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I. INTRODUCTION 

The realm of the social sciences is so broad a scope that the intera.ction 
among its specialized fieldS has never been thoroughly and systematically 
studied or even appreciated. Of these . fields, law. and economics suffer a 
drought of resources, because the interplay beLween the two has scarcely 
been explored. But recent events have signaled the. importance of such an 
analysis, particularly, ·the importance of the rule ·of law in attracting 
economic activity and not merely. as a result of stable economic policies. In 
fact, the rule of law is a crucial factor that can either promote or hinder 
economic development as it seeks to reduce the level of poverty. 

This paper attempts to present a general sketch of the economic theory 
of law, as it tries to identify the precise. aspects by which the law directly 
promotes or hinders particular elements that. contribute to economic 
development. An overview of the economic situation of the Philippines is 
also discussed to underscore the sheer necessity ·of encouraging econ01r.ic 
development. Finally, the situation of the Judiciary and the legal profession is 
then appraised in terms of their impact on economic development in general. 
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II. TRADITIONAL ECONOMIC THEORY OF LAW 

Traditional economic theory regarding the role of law in economic 
development was formulated by the Economist Adam Smith,' who argued 
that civil government emerged mainly to protect private property. In the 
absence of property ownership, there is no need to establish any set of rules 
regarding the relations among human beings. Ouly when a minority begins 
to accumulate property does a need for societies to develop rules arise, 
regarding the acquisition, maintenance, disposition, and inheritanco:: of 
property. This involves establishing rules to govern the r~lationships between 
persons for the protection of possible heirs, vendors, or purchasers of 
property. A system for the enforcement of these . rules and settlement of 
disputes and conflicts would have to be developed. In our society, we see 
that this gave rise to the contemporary preoccupation on the importance of 
the rule of law, and its impact on protection of the rights of investors over 
property and enforcement of contracts, which served as basis for encouraging 
investment, thereby stimu)ating economic growth.' 

In the long-term process of economic development, Smith proposed the 
classic argument that government had three basjc and specialized functions: 
external defense, administration of justice, and proVision of basic 
infra.strncture.J These three are essential and unique func-tions whose primary 
goal is the management and reduction of risk and uncertainty in the 
economy to encourage consumption and investment on a large scale. 

The major theory of the determinants of economic development 
emphasizes on the role of consumption, especially investment Consumption 
is the expenditure of households on goods and services, including 9urable 
goods such as housing, home furnishings, appliances and the like. Inv~stment 
is the expenditure of firms on equipment, machinery, buildingsi land 
improvements and the like, all directed towards increasing production for 
sale, to local consumers or to foreign buyers. Households and firms 'with 
surplus earnings can deposit the savings in financial institutions to realize 
reasonable rates of return on their savings. Financial institutions, on the other 
hand, earn revenue by providing credit to households and firms with ·. 
inadequate resources to make purchases. Households normally borrow for 
major consumer items, usually durable goods, e.g., housing, cars, and home 
appliances. Fin,ns borrow for short-term working capital requirements, trade 
credits to facilitate the movement of goods, or for long-term developmental 
projects, such as construction of a large manufacturing facility like a 
petrochemical plant or steel mill. Credit decisions are based on the baP..ks' 
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