that the invest
ment game is repeated indefinitely often. However, change the assumption that there 
are only two players. Instead, assume that there are indefinitely many players, who 
form into pairs to play each round of the game. At the end of each round, some of 
these partnerships continue in the next round and others dissolve. When a partner
ship dissolves, the players must find new partners for the next round of the invest
ment game by a random draw from the pool of available players. 

Partnerships dissolve in two ways. First, one of the partners may exit from the re
lationship. A partner is free to exit at the end of any round. Second, if neither part
ner exits, an exogenous random variable determines whether or not the relationship 
terminates. The exogenous random variable represents unforeseeable events. Thus a 
partnership can end deliberately (exit) or accidentally (termination). The investment 
game with exit is depicted in its extensive form in Figure 2. 

The equilibrium concept for this kind of game draws upon evolutionary theory.25 
Think of the "players" as hosts for competing behaviors and ask which of these be
haviors will survive in competition with the others. Selection favors the behavior that 
enjoys a higher return. To model this fact, assume that the proportion of players us-

keep partner 

p 
dn.w 

mt 
FIG. 2. Investment game with exit 
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ing a particular strategy increases as long as it enjoys an above-average return. 
Conversely, the proportion of players using a particular strategy decreases as long as 
it suffers below-average returns. Competition tends to eliminate all below-average 
strategies, so that every strategy surviving in equilibrium earns the same rate of re
turn. 

When a payoff matrix like the one depicted above is embedded in an evolutionary 
model, a familiar result to theorists is a mixed equilibrium in which most players co
operate and some players behave opportunistically.26 To see why this result occurs, 
consider the fact that cooperators form stable relationships, whereas noncooperators 
only play once with any particular partner.27 Consequently, the player who follows the 
pure strategy of cooperation expects to enjoy a modest payoff in a high proportion of 
rounds, whereas the player who follows the pure strategy of noncooperation expects 
to enjoy a high payoff in a low proportion of rounds. In a mixed equilibrium, these 
two strategies have the same expected value. 

D. What Is a Norm? 

I have shown that relationships can solve the investment game through tit-for-tat or 
exit. In communities of people, however, such games usually generate norms. Before 
offering a theory of how norms arise, I sketch briefly what they are. The question, 
"What is a norm?" is even more general than the question, "What is a law?" These 
questions have been addressed by moral philosophers over many generations. I dis
till some conclusions relevant to behavioral theories. 

Norms are practical in the sense that they direct behavior. To direct behavior ef
fectively, a speaker ought to say who must do what and when. A complete norm pro
vides these instructions explicitly.28 For example, drivers ought to remain within the 
posted speed limit or pay a fine. Notice that I use the term norm to refer to obligations, 
which conforms to standard usage among philosophers. Sociologists often use norm 
differently, to refer to any kind of social regularity, regardless of whether or not it is 
obligatory. 

E. Internaliwtion 

The fact that a law was enacted provides a reason for citizens to do what it requires. 
Similarly, the fact that a norm was internalized provides a reason for the decision maker 
to do what it requires. To illustrate, suppose that I initially regard the decision to smoke 
as a purely personal preference, in which the individual should weigh immediate plea
sure against future harm to his health. Someone subsequently convinces me, contrary 
to my previous beliefs, that smoking is morally wrong. ("God forbids us to harm our
selves for pleasure's sake," "You risk orphaning your child," etc.) After my conversion, 
I ·have an additional reason for not smoking, specifically the fact that smoking violates 
a moral rule that I now hold. 

