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a b s t r a c t 

We provide a general treatment of the implications for wel- 
fare of various sources of legal uncertainty facing agents about 
the decisions made by a regulatory authority. We distinguish 
the legal uncertainty from the decision errors made by the 
authority. While an increase in decision errors will always 
reduce welfare, for any given level of decision errors , infor- 
mation structures involving more legal uncertainty can im- 
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prove welfare. This holds always when sanctions are set at 
their optimal level. This transforms radically one’s perception 
about the “costs” of legal uncertainty. We also provide general 
proofs for two results, previously established under restrictive 
assumptions. 

Crown Copyright © 2016 Published by Elsevier B.V. All 
rights reserved. 

1. Introduction 

Legal Uncertainty –the inability of economic agents to predict with certainty whether 
a privately beneficial action that they would wish to undertake would be judged by a 
regulatory authority to be socially harmful, and so be treated as illegal and potentially 

subject to a penalty–has been the subject of analysis by economists and other social 
scientists for a long time. The impact of legal uncertainty on the optimal enforcement 
of economic regulations, the demand for legal advice and the incentives for compliance 
have been the subject of attention in the Law and Economics literature for at least three 
decades and, more recently, the literature on the enforcement of Competition Law. 2 

Essentially, traditional literature distinguishes three potential sources of legal uncer- 
tainty. The first is uncertainty that agents may face about the type of their action - about 
whether the action is genuinely socially harmful. The second is uncertainty regarding the 
liability standard which we can think of as the threshold level of harm caused by an 

action such that if the authority perceives the harm caused by a firm’s action to be 
above this threshold it will disallow and penalize the action, while if the perceived level 
of harm is below this threshold then the authority will allow the firm’s action. The third 

source of legal uncertainty, which has received extensive attention in the literature arises 
because authorities are unable to determine the actual harm caused by an action and 

so have to form some estimate of the harm, and an action is disallowed if the estimated 

value of harm is above the liability standard. 3 Since these estimates contain errors this 
gives rise to possible Type I and Type II decision errors whereby actions that should 

be allowed are disallowed and actions that should be disallowed are allowed. In their 
analyses, Craswell and Calfee (1984, 1986 ) focus on the second and third sources of le- 
gal uncertainty and examine their welfare implications considering more specifically how 

under-compliance and over-compliance are affected. Other very imp ortant pap ers in the 
Law and Economics tradition that examine the implications of legal uncertainty, arising 
from the first and third sources above, for the optimal enforcement of economic regula- 
tions and the demand for legal advice are those by Kaplow (1990), Kaplow (1995) and 

2 For a review of contributions to these literature strands see also Katsoulacos and Ulph (2015) . 
3 For example, the papers (mentioned below in the text) in the Law and Economics literature and the 

more recent contributions in the enforcement of regulatory law literature including: Schinkel and Tuinstra, 
(2006), Kwak (2010), Lang (2012) , and Strausz (2011) . 
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