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I. Introduction

Since the turn of the century, legislation in Western countries has expanded
rapidly to reverse the brief dominance of laissez faire during the nineteenth
century. The state no longer merely protects against violations of person
and property through murder, rape, or burglary but also restricts ““dis-
crimination” against certain minorities, collusive business arrangements,
“jaywalking,” travel, the materials used in construction, and thousands
of other activities. The activities restricted not only are numerous but also
range widely, affecting persons in very different pursuits and of diverse
social backgrounds, education levels, ages, races, etc. Moreover, the likeli-
hood that an offender will be discovered and convicted and the nature and
extent of punishments differ greatly from person to person and activity to
activity. Yet, in spite of such diversity, some common properties are
shared by practically all legislation, and these properties form the subject
matter of this essay.

In the first place, obedience to law is not taken for granted, and public
and private resources are generally spent in order both to prevent offenses
and to apprehend offenders. In the second place, conviction is not generally
considered sufficient punishment in itself; additional and sometimes severe
punishments are meted out to those convicted. What determines the
amount and type of resources and punishments used to enforce a piece of
legislation ? In particular, why does enforcement differ so greatly among
different kinds of legislation ?

*I would like to thank the Lilly Endowment for financing a very productive
summer in 1965 at the University of California at Los Angeles. While there I received
very helpful comments on an earlier draft from, among others, Armen Alchian,
Roland McKean, Harold Demsetz, Jack Hirshliefer, William Meckling, Gordon
Tullock, and Oliver Williamson. I have also benefited from comments received at
seminars at the University of Chicago, Hebrew University, RAND Corporation, and
several times at the Labor Workshop of Columbia; assistance and suggestions from
Isaac Ehrlich and Robert Michael; and suggestions from the editor of this journal.
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The main purpose of this essay is to answer normative versions of these
questions, namely, how many resources and how much punishment should
be used to enforce different kinds of legislation ? Put equivalently, although
more strangely, how many offenses should be permitted and how many
offenders should go unpunished ? The method used formulates a measure
of the social loss from offenses and finds those expenditures of resources
and punishments that minimize this loss. The general criterion of social
loss is shown to incorporate as special cases, valid under special assump-
tions, the criteria of vengeance, deterrence, compensation, and rehabilita-
tion that historically have figured so prominently in practice and
criminological literature.

The optimal amount of enforcement is shown to depend on, among
other things, the cost of catching and convicting offenders, the nature of
punishments—for example, whether they are fines or prison terms—and
the responses of offenders to changes in enforcement. The discussion,
therefore, inevitably enters into issues in penology and theories of criminal
behavior. A second, although because of lack of space subsidiary, aim of
this essay is to see what insights into these questions are provided by our
“economic” approach. It is suggested, for example, that a useful theory of
criminal behavior can dispense with special theories of anomie, psycho-
logical inadequacies, or inheritance of special traits and simply extend the
economist’s usual analysis of choice.

I1. Basic Analysis
A. The Cost of Crime

Although the word ““crime” is used in the title to minimize terminological
innovations, the analysis is intended to be sufficiently general to cover all
violations, not just felonies—like murder, robbery, and assault, which
receive so much newspaper coverage—but also tax evasion, the so-called
white-collar crimes, and traffic and other violations. Looked at this
broadly, “crime” is an economically important activity or “industry,”
notwithstanding the almost total neglect by economists.! Some relevant
evidence recently put together by the President’s Commission on Law

1 This neglect probably resulted from an attitude that illegal activity is too immoral
to merit any systematic scientific attention. The influence of moral attitudes on a
scientific analysis is seen most clearly in a discussion by Alfred Marshall. After
arguing that even fair gambling is an “economic blunder” because of diminishing
marginal utility, he says, ‘It is true that this loss of probable happiness need not be
greater than the pleasure derived from the excitement of gambling, and we are then
thrown back upon the induction [sic] that pleasures of gambling are in Bentham’s
phrase ‘impure’; since experience shows that they are likely to engender a restless,
feverish character, unsuited for steady work as well as for the higher and more solid
pleasures of life”” (Marshall, 1961, Note X, Mathematical Appendix).
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Enforcement and Administration of Justice (the ““Crime Commission”) is
reproduced in Table 1. Public expenditures in 1965 at the federal, state, and
local levels on police, criminal courts and counsel, and ‘“‘corrections”
amounted to over $4 billion, while private outlays on burglar alarms,
guards, counsel, and some other forms of protection were about $2 billion.
Unquestionably, public and especially private expenditures are significantly
understated, since expenditures by many public agencies in the course of
enforcing particular pieces of legislation, such as state fair-employment
laws,? are not included, and a myriad of private precautions against crime,
ranging from suburban living to taxis, are also excluded.

TABLE 1
Economic Costs OoF CRIMES

Type Costs (Millions of Dollars)

Crimes against persons . . . . . . . . . . . . . . 815
Crimes against property . . . . . . . . . . . . . . 3,932
Illegal goods and services . . . . . . . . . . . .. 8,075
Some other crimes . . . . . . . . . . . . . ... 2,036
Total . . . . . . . . ... 14,858
Public expenditures on police, prosecutlon, and courts . 3,178
Corrections . . e 1,034
Some private costs of combattmg cr1me e e e e 1,910
Over-alltotal . . . . . . . . e e e e e e 20,980

Source: President’s Commission, (19674, p. 44).