Psychologists have extensively researched the internalization of norms. Stages in the 
development of moral reasoning among children have been studied, notably by Piaget 
and Kohlberg.29 According to their theories, a child perfects the ability to internalize 
norms as it acquires a capacity for general reasoning. Their research, like my charac
terization of internalization as accepting a new reason for acting, makes the process 
sound cool and rational. In contrast, "depth psychology" often traces the internaliza
tion of morality to irrational processes that are hot and inchoate. According to these 
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theories, internalization of morality ingrains new impulses in a child through emo
tional experiences. An example is Freud's theory that morality is the "ghost in the 
nursery," meaning the repressed memory of parental punishments.30 

Both types of internalization-accepting a new reason and ingraining a new im
pulse--create a new motive, which can tip the individual's motivational balance. 
Economic models often view motivation as a calculus of psychological benefits and 
costs. 31 From this perspective, internalization can change the sign of the net psycho
logical benefits attached to an act. 

To illustrate, consider how the payoffs in Figure 1 might change if the 2nd player 
internalizes a norm forbidding the appropriation of the 1 '1 player's investment. 32 
Someone who has internalized a norm feels guilt from violating it and worthiness from 
obeying it. 33 After internalizing the norm, the 2nd player might experience a cost of. 7 
from violating it, so the net payoff from appropriating now equals .3, as depicted in 
Figure 3. Cooperation is the dominant strategy for both players in Figure 3. 

F. Existence 

How can an observer tell whether a custom exists in a community of people? For a 
community to have a custom, a significant proportion of its members must internal
ize it. Customary norms direct the behavior of people who internalize them. 
Consequently, a customary norm that achieves a minimum level of effectiveness in di
recting behavior exists in a community. Otherwise, the community does not have the 
customary norm in question. This conclusion, which is the core of the positive theory 
oflaw,34 provides a building block in the theory of norms and games. (The many re
finements and criticisms of the positivist theory of norms need not concern us. 35) 

The preceding analysis suggests a prescription for the empirical investigation of cus
toms. First, formulate the hypothesis that a customary norm exists. To do so, state who 
is obligated to do what in which community. Second, to test whether the hypothesis is 
true or false, collect information from the community concerning the internalization 
of the norm. The hypothesis that a customary norm exists in a community is true if a 
sufficient number of its members internalize the norm. 

The behavior of people reveals whether they have internalized a norm. As explained, 
internalization strengthens motivation and may tip the balance in decision making. In 
addition, someone who has internalized a norm feels that others ought to conform to 
it, so he tends to praise conformists and criticize violators. Later I show that this fact 
is central to the change in an equilibria caused by players' internalizing a norm. 

2nd Player 
Cooperate Appropriate 

Invest .5 0.3 
.5 -.25 

1'1 Player 
Don't invest 0 0 

0 0 

FIG. 3. Internalization and investment game 
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G. Thick Self 

Figure 1 describes the objective payoffs of the players in the investment game. Figure 
3 describes the subjective payoffs of the players in the investment game after inter
nalizing a norm. The possibility of internalizing morality creates a tension between 
two different kinds of self-interest. The simplest kind of self-interest, which I call thin 
self-interest, looks only to objective payoffs in terms of wealth or power, as in Figure 1. 
The more complex kind of self-interest, which I call thick self-interest, modifies objec
tive payoffs to take account of the subjective value of morality, as in Figure 3. 

The decision make1 .n economic theory is often described as "perfectly rational," 
which means that he is completely instrumental in pursuing explicit ends. The deci
sion maker in legal theory is often described as "completely reasonable," which means 
that he has fully internalized community norms. The rational actor's self-conception 
is thin, whereas the reasonable actor's self-conception is thick. 

Thin self-interest and thick self-interest sometimes conflict with each other by 
prompting incompatible actions. For example, Figure 1 prompts the 2nd player to ap
propriate, and Figure 3 prompts the 2nd player to cooperate. Internal conflict, which 
is the subject of much moral philosophy, has only recently found its way into economic 
models. 36 Instead of discussing models, however, I want to describe an important con
nection between morality and business. 

Max Weber argued that the emergence of capitalism depended upon an ethic, first 
perfected among Protestant Christians,37 in which the individual internalized an 
occupational role. Internalization here means accepting the norms of an occupation so 
intimately that they become part of the individual's self-conception, thus altering his 
perceived self-interest. Internalization of an occupational role, according to Weber, 
increases the dedication and creativity with which individuals pursue business goals. 
According to Weber, the best workers express themselves through their jobs. In 
general, pursuit of thick self-interest is expressive because acting displays the values 
internalized by the actor. In contrast, pursuit of thin self-interest is purely instrumental. 

