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The Problem of Right /n Rem Externality

Tze-Shiou Chien™

Abstract

In the economic analysis of law, it is said that externality is a kind
of market failure and it should be corrected by government interventions.
However, this analysis has usually been abused. In the debate of the
whether the numerus clausus principle is a sound policy of property law,
the argument of externality has been invoked. Thomas W. Merrill &
Henry E. Smith claim that the transactions which set up new kinds of
right in rem would cause information externality on general people and
those people who make routine legal transactions of property, and the
numerus clausus principle is the corrective measure to internalize it. This
paper would argue that this externality is not real and therefore the claim
of numerus clausus has no foundation. It is also a bad idea for
revisionists of the Merrill and Smith model to include costs of notice
system as externality not least because this would destroy Merrill and
Smith’s thesis. Contrary to externality claim, this paper argues that
setting up new kinds of right in rem should be characterized as a process
of internalization not a problem of externality. The Choice of baseline
determines the relevancy and soundness of arguments!

KEYWORDS: Numerus Clausus, Optimal Standardization, Externality,
Internalization, Publicity, Recording System, Measurement
Costs, Frustration Costs, Economic Analysis, Public Goods.

% Associate Research Professor, Institutum Iurisprudentiae, Academia Sinica; Associate
Professor of law, Department of Law, National Taiwan University.
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1 See ROBERT COOTER & THOMAS ULEN, LAW AND ECcONOMICS 44-46 (4th ed. 2004).

2 See Harold Demsetz, Social Cost (within the item “Ronald Coase”), in 2 THE NEwW
PALGRAVE DICTIONARY OF ECONOMICS AND THE LAWw 268-70 (Peter Newman ed., 2002).

3 Thomas W. Merrill & Henry E. Smith, Optimal Standardization in the Law of Property:
The Numerus Clausus Principle, 110 YALE L.J. 1, 1-70 (2000).

4 STEVEN N. S. CHEUNG, THE MYTH OF SoCIAL CosT 51 (1980). See also Steven N. S.
Cheung, The Myth of Social Cost, in ECONOMIC EXPLANATION: SELECTED PAPERS OF
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5 Henry Hansmann & Reinier Kraakman, Property, Contract, and Verification: The
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109-25 (2001).

7 See Harold Demsetz, Toward a Theory of Property Rights, 57 AM. ECON. REV. 347, 347-59
(1967).
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11 See Bernard Rudden, Economic Theory v. Property Law: The Numerus Clausus Problem,
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Bell eds., 1987).
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— THE CLASSES OF AFFECTED PARTIES

(Merrill & Smith at 28)
I J

— >R G—>H

G D,

= OPTIMAL NUMBER OF PROPERTY FORMS

(Merrill & Smith at 39)
$ M,
Fp
0 p*

Number of Forms

M, = marginal cost of measuring ( delineating and processing ) property rights

F,=marginal benefit in reducing frustration of parties’ objectives
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B = CHANGE IN OPTIMAL NUMBER OF PROPERTY FORMS
(Merrill & Smith at 41)

/

0 P* pP’* 10

Number of Forms

M, = marginal costs of measuring property rights without registration
M, = marginal costs of measuring property rights with registration

Fp= Fp’=marginal benefit in reducing frustration of parties’ objectives
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28 See Ronald Coase, The Marginal Cost Controversy, in THE FIRM, THE MARKET AND THE
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30 See Hansmann & Kraakman, supra note 5, at S385-S398.
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