Table 1 also lists the Crime Commission’s estimates of the direct costs
of various crimes. The gross income from expenditures on various kinds
of illegal consumption, including narcotics, prostitution, and mainly
gambling, amounted to over $8 billion. The value of crimes against
property, including fraud, vandalism, and theft, amounted to almost $4
billion,® while about $3 billion worth resulted from the loss of earnings
due to homicide, assault, or other crimes. All the costs listed in the table
total about $21 billion, which is almost 4 per cent of reported national

2 Expenditures by the thirteen states with such legislation in 1959 totaled almost
$2 million (see Landes, 1966).

3 Superficially, frauds, thefts, etc., do not involve true social costs but are simply
transfers, with the loss to victims being compensated by equal gains to criminals.
While these are transfers, their market value is, nevertheless, a first approximation
to the direct social cost. If the theft or fraud industry is “competitive,”” the sum of the
value of the criminals’ time input—including the time of ‘“‘fences’ and prospective
time in prison—plus the value of capital input, compensation for risk, etc., would
approximately equal the market value of the loss to victims. Consequently, aside
from the input of intermediate products, losses can be taken as a measure of the
value of the labor and capital input into these crimes, which are true social costs.
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income in 1965. If the sizeable omissions were included, the percentage
might be considerably higher.

Crime has probably become more important during the last forty years.
The Crime Commission presents no evidence on trends in costs but does
present evidence suggesting that the number of major felonies per capita
has grown since the early thirties (President’s Commission, 1967a, pp. 22—
31). Moreover, with the large growth of tax and other legislation, tax
evasion and other kinds of white-collar crime have presumably grown
much more rapidly than felonies. One piece of indirect evidence on the
growth of crime is the large increase in the amount of currency in circula-
tion since 1929. For sixty years prior to that date, the ratio of currency
either to all money or to consumer expenditures had declined very sub-
stantially. Since then, in spite of further urbanization and income growth
and the spread of credit cards and other kinds of credit,* both ratios have
increased sizeably.® This reversal can be explained by an unusual increase
in illegal activity, since currency has obvious advantages over checks in
illegal transactions (the opposite is true for legal transactions) because no
record of a transaction remains.®

B. The Model

It is useful in determining how to combat crime in an optimal fashion to
develop a model to incorporate the behavioral relations behind the costs
listed in Table 1. These can be divided into five categories: the relations
between (1) the number of crimes, called “offenses” in this essay, and the
cost of offenses, (2) the number of offenses and the punishments meted out,
(3) the number of offenses, arrests, and convictions and the public expendi-
tures on police and courts, (4) the number of convictions and the costs of
imprisonments or other kinds of punishments, and (5) the number of
offenses and the private expenditures on protection and apprehension.
The first four are discussed in turn, while the fifth is postponed until a
later section.

1. Damages

Usually a belief that other members of society are harmed is the motivation
behind outlawing or otherwise restricting an activity. The amount of harm

* For an analysis of the secular decline to 1929 that stresses urbanization and the
growth in incomes, see Cagan (1965, chap. iv).

®In 1965, the ratio of currency outstanding to consumer expenditures was 0.08,
compared to only 0.05 in 1929. In 1965, currency outstanding per family was a
whopping $738.

 Cagan (1965, chap. iv) attributes much of the increase in currency holdings
between 1929 and 1960 to increased tax evasion resulting from the increase in tax
rates.
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would tend to increase with the activity level, as in the relation

H, = H(0)),
with (1
. dH,
H;= "'16‘ > 0,

where H; is the harm from the ith activity and O; is the activity level.” The
concept of harm and the function relating its amount to the activity level
are familiar to economists from their many discussions of activities causing
external diseconomies. From this perspective, criminal activities are an
important subset of the class of activities that cause diseconomies, with the
level of criminal activities measured by the number of offenses.

The social value of the gain to offenders presumably also tends to
increase with the number of offenses, as in

G = G(0),
with @)
, 4G
G = C—l,—é > 0.

The net cost or damage to society is simply the difference between the
harm and gain and can be written as

D(0) = H(O) — G(0). 3)

If, as seems plausible, offenders usually eventually receive diminishing
marginal gains and cause increasing marginal harm from additional
offenses, G” < 0, H” > 0, and

.D” — H/r _ Glr > O, (4)

which is an important condition used later in the analysis of optimality
positions (see, for example, the Mathematical Appendix). Since both H’
and G’ > 0, the sign of D’ depends on their relative magnitudes. It follows
from (4), however, that

D'(0) > 0 forall O > O, if D'(0,) = 0. ®)

Until Section V the discussion is restricted to the region where D’ > 0,
the region providing the strongest justification for outlawing an activity.
In that section the general problem of external diseconomies is reconsidered
from our viewpoint, and there D’ < 0 is also permitted.

The top part of Table 1 lists costs of various crimes, which have been
interpreted by us as estimates of the value of resources used up in these

7 The ith subscript will be suppressed whenever it is to be understood that only one
activity is being discussed.