Internalization of a norm dispenses with the need for state enforcement, so inter
nalization is the ultimate form of decentralization. Thus the internalization of occu
pational roles is critical to decentralizing economic law. 

H. Marginal Cooperator 

If some people internalize a cooperative norm, will the equilibrium level of investment 
and production increase? I will demonstrate that individuals typically change the evo
lutionary equilibrium by punishing violators of the norm, but not by conforming to it 
themselves. 

In an evolutionary equilibrium, all strategies that persist yield the same objective 
. payoff. In a mixed equilibrium, some players pursue the strategy of cooperation, and 
others pursue the strategy of appropriation. Consequently, the strategies of coopera
tion, and appropriation yield the same objective payoff in a mixed evolutionary equi
librium. Since the payoff is the same, some players will conform to the norm without 
internalizing it. I use the term adventitious to describe players who conform to a norm 
without internalizing it. 

I have explained that adventitious cooperation occurs in a mixed evolutionary equi
librium in the investment game. When a mixed evolutionary equilibrium is disturbed, 
a new one is reached by adjusting the number of adventitious cooperators. To illus-
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trate, assume that the rate of return equalizes for cooperators and appropriators in 
the investment game when 80 players cooperate and 20 players appropriate. 
Furthermore, assume that 50 of the 80 cooperators internalize the norm, whereas 30 
players cooperate adventitiously. Now assume that one of the appropriators internal
izes the norm. By hypothesis, internalization by an appropriator has two effects. First, 
he stops appropriating and starts cooperating (Figure 3), so that 81 players cooperate 
and 19 players appropriate. Second, the number of players who are willing to bear 
the cost of punishing appropriators increases from 50 to 51. 

Let us separate these two effects for purposes of analysis. Assume for the moment 
that punishing appropriators is infeasible, so the 2nd effect is nil. Appropriators have 
decreased from 20 to 19, and cooperators have increased from 80 to 81. If the system 
is stable, the increase in the ratio of cooperators to appropriators will cause a fall in 
the payoff of cooperators relative to appropriators. One of the adventitious coopera
tors will respond by changing his strategy from cooperation to appropriation. His 
change in strategy will restore the equilibrium in which there are 20 appropriators 
and 80 cooperators, and both strategies earn the same payoff. After these changes, one 
person cooperates who formerly appropriated, and one person appropriaces who for
merly cooperated. In general, when punishment is ineffective, the internalization of 
a norm changes the identity, but not the number, of cooperators in a mixed evolu
tionary equilibrium. 

To clarify this conclusion, I restate it in different language. A small change in ob
jective payoffs causes marginal players to change their strategy, whereas inframarginal 
players persist in their current strategy. In a mixed evolutionary equilibrium, adven
titious cooperators are marginal, whereas cooperators who internalize the norm are 
inframarginal. A change in the number of inframarginal players in a game does not 
change the equilibrium, which is determined by marginal players. 

Now I turn to the 2nd effect of internalization, which, unlike the 1•1 effect, changes 
the equilibrium level of cooperation. In the preceding example, I assumed that one 
of the appropriators internalized the norm. Instead, I now assume that one of the ad
ventitious cooperators internalizes the norm. After this event, there are 29 adventi
tious cooperators and 51 principled cooperators. A person who internalizes a norm is 
willing to devote modest amounts of his resources to enforcing it. An increase in the 
resources available to enforce the norm causes a fall in the relative payoff to appro
priators. Consequently, one or more of the appropriators will switch to cooperation. 
If the game is stable, this increase in the number of cooperators will decrease their rel
ative payoff, and equilibrium will be restored at a higher ratio of cooperators to ap
propriators than originally, say, 81:29. In general, people who internalize norms are 
marginal with respect to enforcement efforts, whereas people who do not internalize 
norms are inframarginal. 

