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Abstract of Job Market Paper: Courts are at the heart of a common law legal system. Along with
their role as enforcers, they are regularly called to set legal rules to improve the efficiency of
contractual outcomes. But how should courts carry out their rule-making role? In this paper we
develop for the first time a model that precisely determines when and how forward-looking
courts should set and reform legal rules. First, we show that, in general, courts should not set
those rules that the parties in conflict would have wanted before they signed the contract, but
instead, should set rules which are optimally adapted to the states of nature that are most likely to
occur before the next trial. Second, we show that courts should also not set the unconstrained
first-best rules for society. As courts can only rule at trials and the contracting parties don't
generate trials at the optimal frequency for society, optimal rules need to be adjusted to give
incentives to correct this inefficiency. In addition, the model predicts that: 1) there always exists
a distribution of the litigation expenses between the parties in conflict that generates an optimal
frequency of trials in which case courts don't need to bias the rules; 2) if the total litigation
expenses are above a certain threshold, trials take place too infrequently in which case courts
bias the rules toward the interests of current litigants. Given this last result, we analyze the social
desirability of two commonly suggested strategies to increase the frequency of shareholders'
litigation: adding ambiguity to the law or involving public prosecutors as the N.Y.A.G. or
agencies as the S.E.C.