.How much informal enforcement of norms is possible in fact? Anthropology docu
ments the enforcement of norms without the support of the state, or even with its op
position. For example, squatters who occupy land illegally in Papua New Guinea 
sometimes hire lawyers to draft real estate "contracts" for buying and selling land that 
actually belongs to someone else.38 The existence of such contracts provides facts to 
sway public opinion within close ethnic communities. Empirical studies of community 
life and business practice have often concluded that informal sanctions are more im
portant than the law in enforcing norms.39 I take these studies as proof that informal 
enforcement works as modern economies must rely upon decentralization of norms. 
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/. Emergence of a Norm 

Having explained the effects of internalization, now I briefly explain its causes. Under 
certain circumstances, cooperation by a player in the investment game benefits every
one in a business community.40 In these circumstances, some members of the com
munity will say that people ought to cooperate for the sake of the public good. It is 
easy to see why no one will publicly disagree. The investor will not invest unless he 
thinks that his partner is likely to cooperate. People signal what they will do by what 
they say. To signal cooperation, each person will say that everyone ought to cooper
ate, even if the speaker plans to appropriate. Unanimous endorsement of cooperation 
will convince some members of the community to internalize the obligation, and to in
culcate it in the young. When a public consensus forms that people ought to cooper
ate, and when enough people internalize the obligation to punish noncooperators 
effectively, a social norm exists in a community. (This proposition is central to the pos
itive theory of norms in philosophy.41 ) Thus a social norm will evolve in a community 
when private incentives for signaling align with a local public good. 

By contrast, consider what happens when private incentives to signal align with a 
local public bad. To be concrete, assume a bargaining game in which the players can 
create a surplus by agreeing upon how to divide it. Soft bargainers benefit others by 
making concessions that facilitate agreement, so soft bargaining is a public good. Hard 
bargainers harm others by demanding concessions that impede agreement, so hard 
bargaining is a public bad. To extract concessions, hard bargainers will want to signal 
their strategy. Even soft bargainers may want to disguise their strategy by signaling 
that they are hard bargainers. Players who want to signal that they bargain hard will 
say that everyone is free to follow his self-interest, rather than being obligated to bar
gain soft. While some people may say that everyone ought to bargain soft for the sake 
of others, this view cannot command a consensus among players. Without a consen
sus concerning what people ought to do, a social norm does not exist in a community. 
The alignment of incentives to signal with a local public bad blocks the evolution of a 
social norm. 

I have argued that a social norm will evolve in a community when private incentives 
for signaling align with a local public good and that a norm will not emerge when in
centives to signal align with a public bad. Instead of supplying public goods or public 
bads, many acts are private in the sense that they do not affect others. The regulation 
of private acts by social norms is extensive in some kinds of communities, especially 
churches. These norms express a preferred way oflife and a moral ideal for the per
son. In contrast, many business communities that focus on the advantages of free ex
change and the making of money have little concern with the private acts of its 
members. Such free business communities do not develop norms regulating purely 
private goods. 

My consideration of public goods, public bads, and private goods points to the con
clusion that a necessary and sufficient condition for the evolution of a social norm in a free busi
ness community is alignment of private incentives for signaling with a local public good. I call 
this proposition the alignment theorem.42 

]. Efficiency of Norms 

I will use the alignment theorem to develop a theory of efficient norms. Many games 
have inefficient equilibria, which are sometimes called evolutionary traps. 43 Social norms 
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evolve through a process of discussion, which often exposes evolutionary traps. 
Evolutionary traps often occur because the best strategy for each individual benefits 
him less than it harms other players. According to the alignment theorem, a commu
nity will not develop social norms supporting strategies that harm its members. Once 
exposed, a strategy leading to an evolutionary trap may be censured by a community, 
or tolerated, but not encouraged. In other words, a consensus will not arise in the com
munity that its members ought to follow a strategy leading to an evolutionary trap. 
Consequently, many of the inefficient strategies in games cannot be supported by so
cial norms. This fact gives human communities, which have morality, an advantage 
over animal communities, which lack morality to protect them from evolutionary 
traps.44 

However, there are special circumstances in which a community may develop a so
cial norm that harms its members. Decentralized processes economize on information 
by making local improvements. One kind of evolutionary trap occurs when local 
progress is global regress. To illustrate, suppose that some climbers try to ascend a 
mountain in a fog by following the rule, "Always go up." If the mountain has a single 
peak, this rule will get them to the summit. If the mountain has several false peaks, 
this rule will get the climbers to a local peak, but not necessarily to the summit. In tech
nical terms, local improvements lead to a global maximum on a convex surface, whereas 
local improvements lead to a local maximum on a nonconvex surface. 

A historical example shows the problem that nonconvexity creates for decentralized 
law. Everyone in a country drives on the same side of the road, but historical accident 
determined whether it is the left, as in Britain, or the right, as in most other countries. 
Given a world economy, it would be better for the British to drive on the right like al
most everyone else. However, driving on the left is a stable equilibrium, which will not 
change without central direction. Large nonconvexities hide traps from people, which 
can cause the wrong norm to emerge.45 The critics of the common law claim, in effect, 
that it is a vast collection of rules similar to "Drive on the left." 

The alignment theorem uses the phrase local public good to refer to benefits that an 
actor conveys on other members of the community in which a norm arises. However, 
sometimes the norms of one community affect another community. A community norm 
has positive or negative spillovers when obeying it conveys benefits or costs to neigh
boring communities. Communities often develop norms that benefit their members 
at the expense of members of other communities. To illustrate, suppose a consumer 
writes a large check that is diverted by accident or fraud, resulting in a large loss that 
must be borne by the consumer or his bank. Since the lost check is large, its value may 
exceed the value of the future relationship between the bank and its customer. Under 
these circumstances, a bank may wish to shift the loss to its customer. Foreseeing such 
possibilities, an association of banks may proclaim that its members should hold cus
tomers liable for large check losses. In general, norms regulating liability may exter
nalize the costs of one community on another. 

Another example concerns monopoly practices. A cartel can maximize the total prof
its of its members by setting the same price as a monopolist. If a member of the cartel 
"cheats" by secretly discounting prices, the cheater's profits will increase by less than 
the fall in profits of the other cartel members.46 In response to this fact, a cartel may 
develop norms to sanction cheaters. These norms will help the "community" of pro
ducers in the cartel to maximize their profits. However, the gain in profits to sellers is 
less than the fall in consumer's surplus to buyers. Such monopoly practices are ineffi
cient from the perspective of the society as a whole. 
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Racial discrimination in markets provides a sinister example of such a cartel. 
Discrimination permits one community to reduce competition from another, which 
benefits the dominant group at the expense of the subordinate group. However, each 
individual member of the cartel can profit from violating the norm requiring them to 
discriminate. For example, if the racial cartel reserves certain high-paying jobs for the 
dominant group, an employer can profit from hiring qualified workers in the subor
dinate group to do the same job for less pay. To deter such "cheating," the racial car
tel must punish members who violate its norms. Like other cartels, racial cartels attempt 
to overcome their natural instability by enacting their norms into law.47 

The preceding discussion of efficient norms is incomplete in a variety of ways.48 
Nevertheless, I reach the tentative conclusion that strategies that evolve into social norms 
in a free business community will be efficient in the absence of nonconvexities or spillovers to other 
communities. I call this theorem weak utilitarianism.49 

K. Structural Approach to Adjudicating Social Norms 

I have developed a theory of the evolution and efficiency of social norms. According 
to this theory, specialized business is often organized so that norms emerge from 
repeated transactions. These norms impose an obligation upon members of the 
community to follow strategies that benefit other members of it. Self-interest compels 
everyone to enforce these norms by such means as tit-for-tat and exit. However, the 
benefits of enforcing these norms diffuse throughout the community, so self-interest 
results in underenforcement. The tendency of individuals to free-ride on the en
forcement efforts of others is partly overcome by internalization of the norms. 
Internalization causes people to go beyond self-interest in expending resources on en
forcement. However, informal enforcement often stops short of the optimal level, 
where the marginal cost of enforcement equals the marginal benefit. Optimal deter
rence requires supplementing informal sanctions with legal sanctions. 

This theory suggests the correct role of the state with respect to custom. The court 
can benefit business and improve its efficiency by enforcing its norms against viola
tors. The role of the state in a decentralized legal system is to elevate appropriate so
cial norms to the level oflaw. Elevating a social norm to the level oflaw involves issuing 
an authoritative statement of the norm and backing it with the state's coercive power. 
The "adjudication of social norms" describes the process by which officials decide which 
social norms to elevate to the level oflaw. 

I envision three steps in adjudicating business norms. First, lawmakers should iden
tify the actual norms that have arisen in business communities. A norm exists in a com
munity when there is a consensus about what its members ought to do. Identifying a 
social norm involves finding evidence that people have internalized an obligation, es
pecially their willingness to enforce it upon violators. Second, lawmakers should iden
. tify the incentive structures that produced the norms. Identifying the incentive 
structure requires constructing a model that characterizes the norm as an equilibrium 
in a game and testing the model against the facts. Third, the efficiency of the incen
tive structure should be evaluated using analytical tools from economics. When the in
centive structure is efficient, the social norm imposes an obligation to follow a 
cooperative strategy that results in repeated transactions. Furthermore, the payoff sets 
are convex, and the effects of the obligatory strategy do not spill over beyond the com
munity in which the norm arose. Those business norms that arise from an efficient in
centive structure should be enforced by the state. 
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The structural approach conflicts with much writing in the economic analysis oflaw 
in two respects. First, the structural approach applies to obligations, not mere regu
larities. In contrast, most economic models do not distinguish equilibria sustained by 
obligation from equilibria sustained by inclination. Second, lawmakers following the 
structural approach infer the efficiency or inefficiency of a norm, rather than mea
suring it directly. In contrast, much of the economic analysis of law commends the 
evaluation of legal rules by cost benefit techniques. 

III. Conclusions 

"Is the price and quantity of shoes efficient?" A direct answer can be found by a cost
benefit analysis of shoe production. However, economists know that the necessary in
formation is unavailable to perform such an analysis.so Consequently, economists try 
to answer the question indirectly by discussing market structure and firm behavior. 
Unfortunately, the proponents of economic analysis do not show the same respect for 
information constraints applicable to law. "Is a community standard of precaution ef
ficient?" Theorists typically commend that judges answer this question by applying 
cost-benefit techniques like the Hand Rule. The application of cost-benefit techniques 
requires more information about cost than courts usually possess. Economic special
ization constantly widens the information deficit for courts. To overcome the deficit, 
adjudication requires a structural approach. In a structural approach, the courts de
cide whether to enforce a social norm by inquiring into the incentives by which it arose, 
rather than attempting to weigh costs and benefits directly. A structural approach is 
more decentralized because lawmakers must rely upon social institutions to create so
cial norms. 

The structural approach bears upon an old debate in jurisprudence about whether 
judges make law or find it. Scholars generally accept that American courts make law 
in light of public policy. The older conception that judges find law has been largely 
abandoned. The theory of games and norms can revitalize the older conception of 
common law. According to the theory developed in this article, a common law court 
should find that a social norm is law if it evolved from an appropriate incentive struc
ture. An appropriate incentive structure is one in which incentives for signaling by in
dividuals align with the public good (long-run relations, convexity, no spillovers). Social 
norms that evolve from an appropriate incentive structure already have the commu
nity's authority in them. Recovering this conception grows more urgent as the econ
omy's complexity increases. 
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